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This report has been produced as required by 5 M.R.S.A. §17102 (10), which states that the
Maine Public Employees Retirement System must publish an annual report showing “the fiscal
transactions of the retirement system for the fiscal year and the assets and liabilities of the retirement
system at the end of the fiscal year; and the actuary’s report on the actuarial valuation of the
financial condition of the retirement system for the fiscal year.”

This report was prepared by the Financial, Administrative and Investment staff of the Maine
Public Employees Retirement System. Costs for producing this report were paid from
the operating budget of the Maine Public Employees Retirement System. This CAFR is printed
and also made available online. We respect the environment by printing on recycled
paper and using soy-based inks —for a cleaner, healthier planet.
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LETTER OF TRANSMITTAL

December 23, 2013

In accordance with the requirements of 5 M.R.S.A. §17102, I am pleased to present the Comprehensive Annual
Financial Report (“CAFR” or “Annual Report”) of the Maine Public Employees Retirement System (“MainePERS”

or the “System”) for the fiscal year ended June 30, 2013. This CAFR, taken as a whole, provides information on all
aspects of the System. It is written to conform to Governmental Accounting Standards Board (GASB) requirements.
Management of the System takes full responsibility for the accuracy, completeness and fairness of the representations
made in this report.

Baker, Newman, and Noyes, LLC, Certified Public Accountants, have issued an unqualified opinion on the
MainePERS’ financial statements for the year ended June 30, 2013. The independent auditors” report is located at the
front of the financial section.

Management’s discussion and analysis (MD&A) immediately follows the independent auditors” report and provides
a narrative introduction, overview and analysis of the basic financial statements. MD&A complements this letter of
transmittal and should be read in conjunction with it.

FUNDING OF SYSTEM PROGRAMS

The System administers six retirement plans, often referred to as “programs.” In addition, the System operates a
Group Life Insurance Program (GLI) and a program of defined contribution retirement plans under sections 401(a),
403(b) and 457(b) of the Internal Revenue Code, collectively referred to as MaineSTART. The System also manages
the Retiree Health Insurance Post Employment Investment Trust on behalf of the State of Maine. The Trust is an
irrevocable trust established for the purpose of accumulating assets to provide funding for the State’s liability for
retiree health benefits.

The System’s defined benefit retirement plans, or programs, are the dominant element in its financial activities
and position. The four major programs are the State and Teacher’s Retirement Program, the Judicial Program, the
Legislative Program and the Participating Local District Retirement Program.

The System also administers two pay-as-you-go retirement programs, one for judges who retired prior to the
establishment of the Judicial Retirement Program in 1984 and the other for former governors and their surviving
spouses. The programs are funded each biennium by a direct appropriation from the Legislature and, in the case of
the active governor, by employee contributions required by statute.

The basic defined benefit retirement plan equation provides that, over the long term, contributions plus investment
earnings must be equal to benefits. While investment market performance affects plan funding requirements, it does
not affect benefits owed in the future.

The return on invested contributions has historically supplied a significant amount of the benefit funding resources

of defined benefit plans. In periods when the investment markets provide lower returns than expected, the resulting
funding shortfall has historically been made up by a combination of increased employer contributions and investment
market returns in other periods that exceed expectations. For this reason, the performance of the investment markets
is a significant factor affecting the financial activities or position of the System, and the effects of market performance
flow through to contributions made by participating employers.

As with all actuarially-funded defined benefit plans, the System uses actuarial methods and procedures that integrate
short-term market behavior with the long-term time horizon of the plan. One of these methods is “smoothing” of
investment results which moderates the volatility of employer contribution requirements.

6 Maine Public Employees Retirement System
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The interplay of liabilities (i.e., the obligation to pay benefits) and assets (i.e., contributions and investment earnings
on contributions) can be observed in changes in the programs” actuarial funded ratios over time. The funded ratio

of the State Employee and Teacher Program had improved steadily and consistently since the mid-1980s until 2008.
High negative investment returns in years 2008 and 2009 adversely affected the funding ratio. Fiscal years 2010 and
2011 experienced strong investment returns, and in combination with changes to Plan provisions, the funding ratio
improved. Break-even returns in fiscal year 2012, combined with increased deductions for benefits, contributed to

a modest decrease in the funding ratio that year. Strong investment returns in fiscal year 2013 contributed to an
increase in funding ratio to 77.6 percent. This compares to a funding ratio for this plan at June 30, 2012 of 76.9 percent
and 77.4 percent at June 30, 2011.

The funded ratio of the Judicial Program has in recent years been above 100 percent. The funded ratio as of June 30,
2012 was 107.3 percent, and as of June 30, 2011 it was 103.0 percent. In fiscal year 2013, the funded ratio of the plan
decreased to 97.5 percent. This decrease was due, in part, to enhanced data reporting capabilities that provides for a
better measure of plan liabilities.

The funded ratio of the Legislative Program has also been above 100 percent, and continues to be this year. As of
June 30, 2013, the funded ratio was 142.2 percent, compared to 149.3 percent at June 30, 2012 and 157.9 percent at June
30, 2011.

The funded ratio of the Participating Local Districts (PLDs) Program including consolidated and withdrawn PLDs
was 88.4 percent as of June 30, 2013. This compares to 88.8 percent as of June 30, 2012 and 93.5 percent as of June 30,
2011.

Information regarding overall funding progress appears in the MD&A beginning on page 20. More information on
the funding levels of all of the System’s retirement programs can be obtained from the System.

The System’s defined contribution plans, collectively called MaineSTART, had 58 participating employers with 869
participants at June 30, 2013. This program provides an important supplement for our defined benefit participants
and a valuable alternative for other participants. MaineSTART offers a family of funds from Vanguard designed to
be very low cost and easy for participants to manage. The investment strategy for these assets is determined by each
participant.

The Group Life Insurance Program is funded by premiums paid by its participants and the employers of those
participants, and by investment returns on the Group Life Insurance Program assets. The investment strategy for
these assets is a similar strategy to the strategy employed for the defined benefit plan assets.

The Retiree Health Insurance Post Employment Investment Trust is funded through direct appropriations from the
State of Maine.

INVESTMENTS

The focal point of the investment policy is the mix of investment types in which assets are invested and the allocation
of assets among asset classes. The System’s Board of Trustees (Board) is responsible for establishing the policy that

is the framework for investment of the programs’ assets. The Board employs in-house investment professionals and
outside investment consultants to advise it on investment matters, including policy.

The defined benefit program had a return of 11.1% while the group life insurance program had a return of 13.4%

for fiscal year 2013. Total value of the defined benefit portfolio increased to $11.3 billion at June 30, 2013 from $10.5
billion at June 30, 2012. This increase in the total value of the portfolio is due to strong equity market returns over the
prior year.

The current asset allocation was modified in December 2012 to increase investments in alternative strategies such as
private equity, infrastructure, and hard assets.

The Board's choice of asset classes reflects its assessment of expected investment return and the nature, level, and
management of risk. The defined benefit plans assets perform two functions; they collateralize the benefits owed
to participants, and they provide investment earnings. All benefit payments must eventually be funded from
contributions or from investment earnings.

