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About the theme...

Here today. Here tomorrow.

MSRS is here for you at the beginning of your career, as you make
plans for your future.

MSRS is here for you after retirement, when those plans are realized.

And, as change happens, we are here for all of the stages in between.

The photos throughout this Comprehensive Annual Financial Report
represent various stages in our lives. From the early days, with seeds
and budding trees, through the strong, steady days of our careers,

to the fall colors and snows of retirement, MSRS is committed to
fulfilling its mission to you.
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INTRODUCTORY SECTION

MSRS 2016 Comprehensive Annual Financial Report

Providing Exemplary

Customer Service
and Support
From Day One



Achievement Awards

GFOA

The Government Finance Officers Association (GFOA) recognizes public retirement
systems that meet its rigorous reporting standards with its annual Certificate of Achievement
for Excellence in Financial Reporting, It is the highest form of recognition for accounting
and financial reporting in the public pension sector. MSRS received this award for our 2015
Comprehensive Annual Financial Report.
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PPCC

The Public Pension Coordinating Council (PPCC) recently recognized MSRS for meeting its
professional standards for the administration of public retirement systems.




Board Chairperson’s Report

‘!E!SRS Minnesota State Retirement System
7 MNDCP Minnesota Deferred Compensation Plan

HCSP Health Care Savings Plan

December 22, 2016

Dear Members, Benefit Recipients, and Employers:

Fiscal year 2016 presented some unique challenges for the Minnesota State Retirement System
(MSRS). Lower than expected investment returns and changes in vatious actuarial assumptions
including expectations for member and retirees living longer had a significant effect on the
retirement plans’ funding status. As of July 1, 2016, MSRS’ largest retirement plan, the General
Employees Retirement Plan, was 81.56 percent funded (based on the actuatial value of assets).
The plan’s funding status decreased by 4.85 percent since July 1, 2015. The MSRS Board of
Directors remains deeply committed to our fiduciary responsibility to ensure that our pension
funds remain stable, sustainable and secure for all of our current and future benefit recipients.

MSRS’ net assets as of June 30, 2016, totaling $20.06 billion, decreased approximately 1.99
percent from the prior year. Even though total assets of $22.06 billion grew 0.46 percent, total
liabilities grew more substantially by $1.99 billion, or 34.14 percent, from June 30, 2015. The
Board monitors MSRS’ financial position on an ongoing basis. In a year where the MSRS net
assets decrease, the Board must roll up it sleeves and continue to take proactive measures to
ensure that MSRS provides financially secure retirement plans to pay promised retirement
benefits now and in the future.

The Board regulatly reviews the actuarial assumptions used to determine MSRS’ funding status
and to ensure that MSRS’ defined benefit retirement plans are adequately funded. This review
helps shape our funding policy. To implement funding policy, the Board recommended “shared
sacrifice” legislation for the 2016 session aimed at increasing funding requirements to offset
increasing pension liabilities and costs due to increases in member life expectancy and lower
than expected investment returns. Proposed legislative initiatives for the General Plan included
reducing future post-retirement benefit increases at a fixed rate, removing of current funding
triggers in existing legislation and increasing employee and employer contribution rates. Unfortu-
nately, the recommended legislation was not passed in the package as proposed in 2016, leading
to additional pension liabilities increases to address in future yeats.
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The MSRS Board of Directors continues to monitor funding status and contribution deficiency
rates and will take appropriate action to ensure the financial security of the retitement funds.

On October 13, 2016, the board proposed key legislative initiatives to proactively address the
additional pension liabilities for the General Employees Retirement Fund, State Patrol Retirement
Fund and the Correctional Employees Retirement Fund.

The Board remains committed to being a leader in public pension plan policy today, tomorrow,

and into the future. We strive to fulfill our fiduciary duty to provide a secure retirement plan for
you, and we truly appreciate your continued support.

Sincerely,

Ty Bt

Mary Benner, Chair
Board of Directors
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Letter of Transmittal

‘ !E!SRS Minnesota State Retirement System
7 MNDCP Minnesota Deferred Compensation Plan

HCSP Health Care Savings Plan

December 22, 2016

Board of Directors

Minnesota State Retirement System
60 Empire Drive, Suite 300

St. Paul, MN 55103-3000

Dear Directors:

We are pleased to present this Comprehensive Annual
Financial Report (CAFR) for the Minnesota State
Retirement System (MSRS) for the fiscal year ended
June 30, 2016, our 87th year of operation. The theme

of this year’s report is Here today. Here tomorron. Change
is rapidly occurring in our state and in our organization.
Demographic trends over the next decade will transform
the landscape of Minnesota, including both our organi-
zation and the members MSRS serves. During the past
year, you’ve dealt with a continued changing environment
which included appointing a new Executive Director,
Erin Leonard, to replace our respected and admired
leader of 25 years, David Bergstrom. One thing has not
changed; the board is leading our organization into the
future with steadfast dedication to preserving our defined
benefit retirement plans. We applaud your dedication for
continuing to create a forward thinking funding policy
and advancing legislative initiatives to administer
financially secure retirement plans, a tax-free health care
savings plan, and a low-cost deferred compensation plan.
As change happens, MSRS is committed to provide
exemplary services to our members today, tomorrow

and into the future.

Report Contents and Structure

This CAFR is designed to meet the reporting require-
ments of Minnesota Statutes 356.20. The preparation of
this report, including the financial statements contained
within, is the result of a collaborative effort of the
MSRS Executive Director and MSRS’ Finance Division
staff under the direction of its Chief Financial Officer.

Ultimate responsibility for the integrity of the data pre-
sented within this report and the fair presentation of

the financial statements, in all material respects, lies with
MSRS management. The MSRS Board of Directors
provides an oversight role, and is assisted in this respon-
sibility by its four-person Audit Committee. The Audit
Committee has the responsibility to oversee the adequacy
and effectiveness of MSRS’ system of internal controls,

including controls over financial reporting.

MSRS management is responsible for establishing and
maintaining a system of internal controls over financial
reporting. The objective of this internal control frame-
work is to provide reasonable, not absolute, assurance
that assets are safeguarded against loss or unauthorized
disposition, financial records and reports are reliable,
and MSRS has complied with all finance-related legal
provisions. The concept of reasonable assurance recog-
nizes the relationship between the cost of an internal
control and the benefit likely to be derived, based on
management’s judgment. Management asserts, to the best
of its knowledge and belief, that the internal controls
over financial reporting are operating effectively as of
June 30, 2016, to meet the purpose for which they were

intended.

Inherent limitations exist in the effectiveness of any
internal control system, including the possibility of
human error, faulty decision making, fraud or manage-
ment overriding the system. Accordingly, even a well-

conceived and operating internal control system may not
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prevent or detect misstatements in the preparation of
financial statements. Also, any projection of the evalua-
tion of the effectiveness of internal controls to a future
period is subject to risk that controls may become
inadequate due to changing business conditions, or that
the degree of MSRS compliance with established policies

and procedures has deteriorated.

State law permits the Office of the Legislative Auditor
(OLA), a professional, nonpartisan office in the legisla-
tive branch of Minnesota state government, to audit the
financial statements and related note disclosures contained
in this report. The OLA completed this audit in accor-
dance with auditing standards generally accepted in the
United States, and the standards applicable to financial
audits contained in Government Anditing Standards. The
OLA also reviewed the adequacy of our internal controls
over financial reporting and compliance with certain legal
provisions. The Legislative Auditor’s opinion letters, the
Independent Anditor’s Report, are presented in the Financial
Section of this CAFR. The auditors reported no material

weaknesses in our internal controls.

The Financial Section of this report also contains
Managements Discussion and Analysis. This narrative, found
on pages 48-57, presents financial highlights and an
overview of MSRS’ financial statements for fiscal year
2016, along with an analysis of MSRS’ defined benefit
and defined contribution retirement funds. This letter
of transmittal complements Management’s Discussion and

Apnalysis and these items should be read in conjunction.

MSRS’ financial activities are also reflected in the pension
trust fund financial statements included in the Fiduciary

Funds section of the State of Minnesota’s Comprehensive
Annual Financial Report. This report is available online at

http://www.mn.gov/mmb/accounting/repotts.

About MSRS Funds

MSRS administers five defined benefit and four defined
contribution funds, which are identified below. The fidu-
ciary net position (total assets minus total liabilities to
vendors, bondholders, and other parties) of these funds
that is reserved for payments of pension benefits totaled
more than $20 billion as of June 30, 2016.

Defined Benefit Funds

e State Employees Retirement Fund, which includes
General Plan employees and three special groups:
Minnesota Department of Transportation pilots, deputy
state fire marshals, and Military Affairs personnel;

e State Patrol Retirement Fund;

e Correctional Employees Retirement Fund;

e Judges Retirement Fund; and

o Lecgislators Retitement Fund, which includes members
of the Legislators and Elective State Officers

Retirement Plans.

Defined Contribution Funds
e Minnesota Deferred Compensation Fund (MNDCP);

o Unclassified Employees Retirement Fund,;
e Health Care Savings Fund; and

e Supplemental Retirement Fund for Hennepin County.

For the defined benefit funds, MSRS serves approximately
55,200 active employees from over 15 employer and com-
ponent units, 42,640 benefit recipients, and 26,700 mem-
bers who are no longer contributing, but are eligible for
either future monthly benefits or a lump-sum distribution.
The fiduciary net position for these funds is nearly $12.92
billion as of June 30, 2016.

Alternatively, for the defined contribution funds, member
participation and financial position as of June 30, 2016,
varied significantly among these funds. MSRS serves
approximately 84,100 participants in the MNDCP with a
fiduciary net position totaling $5.87 billion. Over 106,800
members participate in the Health Care Savings Fund
with a fiduciary net position of nearly $827 million. Over
3,200 members participate in the Unclassified Employees
Retirement Fund with a fiduciary net position of about
$305 million. About 1,400 members participate in the
Supplemental Retirement Fund for Hennepin County with

a fiduciary net position of approximately $144 million.

Continued on next page
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Major Initiatives

Fiscal year 2016 accomplishments included completion of
some significant initiatives and as well as numerous other
projects that contributed to MSRS being a more efficient
and financially secure retirement system. The year also
included MSRS embarking on other important projects,
aimed at moving MSRS even closer to achieving its busi-
ness process improvement goals. These major initiatives

are highlighted in the bullets on the next few pages.

e Succession planning. The MSRS Board of Directors
and senior management were effective in carrying
out a succession plan to steer the organization into the
future. The Board of Directors chose Erin Leonard as
the next MSRS Executive Director. Erin succeeded
Dave Bergstrom, who retired in December 2016. Dave
was the MSRS Executive Director for 25 years. In
addition, MSRS senior management welcomed Tim
Rekow to the organization as the Chief Financial
Officer. Tim succeeded Judy Hunt, who retired in July
2016. Judy was the MSRS Chief Financial Officer for

9 years.

o Recordkeeper transition completed. In February
2015, MSRS executed a contract with Great-West
Life & Annuity Insurance Company for Empower
Retirement, the retirement services arm of the
company, to provide recordkeeping and custodial
services. Effective July 1, 2015, Empower succeeded
Voya Financial® as the as the recordkeeper for MSRS’
four defined contribution retitement funds. MSRS
staff worked diligently to ensure our members had
a seamless transition between the two vendors.
Although there were some bumps along the way,
staff’s willingness to go the extra mile to ensure this
transition was successful was integral to our success

this year.

o Lower fee investment options made available to
members. MSRS worked diligently in fiscal year
2016 to make investment option changes to lower
member fees in its Minnesota Deferred Compensation
Plan. Effective September 15, 2016, the Vanguard
Dividend Growth Fund replaced the Janus Twenty

Fund. The Vanguard Dividend Growth Fund has
significantly lower fees, 0.33 percent as of June 30,
2016, versus 0.82 percent for the Janus Twenty Fund.
Also, effective November 11, 2016, the Fidelity
Diversified International Fund became a lower-cost
investment of the same fund. Instead of offering the
Fidelity Diversified International Fund as a mutual fund,
it is now offered as a Collective Investment Trust called
the Fidelity Diversified International Commingled Pool.
The change reduced fees for this fund from 1.00 per-
cent to 0.58 percent as of November 11, 2016. Finally,
the T. Rowe Price Small Cap Stock Fund is now offered
as a lower-cost institutional share class fund. The change
reduced fees for this fund from 0.90 percent to 0.67
percent as of November 11, 2016.

Microfiche records scanning completed. Phase 1
of the “Evolution of Records” project has been
completed. Approximately 1.5 to 2 million participant
file documents that were previously stored on over
100,000 pieces of microfiche have been converted

to digital media. This phase of the project started
November 12, 2014, and took almost two years to
complete. Phase 2 will include the manipulation of
the digital images so they can be added to the indivi-
dual participant files. When this phase is complete,
staff will have easy access to higher-quality images of

member documents.

Aurora hosting migration project underway.

The Hosting Migration Project is a major effort to
move Aurora, the MSRS participant management
system, and related applications from its current host,
MNLIT, to IBM Cloud Managed Services by December
2016. Since early 2015, MSRS has been busy planning
the migration steps, preparing our applications for their
new home at IBM, configuring the new IBM systems
to accept our applications, and creating suites of

tests to be sure each part of our move is successful.
Once the migration is complete, MSRS will experience
significant cost savings as well as greater stability in
Aurora and all its related applications and system

redundancy to ensure continuity of operations.
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e Other notable MSRS accomplishments during
fiscal year 2016 include:

- Implementation of enhanced information
technology security including encryption and

patch management.

- Business continuity improvements including the
completion of various business continuity plan
documents, effective testing of our hot site, and

execution of exercises to test the plan.

- Improved MSRS defined benefit account online

usability and security.

- Completion of Strengths Based Leadership

training with MSRS management.

- Filing determination letter requests with the
Internal Revenue Service (IRS) for MSRS’ four
largest defined benefit retirement plans and the
Unclassified Employees Retitement Plan. These
filings are necessary to obtain assurance that the
retirement plans remain qualified and eligible

for tax benefits.

The MSRS fiscal year 2017 goals focus in three primary
areas: technology, staff development, and participant

services.

Continued improvements will enable MSRS to enhance
usability and security of technology for our staff and
members during the coming year. This will include com-
pleting the Aurora hosting project, improving MSRS
defined benefit online account usability and security, the
continued release of enhancements to improve Aurora,
and implementing two-factor authentication. SEMA4
Self Service Time Entry will be implemented, moving
MSRS away from paper timesheets to an automated pay-
roll system. MSRS recognizes that technology is changing
at a rapid pace, so the hiring of a Chief Information
Officer in fiscal year 2017 will further strengthen the
leadership of MSRS.

Developing and formalizing a staff training curriculum is

a goal for the upcoming fiscal year. This includes building

upon Strengths Finder training with team engagement
meetings and development of a customized perfor-
mance management leadership program. Other staff
development initiatives include ongoing business con-
tinuity plans, including “hot site” exercises to ensure
employees have the tools they need to continue opera-

tions in the event of a business interruption.

In fiscal year 2017, MSRS will focus on the continued
development of web-based tools to improve the parti-
cipant service experience. This will include an account
online tutorial, as well as implementation of the Gov
Delivery tool for employer communication and partici-
pant engagement. MSRS continues to make improve-
ments based on participant feedback, striving to make
information readily available so participants can make

informed decisions about their retirements.

Financial Information

Accounting System and Reports

MSRS prepares its financial statements in accordance
with generally accepted accounting principles promulgat-
ed by GASB. Transactions are reported on the accrual
basis of accounting, Contributions from employers
and members are recognized as revenue when earned.
Expenses are recorded when corresponding liabilities
are incurred, regardless of when payment is made.
Most financial transactions are processed through the
Statewide Integrated Financial Tools (SWIFT) system
under the oversight of the department of Minnesota

Management and Budget.

Financial Summary

The schedule on the following page is a comparative
summary of total additions and total deductions that
determine the change in fiduciary net position for
MSRS’ defined benefit and defined contribution funds
for the fiscal years ended June 30, 2016 and 2015. Total
additions represent employee and employer contribu-
tions and net investment income. Total deductions
include annuity payments, refunds, health care reim-
bursements, ongoing deferred compensation and other
defined contribution plan withdrawals, and administra-

tive expenses. With a 0.1 percent investment loss in

Continned on next page
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fiscal year 2016, MSRS realized a decrease of over $407
million in the fiduciary net position for all MSRS pension

trust funds for fiscal year 2016. This amount includes a

decrease of over $471 million for MSRS’ defined benefit
funds and an increase of more than $64 million for its

defined contribution funds.

ALL MSRS PENSION TRUST FUNDS

(Dollars in thousands)

SUMMARY STATEMENT OF CHANGES IN FIDUCIARY NET POSITION

For the Fiscal Years Ended June 30, 2016 and 2015

Defined Benefit Funds Defined Contribution Funds

Source FY 2016 FY 2015 FY 2016 FY 2015
Total Additions $410,935 $993,844 $462,596 $679,021
Total Deductions 882,283 830,797 398,363 425,744
Net Increase (Decrease)

in Net Position $(471,348) $163,047 $64,233 $253,277
Fiduciary Net Position -

beginning of year $13,389,861 $13,226,814 $7,079,900 $6,826,623
Fiduciary Net Position - - -

end of year $12,918,513 $13,389,861 $7,144,133 $7,079,900

Actuarial Valuations

MSRS contracted with Gabriel Roeder Smith & Company
(GRS) of Minneapolis, Minnesota to perform two annual
actuarial valuations for each MSRS defined benefit fund
and to provide other actuarial consulting and advisory

services during fiscal year 2016.

The first set of actuatial valuations is to determine actu-
arial valuation information necessary to prepare financial
reports in compliance with GASB Statements No. 67 and
Statement No. 68, including the computation of the net
pension liability, pension income or expense, enhanced
note disclosures, and expanded Reguired Supplementary
Information (RSI). More detail regarding these financial

reporting actuatial valuations may be found in the Nozes fo

the Financial Statements in the Financial Section of this CAFR.

The second set of actuarial valuations are the traditional
funding valuations. These valuations report funding prog-
ress, the required contribution rate, contribution suffi-
ciency or deficiency levels, and other actuarial information

necessary for monitoring each defined benefit retirement

plan’s funding status. The actuarial methods, assumptions,
and funding status of MSRS’ defined benefit retirement

plans are detailed in the Actuarial Section of this report.