Maine Public Employees Retirement System 7
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HIGHLIGHTS OF THE PAST YEAR

In May 2013, the System joined forces with two of its existing technology partners to form an Information Technology
(IT) Security Council, which has jurisdiction over the System’s IT policies. The council is made up of members of

the System’s IT staff, management, and representatives of Sage Data Security, a data security consulting firm, and
System’s Engineering, an information technology consulting firm. The goal of the council is to review and create
security policies for the protection of the System’s electronic assets and to ensure an technology infrastructure that
serves the System’s business needs.

In fiscal year 2012, we reported that our new integrated pension benefits information and operating system was put
into operation. Fiscal year 2013 marks the first full year utilizing the system and we are now evaluating the next
phase of the project, where we intend to provide a member self-service portal where members and retirees alike can
access information about their accounts and complete and submit a variety of forms electronically for processing.

ACKNOWLEDGEMENTS

Once again, we are pleased to inform you that for the ninth consecutive year, the System was awarded the Certificate
of Achievement for Excellence in Financial Reporting by the Government Finance Officers Association (GFOA). In
order to be awarded a Certificate of Achievement, a governmental unit must publish an easily readable and efficiently
organized Comprehensive Annual Financial Report (“CAFR”), with contents that meet or exceed program standards.
We are extremely proud that we are recognized for handling and accounting for retirement funds in a manner that
satisfies generally accepted accounting practices and all applicable legal requirements. We fully expect to be in
compliance with all of the Certificate of Achievement Program requirements into the future. This 2013 CAFR will also
be submitted to the GFOA.

The System, through its management staff, is responsible for establishing and maintaining an internal control
structure that is designed to provide reasonable assurance that assets are protected from theft, fraud, or misuse and
that financial recordkeeping is complete and accurate. The concept of reasonable assurance recognizes that the cost
of a control should not exceed the benefits likely to be derived and that the valuation of costs and benefits requires
estimates and judgments by management. Management believes that the existing internal controls accomplish
these objectives. Management is also responsible for the completeness, accuracy and fair presentation of financial
information and for all disclosures. This responsibility notably encompasses the System’s financial statements
themselves, including the amounts therein that, necessarily, are based on estimates and judgments.

The preparation of this report has been a collaborative effort of Executive Management, the Accounting and Finance
Department, the Investment Department and the Communications Department. The System takes responsibility for
all of the information contained in the report and confidently presents it as a basis for the many decisions of the Board
of Trustees, staff, and others who will rely on it.

I am joined in transmitting this Comprehensive Annual Financial Report to all of our constituencies by the System’s
Director of Finance.

Respectfully submitted,

Sandra J. Matheson Sherry Tripp Vandrell
Executive Director Director of Finance
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I EEE————————————————————————————————
Appendix A to Letter of Transmittal
OVERVIEW OF THE SYSTEM

The Maine Public Employees Retirement System (MainePERS) is an independent public agency of the State of Maine that
traces its history to 1942. By the authority granted to it by the Maine Legislature, the System administers retirement programs
that cover State employees, the State's public school teachers, judges, legislators, and employees of the 296 municipalities and
other public entities, called "participating local districts" (PLDs) that have chosen to provide retirement plans to their employees
through MainePERS. The System is also responsible for the payment of retirement and survivors' benefits to former governors
and their surviving spouses and to judges who retired prior to the establishment of the Judicial Retirement Program in 1984. In
addition, the System administers a Group Life Insurance Program that provides or makes available life insurance benefits for
active and retired System members and for the employees of a few PLDs for whom MainePERS administers only the Group Life
Insurance Program. The System also administers defined contribution plans for some PLD employees.

Board of Trustees

Responsibility for the operation of the Maine Public Employees Retirement System rests with the System's Board of Trustees,
which is comprised of eight members. State law specifies the Board's composition. Each trustee is subject to the legislative
confirmation process. Three trustees are System members, one of whom is proposed and elected by the Maine Education
Association, one of whom is proposed and elected by the Maine State Employees Association, and one of whom is a PLD member
appointed by the governing body of the Maine Municipal Association. Four other trustees are appointed by the Governor. Of
these, one must be selected by the Governor from a list of nominees submitted by the Maine Retired Teachers Association and
one must be a MainePERS retiree selected from a list of nominees submitted by State and/or PLD retirees. The remaining two
appointees are direct gubernatorial appointments, both of whom must be qualified through training or experience in investments,
accounting, banking or insurance or as actuaries. All appointed trustees are required to have "a working knowledge of retirement
policy and legal issues and a general knowledge and understanding of banking, finance, and investment practices." The eighth
trustee is the State Treasurer, who serves ex-officio. All trustee terms are three years, except for the two-year term of the State
Treasurer. The Board annually elects its chair and vice chair from among its members.

The MainePERS Trustees serve as Trustees of the State and Teacher, Judicial and Legislative Retirement Programs as well as for
the PLD Consolidated Program and the Retiree Health Insurance Post-Employment Benefits Investment Trust.

The Board contracts for the services of an actuary to prepare annual valuations of the assets and liabilities of each of the
retirement programs administered by the System. The actuary also provides information and recommendations as to sound and
appropriate actuarial assumptions, which are utilized, together with valuation information, to determine the programs' funding
requirements. The System's actuary in fiscal years 2012 and 2013 was Cheiron, Inc.

The Board's management of MainePERS investments is embodied in its investment policy. The policy states the Board's
underlying investment objectives, sets out the investment strategies intended to realize the objectives, and establishes guidelines
and criteria for implementation of the strategies. The Board has engaged Strategic Investment Solutions, Inc. to advise it on the
investment policy and the carrying out of the investment program.

The Board is the final administrative decision maker in matters involving the rights, credits, and benefits of members. It has
established an administrative appeals process for the making of such decisions; in this process relevant factual information

and legal requirements are identified and analyzed by independent Hearing Officers who serve under contract. In decisions on
disability retirement appeals, statutorily established medical boards and individual medical advisors provide recommendations as
to the medical aspects of disability. The Board's final administrative decisions are appealable to the Maine Superior Court.

Administration

The Office of the Executive Director has administrative responsibility for all aspects of the System and its operations. The
Executive Director oversees all actuarial work and investments, and has administrative responsibility for the internal audit
function. Actuarial work is carried out with the assistance of an actuary; investment operations are carried out with the assistance
of the System's Chief Investment Officer and staff, one or more investment consultants, investment managers and other
appropriate advisors. In addition, the Office performs the executive functions of the System and has day-to-day responsibility
for legal and legislative matters, appeals, federal, state, and local governmental relations, planning, organizational development,
accounting and financial reporting, and numerous special projects.

The Department of Service Programs administers the service and disability retirement programs, MaineSTART defined
contribution plans, employer programs, survivor benefit and group life insurance programs. The Department is the System's
primary contact for members, participating employers, and benefit recipients.

Maine Public Employees Retirement System 9



INTRODUCTORY SECTION

Appendix A to Letter of Transmittal

The Department of Administration is responsible for most administrative and support functions, including information technology
supports, communications, facilities, and human resources.

The System's primary responsibility is the administration of defined benefit retirement plans. Retirement and related benefits
provided by MainePERS include:

e service retirement benefits, that provide retirement income to qualified members;

e disability retirement benefits, that provide income to a member who becomes disabled under MainePERS law while the
member is in service and before the member retires; and

o death benefits that are paid to a member's designated beneficiaries.

Administration of these programs includes financial administration, investments, recordkeeping of members' work and
compensation data, and provision of retirement-related services to members, employers, and retirees.

The System also administers the MaineSTART defined contribution retirement plans that are established under sections 401(a),
403(b), and 457(b) of the Internal Revenue Code. These plans are presently available to employees of those employers in the PLD
Consolidated Plan that have adopted one or more of the plans.

The System itself and all of its programs are established by and operate within the scope of Maine statutes. The operation of the
System's defined benefit retirement plans is also governed by provisions of the Maine Constitution, not all of which apply to all of
the plans.

Membership and Contributions

State employees and teachers are covered under the Maine Public Employees Retirement System's State Employee and Teacher
Retirement Program. State employees are required by law to become members of MainePERS when hired. There is an exception
to this rule for elected and appointed officials, for whom membership is optional. Public school teachers, other than substitute
teachers, for whom membership is also optional, must also become members of MainePERS when hired. PLD employees
become members of MainePERS when they are hired if their employer participates as a PLD in MainePERS at that time and

if they meet the membership eligibility requirements in effect when they are hired. For some PLD employees, membership is
optional. These employees include those employed by their PLD before the PLD joined MainePERS, those whose employers
provide Social Security under a federal law, elected and appointed officials, and chief administrative officers.

The Legislative Retirement Program, also administered by MainePERS, was established to provide a retirement program for
those serving in the Maine Legislature. Except as provided otherwise by statute, membership in the Maine Legislative Retirement
Program is mandatory for legislators entering service on or after December 3, 1986.

The Judicial Retirement Program was established to provide a retirement program for Maine's judges. Membership in the Judicial
Retirement Program is a condition of employment for all judges serving on or after December 1, 1984.

All members of the System contribute a percentage of their compensation to the System. Each employer also contributes to the
System an amount for the normal costs of the programs that is a percentage of total wages paid to members who are employees of
that employer.

The State pays the normal cost employer contributions and unfunded actuarial liability contributions on behalf of all State
employee and teacher members. The employer contribution percentages are actuarially determined by plan and vary from year to
year.

The State’s employer normal cost contributions, along with current member contributions, support benefits currently being earned
by active members. The State’s unfunded actuarial accrued liability (UAAL) contribution is a payment on the amortized debt that
represents the liability for benefits in excess of the amount supported by assets of the System. The Maine Constitution requires
that the UAAL be fully funded in not more than 31 years from July 1, 1997. The amortization period at the end of FY 2013 is 15
years, requiring full payment of the UAL by the end of FY 2028.

The System also administers pay-as-you-go retirement programs for judges who retired prior to the establishment of the Judicial
Retirement Program in 1984 and former governors and their surviving spouses. The programs are funded each biennium by a
direct appropriation from the Legislature and, in the case of the active governor, by employee contributions required by statute.

10 Maine Public Employees Retirement System
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Appendix A to Letter of Transmittal

The Group Life Insurance Program is provided or made available to all State employees, public school teachers, and employees of
those PLDs who elect to offer this coverage to their employees, as well as to members of the Legislative and Judicial Retirement
Programs. Basic coverage for the employee is equal to the employee's annual base compensation rounded up to the next $1,000;
supplemental coverage for the employee and coverage for dependents are also available.

Further details regarding program and plan provisions can be found elsewhere in this report in the actuarial valuation for each
program.

Financial Reporting

Beginning in fiscal year 2008, the System began drawing the funds formerly provided by the State of Maine to support its
operating expenses directly from the trust funds. In the past, the State, as employer, contributed a certain amount for the System’s
administrative costs. Total operating expenses for staff and all other costs of operations, with the exception of certain investment
related expenses required by law to be paid directly from investments, are allocated among the System's three employer/employee
groups (i.e. State employees (including for this purpose judges and legislators), teachers, and PLDs). The System's administrative
budget is approved annually by the Board of Trustees, and is reported to the Legislature.

The System's financial statements have been prepared in accordance with generally accepted accounting principles applied

on a consistent basis, in accordance with the standards and requirements of the Governmental Accounting Standards Board
(GASB). The financial statements are presented in accordance with GASB Statement No. 25, Financial Reporting for Defined
Benefit Plans, GASB Statement No. 34, Basic Financial Statements - Management's Discussion and Analysis for State and
Local Governments, and, with respect to the Group Life Insurance Program, GASB Statement No. 43, Financial Reporting for
Postemployment Benefit Plans Other Than Pension Plans. Financial information presented throughout this Report is consistent
with the financial statements. The financial statements are prepared on the accrual basis of accounting.

The System has an Internal Audit program, staffed by one internal auditor. This program continues to focus on a plan of in-depth
audits of internal controls in all of the departments at the System. The internal auditor presents audit reports to both management
and the Audit Committee of the Board of Trustees.

The independent auditor, Baker Newman Noyes (BNN), has conducted an audit of the financial statements in accordance with, as
stated in its audit report, generally accepted auditing standards and including those tests and procedures BNN deemed necessary
to express its opinion in its audit report.

The auditors have unrestricted access to the Board and the Board's Audit Committee to discuss the audit and their findings with
respect to the integrity of the System's financial reporting and adequacy of the System's internal controls.

The System's defined benefit retirement programs are reported as an agent multiple employer plan. Separate actuarial valuations
are performed for each of the retirement programs that the System administers; contributions, inflows, and benefits payments
are separately tracked and recorded, and separate trust fund balances are attributed to each such program. The System reports
the Group Life Insurance Program and the MaineSTART Defined Contribution plans as separate plans. The System's financial
statements, notes thereto and required supplementary information are prepared accordingly.

Maine Public Employees Retirement System 11
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BOARD OF TRUSTEES, MANAGEMENT STAFF,
and PRINCIPAL PROFESSIONAL CONSULTANTS
June 30, 2013

BOARD OF TRUSTEES

Peter M. Leslie, Chair Governor's direct appointee

Benedetto Viola, Vice Chair Maine State Employees Association appointee by election

Shirrin L. Blaisdell Governor’s appointee, from recommendations by retired employees
Neria R. Douglass State Treasurer, ex-officio

Richard Metivier Maine Municipal Association appointee

Brian H. Noyes Governor's direct appointee

Catherine R. Sullivan Governor's appointee from Maine Education Association - Retired
Kenneth L. Williams Maine Education Association appointee by election

SENIOR ADMINISTRATIVE STAFF

Sandra J. Matheson Executive Director

John C. Milazzo General Counsel and Chief Deputy Executive Director

Andrew H. Sawyer, CFA, CAIA Chief Investment Officer

Rebecca A. Grant Deputy Executive Director

Sherry Tripp Vandrell Director of Finance

Marlene McMullen-Pelsor Manager, Payrolls Administration, Employer and Ancillary Services
Kathy J. Morin Manager, Actuarial and Legislative Affairs

PRINCIPAL PROFESSIONAL CONSULTANTS

Actuary Investment Consultant Auditors Internal Auditor
Cheiron, Inc. Strategic Investment Solutions, Inc. Baker Newman & Noyes, LLC John F. Fleming

See page 72 for a list of professional investment management firms.
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INTRODUCTORY SECTION

2013 Legislative Update

LEGISLATION ENACTED IN THE FIRST REGULAR SESSION
OF THE 126™ LEGISLATURE

An Act to Make Supplemental Appropriations and Allocations for the Expenditures of State
Government and To Change Certain Provisions of the Law Necessary to the Proper Operations of
State Government for the Fiscal Year Ending June 30, 2013

PL 2013, c. 1 [L.D. 250]
Effective Date: March 6, 2013

This bill is the State supplemental budget for FY 2013. There are two provisions in the bill pertaining to
MainePERS. Those are: 1) Amendment to the appropriation of funds for the noncumulative cost-of-living
adjustments for retirees; and 2) Removal of MainePERS from the receipt of General Fund surplus money.