Retirement Plan Actuarial Position and
Funding Status

The traditional funding actuarial valuations for each
defined benefit fund measure current costs and contribu-
tion requitements to determine how much employers

and members should contribute to maintain appropriate
funding levels to pay future benefits. These traditional
funding actuarial valuations also measure assets and
actuarial accrued liabilities to determine the funding

status for each defined benefit plan that MSRS administers.
Improvement in the funding status leads to a larger ratio
of assets to actuarial accrued liabilities, and a greater level
of investment income potential. A high funded ratio

gives members assurance that their pensions are financially
secure, and that existing assets and projected investment
earnings on those assets are sufficient to cover the liabili-
ties for present and future annuities, survivor and disability

benefits, refunds, and administrative expenses.
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The schedule below highlights the actuarial value of
assets, actuarial accrued liability, funded ratio and contri-
bution deficiency (expressed as a percent of payroll

except for Legislators Retirement Fund, which is

expressed in dollars because it is a closed plan) for each
defined benefit fund as of the latest actuarial valuation
date, July 1, 2016.

(Dollars in thousands)

HIGHLIGHTS OF THE 2016 ACTUARIAL VALUATIONS

Actuarial Value Actuarial Accrued Funded Contribution
Defined Benefit Retirement Fund of Assets Liability Ratio Deficiency
State Employees $11,676,370 $14,316,886 81.56% 3.49%
State Patrol 654,842 833,886 78.53 3.08
Correctional Employees 937,000 1,313,516 71.34 5.61
Judges 172,525 331,334 52.07 6.28
Legislators* 0 218,514 0.00 $22.998

* Unlike the other defined benefit retirement funds, the Legislators Retirement Fund is financed on a pay-as-you-go basis.

For the State Employees Retirement Fund, the contribu-
tion deficiency, determined on an actuarial value of assets
basis as of the July 1, 2016, valuation date, increased

in comparison to the contribution deficiency as of July

1, 2015. This is due to the many changes in actuarial

assumptions resulting from a recent experience study.

For the State Patrol Retirement and Judges Retirement
Funds, the contribution deficiencies, determined on an
actuarial value of assets basis as of the July 1, 2016,
valuation date, decreased in comparison to the contribu-
tion deficiencies one year eatlier. For the State Patrol
Retitement Fund, the primary reasons for the decrease
are additional member and employee contributions and
the decrease in liability due to the delay in postretirement
benefit increases implemented in fiscal year 2016. For
the Judges Retirement Fund, the primary reason for the
decrease was the new state contribution of $3 million in
fiscal year 2017.

The Correctional Employees Retirement Fund contribu-
tion deficiency, determined on an actuarial value of assets
basis as of the July 1, 2016, valuation date, increased only
slightly. Plan changes affecting members first hired after
June 30, 2010, are expected to ultimately reduce the cost

of the plan, but changes to the current year valuation are

minimal.

The Legislators Retirement Fund is a closed plan, with few
active, contributing members. Remaining assets in the plan
were depleted in the year ending June 30, 2016, and ben-

efits are paid on a pay-as-you-go basis by annual appropria-

tions from the state’s General Fund.

The Minnesota Legislature, along with the MSRS Board of
Directors, reviews annual valuation reports of the actuarial
funding status of the retirement systems. Current law for
the General State Employees, Correctional Employees, and
State Patrol Retirement Funds allows the MSRS Board of
Directors to change employee and employer contribution
rates to eliminate contribution deficiencies over time, unless
the Legislative Commission on Pensions and Retirement

denies or modifies any rate changes.

The board recommended legislation for the 2016 session
aimed at increasing funding requirements to offset increas-
ing pension liabilities and costs due to increases in member
life expectancy and lower than expected investment returns.
Proposed legislative initiatives for the General Plan includ-

ed reducing future post-retirement benefit increases at a

Continned on next page
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fixed rate, removing of current funding triggers in existing
legislation and increasing employee and employer
contribution rates. The recommended legislation did not
become law in 2016, leading to additional pension liability
increases to address in future years. The board also recom-
mended legislation to improve the funding of the Judges
Retirement Fund in 2016. The Legislature passed a law that
included a state contribution of $3 million to the Judges
Retirement Fund in the fiscal year ending June 30, 2017,
and an additional contribution of $6 million per year in

subsequent fiscal years until the plan is fully funded.

The MSRS Board of Directors continues to monitor fund-
ing status and contribution deficiency rates and will take
appropriate action, as necessary, to ensure the financial
security of the retirement funds. Fiscal year 2017 will
present additional challenges for the board to manage
additional pension liabilities caused by negative investment
returns and increases in member life expectancy. On
October 13, 2016, the board proposed key legislative
initiatives to proactively address the additional pension
liabilities for the General Employees Retirement Fund,
State Patrol Retirement Fund and the Correctional
Employees Retirement Fund which are detailed in the Board
Chairperson’s Report in the Introduction Section of this CAFR.

Investment Results

In accordance with the Minnesota Constitution, the State
Board of Investment (SBI) invests the assets of MSRS’
funds. The Board includes Governor Mark Dayton,
Attorney General Lori Swanson, Secretary of State

Steve Simon, and State Auditor Rebecca Otto. For all

investments under the SBI’s management, the Board, the
17 member Investment Advisory Council (IAC) to the
board (which includes the MSRS executive director), and
the SBI staff are governed by the prudent person rule, and
fiduciary standards detailed in Minnesota Statutes, Chapters
11A and 356A. The Board, in consultation with the TAC
and the SBI staff, establishes asset allocation and other
investment policies and guidelines, and conducts detailed

investment analyses of the funds under its control.

MSRS does not own specific securities, but instead owns
shares in various pools invested by the SBI. During fiscal
year 20106, the domestic stock pool reported a 0.0 percent
return (net of fees), performing worse than the Russell 3000
Index by 2.1 percentage points. The bond pool posted a
5.9 return (net of fees) for fiscal year 2016, 0.1 percentage
points lower than the Barclays Aggregate Bond Index. The
International Stock Pool reported a 9.7 percent loss (net
of fees) for the 2016 fiscal year, performing worse than the
Morgan Stanley Capital International All Country World
Index excluding the United States (which represents the
developed and emerging international markets outside the
U.S.) for the fiscal year by 0.5 percentage points. Alternative
investments returned a gain 0.2 percent in fiscal year 2016.
Within this investment environment, the Combined Funds,
which represent all defined benefit pension assets under
the SBI’s control, reported a 0.1 percent loss (net of fees)
for the 2016 fiscal year. Annualized over the latest ten-year
period, the Combined Funds generated a 6.5 percent return
(net of fees), outperforming a composite market index
(weighted in manner that reflects the long-term asset alloca-
tion of the Combined Funds over the latest ten-year period

as indicated in the following table) by 0.2 percentage points.

CoMBINED FUNDS ASSET M1Xx AND MARKET INDICES
Investment Type Market Indicator Long-Term Policy Target
Domestic Equity Russell 3000 Index 45.0%
International Equity Morgan Stanley Capital International World

All County World Index Ex-U.S. 15.0
Alternative Assets Alternative investments are measured against

themselves using actual portfolio returns 20.0
Bonds Barclays Capital Aggregate Bond Index 18.0
Unallocated Cash 3-Month Treasury Bills 2.0

100.0%

Please refer to the Investment Section for additional details on the investment results of MSRS’ largest defined benefit

retirement funds for fiscal year 2016.
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Awards

The Government Finance Officers Association of the

United States and Canada (GFOA) awarded a Certificate of
Achievement for Excellence in Financial Reporting to the
Minnesota State Retitement System for its comprehensive
annual financial report for the fiscal year ended June 30, 2015.
This was the seventh consecutive year that MSRS has achieved
this prestigious award. In order to be awarded a Certificate

of Achievement, a government must publish an easily read-
able and efficiently organized comprehensive annual finan-
cial report. This report must satisfy both generally accepted

accounting principles and applicable legal requirements.

A Certificate of Achievement is valid for a period of one
year only. We believe that our current comprehensive
annual financial report continues to meet the Certificate
of Achievement Program’s requirements and we atre
submitting it to the GFOA to determine its eligibility for

another certificate.

We are also very pleased to report that MSRS received the
Public Pension Coordinating Council’s (PPCC) Public
Pension Standards 2016 Award, in recognition of meeting
professional standards for plan administration as set forth
in the Public Pension Standards. These standards were
developed by a coalition of three associations that represent
public pension funds who cover the vast majority of public
employees in the U.S. They are intended to reflect minimum
expectations for public retirement systems management

and administration, and serve as a benchmark by which all
defined benefit public plans should be measured. The PPCC
has offered this award program to public retirement systems
for the past twelve years. MSRS is proud to be a recipient of

this award.

Membership Report

This report provides complete and reliable information on
which management decisions may be based and through
which compliance with statutory requirements may be
assessed. It is reproduced, in its entirety, on MSRS’ website
at http://www.msts.state.mn.us/financial-information. A
summary of the CAFR will be published in the next issue
of the Messenger, MSRS’ newsletter.
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As the MSRS Chief Financial Officer, I wish to express my
sincere appreciation to the team who have partnered with me
to produce this CAFR including: Financial Reporting and
Risk Assessment Director Cheryl Jahnke, Finance Manager
Joan Weber, Accounting officer Jason White, and the entire
MSRS Finance Division. It was truly a great privilege to work
with this team to complete our first MSRS CAFR together.

I join the entire CAFR team in expressing our thanks to

Maureen Mcllhargey, an outside consultant, for her talents in
producing this CAFR, and for her remarkable creative efforts
as demonstrated in the layout and design of the CAFR cover

and section pages.

Finally, we would like to express our sincere gratitude and
thanks to Dave Bergstrom for his public service to MSRS.
Dave has been an exemplary leader and a pleasure to work with.
Dave was Executive Director during some significant changes
with MSRS plans. These changes included navigating the dot-
com bubble that resulted in a recession in the early 2000s and
more recently the “Great Recession.” Dave was able to work
successfully with the MSRS Board and the Legislature to adopt
sound pension policies. During his tenure, the Minnesota
Deferred Compensation Plan (MDNCP) adopted a new, lower
cost administrative model which resulted in lower fees for plan
participants. The MNDCP has grown to be the fifth largest
plan of its kind in the United States with over $5.8 billion in
assets. In 2001, a new plan was created to allow Minnesota
Public employees to use a tax-preferred savings vehicle to
offset healthcare expenses. This is now the MSRS Health Care
Savings Plan (HCSP). To date, the HCSP has about 125,000
participant accounts and over $800 million in assets. These
examples highlight Dave’s commitment to execute the MSRS
mission. Dave’s leadership and personality will surely be missed
at MSRS. As an organization, we look forward to providing

services to support him in fulfilling his retirement goals.

Respectfully submitted,

Guntpora . Ty M G

Timothy Rekow, CPA
Chief Financial Officer

Erin Leonard

Executive Director
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MSRS Board of Directors, Administrative Staff
and Professional Consultants

As of June 30, 2016

Board of Directors
All board member positions are four-year terms, unless
specified otherwise.

Mary Benner, Chair
Appointed by Governor
Term expires: January 7, 2019

Sally (R.W.) Olsen, Vice Chair
Appointed by Governor
Term expires: January 2, 2017

Tommy Bellfield
Appointed Representative for employees of
Metropolitan Council’s Transit Division
Term expires: at the discretion of the Executive
Board for the Amalgamated Transit Union, Local 1005

Gabe Cornish
State Patrol Representative
Appointed by Board to complete an elected members term
Term expires: May 7, 2018

Myron Frans, Commissioner
Minnesota Management and Budget
Appointed by Governor
Term expires: January 7, 2019

Chester Jorgenson
Elected by General and Unclassified Plans Membership
Term expires: May 7, 2018

Key Administrative Staff

Executive Director:
David Bergstrom*

Chief Financial Officer:
Timothy M. Rekow

Assistant Executive Director -
Retirement Setvices:
Erin M. Leonard*

Michael Schweyen
Elected by General and Unclassified Plans Membership
Term expires: May 4, 2020

Dave Senf
Elected by General Plan Membership
Term expires: May 7, 2018

Wes Skoglund
Elected Retiree Representative
Term expires: May 4, 2020

Joseph Strunk
Elected by Correctional Plan Menbership
Appointed by Board to complete an elected member’s term
Term expires: May 4, 2020

Joseph Sullivan
Elected by General and Unclassified Plans Membership
Appointed by Board to complete an elected member’s term
Term expires: May 4, 2020

Professional Consultants

Actuary:
Gabriel Roeder Smith & Company

Legal Counsel:
Assistant Attorney General Rory Foley
Assistant Attorney General Kevin Finnerty

Medical Advisor:
MMRO - Managed Medical Review Organization

* Effective November 1, 2016, David Bergstrom retired from his position as Executive Director, and the MSRS Board of Directors

hired Erin Leonard as the new Executive Director.

NOTE: MSRS invests its funds in various investment pools administered by the Minnesota State Board of Investment (SBI). The
SBI retains various investment advisors whose fees are paid by the pool participants, including MSRS. A schedule of these advisors
and MSRS’ share of their fees is included on page 133 of the Investment Section of this CAFR.
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Organization Chart
As of June 30, 2016

Mission Statement

To administer financially secure retirement plans, a tax-free health care savings plan, and a
low-cost deferred compensation plan; ensure timely benefit payments; be proactive in public
pension policies; and provide exemplary customer service, through a one-stop shopping source.

MSRS 2016 Comprehensive Annual Financial Report - I”_Z

Board of
Directors Hiiaih H
Consulting !
1
Attorney !
oottt H T Assistant i
! Consulting ! Executive Assistant
h Act _ R Attorney !
] wary Director General |
. . o HE T l """ H
Informa):tlon Information Leg'ls‘latlve Executive Assistant Intern?al ! Humal.l Resources !
Security Officer Liaison Audit \.._Director __!
Assistant Executive Director Information Technology Information Systems Chief Financial
Retirement Services Supervisor Supervisor Officer
L Application || Finance
MNDCP/HCSP | | Network Development Division
Internal Counseling Administration
Database || Contract
External Counseling [ Administration Administration
|| Business
Special Benefits | | Continuity
Counseling
|| Finance
Special Proj
Service Center || pecial Trojects
Employer/
Participant Services
Records ||
Division



Summary of Plan Provisions
Defined Benefit Retirement Funds

The following is a summary of the major plan provisions for MSRS’ defined benefit retirement plans. Within the
General Employees Retirement Plan are three special groups: Military Affairs, Transportation Pilots, and Fire
Marshals Retirement Plans. These special groups have the same plan provisions as the General Employees
Retirement Plan, except as noted below.

Plan descriptions are not all inclusive. Descriptions provide general information only.

MILITARY AFFAIRS,
TRANSPORTATION PILOTS, STATE PATROL
AND FIRE MARSHALS

GENERAL

EMPLOYEES

STATUTORY OR LEGAL REFERENCES:

Minn. Stat. §352.01 - 352.76 Minn. Stat. §352.85 - 352.87 Minn. Stat. §{352B

COVERAGE:

* Most state employees, University of - Military Affairs: Minnesota - State troopers, conservation officers,
Minnesota non-instructional Department of Military Affairs and certain crime bureau and
employees, and selected metropolitan personnel on active duty gambling enforcement agents

agency employees
« Transportation Pilots: pilots
and chief pilots employed by the
Minnesota Department of
Transportation

- Fire Marshals: employees of
the Department of Public Safety,
State Fire Marshal Division, who
are employed as deputy state fire
marshal, fire or arson investigator
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Effective July 1, 2013, the Elective State Officers Retirement Plan is a special group within the Legislators Retirement Fund.
This special group has the same plan provisions as the Legislators Retirement Plan, except as noted below.

Plan provisions specific to MSRS’ defined contribution plans follow this section.

CORRECTIONAL
EMPLOYEES

JUDGES

LEGISLATORS

ELECTIVE STATE
OFFICERS

STATUTORY OR LEGAL REFERENCES:
Minn. Stat. §352.90 - 352.955 Minn. Stat. {490

COVERAGE:

+ Certain state employees who « District, appellate and

spend at least 75 percent supreme court judges
working time in direct contact
with inmates or patients at » Retirees include former
Minnesota Correctional municipal and county court
Facilities, the state-operated judges

forensic services program, or
the Minnesota Sex Offender

Program

« Members belong to either
the Tier 1 or Tier 2 benefit
program

« Tier 1 includes judges first
appointed or elected before
July 1, 2013

« Tier 2 includes judges first
appointed or elected after
June 30, 2013

« A judge with less than five

Minn. Stat. §3A

« Legislators first elected
before July 1, 1997

« Effective July 1, 1997,
newly-elected legislators are
covered by the Unclassified

Employees Retirement Plan.

Minn. Stat. §{3A.17

« Constitutional Officers first

elected prior to July 1, 1997,
and who chose to retain
coverage under this plan

- Effective July 1, 1997,

newly-elected constitutional
officers are covered by the
Unclassified Employees
Retirement Plan.

« All current constitutional

officers were elected after
July 1, 1997; therefore, this
plan is closed.

years of allowable service as
of December 30, 2013, may
make a one-time irrevocable
election into the Tier 2
benefit program.

Continued on next page
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Summary of Plan Provisions
Defined Benefit Retirement Funds

GENERAL

EMPLOYEES

MILITARY AFFAIRS,
TRANSPORTATION PILOTS,
AND FIRE MARSHALS

STATE PATROL

CONTRIBUTION RATES:

* Employee: 5.5 percent of salary
* Employer: 5.5 percent of salary

» Employee contributions are “picked
up” according to the provisions of
Internal Revenue Code 414(h)

VESTING:

Members hired before July 1, 2010:
» Three years of allowable service

Members hired after June 30, 2010:

« Five years of allowable service

Military Affairs:
- Employee: 7.1 percent of salary

« Employer: 7.1 percent of salary

Transportation Pilots:
- Employee: 7.1 percent of salary

« Employer: 7.1 percent of salary

Deputy Fire Marshals:
- Employee: 8.28 percent of salary

- Employer: 9.70 percent of salary

» Same as General Employees

- Employee: 13.4 percent of salary
« Increases to 14.4 percent July 1, 2016
- Employer: 20.1 percent of salary
« Increases to 21.6 percent July 1, 2016

« A supplemental state aid of $1 million
is paid annually to the fund until both
the Public Employees Retirement
Association (PERA) Police and Fire
Retitement Fund and the MSRS State
Patrol Retirement Fund become 90
percent funded on a market value of
assets basis.