An Act to Ensure the Periodic Review and Revision of Statutory Provisions

PL 2013, c. 110 [L.D. 785]
Effective Date: October 9, 2013

This bill amends the required information that must be included in a program evaluation report pursuant to the
State Government Evaluation Act.
An Act to Amend the State Government Evaluation Act

PL 2013, c. 307 [L.D. 1140]
Effective Date: October 9, 2013

This bill further amends the information that must be included in a program evaluation report pursuant to the
State Government Evaluation Act.

An Act to Amend the L.aws Governing Public Records

PL 2013, c. 339 [L.D. 104]
Effective Date: October 9, 2013

This bill adds an exception to the definition of “public records” under the Freedom of Access Act for e-mail

addresses obtained by a political subdivision of the State for the sole purpose of disseminating non-interactive
communications to individuals.

continued on next page
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2013 Legislative Update (continued)
An Act to Amend the Freedom of Access Act

PL 2013, c. 350 [L.D. 1216]
Effective Date: October 9, 2013

This bill amends the laws that govern acknowledgement of and response to requests under the Freedom of
Access Act.

An Act Making Unified Appropriations and Allocations for the Expenditures of State Government,
General Fund and Other Funds and Changing Certain Provisions of the .aw Necessary to the Proper

Operations of State Government for the Fiscal Years Ending June 30. 2013, June 30, 2014 and June
30,2015

PL 2013, c. 368 [L.D. 1509]
Effective Date: June 26, 2013

This bill, the State biennial budget for FYs 2014-2015, includes three provisions pertaining to MainePERS.
Specifically, it: 1) requires school administrative units to pay the normal cost portion of teacher retirement
costs; 2) includes funds to subsidize the purchase of military service credit for three MainePERS members
from the list of those who have made a request under the applicable statutory provision; and 3) includes an
appropriation to pay retirement benefits to retired governors and pre-1984 judges.

An Act to Amend the Retirement Laws Pertaining to Participating L.ocal Districts

PL 2013, c. 391 [L.D. 1440]
Effective Date: October 9, 2013

This bill amends benefit provisions by which members in the PLD Consolidated Plan are covered.

Maine Public Employees Retirement System 15
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FINANCIAL SECTION

BAKER NEWMAN NOYES

INDEPENDENT AUDITORS’ REPORT

The Board of Trustees
Maine Public Employees Retirement System

Report on the Financial Statements

We have audited the accompanying financial statements of Maine Public Employees Retirement System (the System),
a component unit of the State of Maine, which comprise the statement of fiduciary net position as of June 30, 2013 and
related statement of changes in fiduciary net position for the year then ended, and the related notes to the financial
statements which collectively comprise the System’s basic financial statements.

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 control relevant to the preparation and fair presentation of financial statements that are
free from material misstatement, whether due to fraud or error.

Auditors’ 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. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from
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 auditors’ 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 control relevant to the entity’s preparation and fair presentation of the financial statements in
order to design audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the entity’s internal control. 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 net position of the

System as of June 30, 2013 and changes in net position for the year then ended, in accordance with accounting
principles generally accepted in the United States of America.

Baker Newman & Noyes, LLC
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FINANCIAL SECTION

The Board of Trustees
Maine Public Employees Retirement System

Other Matters
Required Supplementary Information

Accounting principles generally accepted in the United States of America require that the Management’s Discussion
and Analysis and required supplementary information as listed in the table of contents be presented to supplement 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 financial statements in an appropriate operational, economic, or historical context. We have applied certain
limited procedures to the 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 consistency 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.

Supplementary Information

Our audit was conducted for the purpose of forming an opinion on the financial statements that collectively comprise
the System’s basic financial statements. The accompanying additional supplementary information as listed in the table
of contents is presented for purposes of additional analysis and is not a required part of the basic financial statements.
Such information is the responsibility of management and was derived from and relates directly to the underlying
accounting and other records used to prepare the basic financial statements. The information has been subjected to the
auditing procedures applied in the audit of the basic financial statements and certain additional procedures, including
comparing 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 generally accepted in the United States of America. In our opinion, the additional
supplementary information is fairly stated in all material respects in relation to the basic financial statements as a
whole.

Report on Summarized Comparative Information

We have previously audited the System’s 2012 financial statements, and we expressed an unmodified audit opinion on
those audited financial statements in our report dated December 20, 2012. In our opinion, the summarized
comparative information presented herein as of and for the year ended June 30, 2012, is consistent, in all material
respects, with the audited financial statements from which it has been derived.

‘E)akv( Newmncnn IIUDY,Q

Portland, Maine Limited Liability Company
October 31, 2013
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FINANCIAL SECTION

MANAGEMENT'S DISCUSSION AND ANALYSIS
June 30, 2013 Financial Report

Introduction

This Management Discussion and Analysis (MD&A) is prepared by the management staff of the Maine
Public Employees Retirement System (MainePERS or the System) for the purpose of providing an
overview of the System’s financial statements.

Financial Reporting Structure

The System’s financial statements are prepared on an accrual basis of accounting in accordance with
Governmental Accounting Standards Board (GASB) pronouncements. The accrual basis of accounting
requires the recognition and recording of financial transactions and other related events when they occur
and not just in conjunction with the inflows and outflows of cash and other resources.

The funds managed by the System are held in trust and consistent with federal law, can only be used for
the payment of pension and related benefits to its members or, in the case of the Retiree Health Insurance
Trust Fund, for the payment of retiree health insurance premiums for eligible retirees of the State of
Maine. The System’s Board of Trustees, as fiduciary, establishes the System’s investment policies and
oversees their overall implementation. The System administers an agent multiple employer pension plan
and reports its financial statements on an aggregated basis. The System maintains separate reserves and
accounts and performs separate actuarial valuations for each pension program within the plan.

The Statement of Fiduciary Net Position reports the balance of Net Position restricted for future benefits

as of the fiscal year end, with comparative values reported as of the previous fiscal year end. The
Statement of Changes in Fiduciary Net Position reports the net change in Net Position for the fiscal year,
with comparative values reported for the previous fiscal year. The System reports the Defined Benefit

(DB) Plans, Defined Contribution (DC) Plans, the Group Life Insurance (GLI) Plan and the Retiree Health
Insurance Trust as separate funds and in separate columns in the financial statements. Condensed versions
of both statements are included in the following section.

The Schedule of Funding Progress for the Defined Benefit Plans (Required Supplementary Information)
presents a summary of the defined benefit retirement plans administered by the System. This Schedule
compares the actuarial value of pension assets to actuarial accrued liabilities, as of actuarial valuation dates
over a period of six years, and reports the unfunded actuarial accrued liability (UAAL). The Schedule also
presents the actuarial funded ratio and the UAAL as a percentage of the covered payroll of all members.

The Schedule of Employers” Contributions (Required Supplementary Information) presents the annual
required contributions as defined by GASB for all employers participating in MainePERS defined benefit
plans and compares them to actual employer contributions, over a period of six years. It also provides the
percentage of the required to actual contributions for each year.

The Schedule of Funding Progress for the Group Life Insurance Plan (Required Supplementary
Information) compares the actuarial value of plan assets with actuarial liabilities, as of actuarial valuation
dates over a period of six years, and presents the unfunded actuarial accrued liability (UAAL). The
Schedule also presents the actuarial funded ratio and the UAAL as a percentage of covered payroll of all
participants.

The Schedule of Employers” Contributions (Required Supplementary Information) presents the annual
required contributions as defined by GASB for all employers participating in MainePERS group life
insurance plan and compares them to actual employer contributions, over a period of six years. It also
provides the percentage of the required to actual contributions for each year.
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MANAGEMENT'S DISCUSSION AND ANALYSIS
June 30, 2013 Financial Report

(continued)

Financial Highlights and Analysis

The Net Position of the System increased in fiscal year 2013 by $834.2 million (8%) from the prior year’s Net
Position. This increase was due in part to a significant increase in Net Income from investment activities
during fiscal year 2013. For fiscal year 2013, Net Income from investment activities was $1,190.8 million.

By comparison, Net Income from investment activities during fiscal year 2012 was $56.0 million. As of
June 30, 2013, approximately 35% of the System’s assets were invested in domestic common stocks, 24 %

in foreign common stocks, 25% in domestic bonds, 6% in real estate, 5% in opportunistic strategies, 3% in
infrastructure, and 2% in private equity, either with direct holdings or through investment in common/
collective trusts.

The Net Position of the System decreased in fiscal year 2012 by $284.8 million (2.6%) from the prior
year’s Net Position. This decrease was due to flat investment earnings and total benefits paid exceeded
contributions during fiscal year 2012. For fiscal year 2012, Net Income from investment activities

was $56.0 million. By comparison, Net Income from investment activities during fiscal year 2011

was $2,018.3 million. As of June 30, 2012, approximately 36% of the System’s assets were invested in
domestic common stocks, 23% in foreign common stocks, 29% in domestic bonds, 6% in real estate, 3%
in opportunistic strategies, 2% in infrastructure, and 1% in private equity, either with direct holdings or
through investment in common/ collective trusts.

The following are the Condensed Comparative Statements of Fiduciary Net Position and Condensed

Comparative Statements of Changes in Fiduciary Net Position for the System for the fiscal years ended
June 30, 2013, 2012, and 2011:

a )

Condensed Comparative Statements of Fiduciary Net Position
(Dollar Values Expressed in Millions)
June 30, 2013 June 30, 2012 June 30, 2011
Cash and Receivables $ 53.9 $ 175.0 $ 55.9
Investments at Fair Value 11,568.6 10,610.3 11,018.7
Securities Lending Collateral 1,484.2 812.2 279.7
Other Assets 8.9 10.9 10.9
Total Assets $ 13,115.6 $ 11,608.4 $ 11,365.2
Investment Management Fees Payable $ 5.3 $ 3.8 $ 2.6
Other Liabilities 1,509.2 837.7 310.9
Total Liabilities $ 1,514.5 $ 841.5 $ 313.5
Net Position Restricted for Benefits $ 11,601.1 $ 10,766.9 $ 11,051.7
\ _J
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(continued)

Condensed Comparative Statements of Changes in Fiduciary Net Position
(Dollar Values Expressed in Millions)

June 30, 2013 June 30, 2012 June 30, 2011

ADDITIONS (SUBTRACTIONYS):

Member Contributions $ 160.8 $ 161.7 $ 167.6
Employer Contributions 301.8 288.8 373.5
Net Investment and Other Income 1,190.8 56.0 2,018.3
Total Additions (Subtractions) $ 1,653.4 $ 506.5 $ 2,559.4
DEDUCTIONS:
Benefits $ 782.8 $ 735.4 $ 689.8
Other 36.4 55.9 43.9
Total Deductions $ 819.2 $ 791.3 $ 733.7
Net Increase (Decrease) $ 834.2 $ (284.8) $ 1,825.7
Net Position Restricted for Benefits, Beginning of Year $ 10,766.9 $ 11,051.7 $ 9,226.0
L Net Position Restricted for Benefits, End of Year $ 11,601.1 $ 10,766.9 $ 11,051.7
_J

Assets

Investments at Fair Value increased by $958.3 million (9%). This increase in Investments at Fair Value
combined with a decrease of $121.1 million in cash and receivables and an increase of $672.0 million in
securities lending collateral, contributed to an increase in total assets of $1,507.2 million during fiscal
year 2013. The System records the cash collateral it holds due to its securities lending activity as an asset
and corresponding liability. Securities lending activity increased by $672.0 million (83%) due to higher
utilization rates. The System’s custodian records an Investment Purchase or Sale Receivable between
the time it enters into a trade and the time that trade is settled. The receivable for outstanding trades at
June 30, 2013 was approximately $75 million less than at June 30, 2012, since there were no major trades
pending at fiscal year end.

Comparatively, Investments at Fair Value decreased in fiscal year 2012 by $408.4 million (3.7%). This
decrease in Investments at Fair Value combined with increases of $119.1 million in cash and receivables
and $532.5 million in securities lending collateral, contributed to an increase in total assets of $243.2 million
during fiscal year 2012. The System records the cash collateral it holds due to its securities lending activity
as an asset and corresponding liability. Securities lending activity increased by $532.5 million (190%) due
to a favorable lending environment, higher utilization rates, and wider spreads. The System’s custodian
records an Investment Purchase or Sale Receivable between the time it enters into a trade and the time that
trade is settled. The receivable for outstanding trades at June 30, 2012 was approximately $75 million more
than at June 30, 2011, due to the timing of an investment redemption by the System’s investment managers.

Please refer to the Investment Section for more information on the System’s investments.
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(continued)
Liabilities

The System’s custodian records an Investment Purchase or Sale between the time it enters into a trade

and the time that trade is settled. At June 30, 2013, trades outstanding totaled $.2 million. The System
records the cash collateral it holds due to its securities lending activity as an asset and corresponding
liability. On June 30, 2013, total loans outstanding in the securities lending program were $1,449.9 million.
As of June 30, 2013, MainePERS was in the process of conducting a review of its Securities Lending
program. Subsequent to the closing of the fiscal year, that review was completed and more stringent
Securities Lending guidelines have been implemented which have narrowed the scope of the program and
significantly scaled back the amount of securities out on loan.

There was one outstanding trade for approximately $75 million at June 30, 2012. At June 30, 2011 there
were no outstanding trades. On June 30, 2012 and 2011, the total loans outstanding in the securities

lending program were $792.4 million and $272.9 million, respectively.