+ Employee contributions are “picked
up” according to the provisions of
Internal Revenue Code 414(h)

Members hired before July 1, 2013:
« Three years of allowable service

Members hired after June 30, 2013:
« Ten years of allowable service
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CORRECTIONAL
EMPLOYEES

JUDGES

ELECTIVE STATE

LEGISLATORS OFFICERS

CONTRIBUTION RATES:

- Employee: 9.1 percent
of salary

« Employer: 12.85 percent
of salary

- Employee contributions are
“picked up” according to the
provisions of Internal
Revenue Code 414(h)

VESTING:

Members hired before

July 1, 2010:

+ 100 percent vested after three
years of allowable service

Members hired after

June 30, 2010:

« Graded vesting applies,
ranging from 50 percent
vested after five years of
allowable service to 100
percent vested after ten
years of allowable service

Tier 1:
- Employee: 9.0 percent of salary

« Employer: 22.5 percent of
salary

« Tier 1 employee contributions
are redirected to the Unclassified
Employees Retirement Plan after
the member reaches the maxi-
mum retitement benefit limit.

Tier 2:
- Employee: 7.0 percent of salary

« Employer: 22.5 percent of
salary

Tier 1 and Tier 2:

» Employee contributions are
“picked up” according to the
provisions of Internal Revenue

Code 414(h)

+ A supplemental state aid of $3
million will be paid to the fund
in fiscal year 2017. That aid will
increase to $6 million annually
beginning in fiscal year 2018
until fully funded.

» Five years of allowable
service

+ Employee: 9.0 percent
of salary

« Plan is funded by annual
appropriation from the
State’s General Fund

« Employer: funded by annual
appropriation, as needed,
from the State’s General
Fund

» Employee contributions are
“picked up” according to the
provisions of Internal
Revenue Code 414(h)

« Six years of allowable + Same as Legislators

service

Continued on next page
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Summary of Plan Provisions
Defined Benefit Retirement Funds

MILITARY AFFAIRS,
TRANSPORTATION PILOTS, STATE PATROL
AND FIRE MARSHALS

GENERAL

EMPLOYEES

RETIREMENT ELIGIBILITY:

Vested employees hired before For vested Military Affairs members: For vested employees:
July 1, 1989: « Full retirement benefits at age 60 « Full retirement benefits at age 55
» Full retirement benefits at age 65
For vested Transportation Pilots: * Reduced retirement benefits at age 50
» Full retirement benefits if age plus « Full retirement benefits at age 62
years of service total 90 or more
(Rule of 90) For vested Fire Marshals:

« Full retirement benefits at age 60
* Reduced benefits at age 55

* Reduced benefits at any age with 30
years of service

Vested employees hired after

June 30, 1989:

» Full retirement benefits at the age
eligible for full Social Security
retirement benefits (but not later
than age 66)

* Reduced benefits at age 55

ANNUITY OPTIONS:

Single-Life annuity: + Same as General Employees « Same as General Employees
+ Benefit for the life of the member only

50, 75, or 100 percent Joint-and-

Survivor with a bounce-back feature:

» Monthly benefits for the life of the
member, then benefits at the chosen
percentage for the life of the survivor
after the member death

» Monthly benefits increase (bounce
back) to the higher, single-life amount
if the survivor dies before the member

15-Year Certain and Life Thereafter:
« Lifetime benefit for the member for a
minimum of 15 years

« If the member dies before he or she
has received a benefit for 15 years,
the named survivor receives a benefit

for the balance of the 15 years.

_ Comprehensive Annual Financial Report - Introductory Section




CORRECTIONAL
EMPLOYEES

JUDGES

LEGISLATORS

ELECTIVE STATE
OFFICERS

RETIREMENT ELIGIBILITY:

For vested employees:
» Full retirement benefits at
age 55

For vested employees:
Tier 1:

mandatory retirement is at
+ Reduced retirement benefits age 70.
at age 50

Tier 2:

» Normal retirement age is 66

mandatory retirement is at
age 70.

Tier 1 and Tier 2:

» Reduced retirement benefits

at age 60.

ANNUITY OPTIONS:

« Same as General Employees » Single-Life annuity

+ 50, 75, or 100 percent
Joint-and-Survivor with the
bounce-back feature

+ 50, 75, or 100 percent
Joint-and-Survivor without
the bounce-back feature
- monthly benefits will

remain the same if the
survivor dies before the
member (without the
bounce-back feature)

+ 15-year Certain and Life
Thereafter

» Normal retirement age is 65

For vested employees:

» Full retitement benefits at
age 62

» Reduced retirement benefits at
age 55

- Single-Life annuity with
automatic 50 percent
survivor coverage

+ 100 percent Joint-
and-Survivor with the
bounce-back feature

MSRS 2016 Comprehensive Annual Financial Report - Iﬂ/r_z

For vested employees:
« Full retirtement benefits at
age 62

» Reduced retirement benefits
at age 60

« Single-Life annuity with
automatic 50 percent
survivor coverage

Continued on next page




Summary of Plan Provisions
Defined Benefit Retirement Funds

MILITARY AFFAIRS,
Eﬁﬁ’?ﬁiﬁ; S TRANSPORTATION PILOTS, STATE PATROL
AND FIRE MARSHALS

BENEFIT FORMULA:

Employees hired before July 1, 1989: - Same as General Employees + 3.0 percent of high-five average

» The benefit formula is the greater of: salary for each year of allowable

service up to 33 years. Contributions

(a) 1.2 percent of a high-five average above the service cap are refunded
salary for the first 10 years of allowable at retirement.
service, plus 1.7 percent of high-five
average salary for each subsequent year. « Members with at least 28 years of
Benefit is reduced for each month the service as of July 1, 2013, are not
member is under age 65 at the time of subject to the allowable service limit.

retitement, ot reduced for each month
the member is under age 62 with 30
years of allowable service.

OR

(b) 1.7 percent of high-five average
salary for each year of allowable

service. Benefit is reduced for each
month the member is under age 65.

» There is no reduction if the member’s
age plus years of allowable service
total 90 or motre (Rule of 90).

Employees hired after June 30, 1989:
+ 1.7 percent of high-five average salary
for each year of allowable service.
Benefit is reduced for each month
the member is under the normal
retirement age.

For all benefit calculations:

« Salary includes wages or other
periodic compensation, but excludes
lump sum payments at separation,
employer contributions to deferred
compensation and tax sheltered
annuity plans, and benevolent vacation
and sick leave donation programs.

« The high-five average salary is the
average salary from the sixty
successive month period with the
highest gross salary.
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CORRECTIONAL
EMPLOYEES

JUDGES

ELECTIVE STATE

LEGISLATORS OFFICERS

BENEFIT FORMULA:

Employees hired before

July 1, 2010:

+ 2.4 percent of high-five
average salary for each year
of allowable service

Employees hired after

June 30, 2010:

+ 2.2 percent of high-five
average salary for each year
of allowable service

For all benefit calculations:

* Members have the option
of choosing an accelerated
annuity to age 62 or 65, with
an actuarially-adjusted benefit
thereafter. This will provide
a higher benefit until the
chosen age, then a lower,
permanent amount to cover
the remaining retirement
years.

Tier 1 Benefit Program:

« 2.7 percent of high-five
average salary for each year
of allowable service prior to
July 1, 1980, plus 3.2 percent
of high-five average salary
for each year of allowable
service after June 30, 1980

+ The maximum benefit is
capped at 76.8 percent of
the high-five average salary.

Tier 2 Benefit Program:
Judges elected before
July 1, 2013:

+ 3.2 percent of high-five
average salary for each year
of allowable service prior
to January 1, 2014, plus
2.5 percent of high-five
average salary for each
year of allowable service
after December 31, 2013

Judges elected after

June 30, 2013:

+ 2.5 percent of high-five
average salary for each year
of allowable service

» No maximum benefit limit
applies to Tier 2 members.

Tier 1 and Tier 2 Benefit

Programs:

+ The high-five average salary
is determined using only
the final ten years of
employment.

Legislators elected prior to

January 1, 1979:

+ 5.0 percent of high-five
average salary for the first

« 2.5 percent of high-five

average salary

eight years of allowable
service prior to January 1,
1979, plus 2.5 percent for
subsequent years

Legislators elected after
December 31, 1978:
+ 2.5 percent of high-five

average salary

Continued on next page
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Summary of Plan Provisions
Defined Benefit Retirement Funds

GENERAL
EMPLOYEES

MILITARY AFFAIRS,

TRANSPORTATION PILOTS,
AND FIRE MARSHALS

STATE PATROL

POST-RETIREMENT BENEFIT INCREASES:

» Benefit recipients receive annual 2.0
percent benefit increases on January 1.

» Annual benefit increases will revert
to 2.5 percent when the Plan’s funded
ratio reaches 90 percent or higher
determined on a market value of assets
(instead of an actuatial value of assets)
basis for two consecutive years.

« After receiving a 2.5 percent post-
retirement benefit increase, annual
post-retitement benefit increases will
be reduced to 2.0 percent if the Plan’s
funded ratio falls to 85 petcent or less
determined on a market value of assets
basis for two consecutive years, ot to
80 percent or less for the most recent
actuarial valuation.

« Retirees who have been receiving a
benefit for at least 12 full months
as of June 30 of the calendar year
immediately before the post-retirement
benefit increase adjustment will receive
the full increase. Members receiving
benefits for at least one month, but less
than 12 full months, will receive a pro
rata increase.

» Same as General Employees

« Benefit recipients receive annual 1.0

percent benefit increases on January 1.

« Annual benefit increases will revert

to 1.5 percent when the Plan’s funded
ratio reaches 85 percent or higher
determined on a market value of assets
basis for two consecutive yeats.

« After receiving a 1.5 percent post-

retirtement benefit increase, annual
post-retitement benefit increases will
be reduced to 1.0 percent if the Plan’s
funded ratio falls to 80 percent or less
determined on a market value of assets
basis for two consecutive years, ot to
75 percent or less for the most recent
actuarial valuation.

« Annual benefit increases will revert

to 2.5 percent when the Plan’s funded
ratio reaches 90 percent or higher
determined on a market value of assets
basis for two consecutive yeats.
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« Same as General Employees

CORRECTIONAL
EMPLOYEES

JUDGES

ELECTIVE STATE

LEGISLATORS OFFICERS

POST-RETIREMENT BENEFIT INCREASES:

» Benefit recipients receive
annual 1.75 percent benefit
increases on January 1.

» Annual benefit increases will
revert to 2.0 percent when
the Plan’s funded ratio reaches
70 percent determined on a
market value of assets basis
for two consecutive years.

» Annual benefit increases will
revert to 2.5 percent when
the Plan’s funded ratio reaches
90 percent determined on a
market value of assets basis
for two consecutive years.

« Benefit recipients receive

« Same as Legislators
annual 2.0 percent benefit
increases on January 1.

» Annual benefit increases

will revert to 2.5 percent
when the funded ratio of the
State Employee Retirement
Fund reaches 90 percent
determined on a market
value of assets basis for two
consecutive years.

« After receiving a 2.5 percent

post-retirement benefit
increase, annual post-retire-
ment benefit increases will
be reduced to 2.0 percent if
the funded ratio of the State
Employee Retitement Fund
falls to 85 percent or less
determined on a market
value of assets basis for two
consecutive years, ot to 80
percent or less for the most
recent actuarial valuation.

Continned on next page
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Summary of Plan Provisions
Defined Benefit Retirement Funds

MILITARY AFFAIRS,
TRANSPORTATION PILOTS,
AND FIRE MARSHALS

GENERAL
EMPLOYEES

STATE PATROL

SURVIVOR BENEFITS:

« If a member dies while still an active
employee, the spouse is eligible for a

+ Same as General Employees

100 percent survivor annuity or a
refund if:

(a) The member was hired prior to
July 1, 2010, and had at least three
years of setrvice at death,

OR

(b) The member was hired after
June 30, 2010, and had at least five
years of service at death.

+ Dependent children are eligible for
the monthly benefit until age 20 if

there is no surviving spouse.

REFUNDS:

» When a member ends employment « Same as General Employees
with the state, member contributions

can be refunded. Refund will include

6.0 percent interest compounded daily

until June 30, 2011, and 4.0 percent

thereafter.

« If a member dies while still an active
employee, the spouse is eligible for 50
percent of the final average salary if:

(a) The member was hired before
July 1, 2013, had three or more years
of allowable service, and died before
attaining age 55,

OR

(b) The member was hired after
June 30, 2013, and had at least five
years of allowable service.

» The spouse’s benefit changes to a
100 percent Joint-and-Survivor
annuity when the employee would
have reached age 55.

+ A dependent child’s benefit is 10
percent of the member’s final average
salary plus $20 per month prorated
among all dependent children.

« Same as General Employees
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CORRECTIONAL
EMPLOYEES

JUDGES

ELECTIVE STATE

LEGISLATORS OFFICERS

SURVIVOR BENEFITS:

« Generally, the spouse of a
vested employee is eligible
for a 100 percent survivor
annuity.

REFUNDS:

« Same as General Employees

« If a member dies while still
an active employee, the
spouse is eligible for the
larger of:

(a) 25 percent of average salary

OR

(b) 60 percent of the normal
retitement benefit, had the
member retired at the date
of death.

« If a vested judge is 60 or
over, the surviving spouse
may elect to receive a 100
percent Joint-and-Survivor
benefit.

+ Same as General Employees

« The spouse is eligible for 50
percent of the benefit if,
upon death, the legislator was
serving as a membet, or was
a former member with six

» Same as Legislators

years of setrvice. The survivor
benefit is computed as though
the member were age 62 on
date of death and is based on
the membet’s allowable service
or eight years, whichever is
greatet.

« First child’s benefit is 25 pet-
cent of the retirement benefit
(computed as for surviving
spouse) with 12.5 percent of
the retirement benefit for each
additional child.

« The maximum benefit payable
to children and the spouse is
100 percent of the retirement
benefit.

+ Same as General Employees + Same as General Employees

Continued on next page
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Summary of Plan Provisions
Defined Benefit Retirement Funds

GENERAL
EMPLOYEES

MILITARY AFFAIRS,

TRANSPORTATION PILOTS,
AND FIRE MARSHALS

STATE PATROL

DISABILITY ELIGIBILITY AND BENEFIT CALCULATION

Disability Eligibility:
* (a) At least three yeats of allowable
service and meeting the definition of

disability
OR

(b) At least five years of service if
hired on or after June 30, 2010, and
meeting the definition of disability.

« Totally and permanently disabled is
defined as the inability to engage in
any substantial gainful activity by
reason of any medically determinable
physical or mental impairment that
has existed or is expected to continue
for a period of at least one year.

Calculation:

+ Disability benefits ate calculated
following the same formula as a
regular retirement benefit.

Disability Eligibility:
« At least three years of service and
unable to perform duties

Calculation:

- Military Affairs: Benefit calculation
follows the General Plan formula
with no reduction

« Pilots: 75 percent of salary for a
maximum of five years

» Deputy Fire Marshals: Minimum
benefit is calculated as though the
member had 20 years of service for
a job-related disability, 15 yeats of
service for a non job-related disability

Disability Eligibility:

» Job-related: Unable to perform job
duties as a direct result of a disability
relating to an act of duty. There is
no service time requirement.

+ Regular (non job-related): At least
one year of service and unable to
petform duties

+ Both Regular and Job Related:
Member is reclassified from disabled
to retired at age 55 (age 65 if disabled
prior to July 1, 2015)

Calculation:

« Job Related: 60 percent of high-five
average salary, plus 3 percent for each
yeat beyond 20 years of allowable
service

« Regular: Normal State Patrol benefit
based on salary and years of service.
If disability occurs before 15 years of
service, the benefit is calculated with
a service credit of 15 years.
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CORRECTIONAL
EMPLOYEES

JUDGES

LEGISLATORS

ELECTIVE STATE

OFFICERS

DISABILITY ELIGIBILITY AND BENEFIT CALCULATION

Disability Eligibility:

+ Job-related: The disability
must result from an incident
while petforming duties
of the job which present
inherent dangers to the
employee. There is no
service time requirement

+ Regular (non job-related):
» For employees hired before
July 1, 2009: one year of
covered cotrectional service

« For employees hired after
June 30, 2009: employee
must be vested

- Both Regular and Job
Related: Member is
reclassified from disabled to
retired at age 55 (age 65 if
disabled ptior to July 1, 2009)

Calculation:

« Job Related: 50 percent of
the average of the high-five
average salary plus 2.4 percent
(2.2 percent if hired after
June 30, 2010) for each year
beyond 20 years and ten
months of allowable service

+ Regular: Normal Correctional

benefit based on salary and
yeats of setrvice. If hired

before July 1, 2009, the benefit

is calculated with a2 minimum
of 15 years service. If hired
after June 30, 2009, there is
no minimum benefit.

Disability Eligibility:
» Member is permanently

» None

unable to perform duties of
a judge.

Calculation:

« Prior to commencement of
disability benefits, the member
will receive a continuation of
full salary for one yeat, but
not beyond age 70.

« If disability continues after
one yeat, disability benefits
are equal to the normal
retirement benefit or 25
percent of high-five average
salary, whichever is larger.
There is no eatly-retirement
reduction applied.

» None

Continned on next page
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Summary of Plan Provisions
Defined Contribution Retirement Funds
The following is a summary of the major plan provisions for MSRS’ defined contribution retirement plans.

Plan provisions specific to MSRS’ defined benefit plans begin on page 24 of this section.
Plan descriptions are not all inclusive. Descriptions provide general information only.

HEALTH CARE SAVINGS

STATUTORY OR LEGAL REFERENCES:
Minn. Stat. {352D Minn. Stat. §352.98

« Internal Revenue Code (IRC) Section 401(a) Plan » Plan document is available online at

« Internally administered by MSRS priot to July 1, 2009 AL i il AP el

» Created in 2001 through state legislation

» The trust is exempt from federal income tax through
Private Letter Ruling,

+ Internally administered by MSRS prior to July 1, 2009

COVERAGE:

« Specified employees in unclassified positions « Available to all public employees in the state of Minnesota
* Negotiated by bargaining unit or personnel department

CONTRIBUTION RATES:

Employee: 5.5 percent of salary + Employee or negotiated employer funding criteria is

Employer: 6.0 percent of salary bargained per labor contract

 May include severance pay

BENEFITS:
« Account balance (contributions and investment gains or + Account balance which must be used for qualifying
losses) or annuity benefit withdrawal based on age and health-related expenses

6.0 percent interest assumption g ;
p P » The annual maximum Health Care Savings Plan

reimbursement limit is $29,000 for fiscal year 2016 for
non-insurance premium, qualified health care expenses.

REFUNDS:

» Account value « None

« After participant’s death, legal dependents, or if none exist,
beneficiaries, may use the remaining account balance for
eligible healthcare reimbursements, as designated in the
Internal Revenue Code.

- Non-dependent beneficiary reimbursements are taxable.
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MN DEFERRED COMPENSATION

HENNEPIN COUNTY SUPPLEMENTAL

STATUTORY OR LEGAL REFERENCES:

Minn. Stat. §352.965 - 352.97
« IRC Section 457(b) Plan

« Plan document is available online at
www.mndcplan.com/PlanDocument.htm

COVERAGE:

+ Optional for all state employees and political subdivision
employees

CONTRIBUTION RATES:

» Member selected tax-deferred amount, with a $10 per pay
period minimum
- After-tax Roth contribution option is available for eligible

employees.

« Subject to annual calendar year 2016 IRS contribution limit
of $18,000 for members under 50 years old, $24,000 for
members over 50

BENEFITS:

» Account balance

REFUNDS:

* None; After a member is eligible to take a withdrawal,
withdrawal of the full value of an account is reflected as a
refund on the Statement of Changes in Fiduciary Net
Position.

Minn. Stat. §383B.46 - 383B.52
 Non-qualified Plan

« Internally administered by MSRS from December 1, 2005
through July 1, 2009

+ Optional for employees of Hennepin County, Minnesota,
who began employment prior to April 14, 1982

- Employee: 1.0 percent of salary
- Employer: 1.0 percent of salary

» Account balance

+ None; After a member is eligible to take a withdrawal,
withdrawal of the full value of an account is reflected as a
refund on the Statement of Changes in Fiduciary Net
Position.

Continned on next page
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Summary of Plan Provisions

Defined Contribution Retirement Funds

INVESTMENT OPTIONS:

Supplemental Investment Fund (SIF) Investment Options:

 Money Market Fund

» Stable Value Fund

» Bond Fund

» Balanced Fund

+ U.S. Stock Index Fund

« US. Stock Actively Managed Fund
» Broad International Stock Fund

- Effective July 1, 2015, the SBI renamed investment options
to more descriptive titles.

ADMINISTRATIVE FEES:

+ $2 per month for an account balance $10,000 or less

* $4 per month for an account balance that is $10,000.01
to $30,000

+ $6 per month for an account balance that is $30,000.01
to $90,000

+ $8 per month for an account balance exceeding $90,000

« Plan fees only apply to contributions made after
July 1, 1992. Prior to July 1, 1992, participants were
charged a front-end fee.

WHEN USED / WITHDRAWAL EVENTS:

« Termination of employment (lump-sum distribution)

« Age 55 retirement with any length of service
(monthly benefits)

WITHDRAWAL OPTIONS:
- Single-Life Annuity

+ 50, 75, or 100 percent Joint-and-Survivor with a
bounce-back feature

+ 15-Year Certain and Life Thereafter

HEALTH CARE SAVINGS

Supplemental Investment Fund (SIF) Investment Options:

» Money Market Fund

+ Stable Value Fund

» Bond Fund

* Balanced Fund

« U.S. Stock Index Fund

+ US. Stock Actively Managed Fund
» Broad International Stock Fund

« Effective July 1, 2015, the SBI renamed investment options
to more descriptive titles.

+ 0.65 percent of each participant’s account balance, prorated
and deducted from participant accounts on a monthly basis

» Maximum annual fee: $140

+ Termination of employment
« After retirement
» Upon receiving a disability retirement

» Certain situations in which employees atre rehired in a
position with their previous public employer

* Reimbursements for qualified health care expenses
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MN DEFERRED COMPENSATION

HENNEPIN COUNTY SUPPLEMENTAL

INVESTMENT OPTIONS:

« Various retail mutual funds contracted by the Minnesota
State Board of Investment (SBI)

» Self-directed brokerage account through TD Ameritrade

« The SBI Supplemental Investment Fund Fixed Interest
Stable Value Fund and Money Market Fund

» Target Date Retirement Funds managed by State Street
Global Advisors

- Effective July 1, 2015, the SBI renamed investment options
to more descriptive titles.

ADMINISTRATIVE FEES:

+ 0.05 percent of participant’s account balance, prorated and
deducted from participant accounts on a monthly basis

« Maximum annual fee: $50 on the first $100,000 in the
participant’s account

+ $30 annual fee for members opting to use the Self-directed
brokerage account option through TD Ameritrade

+ Program fee charged on the managed account balance for
participants who opt to use a professional account manager
through the record keeper

WHEN USED / WITHDRAWAL EVENTS:

« Termination of service or death

+ Unforeseeable emergency

WITHDRAWAL OPTIONS:

« Lump-sum or rollover to qualified financial institution
+ Ongoing withdrawals

« Various annuities, including a fixed annuity provided
through an insurance company

« Combinations of the above options

» Required minimum distributions begin in the year
participant reaches age 70%2.

Supplemental Investment Fund (SIF) Investment Options:
» Money Market Fund

« Stable Value Fund

+ Bond Fund

+ Balanced Fund

« US. Stock Index Fund

+ US. Stock Actively Managed Fund

« Broad International Stock Fund

« Effective July 1, 2015, the SBI renamed investment options
to more descriptive titles.

+ 0.06 percent of each participant’s account balance, prorated
and deducted from participant accounts on a monthly basis

« Termination of service or death
» Retirement

» Unforeseeable emergency

» Lump-sum
+ Monthly withdrawals for five years

+ Annual withdrawals for five years

Continned on next page
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Summary of Plan Provisions
Defined Contribution Retirement Funds

HEALTH CARE SAVINGS

ANNUITY AND DISABILITY OPTIONS FOR EMPLOYEES ELECTING COVERAGE IN
GENERAL EMPLOYEES RETIREMENT PLAN:

- Employees appointed prior to July 1, 2010, may elect to » Not applicable
transfer their Unclassified Plan service to the General
Plan if they have ten or more years of service, or
employees may select General Plan coverage in the first
year of employment in the Unclassified Plan.

« Employees appointed after June 30, 2010, may elect to be
covered by the General Plan within seven years of their
appointment.

GENERAL INFORMATION FOR ALL DEFINED CONTRIBUTION PLANS:

« Effective July 1, 2015 Empower Retirement™ began providing recordkeeping services, and MSRS counsels plan participants
and processes all distributions and other requests.

Empower Retirement™ refers to services offered in the retirement markets by Great-West Life & Annuity Insurance Company.
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MN DEFERRED COMPENSATION HENNEPIN COUNTY SUPPLEMENTAL

ANNUITY AND DISABILITY OPTIONS FOR EMPLOYEES ELECTING COVERAGE IN
GENERAL EMPLOYEES RETIREMENT PLAN:

» Not applicable + Not applicable
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Independent Auditor’s Report

OFFICE OF THE LEGISLATIVE AUDITOR
‘ L A STATE OF MINNESOTA ¢ James Nobles, Legislative Auditor
Independent Auditor’s Report

Members of the Board of Directors
Minnesota State Retirement System

Ms. Erin Leonard, Executive Director
Minnesota State Retirement System

Report on the Financial Statements

We have audited the accompanying financial statements of the Minnesota State Retirement
System (MSRS), which included the statement of fiduciary net position as of June 30,
2016, the related statement of changes in fiduciary net position, and notes to the financial
statements, as listed in the Financial Section of the Table of Contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial
statements in accordance with accounting principles generally accepted in the United States
of America; this includes the design, implementation, and maintenance of internal controls
relevant to the preparation and fair presentation of financial statements that are free from
material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our
audit. We conducted our audit in accordance with auditing standards generally accepted in
the United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the financial statements. The procedures selected depend on the auditor’s
judgment, including the assessment of the risks of material misstatement of the financial
statements, whether due to fraud or error. In making those risk assessments, the auditor
considers internal controls relevant to MSRS’s preparation and fair presentation of the
financial statements in order to design audit procedures that are appropriate in the

Room 140 Centennial Building, 658 Cedar Street, St. Paul, Minnesota 55155-1603 ¢ Phone: 651-296-4708 * Fax: 651-296-4712
E-mail: legislative.auditor@state.mn.us * Website: www.auditor.leg.state.mn.us * Minnesota Relay: 1-800-627-3529 or 7-1-1
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Members of the Board of Directors
Ms. Erin Leonard, Executive Director
Page 2

circumstances, but not for the purpose of expressing an opinion on the effectiveness of
MSRS’s internal controls. Accordingly, we express no such opinion.

An audit also includes evaluating the appropriateness of accounting policies used and
the reasonableness of significant accounting estimates made by management, as well as
evaluating the overall presentation of the financial statements. We believe that the audit
evidence we have obtained is sufficient and appropriate to provide a basis for our audit
opinion.

Opinion

In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of the Minnesota State Retirement System as of June 30, 2016,
and the changes in financial position for the period then ended in conformity with accounting
principles generally accepted in the United States of America.

Emphasis of Matter — GASB and Statutory Financial Requirements

Minnesota Statutes 2016, 356.20, require MSRS to include in its financial report informa-
tion using funding-focused statutory assumptions and methodologies. For its fiscal year 2016
financial report, the funding-focused information differs from the GASB-based information
primarily for the following reasons:

(1) The discount rates required by statute for funding purposes was significantly higher
than the discount rates used for financial reporting purposes. The discount rate is the
rate used to bring the projected benefit payments to the present value of those benefits
(the pension liability). A higher discount rate results in a smaller pension liability.

(2) For funding purposes, statutes require investment gains and losses be recognized
over a five-year period to “smooth” the volatility that can occur from year to
year. For GASB financial reporting purposes, assets are valued at fair (market) value
as of the end of the fiscal year.

Including funding-focused information was necessary for MSRS to comply with state law and
had no effect on our audit opinion.
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Independent Auditor’s Report

Members of the Board of Directors
Ms. Erin Leonard, Executive Director
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Required Supplementary Information

Accounting principles generally accepted in the United States of America require that
Management’s Discussion and Analysis and the other required supplementary informa-
tion, as listed in the Financial Section of the Table of Contents, be presented to supple-
ment the basic financial statements. Such information, although not a part of the basic
financial statements, is required by the Governmental Accounting Standards Board,

who considers it to be an essential part of financial reporting for placing the basic finan-
cial statements in an appropriate operational, economic, or historical context. We have
applied certain limited procedures to Management’s Discussion and Analysis and the
other required supplementary information in accordance with auditing standards generally
accepted in the United States of America, which consisted of inquiries of management
about the methods of preparing the information and comparing the information for con-
sistency with management’s responses to our inquiries, the basic financial statements, and
other knowledge we obtained during our audit of the basic financial statements.

We do not express an opinion or provide any assurance on the information because the
limited procedures do not provide us with sufficient evidence to express an opinion or
provide any assurance.

Other Information Included with the Financial Statements

Our audit was conducted for the purpose of forming an opinion on the financial state-
ments that collectively comprise MSRS’s basic financial statements. The supporting
schedules in the Financial Section and the Introductory, Investment, Actuarial, and
Statistical Sections, as listed in the Table of Contents, are presented for purposes of addi-
tional analysis and are not a required part of the basic financial statements.

The supporting schedules, as listed in the Financial Section of the Table of Content, are
the responsibility of management and were derived from and relate directly to the under-
lying accounting and other records used to prepare the basic financial statements. The
supporting schedules have been subjected to the auditing procedures applied in the audit
of the basic financial statements and certain additional procedures, including compar-
ing and reconciling such information directly to the underlying accounting and other
records used to prepare the basic financial statements or to the basic financial statements
themselves, and other additional procedures in accordance with auditing standards gener-
ally accepted in the United States of America. In our opinion, the supporting schedules
are fairly stated, in all material respects, in relation to the basic financial statements as a
whole.
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The Introductory, Investment, Actuarial, and Statistical Sections have not been subjected to
the auditing procedures applied in the audit of the basic financial statements and, accordingly,
we do not express an opinion or provide any assurance on them.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have issued our report, also dated
December 21, 2016, on our consideration of the Minnesota State Retirement System’s internal
controls over financial reporting and on our tests of its compliance with certain provisions of
laws, regulations, contracts, grant agreements, and other matters. The purpose of that report
is to describe the scope of our testing of internal controls over financial reporting and compli-
ance and the results of that testing and not to provide an opinion on the internal controls over
financial reporting or on compliance. That report is an integral part of an audit performed in
accordance with Government Auditing Standards and should be considered in assessing the
results of our audit.

St K ik (o e St

James R. Nobles Cecile M. Ferkul, CPA, CISA
Legislative Auditor Deputy Legislative Auditor

December 21, 2016
Saint Paul, Minnesota
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Management’s Discussion and Analysis

We, the management of the Minnesota State Retirement System (MSRS), present this discussion and analysis of
MSRS’ financial activities for the fiscal year ended June 30, 2016. We encourage you to read the information
contained in this narrative in conjunction with the Letter of Transmittal that begins on page 12, the financial
statements with explanatory notes, and required supplementary information contained in this section of the

Comprehensive Annual Financial Report (CAFR).

Financial Highlights

* Overall, MSRS’ financial condition declined during
fiscal year 2016. MSRS’ fiduciary net position for all pen-
sion trust funds decreased $407.12 million (1.99 percent),
from almost $20.47 billion as of June 30, 2015, to over
$20.06 billion as of June 30, 2016.

* Total additions to all MSRS pension trust funds
decreased over $799.33 million (47.78 percent) during
fiscal year 2016, from $1.67 billion for fiscal year 2015

to over $873.53 million for fiscal year 2016. This decrease
is primarily the result of a slump in financial market
performance in fiscal year 2016.

e For MSRS’ defined benefit retirement funds, the
investment rate of return (net of fees) for the state of
Minnesota’s Combined Funds, the investment pool of
which MSRS owns a share, decreased substantially, from
4.4 percent for fiscal year 2015 to negative 0.1 percent
for fiscal year 2016. The 2016 investment performance
was the lowest since fiscal year 2009, when the Combined
Funds had a loss of 18.8 percent. Additional information
about all MSRS retirement fund investment activities can
be found in the Investment Section of this report.

* For MSRS’ defined contribution retirement funds, par-
ticipants’ fiscal year 2016 investment performance varied
depending upon the types of assets held in their securi-
ties portfolio. The average fiscal year 2016 rates of return
ranged from a low of a negative 10.0 percent for the
Fidelity Diversified International Stock Fund to a high of
6.1 percent for the Vanguard Total Bond Market Index
Fund.

* Total deductions from all MSRS pension trust funds
increased almost $24.11 million (1.92 percent) from
almost $1.26 billion for fiscal year 2015 to over $1.28 bil-
lion for fiscal year 2016. Much of this change was due to
defined benefit annuity payments which increased $48.45
million (6.01 percent) due to annual post-retirement ben-
efit increases of up to 2.00 percent and the growth in
the number of retirees. Plan member refunds decreased
$28.59 million (9.97 percent).

* Governmental Accounting Standards Board (GASB)
Statements No. 67 and No. 68 actuarial valuation results

indicated that on June 30, 2016, MSRS’ governmental
employers participating in MSRS’ largest cost-sharing
defined benefit retitement plans that compose the State
Employees Retirement Fund, incurred a Net Pension
Liability of $12.40 billion. As of this measurement date,
Fiduciary Net Position for this fund as a percentage of
the Total Pension Liability was 47.51 percent, represent-
ing a decrease of 40.81 percent from a ratio of 88.32
percent as of the June 30, 2015, measurement date. The
increase in Total Pension Liability is due to a number of
factors, including a change in the long-term expected rate
of return actuarial assumption from 7.9 percent to 7.5
percent.

* “Funding” actuarial valuation results revealed the
funding progress for MSRS’ four largest defined benefit
retirement funds deteriorated during fiscal year 2016, pri-
marily due to investment losses and changes in actuarial
assumptions, including mortality rates. On an actuarial
value of assets basis, MSRS’ largest defined benefit retire-
ment fund, the State Employees Retirement Fund, was
81.56 percent funded as of the July 1, 2016, actuarial
valuation in comparison to 85.72 percent funded as of
the July 1, 2015, actuarial valuation. On a market value
of assets basis, this fund was 78.39 percent funded based
on the 2016 actuarial valuation results; funding status
declined in comparison to the 88.89 percent funded ratio
reported as of the July 1, 2015, actuarial valuation. This
decline was due primarily to lower investment gains for
the 2016 fiscal year and an increase in pension liabilities
resulting from retiree growth and changes in economic
actuarial assumptions.