Additions to Net Position Restricted for Benefits

Additions to net position restricted for benefits during fiscal year 2013 totaled $1,653.4 million compared
to additions of $506.5 million to net position in fiscal year 2012. This was largely due to the fact that
investment income net of fees and other deductions increased by $1,134.8 million. The increase in
investment income is primarily attributable to positive returns in the equity market. US equities rose
nearly 22% and international equities were up 14 %, while fixed income fell by 2%.

Additions to net position during fiscal year 2012 totaled $506.5 million compared to additions of

$2,559.4 million to net position in fiscal year 2011. This was largely due to the fact that investment income
net of fees and other deductions decreased by $1,962.3 million. The decrease in investment income is
primarily attributable to mixed market returns. Fixed income was up almost 9% and US equities rose
nearly 4%, while international equities fell more than 14%.

Pension Contributions

The State’s contributions on behalf of State employees totaled $86.4 million, $87.3 million, and

$106.0 million for fiscal years 2013, 2012, and 2011, respectively. The State’s contributions on behalf of
teachers totaled $148.8 million, $146.6 million, and $196.7 million, for fiscal years 2013, 2012, and 2011,
respectively. Legislative changes to the state employee and teacher plans in 2011, including changes

in normal retirement age for certain classes of employees and the freezing of COLA increases, reduced
employer contribution rates beginning in fiscal year 2012. The State’s contribution on behalf of judges
totaled $811.0 thousand, $810.7 thousand, and $987.0 thousand, for fiscal years 2013, 2012, and 2011,
respectively. Based on the funding methodology used and considering the funded status of the Maine
Legislative Retirement Plan, no employer contribution on behalf of Legislative employees was required in
fiscal years 2013, 2012 or 2011.

An additional employer contribution has historically been mandated by statute to be made when General
Fund Surplus (GFS) monies designated for the purpose of funding the unfunded actuarial liability of the
State Employee/Teacher Retirement Program exist at fiscal year end. Legislation passed in 2013 removed
this mandate and no funds were allocated from the GFS monies for fiscal year 2013. For fiscal year 2012,
there were no additional contributions due compared to $5.9 million in additional contributions at June 30,
2011. When available, these additional contributions have been allocated, according to System policy, in
equal parts to the unfunded liabilities of the State employee and teacher plan.
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(continued)

The balance of employer contributions reported are from Participating Local District (PLD) employers. For
PLDs in the Consolidated Plan, the range of employer contributions as a percent of earnable compensation
in fiscal year 2013 was 2.8% to 12.2% and in fiscal years 2012 and 2011 was 1.9% to 8.3%. The Consolidated
Plan’s funded status and established funding approach results in employers of the Consolidated Plan
currently paying less than what the true normal cost would otherwise require. The amount paid is never
less than a base level that is appropriate given the then-current funding status.

Member and employer data, contribution and benefit data for the 13 non-consolidated PLDs are specific to
each PLD and are obtainable from the System.

Deductions from Net Position Restricted for Benefits

Total deductions from net position restricted for benefits during fiscal year 2013 increased by 4%

($27.9 million). The fiscal year 2013 increase was due to an increase in the number of recipients receiving
benefits, as well as the increased cost of benefits paid and refunds and withdrawals of contributions.
Benefit payments in fiscal year 2013 exceeded contributions by $320.2 million. Contributions totaled
$462.6 million, and benefit payments totaled $782.8 million.

Total deductions from net position during fiscal year 2012 increased by 7.9% ($58 million). The fiscal year
2012 increase was due to the increased cost of benefits paid and refunds and withdrawals of contributions.
Benefit payments in fiscal year 2012 exceeded contributions by $284.9 million. Contributions totaled
$450.5 million, and benefit payments totaled $735.4 million.

System Funding Status
Funding Progress
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(continued)

At June 30, 2013, the State/ Teacher and PLD defined benefit plans were actuarially funded at 79.6%, a
slight increase from the actuarial funding level of 79.1% at June 30, 2012. As illustrated in the chart, the
actuarial funded ratio of the System experienced modest incremental increases in 2005, 2006, and in 2007
to a high of 79.7%. This level remained steady for 2008, followed by two consecutive significant declines in
2009 to 72.6% and in 2010 to 70.4%. The 2009 decline was due primarily to low returns in the investment
market downturn. In 2010, investment markets and returns improved, although not enough to offset the
prior years” investment declines. Significant improvement in investment returns in 2011, combined with
a decrease in the overall unfunded liabilities of the plan resulting from changes in assumptions adopted
following the completion of an experience study in 2011, pushed the funding level to a high of 80.2% for
this year. Modest investment returns combined with increased deductions from the plan for benefits,
contributed to the decrease in 2012. The increase in the funded ratio for 2013 is attributable to strong
investment returns during the year.

Investments

The assets of all the defined benefit retirement plans that the System administers are commingled for
investment purposes. Investments of the Group Life Insurance Plan and the Retiree Health Insurance
Trust are invested following the same Target Asset Allocation but are not commingled with the assets of
the defined benefit retirement plans.

Alternatives, 35%
Foreign Stocks, 20%

Fixed Income, 25% Domestic Stocks, 20%

Essentially all of the assets administered by the System in its investment portfolio are currently invested

in seven asset classes: publicly traded domestic stocks, publicly traded foreign stocks, cash and cash-like
securities, publicly traded domestic bonds, infrastructure, private equity, and real estate. Publicly traded
derivative securities are used in some portfolios to emulate one or more of the seven asset classes. The
investment policy established by the System’s Board of Trustees in 2012 assigns strategic target allocations
for each of four asset categories. These targets are 20% for domestic stocks, 20% for foreign stocks, 25%

for fixed income, and 35% for alternative investments. Alternative investments include private equity,
infrastructure, real estate and natural resources. The Board of Trustees anticipates that it may take three to
five years to fully reach the new asset allocation targets.

All of the assets invested by the System are in portfolios managed by professional investment management
firms. These managers act as fiduciaries and invest the assets assigned to them in accordance with the
Board’s investment policy and their separate contractual arrangements. At June 30, 2013, total fair value

of assets in these portfolios (together with the amounts otherwise managed) was $11.6 billion. The

total fair value of assets as of June 30, 2012 was $10.6 billion. The investment return for the fiscal year
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(continued)

ending June 30, 2013 was 11.1%. The investment return for the fiscal year ending June 30, 2012 was 0.6%.
Investment returns in fiscal year 2013 were more than in fiscal year 2012, and were driven primarily by
the strong performance in global equity markets. Over the five, ten and thirty year periods ended June 30,
2013, the average annual investment return was 4.3%, 6.9%, and 8.7%, respectively.

System Membership

The following membership counts are derived from actuarial valuation data:

(
June 30 Percentage
2013 2012 change
Current active participants:
Vested and nonvested 53,191 50,394 5.6%
Terminated participants
Vested 8,951 7,598 17.8%
Retirees and beneficiaries receiving benefits 40,162 38,408 4.6%
Total Membership 102,304 96,400 6.1%
\§ J

The number of active State employees at June 30, 2013 in the Regular and Special plans was 13,228, an
increase of 285 from June 30, 2012. The number of Teachers at June 30, 2013 was 28,581, an increase of 2,164
from June 30, 2012. Membership for judges was 60, an increase of 1 from the previous year. Membership
for Legislators was 182, an increase of 7 from June 30, 2012. The Consolidated Plan for Participating Local
Districts (PLDs) offers 11 retirement plans. Each PLD participating in the Consolidated Plan chooses the
plan or plans under which its employees will be covered. Total active membership in the Consolidated
Plan and the withdrawn, non-consolidated plans at June 30, 2013 was 11,140, an increase of 340 from

June 30, 2012. Overall, the membership count increases in all categories are the result, in part, of the
implementation of a new line of business system which allows the System to more accurately count part-
time, or occasional workers who are accruing a very small benefit, as well as members who participate in
multiple plans.