Overview of the Financial Statements
MSRS administers five defined benefit retirement funds
and four defined contribution funds. The defined
benefit funds include the State Employees, State

Patrol, Correctional Employees, Judges, and Legislators
Retirement Funds. The defined contribution funds
include the Unclassified Employees Retirement, the
Health Care Savings, the Minnesota Deferred Compen-
sation, and the Hennepin County Supplemental
Retirement Funds. All of these pension trust funds

are fiduciary funds for governmental accounting and
financial reporting purposes.
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This CAFR includes two basic financial statements for prepared in conformance with generally accepted

MSRS’ pension trust funds: governmental accounting principles. As indicated in the
Notes to the Financial Statements, MSRS’ financial statements

* ‘The Siatement of Fiduciary Net Position, found on are reported using the accrual basis of accounting,

pages 58-59, and
* The Statement of Changes in Fiduciary Net Position,

The Statement of Fiduciary Net Position provides a snapshot
found on pages 60-61.

of the financial resources and obligations for all of MSRS’
pension trust funds on June 30, the last day of each fiscal
year. The assets available and the liabilities owed are report-
ed at fair value as of that date. The difference between the
sum of total assets and deferred outflows of resources and

Consistent with Minnesota Statutes, Chapter 356.20, the
purpose of these financial statements, along with the
accompanying Notes to the Financial Statements (found on
pages 62-93) and Reguired Supplementary Information (found on
pages 94-109), is to present the financial position and results

the sum of total liabilities and deferred inflows of resourc-

of operations of MSRS’ retirement funds to our member-
ship, participating employers, and other financial statements
users. This CAFR also provides readers with financial infor-
mation in a format that is reasonably comparable to that of
other public employee pension trust funds. These financial
statements and explanatory notes are

es is net position restricted for pensions. This amount is
available for payment of future pension benefits or other
obligations. Comparisons of total assets and deferred out-
flows, total liabilities and deferred inflows, and net position
restricted for pensions as of June 30, 2016 and 2015 are
depicted in the table below.

SUMMARY STATEMENT OF FIDUCIARY NET POSITION — ALL MSRS PENSION TRUST FUNDS

As of June 30, 2016 and 2015
(Dollars in thousands)

FY 2016 FY 2015 Change % Change
Total Assets and
Deferred Outflows $22,057,538 $21,956,922 $100,616 0.46%
Total Liabilities and
Deferred Inflows 1,994,892 1,487,161 507,731 34.14
Net Position Restricted
for Pensions $20,062,646 $20,469,761 $(407,115) 1.99)%

Total assets as of June 30, 2016, equal almost $22.06 bil-
lion, increased nearly $100.62 million (0.46 percent) from
the prior year. This growth was primarily the result of a
moderate investment return for the short-term investment
securities for fiscal year 20106, as well as an increase in
securities lending collateral.

Total liabilities of $1.99 billion as of June 30, 2016,
increased $507.73 million (34.14 percent) from the prior
year. This is due to increases in security lending collat-
eral, which correspond to the securities lending collateral
reflected in total assets.

This fiscal year, the decrease in the net position restricted
for pensions was $407.12 million (1.99 percent). This
decrease was due to lower investment income resulting
from the negative 0.1 percent investment return for fiscal
year 2016. The investment return declined significantly in
comparison to the fiscal year 2015 return of 4.4 percent,
and was far less than the expected rate of return of 8.0

percent. Plan member and employer contributions were
not adequate to offset the investment losses and the pay-
ment of benefits in fiscal year 2016.

MSRS had no deferred outflows or inflows of resources as
of June 30, 2016

The Statement of Changes in Fiduciary Net Position samma-
rizes the financial transactions that occurred during the
fiscal year. Additions include contributions, net invest-
ment income, and other revenue sources. Deductions
include annuity benefit payments from our defined benefit
retirement funds, ongoing withdrawals from our defined
contribution retirement funds, refunds, and other adminis-
trative expenses.

Total additions by major source and total deductions by
type for the fiscal years ended June 30, 2016 and 2015 are
depicted on the following page.

Continned on next page
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Management’s Discussion and Analysis

SUMMARY STATEMENT OF CHANGES IN FIDUCIARY NET POSITION — ALL MSRS PENSION TRUST FUNDS
For the fiscal years ended June 30, 2016 and 2015
(Dollars in thousands)
FY 2016 FY 2015 Change % Change

ADDITIONS (BY MAJOR SOURCE)
Plan Member Contributions $565,908 $566,625 $(717) (0.13)%
Employer Contributions 212,441 205,839 6,602 3.21
Investment Income (Net) 58,774 856,069 (797,295) (93.13)
Other (includes transfers from other plans) 306,408 44,332 (7,924) (17.87)
Total Additions $873,531 $1,672,865 $(799,334) (47.78)%
DEDUCTIONS (BY TYPE)
Benefits, Withdrawals and Reimbursements $973,653 $913,552 $60,101 6.58%
Refunds 258,270 286,858 (28,588) 9.97)
Recordkeeper and Custodian Expenses 4,163 2,956 1,207 40.83
Administrative Expenses 17,449 15,367 2,082 13.55
Other (includes transfers to other plans) 27,111 37,808 (10,697) (28.29)
Total Deductions $1,280,646 $1,256,541 $24,105 1.92%
Net Increase (Decrease) in Net

Position Restricted for Pensions $(407,115) $416,324 $(823,439) (197.79)%

Total additions decreased over $799.33 million (47.78
percent) to just under $874 million, primarily due to the
decrease in net investment income during fiscal year 2016.
The fiscal year 2016 rate of return on investments was
negative 0.1 percent, a significant decline in comparison to
the fiscal year 2015 return of 4.4 percent, and far less than
the expected rate of return of 8.0 percent.

For MSRS’ defined benefit retirement funds, the state of
Minnesota’s Combined Funds, the investment pool of
which MSRS owns a share, reported a negative 0.1 percent
investment rate of return (net of fees) for fiscal year 2016.
The bond pool, real estate investments pool, and private
equity pool all earned positive returns, at 5.9 percent, 8.4
percent, and 7.4 percent respectively. International equi-
ties, resource investments and yield orientated investments
each garnered a negative return, with negative 9.7 percent,
negative 24.2 percent, and negative 3.7 percent respec-
tively. Domestic stocks had a 0.0 percent return.

For MSRS’ defined contribution retitement funds, the
average fiscal year 2016 rates of return for investment
options ranged from a low of a negative 10.0 percent
for the Fidelity Diversified International Stock Fund to a
high of 6.1 percent for the Vanguard Total Bond Market
Index Fund.

Total plan member and employer contributions increased
by almost $5.89 million (0.76 percent) for fiscal year
2016. This increase is mostly due to increases in active
members in the three largest defined benefit retirement
funds during fiscal year 2016.

Total deductions increased $24.1 million (1.92 percent)
from almost $1.26 billion for fiscal year 2015 to just over
$1.28 billion for fiscal year 2016. This change was largely
due to an increase in annuity benefits, deferred compen-
sation withdrawals, and health care reimbursements to
members. On January 1, 2016, retirees in the State

_mprehensive Annual Financial Report - Financial Section




Employees, Correctional, and Legislators Retirement

Plan received annual post-retitement benefit increases of
2.0 percent, eligible members in the State Patrol Retire-
ment Fund received a 1.0 percent annual post-retitement
benefit increase, and retirees in the Judges Retirement Plan
received a 1.75 percent annual post-retirement benefit
increase. Annuity benefits also increased due to growth in
the number of benefit recipients, from about 41,000 as of
June 30, 2015, to nearly 43,000 as of June 30, 2016. Health
Care Savings Plan reimbursements rose primarily due to
the increase in the number of member retirements and
service terminations. Refunds decreased due to a decline
of refunds processed in the Unclassified Employee and
Minnesota Deferred Compensation plans.

The Notes to the Financial Statements are an integral part of
the financial statements. They provide additional informa-
tion relevant to obtain a full understanding of the financial
statements. The notes are divided into five sections. Each
section is described below

1. Summary of Significant Acconnting Policies — This section
provides a summary of significant accounting policies,
including the basis of financial statement presentation and
accounting method applied in recording financial transac-
tions, investment policies, and policies MSRS abides by in
the valuation of assets, liabilities, revenue and expenses
reported on the financial statements, where generally
accepted accounting principles permit more than one
approach.

2. Accounting Changes — This section identifies and describes
the new governmental accounting and financial reporting
principles, promulgated by GASB, that MSRS implement-
ed during fiscal year 2016.

3. Description of System and Plans — This section describes
MSRS as an organization, and key membership, contribu-
tion, and benefit or distribution provisions for each of its
retirement funds.

4. Detailed Notes on All Activities and Funds — This section
elaborates on various investment-related risks, and pro-
vides computations for certain asset, liability, and transfer
amounts reported on the financial statements.

5. Required Supplementary Information (RS1) —This section of
the notes identifies required supplementary information
that follows the basic financial statements and the notes to
the financial statements.

Required Supplementary Information consists of three
schedules, listed below, and related notes:

e Schedule of Changes in the Employer Net Pension
Liability and Related Ratios

o Schedule of Employer Contributions

* Schedule of Investment Returns

These schedules are intended to show information for the
most recent 10 years. However, for all but the Scbedute of
Employer Contributions, only the information for the past
three years is presented. Additional yearly data will be dis-
played as it becomes available. The presentation of multi-
year data is designed to provide some economic context
regarding amounts reported in the financial statements,
and to provide historical context for each pension plan’s
fiduciary net position related to the total pension liability.
Significant assumptions used in the calculation of actuari-
ally determined contributions and factors significantly
affecting trends in the amounts reported are disclosed in
the notes presented with each RSI schedule.

Supplementary schedules include the Schedute of Adminis-
trative Expenses, the Summary Schedule of Commissions and Pay-
ments to Consultants, and the Schedule of Investment Expenses.
These schedules summarize the operating expenses MSRS
incurred during fiscal year 2016 to administer its defined
benefit and defined contribution retirement funds.

With the GASB Statements No. 67 and No. 68 implemen-
tation in fiscal year 2014, we added two new supplemental
employer schedules to the Financial Section of this report: a
Schedule of Employer Allocations for our cost-sharing pension
plans (the State Employees and Correctional Employees
Retirement Funds), and the Schedule of Pension Amounts by
Employer for each defined benefit retirement fund. These
schedules contain essential financial data, including net
pension liability, deferred outflows and deferred inflows
of resources, and pension income or pension expense

for governmental employers participating in our defined
benefit retirement plans to report in their own financial
statements.

Continned on next page

MSRS 2016 Comprehensive Annual Financial Re_z




Management’s Discussion and Analysis

Financial Analysis of MSRS’

Individual Funds

Each of MSRS’ defined benefit and defined contribution
retirement funds have some characteristics that are
different from the others, such as membership served.
The MSRS retirement funds also have some characteristics
in common, such as the shared investment pools. The
following paragraphs highlight events or conditions that
had a significant effect on each fund’s financial position

or results of operations during fiscal year 2016.

Analysis of the Defined Benefit Funds

The following two tables compare various petrformance
measures to the previous fiscal year for each of the follow-
ing defined benefit funds: the State Employees Retirement
Fund (SERF), the State Patrol Retitement Fund (SPRF),
the Correctional Employees Retirement Fund (CORR)
and the Judges Retirement Fund (JRF). The Legislators
Retirement Fund is excluded from this analysis because
the two plans that compose it, the Legislators and the
Elective State Officers Retirement Plans, have been closed
to new membership since July 1, 1997, and they are
funded primarily by annual state of Minnesota General
Fund appropriations.

SUMMARY STATEMENT OF FIDUCIARY NET POSITION — MSRS PENSION TRUST FUNDS
DEFINED BENEFIT PLANS
For the Fiscal Years Ended June 30, 2016 and 2015
(Dollars in thousands)
SERF SPRF CORR JRF

Total Assets, as of 06/30/2016 $12,820,470 $719,490 $1,028,049 $189,377
Total Assets, as of 06/30/2015 12,835,604 732,651 1,002,818 192,455
Change in Total Assets $(15,134) $(13,161) $25,231 $(3,078)
Percentage Change (0.12)% (1.80)% 2.52% (1.60)%
Total Liabilities, as of 06/30/2016 $1,597,405 $89,498 $128,457 $23,472
Total Liabilities, as of 06/30/2015 1,197,285 68,121 93,816 17,875
Change in Total Liabilities $400,120 $21,377 $34,641 $5,597
Petrcentage Change 33.42% 31.38% 36.92% 31.31%
Total Net Position Restricted for

Pensions, as of 06/30/2016 $11,223,065 $629,992 $899,592 $165,905
Total Net Position Restricted for

Pensions, as of 06/30/2015 11,638,319 664,530 909,002 174,580
Change in Net Position Restricted

for Pensions $(415,254) $(34,538) $(9,410) $(8,675)
Percentage Change (3.57)% (5.20)% (1.04)% 4.97%
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SUMMARY STATEMENT OF CHANGES IN FIDUCIARY NET POSITION — MSRS PENSION TRUST FUNDS
DEFINED BENEFIT PLANS
For the Fiscal Years Ended June 30, 2016 and 2015
(Dollars in thousands)
SERF SPRF CORR JRF

Total Additions, year ended 06/30/2016 $316,140 $23,456 $52,436 $13,796
Total Additions, year ended 06/30/2015 827,212 52,840 89,165 20,977
Change in Total Additions $(511,072) $(29,384) $(36,729) $(7,181)
Percentage Change (61.78)% (55.61)% (41.19)% (34.23)%
Total Deductions, year ended 06/30/2016 $731,394 $57,994 $61,846 $22,471
Total Deductions, yeat ended 06/30/2015 687,497 55,650 57,219 21,953
Change in Total Deductions $43,897 $2,344 $4,627 $518
Percentage Change 6.39% 4.21% 8.09% 2.36%
Net Increase (Decrease) for the

Fiscal year ended 06/30/2016 $(415,254) $(34,538) $(9,410) $(8,675)
Net Increase (Dectease) for the

Fiscal year ended 06/30/2015 139,715 (2,810) 31,946 (976)
Change in Net Increase (Decrease) of

Net Position Restricted for Pensions $(554,969) $(31,728) $(41,350) $(7,699)
Percentage Change (397.22)% 1,129.11% (129.46)% 788.83%

State Employees Retirement Fund

Fiduciary net position for the State Employees Retirement
Fund, MSRS’ largest defined benefit retirement fund,
totaling $11.22 billion, decreased $415.25 million (3.57
percent), because of a disappointing investment perfor-

mance during fiscal year 2016 in comparison to the previ-
ous two fiscal years. Member and employer contributions
were inadequate to offset investment losses and the ben-

efits paid to retirees, their survivors and disabled members.

Total additions decreased $511.07 million (61.78 percent)
to $316.14 million. The decrease from the previous year
correlates almost entitely to the substantial decline in
investment income, from a return in fiscal year 2015 of
4.4 percent to a return in fiscal year 2016 of negative

0.1 percent.

Total plan member and employer contributions
increased $9.40 million (3.18 percent) to $305.02 mil-
lion due to payroll growth and an increase in active
members.

Total deductions increased nearly $43.89 million (6.39
percent) to almost $731.39 million, largely due to in-
creased annuity benefit distributions. Annuity benefits
increased $41.54 million (6.24 percent) to $707.36
million due to growth in the number of retirees,
survivors and disabled members (up 4.05 percent to
37,952 members) and payment of a 2.0 percent post-
retirement benefit increase to retirees and other benefit
recipients in January 2016. Refunds increased $1.32
million (10.97 percent) to $13.35 million during this
fiscal year.

Continued on next page
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Management’s Discussion and Analysis

State Patrol Retirement Fund

The fiduciary net position for the State Patrol Retirement
Fund decreased over $34.54 million (5.20 percent) to
$629.99 million due to the lower than anticipated invest-
ment performance during fiscal year 2016.

Total additions decreased $29.38 million (55.61 percent)

to $23.46 million. A drop in investment income of $29.68
million (102.68 percent) accounted for the entire decline
in total additions. Total plan member and employer contti-
butions increased slightly to $23.23 million (1.28 percent),
due to payroll and active member growth. Other income
includes $1 million of supplemental state aid that will con-
tinue to be received annually until the fund and the Public
Employees Retirement Association’s Police and Fire Fund
both reach a 90 percent funded ratio, determined on a
market value of assets basis.

Total deductions increased $2.34 million (4.21 percent) to
$57.99 million. The increase is a result of annuity benefit
distributions, which increased $2.23 million (4.02 percent)
to $57.70 million due to growth in the number of retirees,
survivors and disabled members (a 2.04 percent increase
to 1,048 benefit recipients as of June 30, 2016) and pay-
ment of a 1.0 percent post-retirement benefit increase

to retirees and other benefit recipients in January 2016.
Refunds increased $64 thousand (426.67 percent) to $79
thousand during the fiscal year.

Correctional Employees Retirement Fund

The fiduciary net position for the Correctional Employees
Retirement Fund decreased $9.41 million (1.04 percent)

to just under $900 million. Like the State Employees
Retitement Fund, member and employer contributions

were inadequate to offset investment losses and the bene-
fits paid to retirees, their survivors and disabled members.

Total additions decreased $36.73 million (41.19 percent)
to $52.44 million. The decrease from the previous year
reflects the substantial investment income decline of
$38.82 million (100.5 percent). The loss was only slightly
offset by an increase in total plan member and employer
contributions, which increased $2.09 million (4.14 per-
cent) to $52.63 million, due to payroll growth.

Total deductions increased $4.63 million (8.09 percent) to
$61.85 million, largely due to annuity benefit distributions
and refunds. Annuity benefits increased $4.14 million
(7.53 percent) to $59.05 million due to growth in the
number of benefit recipients and to the payment of a

2.0 percent post-retirement benefit increase to retirees

and other benefit recipients in January 2016. Retiree,
survivor and disabled member counts in fiscal year 2016
increased 5.38 percent to 2,918. Refunds increased $305
thousand (19.18 percent) to almost $1.90 million during
the fiscal year.

Judges Retirement Fund

Fiduciary net position for the Judges Retirement Fund
decreased $8.68 million (4.97 percent) to $165.91 million
due to the unfavorable investment performance during fiscal
year 2016.

Total additions decreased $7.18 million (34.23 percent) to
$13.80 million. A net investment loss of $186 thousand
was a fraction of the fiscal year 2015 investment activity,
decreasing almost $7.76 million (102.46 percent) from a
$7.57 million investment gain in fiscal year 2015. Contribu-
tions increased slightly by $577 thousand (4.30 percent) to
$13.98 million for fiscal year 2016.

Total deductions increased $518 thousand (2.36 percent)

to $22.47 million during fiscal year 2016 due to an increase
in annuity benefits paid. Annuity benefits increased $485
thousand (2.22 percent) to $22.38 million for fiscal year
2016. The change results from growth in the number of
retired judges, their survivors and disabled individuals
(benefit recipient counts increased 1.16 percent from fiscal
year 2015 to fiscal year 2016) and payment of a 1.75 percent
post-retirement benefit increase to retirees and other benefit
recipients in January 2016.