Group Life Insurance Plan

The following summarized data is derived from actuarial valuation data for the Group Life Insurance Plan:

é )

Group Life Insurance Plan Actuarial Data
(Dollar Values Expressed in Millions)

June 30
2013 2012 2011

Actuarial Value of Assets $76.2 $66.4  $63.6
Actuarial Liability $180.9 $173.9 $167.4
9 Unfunded Actuarial Liability $104.7 $107.5 $103.8 y
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Defined Contribution Plans

The Section 401(a), Section 457, and Section 403(b) Plans administered by the System’s Board of Trustees
are defined contribution plans. These plans are available as supplemental plans to the basic retirement
benefits of employees of PLDs that elect to participate in the Defined Contribution Plans. Contributions
may be made to the Plans subject to plan and Internal Revenue Code limitations. Investments in the
Defined Contribution Plans are individually directed and controlled by plan participants.

Retiree Health Insurance Trust Fund

The Maine State Legislature established the Retiree Health Insurance Post Employment Investment Trust
as an irrevocable trust for the sole purpose of holding and investing funds appropriated or otherwise
provided to the Fund for the purpose of accumulating assets to provide funding to the State’s unfunded
liability obligations for retiree health benefits. The Trustees of the Maine Public Employees Retirement
System were named Trustees of the Investment Trust Fund. At June 30, 2013, the net position held in trust
for the Fund was $160,358,287.

Currently Known Facts, Decisions, or Conditions

Legislation passed in 2011 froze regular COLAs for eligible retirees in the State Employee, Teacher,
Judicial, ang Legislative plans for a period of three years beginning in 2011. The same legislation provided
for potential non-cumulative cost-of-living adjustments (COLAs) for those three years to be paid in 2012,
2013, and 2014 depending on the availability of budget surpluses in each prior fiscal year. The State of
Maine closed its fiscal year 2013 with a budget surplus sufficient to cover substantially all of the cost of the
second of these payments and MainePERS distributed these funds to eligible retirees in September, 2013.

The Maine Public Employees Retirement System conducted an experience study for the Group Life
Insurance Plan in 2012. An experience study is a summarization of actual experience over a d%fined
period of time and is used as a guide in setting future actuarial assumptions. The 2012 experience
study addressed economic assumptions as well as demographic assumptions for participants in the
plan. Changes in economic and demographic assumptions resulting from the study were adopted by
the System’s trustees and are incorporated within the 2012 actuarial valuation. New premium rates
established as a result of the study will be effective with premiums paid beginning in fiscal year 2014.

The Maine Legislature enacted Public Law 390, An Act to Amend the Retirement Laws Pertaining to
Participating Local Districts, during the First Regular Session of the 126™ Legislature. The law requires
changes to member contribution rates, reduces the cap for cost of living increases from 4% to 3%, and
increases the normal retirement age from age 60 to age 65 for new members, among other things.
Additional information regarding the changes and effective dates can be found on the System’s website at
www.mainepers.org.

Provisions in the biennial budget for the State of Maine’s fiscal years 2014 and 2015, passed by the Maine
Legislature during the same session, requires school administrative units to pay the normal cost portion
of teacher retirement costs beginninﬁ in fiscal year 2013-14. The normal cost portion of teacher retirement
costs had historically been paid by the State of Maine.

Requests for Information

Questions concerning this Management Discussion and Analysis, other parts of the System’s financial
statements or the System’s financial activities should be directed to Maine Public Employees Retirement
System, Sherry Tripp Vandrell, Director of Finance, at 46 State House Station, Augusta, Maine 04333 or at
(207) 512-3100 or toll-free at (800) 451-9800.
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Defined Group Life ~ Defined
Benefit Insurance Contribution
Assets:
Cash and cash equivalents (note 3) 22,607,309 $ 8,453,469 $ 47,489
Investments at fair value (notes 3 and 4):
Debt securities:
U.S. Government and government agencies 2,378,810 - -
U.S. and foreign corporate 977,545 - -
Common equity securities 3,828,278,697 - -
Preferred equity securities 1,959,830 - -
Common/ collective trusts 6,450,747913 78,311,268 20,257,183
Mutual funds 238,333,341 - -
Partnerships 788,653,709 - -
Total investments 11,311,329,845 78,311,268 20,257,183
Receivables:
State and local agency contributions and
premiums (notes 6 and 7) 15,188,350 566,398 49,846
Accrued interest and dividends 4,931,834 - -
Due from brokers for securities sold 229,771 - -
Total receivables 20,349,955 566,398 49,846
Collateral on loaned securities (note 5) 1,484,238,413 - -
Capital assets, net of accumulated depreciation 8,540,505 389,603 -
Total assets 12,847,066,027 87,720,738 20,354,518
Liabilities:
Accounts payable 5,204,903 31,488 -
Due to brokers for securities purchased 209,337 - -
Other liabilities 7,921,887 11,497,089 5,987
Accrued investment management fees 5,269,380 20,466 -
Obligations under securities lending activities (note 5) _ 1,484,238,413 - -
Total liabilities 1,502,843,920 11,549,043 5,987
Fiduciary net position - held in trust $11,344,222,107 $76,171,695 $20,348,531

See accompanying notes.
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With Summarized Information as of June 30, 2012

2013
Total

(continued)

2012
Summarized

$ - % 31,108,267 $ 61,167,651
- 2,378,810 -

- 977,545 971,615

- 3,828,278,697 3,635,545,839

- 1,959,830 2,066,013
158,628,002 6,707,944,366 6,220,469,597
- 238,333,341 215,918,063

- 788,653,709 535,373,982
158,628,002 11,568,526,298 10,610,345,109
1,840,385 17,644,979 34,075,215

- 4,931,834 4,818,158

- 229,771 74,941,690
1,840,385 22,806,584 113,835,063

- 1,484,238,413 812,174,674

- 8,930,108 10,848,847
160,468,387 13,115,609,670 11,608,371,344
- 5,236,391 5,715,088

- 209,337 -

85,609 19,510,572 19,805,010
24,491 5,314,337 3,809,712

- 1,484,238,413 812,174,674

110,100 1,514,509,050 841,504,484
$.160,358,287 $.11,601,100,620 $.10,766,866,860
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STATEMENT OF CHANGES IN FIDUCIARY NET ASSETS
Year Ended June 30, 2013
With Summarized Information for the Year Ended June 30, 2012

Additions:
Investment income:

From investing activities:
Net appreciation (depreciation) in
the fair value of plan investments
Interest
Dividends
Less: investment expenses

Net income from investing activities
From securities lending activities:
Securities lending income
Securities lending expenses:
Borrower rebates refunded
Management fees
Total securities lending expenses

Net income from securities lending activities

Total net investment income

Contributions and premiums (notes 6 and 7):

Members
State and local agencies

Total contributions

Total additions

Deductions:
Benefits paid, net
Refunds and withdrawals
Claims processing expenses (note 7)
Administrative expenses

Fiduciary net position - held in trust, beginning of year

Total deductions

Net increase (decrease) in fiduciary net position

Fiduciary net position - held in trust, end of year

See accompanying notes.