Legislators Retirement Fund

Fiduciary net position for the Legislators Retirement Fund
Fund decreased $3.47 million (101.20 percent) to a nega-
tive $41 thousand as of June 30, 2016. The negative balance
is a result of timing differences between the allocation of
administrative expenses between the MSRS defined ben-
efit plans, and the determination of the balances to be

transferred to the Legislators Retirement Fund via General
Fund appropriation. The remaining assets in the fund were
depleted during fiscal year 2016, so future benefit payments
and administrative expenses will be paid by contributions
from the 23 remaining active members of the plan and by
General Fund appropriation. The Legislators Fund consists
of two retirement plans closed to new membership, so the
depletion of assets was anticipated.

Total assets decreased $3.11 million (67.91 percent) to
$1.47 million. These funds are due back to the State’s
General Fund.
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Total additions of $5.11 million for fiscal year 2016 are
up $1.46 million (39.92 percent) from fiscal year 2015.
Total additions consist of a slight investment loss of $69
thousand, recognized prior to the depletion of assets,

in addition to minimal plan member contributions of
$89 thousand, and a General Fund appropriation of
$5.09 million.

Total deductions increased $100 thousand (1.18 percent)
to $8.58 million during fiscal year 2016. Annuity benefits
increased $55 thousand (0.65 percent) due to payment of
a 2.0 percent post-retirement benefit increase in January
2016. There was also a refund of $40 thousand in 2016.
Fiscal year 2015 reported no refunds.

Analysis of the Defined Contribution Funds
MSRS administers four defined contribution retirement
funds: the Unclassified Employees Retitement Fund, the
Health Care Savings Fund, the Minnesota Deferred Com-
pensation Fund, and the Supplemental Retirement Fund
for Hennepin County. Each of these funds was affected
by the same investment market conditions that impacted
the MSRS defined benefit retirement funds. However,
because individual members select their own investment
options, comparisons of net participant’s investment in-
come between fiscal years 2016 and 2015 for each defined
contribution fund are not meaningful.

For each of MSRS’ defined contribution funds, the
amount of securities lending collateral recognized as an
asset and a liability on the Statement of Fiduciary Net Position
as of June 30, 2010, increased significantly in comparison
to the amounts reported on June 30, 2015. These increases
are attributable to the growth in lendable assets during the
fiscal year.

Certain non-investment related financial activities of
MSRS’ defined contribution funds merit mention.

Unclassified Employees Retirement Fund

The fiduciary net position for the Unclassified Employees
Retirement Fund decreased $10.30 million (3.27 percent)
to $304.77 million as of June 30, 2016. The decrease was
due to refunds and transfers out of the plan to the State
Employees Retitement Fund, which outpaced the moder-
ate investment growth.

Total additions decreased $11.02 million (38.84 percent)

as a result of the lower investment returns, from $28.37

million in additions for fiscal year 2015 to $17.35 million
for fiscal year 2016. Contributions decreased (3.48 the

result of a decrease in the number of active participants
from 1,514 to 1,380 (8.85 percent). Some members chose
to transfer into the Unclassified Employees Retirement
Fund from the State Employees Retirement Fund, which
is reflected in the $470 thousand in Transfers from
Other Plans.

Total deductions decreased $11.39 million (29.17 percent)
from $39.04 million for fiscal year 2015 to $27.65 million
for fiscal year 2016. This is due to a decrease in refunds, as
well as a decrease in Unclassified Employees Retirement
Fund participants electing defined benefit retirement cover-
age under the State Employees Retitement Fund during
the fiscal year. Transfers to other plans due to this election
totaled $20.48 million for fiscal year 2016, down $9.74 mil-
lion (32.23 percent) since fiscal year 2015.

Health Care Savings Fund

For MSRS’ fastest-growing plan, the Health Care Savings
Fund, membership grew significantly during fiscal year
2016. Total participant counts increased 6,995 (7.01
percent) to over 106,800 participants as of June 30, 2016.

Fiduciary net position for the fund increased $61.31 million
(8.01 percent) during fiscal year 2016 to $826.99 million.

Member contributions decreased 878 thousand (0.67
percent). Investment earnings were down in fiscal year
2016, decreasing by $11.19 million (59.93 percent) to $7.49
million. Together, decreased contributions and investment
earnings led to a $11.79 million (7.69 percent) decrease in
total additions for the fiscal year.

Total deductions increased by $5.16 million (6.88 percent)
to $80.15 million. Health care reimbursements increased
$3.85 million (5.69 percent) in fiscal year 2016 in compari-
son to fiscal year 2015, due primarily to significant growth
in the number of retirees who became eligible for such
distributions upon termination of state employment, from
10,699 in 2015 to 15,552 in 2016, an increase of 45.36 per-
cent. Recordkeeping and custodial expenses increased $872
thousand (59.69 percent), also due to membership and asset
growth during fiscal year 2016. Other expenses increased
$194 thousand (5.12 percent) to $3.98 million, and include
$3.76 million for participant-paid administrative fees and
nearly $225 thousand for a federal tax assessed annually
through 2019 to finance operations of the Patient-Centered
Outcomes Research Institute.

Continned on next page
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Minnesota Deferred Compensation Fund
Fiduciary net position for the Minnesota Deferred
Compensation Fund increased almost $18.45 million
(0.32 percent), from over $5.85 billion on June 30, 2015,
to nearly $5.87 billion as of June 30, 2016.

Total additions decreased substantially to $301.01 million,
a decrease of $188.40 million (38.50 percent), primarily
due to a decrease in investment income of $183.36 million
(76.87 percent), and a reduction in contributions of $5.03
million (2.04 percent). The contribution decrease directly
correlates to a decrease in active membership of 2,824
members during the fiscal year.

Total deductions in 2016 decreased $20.96 million (6.91
percent), mostly due to the decrease in refunds of $29.87
million (11.36 percent) to $232.99 million.

Hennepin County Supplemental Retirement Fund
Fiduciary net position for the Hennepin County Supple-
mental Retirement Fund decreased $5.23 million (3.51
percent) in fiscal year 2016, from $149.07 million to
$143.84 million. As with other plans, investment returns
were not sufficient to cover refunds and benefit payments

to retired members.

Total additions decreased $5.22 million (65.30 percent)
to $2.78 million, again due to the substantial decrease in
investment income during the 2016 fiscal year.

The number of actively contributing members declined by
63 participants (21.00 percent) during the fiscal year, which
is reflected in total member and employer contributions
decreasing $72 thousand (15.45 percent) to $394 thousand
in fiscal year 2016.

Total deductions decreased $195 thousand (2.38 percent)
to $8.01 million as a result of decreasing withdrawals. In
total, ongoing withdrawals and refunds decreased $202
thousand (2.51 percent) as membership in this closed
plan continues to decline.

Actuarial Valuation Results

Beginning in fiscal year 2015, MSRS’ consulting actuaries
conducted two actuarial valuations for each MSRS defined
benefit retirement fund: one for traditional “funding”
purposes, and the other for GASB-compliant “financial
reporting” purposes. Each valuation type is performed
using a different set of actuarial methods and assump-
tions. Results of each are highlighted in the following
paragraphs.

GASB Statements No. 67 and No. 68 Actuarial
Valuations

This is the third year since MSRS implemented new pension
accounting and financial reporting standards authorized by
the Governmental Accounting Standards Board (GASB). To
comply with GASB Statement No. 67, Financial Reporting for
Pensions, an amendment of GASB Statement No. 25, MSRS
relied upon its consulting actuary to compute the total pen-
sion liability, net pension liability, pension income or expens-
es, and deferred outflows and deferred inflows of resources
for each of its defined benefit retirement plans as of June
30, 2016. MSRS’ participating governmental employers are
required to report their respective shares of these amounts
in their financial statements for fiscal years beginning after
June 15, 2014, in compliance with GASB Statement No. 68,
Accounting and Financial Reporting for Pensions, an amendment
of GASB Statement No. 27.

For MSRS’ largest cost sharing, multiple-employer defined
benefit fund, the State Employees Retirement Fund, the
June 30, 2016, GASB-compliant actuarial valuation

report revealed a net pension liability of $12.4 billion, and
a pension expense totaling $1.8 billion. This is a significant
increase from the net pension liability of the previous year
due to a number of factors, including changes in various
actuarial assumptions such as mortality rate and the long-
term expected rate of return. The long-term expected rate
of return, a critical assumption in the valuation of net
pension liability, was changed in fiscal year 2016 from 7.9
percent to 7.5 percent. The State of Minnesota and its
component units will recognize over 99 percent of the net
pension liability and pension income in their financial state-
ments for fiscal year 2017. As a result of this June 30, 2016,
actuarial valuation, plan fiduciary net position as a percent-
age of the total pension liability was 47.51 percent, decreas-
ing 40.81 percent from the ratio of 88.32 percent reported
as of June 30, 2015.

Additional information on the GASB-compliant actuarial
valuation results for MSRS’ defined benefit retitement funds,
can be found in the Actuarial Section of this report, beginning
on page 172.
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Funding Actuarial Valuations

The July 1, 2016, actuarial valuation results indicate the
State Employees Retirement Fund was 81.56 percent
funded, the State Patrol Retitement Fund was 78.53
percent funded, the Correctional Employees Retirement
Fund was 71.34 percent funded, and the Judges Retire-
ment Fund was 52.07 percent funded. These funded
ratios are calculated using the actuarial value of assets.

State Employees Retirement Fund

For the State Employees Retirement Fund, the contribu-
tion deficiency increased from 1.44 percent on June 30,
2015, to 3.49 percent on June 30, 2016. The increase

is due to changes in actuarial assumptions based on the
most recent experience study. Changes were numerous,
and include members living longer and reduced rates

of retirement. Funding ratios on both an actuarial and a
market value of assets basis declined from the previous
year, also due to changes in actuarial assumptions.

State Patrol Retirement Fund

For the State Patrol Retitement Fund, the contribution
deficiency decreased from 7.98 percent on June 30,
2015, to 3.08 percent on June 30, 2016. The decrease is
attributed to additional member and employer contribu-

tions and a decrease in liability due to an assumed delay
in the 1.50 percent and 2.50 percent post-retirement
benefit increases. The actuarial value of assets funding
ratio increased from 76.81 percent on June 30, 2015, to
78.53 percent on June 30, 2016, for the same reasons.
However, on a market value of assets basis, the funding
ratio decreased from 79.77 percent on June 30, 2015, to
75.55 percent on June 30, 2016. This decrease was due
to an investment return of negative 0.20 percent for the
market value of assets calculation, versus an investment
return of 7.80 percent for the actuarial value of assets
funding ratio calculation.

Correctional Employees Retirement Fund

For the Correctional Employees Retirement Fund, the
contribution deficiency increased slightly from 5.46 per-
cent on June 30, 2015, to 5.61 percent on June 30, 2016.
The actuarial value of assets funding ratio increased
from 70.90 percent on June 30, 2015, to 71.34 percent
on June 30, 2016, and the market value of assets funding
ratio decreased from 73.35 percent on June 30, 2015,

to 68.49 percent on June 30, 2016. This difference in
funding ratio changes was due to an investment return

of negative 0.10 percent for the market value of assets
calculation, versus an investment return of 7.60 percent
for the actuarial value of assets funding ratio calculation.

Judges Retirement Fund

For the Judges Retirement Fund, the contribution defi-
ciency decreased from 11.89 percent on June 30, 2015, to
6.28 percent on June 30, 2016. The decrease is due to a
new state contribution of $3 million in fiscal year 2016.
The state contribution will increase to $6 million annually
in future fiscal years. The actuarial value of assets funding
ratio decreased from 53.30 percent on June 30, 2015, to
52.07 percent on June 30, 2016. Additionally, the market
value of assets funding ratio decreased from 55.31 percent
on June 30, 2015, to 50.07 percent on June 30, 2016. The
decreases in both funding ratios is due to an assumed
post-retitement benefit increase change from 1.75 percent
for all years to 1.75 percent through 2034, 2.00 percent for
2035 through 2045, and 2.50 percent thereafter.

Legislators Retirement Fund

The Legislators Retirement Fund is a closed plan, with
few active, contributing members. Remaining assets in
the plan were depleted in the year ending June 30, 2016,
and benefits are paid on a pay-as-you-go basis by annual
appropriations from the state’s General Fund.

An economic downturn and continued investment returns
lower than the 8.0 percent investment return assumption
will result in the deterioration of the funding status of

the retirement funds, increasing contribution deficiencies
and depleting assets. The MSRS Board of Directors con-
tinues to monitor funding status, contribution deficiency
rates, economic conditions, and actuarial experience, and
will take appropriate action, as necessary, to ensure the
financial security of the retirement funds.

Additional information about the funding actuarial
valuation results for each defined benefit fund can be
found in the Actuarial Section of this report, beginning on
page 137.

Request for Information

This financial report is intended to provide a general over-
view of MSRS’ financial position as of June 30, 2016, and
the results of financial activities for fiscal year 2016. If you
have any questions or comments concerning the contents
of this report, please contact Minnesota State Retirement
System by mail at 60 Empire Drive, Suite 300, Saint Paul,
MN 55103-3000, by telephone toll-free at 1-800-657-5757,
ot via e-mail at info@msts.us.
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Statement of Fiduciary Net Position

As of June 30, 2016
(Dollars in thousands)

Assets
Cash

Short-term investments

Total Cash & Short-term Investments

Receivables
Accounts Receivable
Accrued Interest
Due from Other Plans
Due from the State’s General Fund
Other Receivables

Total Receivables

Investments, at Fair Value
Bond Fund
U.S. Stock Actively Managed
U.S. Stock Index Fund
Alternative Pool
Broad International Stock Fund
Supplemental Investment Fund
Mutual Funds

Total Investments
Securities Lending Collateral

Capital Assets, Net of Depreciation
Land
Development in Progress
Building, Improvements, and Equipment
Equipment, Furniture, and Fixtures
Internally Generated

Total Capital Assets
Total Assets

Deferred Outflows of Resources

Total Deferred Outflows of Resources

Liabilities
Accounts Payable
Compensated Absences
Securities Lending Collateral
Due To Other Plans
Due to the State’s General Fund
Accrued OPEB Liability
Bonds Payable
Other Payables

Total Liabilities

Deferred Inflows of Resources

Total Deferred Inflows of Resources

Net Position Restricted for Pensions

The accompanying notes are an integral part of the financial statements.

Defined Benefit Funds
State State Correctional dees
Employees Patrol Employees Judg

$12,005 $1,075 $2,120 $640
240,753 13,609 20,928 4,408
$252,758 $14,684 $23,048 $5,048
$15,566 $1,101 $2,414 $168
0 0 0 0
5,791 11 15 3
0 0 0 0
875 24 18 3
$22,232 $1,136 $2,447 $174
$2,760,132 $155,056 $220,910 $40,576
3,456,873 194,197 276,674 50,818
1,726,894 97,012 138,214 25,386
1,431,127 80,397 114,542 21,039
1,564,844 87,909 125,244 23,004
0 0 0 0
0 0 0 0
$10,939,870 $614,571 $875,584 $160,823
$1,586,006 $89,099 $126,970 $23,332
$88 $0 $0 $0
168 0 0 0
5,331 0 0 0
110 0 0 0
13,907 0 0 0
$19,604 $0 $0 $0
$12,820,470 $719,490 $1,028,049 $189,377
$0 $0 $0 $0
$4,394 $186 $271 $50
983 0 0 0
1,586,006 89,099 126,970 23,332
31 213 896 90
0 0 0 0
115 0 0 0
4516 0 0 0
1,360 0 320 0
$1,597,405 $89,498 $128,457 $23,472
$0 $0 $0 $0
$11,223,065 $629,992 $899,592 $165,905
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Defined Contribution Funds

Unclassified Health Care MN Deferred Hennepin County

Legislators Employees Savings Plan Compensation Supplemental Totals
$1,465 $0 $0 $0 $0 $17,305
0 161 1,249 11,158 35 292,301
$1,465 $101 $1,249 $11,158 $35 $309,606
$0 $455 $7,658 $9,486 $14 $306,862
0 0 0 0 0 0
2 0 0 4 0 5,820
0 0 0 0 0 0
0 9 169 200 3 1,301
$2 $404 $7,827 $9,690 $17 $43,989
$0 $0 $0 $0 $0 $3,176,674
0 0 0 0 0 3,978,562
0 0 0 0 0 1,987,506
0 0 0 0 0 1,647,105
0 0 0 0 0 1,801,001
0 300,728 821,088 1,401,375 143,850 2,667,041
0 3,993 0 4,449,686 0 4,453,679
$0 $304,721 $821,088 $5,851,061 $143,850 $19,711,568
$0 $6,298 $16,988 $121,106 $2,972 $1,972,771
$0 $0 $0 $0 $0 $88
0 0 0 0 0 168
0 0 0 0 0 5,331
0 0 0 0 0 110
0 0 0 0 0 13,907
$0 $0 $0 $0 $0 $19,604
$1,467 $311,644 $847,152 $5,993,015 $146,874 $22,057,538
$0 $0 $0 $0 $0 $0
$3 $56 §772 $1,204 $43 $6,979
0 0 0 0 0 983
0 6,298 16,988 121,106 2,972 1,972,771
40 494 2,321 1,725 16 5,826
1,465 0 0 0 0 1,465
0 0 0 0 0 115
0 0 0 0 0 4,516
0 23 84 450 0 2,237
$1,508 $6,871 $20,165 $124,485 $3,031 $1,994,892
$0 $0 $0 $0 $0 $0
$(41) $304,773 $826,987 $5,868,530 $143,843 $20,062,646
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Statement of Changes in Fiduciary Net Position

For the Fiscal Year Ended June 30, 2016

(Dollars in thousands)

Additions

Contributions
Plan Member Contributions
Employer Contributions
General Fund Contributions

Total Contributions

Investment Income
Investment Income
Less Investment Expenses
Net Investment Income
Income from Securities Lending Activities
Securities Lending Income
Securities Lending Expenses
Borrower Rebates
Management Fees

Total Securities Lending Expenses

Net Income From Securities Lending Activities

Total Net Investment Income

Other Additions
Transfers From Other Plans
Other Income

Total Other Additions

Total Additions

Deductions
Annuity Benefits
Ongoing Withdrawals
Health Care Reimbursements
Refunds
Transfers to Other Plans
Recordkeeper and Custodian Expenses
Administrative Expenses
Other Expenses
Total Deductions

Net Increase (Decrease) in Net Position

Net Position Restricted for Pensions
Beginning of Year
End of Year

The accompanying notes are an integral part of the financial statements.

Defined Benefit Funds
State State Correctional d
Employees Patrol Employees Judges

$153,854 $9,292 $21,953 $3,763
151,168 13,938 30,678 10,219
0 0 0 0
$305,022 $23,230 $52,631 $13,982
$(1,612) $(318) $435 $(66)
14,989 847 1,188 222
$(16,601) $(1,165) $(753) $(288)
$11,752 $660 $941 $173
$2,349 $132 $188 $35
2,435 137 195 36
$4,784 $269 $383 $71
$6,968 $391 $558 $102
$(9,633) $(774) $(195) $(186)
$20,483 $0 $0 $0
268 1,000 0 0
$20,751 $1,000 $0 $0
$316,140 $23,456 $52,436 $13,796
$707,361 $57,695 $59,045 $22.378
0 0 0 0
0 0 0 0
13,345 79 1,895 0
470 0 0 0
0 0 0 0
10,196 220 906 93
22 0 0 0
$731,394 $57,994 $61,846 $22.471
$(415,254) $(34,538) $(9,410) $(8,675)
$11,638,319 $664,530 $909,002 $174,580
$11,223,065 $629,992 $899,592 $165,905
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Defined Contribution Funds

Legislator Unclassified Health Care MN Deferred Hennepin County Total

cgisiators Employees Savings Plan Compensation Supplemental otass
$89 $5,810 $130,016 $240,934 $197 $565,908
0 6,187 0 54 197 212,441
5,087 0 0 0 0 5,087
$5,176 $11,997 $130,016 $240,988 $394 $783,436
$(69) $4,845 $7,949 $58,477 $2,377 $72,018
1 197 531 3,783 93 21,851
$(70) $4,648 $7,418 $54,694 $2,284 $50,167
$1 $42 $114 $816 $20 $14,519
$0 $9 $24 $170 $4 $2,911
0 8 23 163 4 3,001
$0 $17 $47 $333 $8 $5,912
$1 $25 $67 $483 $12 $8,607
$(69) $4,673 $7,485 $55,177 $2,296 $58,774
$0 $470 $0 $0 $0 $20,953
0 212 3,959 4,843 86 10,368
$0 $682 $3,959 $4,843 $86 $31,321
$5,107 $17,352 $141,460 $301,008 $2,776 $873,531
$8,496 $0 $0 $0 $0 $854,975
0 0 0 42,472 4,665 47,137
0 0 71,541 0 0 71,541
40 6,751 0 232,986 3,174 258,270
0 20,483 0 0 0 20,953
0 55 2,333 1,744 31 4,163
42 155 2,290 3,522 25 17,449
0 205 3,983 1,838 110 6,158
$8,578 $27,649 $80,147 $282,562 $8,005 $1,280,646
$(3,471) $(10,297) $61,313 $18,446 $(5,229) $(407,115)
$3,430 $315,070 $765,674 $5,850,084 $149,072 $20,469,761
$(41) $304,773 $826,987 $5,868,530 $143,843 $20,062,646
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Note 1

Notes to the Financial Statements

These notes provide disclosures relevant to the basic financial statements on the preceding pages.

1. Summary of Significant
Accounting Policies

A. Basis of Presentation and Basis of
Accounting

Basis of Presentation

The accompanying financial statements were prepared in
accordance with generally accepted accounting principles
(GAAP). In doing so, the Minnesota State Retirement
System (MSRS) adheres to accounting and financial
reporting standards established by the Governmental
Accounting Standards Board (GASB). GASB is the
independent, not-for-profit, standards-setting organiza-
tion and the official source of GAAP for state and local
governmental entities in the United States of America.

MSRS’ accounts are organized and presented on the
basis of funds. All of the funds presented in the
financial statements are fiduciary funds. These funds
are classified as pension trust funds, and are maintained
for the exclusive benefit of the members or their
beneficiaries.

Basis of Accounting

The basis of accounting indicates the timing of transac-
tions or events for recognition in the financial statements.
MSRS’ financial statements are reported using the accrual

basis of accounting. Plan member contributions, employer

contributions, and related receivables are recognized as
revenues when due, pursuant to formal commitments
and statutory requirements. Annuity benefits and refunds
are recognized when due and payable in accordance with
the terms of each plan. Administrative and other expens-
es, and the associated liabilities, are recognized when the
liability is incurred.

B. Assets, Deferred Outflows of Resources,
Liabilities, Deferred Inflows of
Resources, and Net Position Restricted
for Pensions

Cash and Cash Equivalents

For MSRS’ defined benefit retirement funds, cash and
cash equivalents include cash on deposit in the state’s
treasury, commingled with other state funds, and
short-term investments. Cash on deposit consists of
year-end receipts not yet processed as of the investment
cutoff on June 30. Short-term investments, which the
Minnesota State Board of Investment (SBI) staff
manage, include U.S. Treasury issues, repurchase agree-
ments, bankers’ acceptances, commercial paper, and
certificates of deposit. For each MSRS defined contribu-
tion fund, cash equivalents represent the money market
funds associated with a Plan Sponsor Account, or plan
expense account. This is the account the recordkeeper
uses to deposit monthly participant administrative fees
and to pay authorized, allowable plan operating expenses.

Accounts Receivable

Accounts receivable represents plan member and
employer contributions, calculated as a percentage of
each employee’s salary as specified in Minnesota Statutes,
which is received after fiscal year-end for services ren-
dered during the fiscal year. The statutory employee and
employer contribution rates in effect for fiscal year 2016
for MSRS’ retirement funds are shown in EXHIBIT 1 on
the following page.
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EXHIBIT 1: FISCAL YEAR 2016 EMPLOYEE AND EMPLOYER STATUTORY CONTRIBUTION RATES FOR MSRS RETIREMENT
FUNDS, WHERE APPLICABLE

Retirement Fund Employee Contribution Rate Employer Contribution Rate
State Employees (General Plan) 5.50% 5.50%
State Patrol * 13.40 20.10
Correctional Employees 9.10 12.85
Judges - Tier 1 Benefit Program** 9.00 22.50
Judges - Tier 2 Benefit Program** 7.00 22.50
Legislators 9.00 Funded by appropriation
from the State’s General Fund
Unclassified Employees 5.50 6.00
Hennepin County Supplemental 1.00 1.00

* Excludes $1 million supplemental state contribution, which will be received on an annual basis until the State
Patrol Retitement Fund and the Public Employees Retitement Association Police and Fire Retitement Fund both
reach a 90 percent funded level on a market value of assets basis.

** Excludes supplemental state contribution of $3 million in fiscal year 2017 and $6 million annually thereafter which
will be received until the Judges Retirement Fund is fully funded.

For the defined contribution funds, accounts receivable also includes any plan administrative fees, determined as a
percentage of each participant’s account balance, that were earned during the fiscal year, but received after fiscal year-
end. These fees are collected on the 15th day of every month (or the first business day following the 15th, if the 15th
falls on a non-business day) based on each participant’s account balance on that day. They are used to pay for record-
keeping and custodial services, and to reimburse MSRS for expenses incurred to administer the plan. The fiscal year
2016 plan administrative fee rate structure for each defined contribution fund is shown in EXHIBIT 2

EXHIBIT 2: FISCAL YEAR 2016 PLAN ADMINISTRATIVE FEE SCHEDULE FOR MSRS DEFINED CONTRIBUTION
RETIREMENT FUNDS

Defined Contribution Administrative Fee
Retitement Fund Rate Schedule
Unclassified Employees e $2 per month for an account balance up to $10,000

o $4 per month for an account balance that is between
$10,000.01 and $30,000

o $6 per month for an account balance that is between $30,000.01
and $90,000

o $8 per month for an account balance over $90,000

Health Care Savings 0.65% or 65 basis points of a participant’s account balance
($140 annual maximum fee)

Minnesota Deferred Compensation 0.05% or 5 basis points of the first $100,000 of a participant’s account
balance ($50 annual maximum fee)

Hennepin County Supplemental 0.06% or 6 basis points of a participant’s account balance

Continned on next page
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Summary of Significant Accounting Policies

Note 1

Notes to the Financial Statements

Interfund Receivables, Payables, and

Transfers

The purpose of interfund receivables and payables is to
accrue interfund obligations that are outstanding as of
the fiscal year-end date, June 30. Most of these balances
are the result of our reallocation of administrative
expenses, which is done annually. The only balance that
may not be completely liquidated during the ensuing
fiscal year is the interfund payable from the Unclassified
Employees Retitement Fund to the State Employees
Retirement Fund.

Interfund transfers are primarily the result of elective
membership eligibility changes that have occurred during
the fiscal year.

Due From/To The State’s General Fund

The Legislators Retitement Fund is primarily funded on a
pay-as-you-go basis with annual appropriations from the
State’s General Fund. These appropriations, reported as
General Fund Contributions on the Statement of Changes in
Fiduciary Net Position, are used to finance annuity benefits
paid to retirees or their survivors, member refunds, and
each retirement fund’s share of MSRS’ administrative
expenses. The amount due from the State’s General Fund
as of fiscal year-end represents funds receivable to cover
each fund’s share of administrative expenses for the fiscal
year. The amount due to the State’s General Fund as

of fiscal year-end represents the unused portion of the
full appropriation that MSRS is obligated to return to

the state.

Investments

The Minnesota State Board of Investment (SBI) is
established by Article XI of the Minnesota Constitution
to invest all state funds. The membership is made up of
Minnesota’s Governor (who is designated as chair of the
Board), State Auditor, Secretary of State, and Attorney
General. The legislature has also established a 17-member
Investment Advisory Council (IAC) to advise the SBI and
its staff on investment related matters. MSRS” Executive
Director is a permanent member of the IAC.

Investment Policy

All investments undertaken by the SBI are governed by
the prudent person rule and other standards codified in
Minnesota Statntes, Chapter 11A and Chapter 356A.

Within the requirements defined by Minnesota Statutes,
Section 11A.04, the SBI, with assistance of the SBI staff
and the Investment Advisory Council, has the authority
for establishing and amending investment policy deci-
sions for all funds under its control. These investment
policies specify investment objectives, risk tolerance, asset
allocation, investment management structure, and specific
performance standards. Studies that the SBI staff perform
guide the on-going management of the funds and are
updated periodically.

Description of Significant Investment Policy
Changes During the Year

The SBI made no significant changes to their investment
policies during fiscal year 2016.
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Participation in the State’s Combined
Investment Funds

The state’s public retirement fund assets are commingled
in various pooled investment accounts, commonly
referred to as the Combined Funds. Mznnesota Statutes
Section 11A.14 establishes the Combined Funds, which
the SBI administers. Each participating retirement fund
owns an undivided participation in all of the assets of
the Combined Funds’ pooled investment accounts.

As of June 30, 2016, MSRS Funds’ share of the
Combined Funds, at fair value, was approximately 22
percent ($12.6 billion for MSRS and $56.6 billion
total, exclusive of short-term investments). EXHIBIT 3

displays specific totals of MSRS’ investment portfolio
by category. Minnesota Statutes, Section 11A.24, broadly
restricts retitement fund investments to obligations and
stocks of United States and Canadian governments, their
agencies and their registered corporations; short-term
obligations of specified high quality; restricted participa-
tion as a limited partner in venture capital, real estate or
resource equity investments; restricted participation in
registered mutual funds; and some qualified foreign
instruments. Various alternative investments, including
international securities, are limited by statute to 35
percent of the fund pool.

EXHIBIT 3: MSRS INVESTMENT PORTFOLIO — AT FAIR VALUE
(Dollars in thousands)
Amount

MSRS Fund Pooled Accounts As of June 30, 2016
Bond Fund $3,176,674
US. Stock Actively Managed Fund 3,978,562
U.S. Stock Index Fund 1,987,506
Alternative Pool 1,647,105
Broad International Stock Fund 1,801,001

Subtotal — MSRS’ share of the SBI’s Combined Funds $12,590,848
Supplemental Investment Fund 2,667,041
Mutual Funds 4,453,679
Total Investment Pools $19,711,568
Short-term Investments 292,301
Total MSRS Investment Portfolio $20,003,869

Continned on next page
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Note 1

Notes to the Financial Statements

Valuation of Investments

Investments in the pooled accounts, the Supplemental
Investment Fund, and the Minnesota Deferred Com-
pensation Plan (mutual funds) are reported at fair value.
Fair value is the proportionate share of the combined
market value of the investment portfolio of the SBI
investment pool in which the funds participate. All securi-
ties within the pools are valued at fair value except for
U.S. government short-term securities and commercial
papert, which are valued at fair value less accrued interest.
Accrued interest is recognized as short-term income.

The SBI values long-term fixed income securities by using
the Financial Times Interactive Data Services valuation
system. This service provides prices for both actively
traded and privately placed bonds. For equity securities,
the SBI uses a valuation service provided by Reuters

and fair value is the last reported sales price for securities
traded on national or international exchanges. If a security
is not actively traded, then the fair value is based on the
analysis of financial statements, analysis of future cash
flows and independent appraisals.

Assumptions made in valuing securities are as follows:

o Values of actively traded securities determined by
recognized exchanges are objectively negotiated
purchase prices between willing buyers and sellers,
and are not subject to either undue influence or
market manipulation.

o Values of securities not actively traded are
determined by objective appraisals by qualified
professional analysts whose results would not
vary materially from those of other similatly
qualified professionals. The fair value of
investments is based upon valuations provided
by a recognized pricing service. Securities traded
on a national or international exchange are
valued using the last reported trade price. Short-
term investments are reported at cost, which
approximates fair value. The fair value of real
estate investments is based on independent
yeatly appraisals. Investments that do not have
an established market are reported at estimated
fair value.

The term “market value” is used when describing
asset valuation methods for actuarial purposes,
and is used consistently throughout the Actuarial
Section and in other places in the CAFR when
referring to funded status. “Market value” is
equivalent to “fair value.”

Investment Income

Investment income is recognized as it is earned. Accrued
investment income of the pooled investment accounts

is included in participation in the accounts. Gains and
losses on sales or exchanges are recognized on the
transaction date.

Investment Expenses

For financial reporting purposes, the cost of security
transactions is included in the transaction price. Invest-
ment expenses include administrative expenses of the
SBI to manage the state’s comprehensive investment
portfolio and investment management fees paid to the
external money managers and the state’s master custodian
for pension fund assets. These expenses are allocated
proportionately to the funds participating in the pooled
investment accounts. MSRS’ share of these expenses in
fiscal year 2016 totaled $21,849,534: $14,988,322 for the
State Employees Retirement Fund, $847,467 for the State
Patrol Retirement Fund, $1,187,447 for the Correctional
Employees Retitement Fund, $222,057 for the Judges
Retirement Fund, $1,059 for the Legislators Retirement
Fund, $196,743 for the Unclassified Employees Retire-
ment Fund, $530,659 for the Health Care Savings Plan,
$3,782,930 for the Minnesota Deferred Compensation
Plan, and $92,850 for the Supplemental Retirement

Plan for Hennepin County. Details of these expenses

are presented in the Schedule of Investment Manager Fees,
Commissions and Other Investment Expenses found within the
unaudited Investment Section of this comprehensive annual
financial report. A more detailed schedule of fees and
commissions the SBI paid to brokerage firms, along with
the number of shares traded, total commissions, commis-
sions per share for the pooled investment accounts, and
other investment information may be obtained from the
Minnesota State Board of Investment at the Retirement
Systems of Minnesota Building, 60 Empire Drive, Suite
355, Saint Paul, Minnesota 55103.

Investment expenses exclude the plan administrative fees,
self-directed brokerage account fees, investment advisory
service fees, and any fund redemption fees deducted from
participants’ defined contribution retitement plan account
balances. These investment-related fees are reported as
Other Expenses in the Statement of Changes in Fiduciary
Net Position.

Information about the primary government’s investments,
including credit risk classification, is reflected in the State
of Minnesota’s Comprehensive Annual Financial Report.
This report can be obtained from Minnesota Management
and Budget, 400 Centennial Building, 658 Cedar Street,
Saint Paul, Minnesota 55155.
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Asset Allocation

To match the long-term nature of the pension obligations,
the SBI maintains a strategic asset allocation for the Com-
bined Funds that includes allocations to domestic equity,
international equity, bonds, alternative assets, and cash.
The long-term asset allocation is shown in EXHIBIT 4.

If a 20 percent allocation to Alternative Investments

cannot be achieved, the uncommitted allocation in Alterna-

tives is invested in Bonds. When the actual asset allocation
deviates beyond specified ranges, assets are redistributed
to achieve the long-term allocation targets.

The SBI’s long-term expected rate of return was deter-
mined using a building-block method. Best estimates of
expected future real rates of return (expected returns,
net of inflation) were developed for each asset class
using both long-term historical returns and long-term
capital market expectations from a number of invest-
ment management and consulting organizations. The
asset class estimates and target allocations were then
combined to produce a geometric, long-term expected
real rate of return for the portfolio. Inflation expecta-
tions were applied to derive the nominal rate of return
for the portfolio.

EXHIBIT 4: SBI TARGET ASSET ALLOCATIONS AND LONG TERM EXPECTED REAL RATE OF RETURN

Long-Term Expected Real Rate

Asset Class Target Allocation of Return (Geometric Mean)
Domestic Equity 45% 5.50%
International Equity 15 6.00

Bonds 18 1.45

Alternative Assets 20 6.40

Cash 2 0.50

Total 100%

Portfolio Real Rate of Return 5.36%

SBI Assumed Inflation Rate 3.00

SBI Nominal Rate of Return 8.36%

Annual Money-Weighted Rate of Return

The annual money-weighted rate of return is a method

of calculating period-by-period returns on pension fund
investments that adjusts for the changing amounts actually
invested. The money-weighted rate of return is calculated
as the internal rate of return on pension fund invest-
ments, net of pension fund investment expenses. Inputs
to the internal rate of return calculation are determined
by actual date. Because the pension funds each have dif-
ferent cash flows throughout the year, they have different
money-weighted rates of return. The money-weighted
rate of return for each MSRS retirement fund is presented
in EXHIBIT 5. The Legislators Retirement Fund had no
assets at June 30, 2016, and therefore no rate of return.

EXHIBIT 5: MONEY-WEIGHTED RATE OF RETURN
For the year ended June 30, 2016

Money-weighted
Retirement Fund rate of return
State Employees (0.083)%
State Patrol (0.119)
Correctional Employees (0.019)
Judges (0.108)
Legislators NA

Continued on next page
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Capital Assets

Capital assets consist of land, development in progress,
building, building improvements, equipment, furniture,
and fixtures, and internally developed software intended
for MSRS use only. With the exception of internally
developed or acquired computer software, capital assets
are defined as assets with an initial, individual cost of
more than $5,000 and an estimated minimum useful life
of two years. The capitalization threshold for internally

developed or acquired software is $30,000 per applica-
tion. All assets were capitalized at historical cost at the
date of acquisition, issuance, or completion. All assets,
except land and development in progress, are depreci-
ated or amortized when placed into operation using the
straight-line method over the estimated useful lives shown
in EXHIBIT 6.

EXHIBIT 6: CAPITAL ASSETS ESTIMATED USEFUL LIVES
Capital Asset Types

Useful Life (In Years)

Land

Development in Progress

Building

Building Improvements and Building Equipment
Equipment, Furniture, and Fixtures

Internally Generated Software

N/A
N/A
30
10
3-10
4-10

Deferred Outflows/Inflows of Resources

In addition to assets, the Statement of Fiduciary Net
Position reports a separate section for deferred outflows
of resources. This separate financial statement element
represents a consumption of net position that applies to
future periods and so will not be recognized as an out-
flow of resources (expense) until then.

In addition to liabilities, the Statement of Fiduciary Net
Position also reports a separate section for deferred
inflows of resources. This separate financial statement
element represents an acquisition of net position that
applies to future periods and so will not be recognized
as an inflow of resources (revenue) until that time.

Net Position Restricted for Pensions

Net position represents the sum of total assets and total
deferred outflows of resources less the sum of total
liabilities and total deferred inflows of resources. For
each defined benefit and defined contribution retirement
fund, the amount reported as net position is restricted for
the future payment of benefits and refunds to members
or their surviving spouses or beneficiaries, and adminis-
trative expenses.

Accrued Compensated Absences

In accordance with various collective bargaining unit
agreements, MSRS employees earn vacation, sick, and
compensatory leave benefits. Earned but unused benefits
are eligible for payment upon separation from state
government service. At fiscal year-end, MSRS recognizes
an obligation for future payment to the extent that the
right to receipt is vested or expected to become vested.
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Other Income

Other income for MSRS’ defined benefit retirement
funds represents its proportionate ownership share (27.5
percent) of the Retirement Services Building office space
lease income, room rental fees, and parking fee revenues.
Other income for these funds also includes employer
late fees submitted with payroll contributions and fees
received for fulfilling data requests.

Other income for MSRS’ defined contribution retire-
ment funds represents participant plan administrative
fee income earned during the fiscal year. For the Min-
nesota Deferred Compensation Fund, other income also
includes administrative expense reimbursements from
various mutual fund companies.

For all defined contribution funds, except the Supple-
mental Retirement Fund for Hennepin County, this
revenue is primarily used to cover fees for record-
keeping and custodial services, and to reimburse MSRS
for administrative costs incurred to counsel members,
adjudicate health care reimbursement claims, and
perform various business support services. For the
Supplemental Retirement Fund for Hennepin County,
the excess of participant plan administrative fee income
over recordkeeping, custodial, and MSRS’ administrative
expenses is returned to the County.

Refunds

For defined benefit plans, refunds represent distributions
to members, separated from service, of their retirement
deductions with interest compounded daily at 6.0 percent
through June 30, 2011, and at 4.0 percent thereafter

It excludes employer contribution amounts. When a
member takes a refund, the member forfeits the right to
retirement, survivor, and disability benefits. Refunds also
include rollovers to an individual retirement account or
another qualified retirement plan.

For defined contribution funds, refunds represent distri-
butions to plan participants equal to all or a portion of
their account balances, which are composed of contribu-
tions plus any investment gains or losses. Refunds may
be in the form of cash withdrawals ot rollovers to other
qualified plans.

Administrative Expenses

MSRS administrative expenses are disbursed from the State
Employees Retirement Fund. While no designated revenue
source is statutorily dedicated to the payment of administra-
tive expenses, as a policy, they are paid from investment
earnings. At fiscal year-end, these expenses are allocated
pursuant to an approved cost reallocation plan to the various
funds administered. Each fund then reimburses the State
Employees Retitement Fund for their allocated portion of
administrative expenses.

2. Accounting Changes

A. Changes in Accounting Principles

MSRS implemented GASB Statement No. 72, Fair VValue
Measurement and Application, during the fiscal year ended June
30, 2016. This statement establishes general principles for
measuring fair value of investments, provides guidance

for applying fair value to certain investments, and identifies
required disclosures related to all fair value measurements.

MSRS also implemented GASB Statement No. 82, Pension
Issues - an amendment of GASB Statements No. 67, No. 68 and
No. 73. This statement requires the presentation of covered
payroll (payroll on which contributions to a pension plan are
based) in Required Supplementary Information schedules.

Continned on next page
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Description of System and Plans

Note 3

Notes to the Financial Statements

3. Description of System
and Plans

A. Organization

The Minnesota State Retirement System (MSRS) is the
administrator of a multiple-employer, cost-sharing public
employee retitement system. It consists of five defined
benefit funds and four defined contribution funds. The
defined benefit funds are listed below with parenthetical
disclosure of the Minnesota Statutes (MS) that set forth
criteria for benefit computations, members’ and partici-
pating employers’ obligations to make contributions, and
other plan provisions:

- State Employees Retirement Fund
(MS Sections 352.01 - 352.87)

- State Patrol Retirement Fund
(MS Chapter 352B)

- Correctional Employees Retirement Fund
(MS' Sections 352.90 - 352.955)

- Judges Retirement Fund
(MS Chapter 490)

- Legislators Retirement Fund
(MS Chapter 3A)

The defined contribution funds are listed below with
parenthetical disclosure of the Minnesota Statutes
pertinent to plan administration:

- Unclassified Employees Retirement Fund
(MS Chapter 352D)

- Health Care Savings Fund
(MS Chapter 352.98)

- Minnesota Deferred Compensation Fund
(MS' Sections 352.965 - 352.97)

* Hennepin County Supplemental
Retirement Fund
(MS Sections 383B.46 - 383B.52)

Minnesota Statutes Section 356.20 defines financial
reporting requirements for all MSRS administered
retirement funds.

Responsibility for the organization is vested in MSRS’
Board of Directors, which consists of eleven members.
Four members are elected by the membership at large of
the State Employees Retirement Plan and the Unclassified
Employees Retitement Plan. Three members are appointed
by the Governor, one of which must be a constitutional
officer or an appointed state official, and two of whom
must be public members knowledgeable in pension
matters. The remaining four members represent the State
Patrol Retirement Plan, the Correctional Employees Plan,
the Transit Division of the Metropolitan Council, and

the retired and disabled members of all plans that MSRS
administers. MSRS employees are ineligible for member-
ship on the board of directors.

B. Participating Employers

MSRS members are employed by the State of Minnesota,
the University of Minnesota (non-instructional), and
approximately 76 counties, 280 cities and townships, 283
school districts and other educational entities, and 222
additional miscellaneous entities.

C. Reporting Entity

MSRS functions as a separate statutory entity. The system
maintains rights to sue or be sued in its own name and

to hold property in its own name. For financial reporting
purposes, MSRS funds are considered pension trust funds
of the State of Minnesota and are included in the State’s
Comprebensive Annual Financial Report with its fiduciary
funds. MSRS does not have any component units and this
report includes financial information for MSRS only.

D. Defined Benefit Retirement Funds —
Membership Statistics, Contribution

Information, and Plan Descriptions
Membership statistics as of June 30, 2016, for all MSRS
defined benefit retirement funds are shown in EXHIBIT
7 on the following page. Specific descriptions of each of
these funds, including employee and employer contribution
rate information, are contained on the pages that follow.
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EXHIBIT 7: MEMBERSHIP STATISTICS — DEFINED BENEFIT FUNDS
State State Correctional
As of June 30, 2016 Employees Patrol Employees Judges Legislators Totals
Members Receiving Benefits
Retirees 32,241 844 2,426 250 302 36,063
Disabilitants 1,843 53 284 20 N/A 2,200
Beneficiaries 3,868 151 208 80 70 4,377
Total Members Receiving
Benefits 37,952 1,048 2,918 350 372 42,640
Deferred Members
Vested, Not Receiving 17,019 55 1,316 17 52 18,459
Nonvested 7,571 20 661 0 0 8,252
Total Deferred Members 24,590 75 1,977 17 52 26,711
Active Members
Vested 33,436 730 2,970 278 23 37,437
Nonvested 16,036 162 1,551 33 0 17,782
Total Active Members 49,472 892 4,521 311 23 55,219
Grand Total Members 112,014 2,015 9,416 678 447 124,570
Participating Employers 15 1 3 1 1
Note: These retirement funds have no nonemployer contributing entities.

State Employees Retirement Fund

The State Employees Retirement Fund includes the Gen-
eral Employees Retirement Plan (General Plan), a multiple-
employet, cost-sharing plan, and three single-employer
plans: the Military Affairs Plan, the Transportation Pilots
Plan, and the Fire Marshals Plan. Only certain employees
of the Department of Military Affairs, Department of
Transportation, and the State Fire Marshals Office are
eligible to be members of those plans, but all state of
Minnesota employees who are not members of another
plan are covered by the General Plan. The Transportation
Pilots Plan has been closed to new entrants since July 1,
2008. The General Plan provides retirement, disability, and
death benefits to plan members and their beneficiaries.

Minnesota Statutes, Section 352.04 requires that eligible
employees contribute 5.50 percent of their total
compensation to the State Employees Retirement Fund.
Participating employers also are required to contribute
5.50 percent to this fund.

All active and deferred members are fully vested to the
extent of their contributions plus interest at a rate of 6.0
percent through June 30, 2011, and 4.0 percent thereafter.
For monthly retitement benefits, members hired before
July 1, 2010, ate vested after three years of covered service;
members hired after June 30, 2010, are vested after five
years of covered service.

Retirement benefits can be computed using one of two
methods: the Step formula and the Level formula.

Members hired before July 1, 1989, may use the Step or
Level formula, whichever is greater. Members hired on
or after July 1, 1989, must use the Level formula. Each
formula converts years and months of service to a certain
percentage. Under the Step formula, members receive
1.2 percent of the high-five average salary for each of
the first 10 years of covered service, plus 1.7 percent for
cach year thereafter. It also includes full benefits under
the Rule of 90 (age plus years of allowable service equals
90). In contrast, the Level formula does not include the
Rule of 90. Under the Level formula, members receive
1.7 percent of the high-five average salary for all years of
covered service, and full benefits are available at normal
retirement age.

Annuitants receive post-retirement increases of 2.0
percent each year. When the State Employees Retirement
Fund reaches or exceeds a 90 percent funded ratio for
two consecutive years (determined on a market value of
assets basis), the post-retirement adjustment will increase
to 2.5 percent each year. If, after reverting to a 2.5 percent
increase, the funded ratio (determined on a market value
of assets basis) declines to less than 80 percent for the
most recent actuarial valuation year, or 85 percent for two
consecutive years, the post-retirement benefit increase
will return to 2.0 percent. The funding status of the State
Employees Retirement Fund is actuarially calculated on
an annual basis.

Continued on next page
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Description of System and Plans

Note 3

Notes to the Financial Statements

As of June 30, 2016, all MSRS employees are members
of the General Plan. MSRS employee and employer
contributions, as reported in EXHIBIT 8, were funded at
100 percent of the required contributions set by statute.

Total covered payroll for MSRS employees was approxi-
mately $7.6 million for fiscal year 2016. This includes
$68,048 that was capitalized in the development of internal
software for MSRS.

ExHIBIT 8: MSRS CONTRIBUTIONS TO THE STATE EMPLOYEES RETIREMENT FUND
For Fiscal Year Ended Employee Employer

June 30, 2013 $307,737 $307,737

June 30, 2014 340,776 340,776

June 30, 2015 400,445 400,445

June 30, 2016 438,791 438,791

State Patrol Retirement Fund

The State Patrol Retitement Fund includes only the State
Patrol Retirement Plan, a single-employer plan. Member-
ship is limited to State of Minnesota employees who are
state troopers, conservation officers, and certain crime
bureau and gambling enforcement agents. The State
Patrol Retirement Plan provides retirement, disability, and
death benefits to plan members and their beneficiaries.

Minnesota Statutes, Section 352B.02 requires that eligible
employees contribute 13.40 percent of their total com-
pensation, with the employer contributing 20.10 percent.
Effective July 1, 2016, these rates will increase to 14.40
percent and 21.60 percent, respectively.

All active and deferred members are fully vested to the
extent of their contributions plus interest at a rate of 6.0
percent through June 30, 2011, and 4.0 percent thereafter.
For monthly retirement benefits, members hired before
July 1, 2013, become vested after three years of allowable
service; members hired after June 30, 2013, are vested
after ten years of allowable service. Vesting for survivor
purposes for members hired after June 30, 2013, is five
years of allowable service.

Members become eligible for normal retitement benefits
at age 55. The benefit formula is three percent of the
high five-year average salary for each year of allowable
service. Allowable service used to determine benefits is
limited to 33 years, with a refund of employee contribu-
tions for excess years of service. Members with at least
28 years of service as of July 1, 2013, are not subject to
this service limit.

Annuitants receive post-retitement benefit increases of
1.0 percent each year. When the State Patrol Retirement
Fund reaches or exceeds an 85 percent funded ratio

for two consecutive years (on a market value of assets

basis), the post-retirement adjustment will increase to 1.5
percent each year. When the funded ratio (determined

on a market value of assets basis) reaches or exceeds 90
percent for two consecutive years, the post-retirement
adjustment will increase to 2.5 percent each year. If, after
reverting to a 1.5 percent increase, the funded ratio of the
State Patrol Retirement Fund (determined on a market
value of assets basis) declines to 75 percent or less for one
year, or 80 percent or less for two consecutive years, the
benefit increase will return to 1.0 percent. The funding
status of the State Patrol Retirement Fund is actuarially
calculated on an annual basis.

A state contribution of $1 million will be made annually
to the State Patrol Retirement Fund until the State Patrol
Retirement Fund and the Public Employees Retirement
Association Police and Fire Retirement Fund both reach a
90 percent funded ratio, determined on the market value
of assets basis.

Correctional Employees Retirement Fund

The Correctional Employees Retirement Fund includes
only the Correctional Plan, a multiple-employer, cost-
sharing plan. Membership is limited to State of Minnesota
employees with 75 percent working time spent in direct
contact with inmates or patients in Minnesota correctional
facilities, the state-operated forensic services program,

or the Minnesota Sex Offenders Program. Additionally,
employees on leave from eligible positions to work for a
labor organization may also be covered. The Correctional
Employees Retirement Plan provides retirement, disability,
and death benefits to plan members and their beneficiaries.

Minnesota Statutes, Section 352.92 requires that eligible
employees contribute 9.10 percent of their total compen-
sation. The employer contributes 12.85 percent of salary.
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All active and deferred members are fully vested to the
extent of their contributions plus interest at a rate of 6.0
percent through June 30, 2011, and 4.0 percent thereafter.
For monthly retirement benefits, members hired before
July 1, 2010, become vested after three years of allow-
able service. New hires after June 30, 2010, must have a
minimum of five years allowable service before a graded
vesting schedule begins, which ranges from 50 percent
vested after five years of allowable service to 100 percent
vested after ten years of allowable service.

Vested members become eligible for normal retirement
benefits at age 55. For employees hired before July 1,
2010, the benefit formula is 2.4 percent of the high-five
average salary for each year of allowable service, pro-rated
for completed months. For employees hired after June 30,
2010, the benefit formula is 2.2 percent of the high-five
salary for each year of allowable service, prorated for
completed months. The monthly benefit can be received
cither as level lifelong payments or accelerated payments
until a reversion age of 62 or 65. Upon attaining the
reversion age, the benefit is adjusted actuarially to a lower,
permanent amount.

Annuitants receive post-retirement increases of 2.0
percent each year. When the Correctional Employees
Retirement Fund reaches or exceeds a 90 percent funded
ratio for two consecutive years (on a market value of as-
sets basis), the post-retirement adjustment will increase to
2.5 percent each year. If, after reverting to a 2.5 percent
increase, the funded ratio (determined on a market value
of assets basis) declines to less than 80 percent for the
most recent actuarial valuation year, or 85 percent for two
consecutive years, the post-retitement benefit increase will
return to 2.0 percent. The funding status of Correctional
Employees Retitement Fund is actuarially calculated on
an annual basis.

Judges Retirement Fund

The Judges Retitement Fund includes only the Judges
Retirement Plan, a single employer plan. Membership

is limited to Minnesota district, appellate and Supreme
Court judges. Retitees also include former municipal and
county court judges. The Judges Retirement Plan provides
retirement, disability, and death benefits to plan members
and their beneficiaries.

The Judges Retirement Plan provides a Tier 1 and a

Tier 2 benefit program depending upon a judge’s appoint-
ment or election date. Tier 1 program judges are those
first appointed or elected before July 1, 2013, and Tier 2
program judges are those first appointed or elected

after June 30, 2013. Judges with less than five years of
service as of December 31, 2013, may make a one-time
irrevocable election into the Tier 2 benefit program.

Minnesota Statutes, Section 490.123 requires that eligible judges
in the Tier 1 program contribute 9.0 percent of their total
compensation. A Tier 1 program judge’s contributions are
redirected to the Unclassified Employees Retirement Plan
after the judge’s maximum retirement benefit is reached. Tier
2 program judges are required to contribute 7.0 percent of
their total compensation. The emplo