Defined
Benefit

Defined
Contribution

Group Life
Insurance

$ 1,059,177,845 $ 9,416,228 $ 1,886,872

4,492,889 383 271
123,904,595 - -
(31,212,545) (36,405) (71,745)
1,156,362,784 9,380,206 1,815,398
5,030,284 - -
288,735 - -
(797,734) - -
(508,999) - -
4,521,285 - -
1,160,884,069 9,380,206 1,815,398
153,536,499 4,580,678 2,662,317
292,694,292 7,138,693 111,327
446,230,791 11,719,371 2,773,644
1,607,114,860 21,099,577 4,589,042
772,360,000 10,426,687 -
24,025,797 - 643,765

- 701,421 -
10,568,619 190,694 113,827
806,954,416 11,318,802 757,592
800,160,444 9,780,775 3,831,450
10,544,061,663 66,390,920 16,517,081
$.11,344,222,107 $76,171,695 $20,348,531
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Retiree Health
Insurance Trust

$ 18,753,793

STATEMENT OF CHANGES IN FIDUCIARY NET ASSETS
Year Ended June 30, 2013
With Summarized Information for the Year Ended June 30, 2012

2013
Total

$ 1,089,234,738

(continued)

2012
Summarized

$ (22,849,760

- 4,493,543 3,889,018
- 123,904,595 96,895,257
(47 478) (31,368,173) (24,337,863)
18,706,315 1,186,264,703 53,596,652
- 5,030,284 1,709,229
- 288,735 1,171,414
- (797,734) (431,502)
- (508,999) 739,912
- 4,521,285 2,449,141
18,706,315 1,190,785,988 56,045,793
- 160,779,494 161,692,345
1,840,385 301,784,697 288,798,306
1,840,385 462,564,191 450,490,651
20,546,700 1,653,350,179 506,536,444
- 782,786,687 735,411,287
- 24,669,562 45,201,456
- 701,421 722,591
85,609 10,958,749 10,027,071
85,609 819,116,419 791,362,405
20,461,091 834,233,760 (284,825,961)
139,897,196 10,766,866,860 11,051,692,821

$.160,358,287

$.11,601,100,620

$.10,766,866,860

Maine Public Employees Retirement System
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NOTES TO FINANCIAL STATEMENTS
June 30, 2013 and 2012

1. Overview of the Maine Public Emplovees Retirement System Benefit Plans

Background

The Maine Public Employees Retirement System (the System), which is a component unit of the State
of Maine, is the administrator of a public employee retirement system established and administered
under the Laws of the State of Maine. The System was formerly named the Maine State Retirement
System. The System provides pension, disability, and death benefits to its members, which include
employees of the State, public school employees (defined by Maine law as teachers and for whom the
State is the employer for retirement contribution and benefit purposes) and employees of 296 local
municipalities and other public entities (participating local districts, or PLDs) in Maine, each of which
contracts for participation in the System under provisions of the relevant statutes.

Individual PLDs are permitted by law to withdraw from participation in the System. Withdrawal
precludes the PLD’s nonmember employees, if any, and its employees hired subsequent to
withdrawal from membership in the System. Depending on the circumstances and requirements of
the PLD’s participation under the System, a withdrawn PLD has continuing funding obligations after
withdrawal with respect to its employees who are active members at the time of withdrawal and who
continue to be members thereafter, to its terminated vested employee members, and to its former
employee members who are retired at the time of withdrawal.

Defined Benefit Plan

Pension funds managed by the System are constitutionally restricted and held in trust for the payment
of pension and related benefits. The System’s Board of Trustees, in its fiduciary capacity, establishes
the System’s investment policies and oversees their overall implementation. The System maintains
separate reserves and accounts and performs separate actuarial valuations for each pension plan.
Management's interpretation of the State of Maine statutes is that the System is administering an agent
multiple employer plan for financial reporting purposes.

At June 30, the membership counts are as follows:

\

(" System Membership 2013 2012 )
Current participants:
Vested and nonvested 53,191 50,394
Terminated participants:
Vested 8,951 7,598
Retirees and beneficiaries receiving benefits 40,162 38,408

102,304 96,400 )

Group Life Insurance Plan

The Group Life Insurance Plan was established by the State Legislature to provide group life insurance
benefits, during active service as well as in retirement, to State employees, Teachers, members of the
Judiciary and the Legislature, as well as Elected and Appointed Officers of the State, that are eligible
for membership in the System. Group Life Insurance benefits are also provided to the employees

of PLDs that elect to participate in the Group Life Insurance Plan. Employees are eligible for
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coverage under the Plan, subject to their membership in one or more of the aforementioned eligible
employment classes and any other conditions of eligibility that the Board of Trustees of the System
may prescribe by rule or decision.

Group Life Insurance funds managed by the System are held in trust for the payment of benefits to
participants and/or their beneficiaries. The System’s Board of Trustees, in its fiduciary capacity,
establishes the System’s investment policies and oversees their overall implementation. The System
maintains separate reserves and accounts for each of the employment classes and a single actuarial
valuation for the plan is performed that provides separate data for each of the five classes.

At June 30, 2013, the Group Life Insurance participant counts are as follows:

é Group Life Insurance Participants )

State Teachers Judges Legislators PLD Total

Actives 11,876 13,595 60 - 5573 31,104
Retirees 8,245 6,134 51 10 2,590 17,030
\_ 20,121 19,729 111 10 8,163 48,134 Y

Defined Contribution Plans

The Section 401(a), Section 457 and Section 403(b) Plans administered by the System’s Board of
Trustees are defined contribution plans. These plans are available as supplemental plans to the basic
retirement benefits of employees of PLDs that elect to participate in the Defined Contribution Plans.
Contributions may be made to the Plans by plan participants subject to plan and Internal Revenue
Code limitations. At June 30, 2013, participation in the defined contribution plans was as follows:

401(a) Plan 457 Plan 403(b) Plan

Employers 8 49 1
Participants 80 480 309

Investments in the Defined Contribution Plans are individually directed and controlled by plan
participants.

Retiree Health Insurance Trust Fund

The Maine State Legislature established the Retiree Health Insurance Post Employment Investment
Trust as an irrevocable trust formed solely to hold and invest funds appropriated or otherwise
provided to the Fund for the purpose of accumulating assets to provide funding to the State’s
unfunded liability obligations for retiree health benefits. The Trustees of the Maine Public Employees
Retirement System were named Trustees of the Investment Trust Fund.
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2. Summary of Significant Accounting Policies

Basis of Accounting

The System’s financial statements are prepared using the accrual basis of accounting.

Comparative Summarized Information

The financial statements include certain prior-year summarized comparative information in total
but not by fund. Such information does not include sufficient detail to constitute a presentation in
conformity with generally accepted accounting principles. Accordingly, such information should
be read in conjunction with the System’s financial statements for the year ended June 30, 2012, from
which the summarized information was derived.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make significant estimates and assumptions.
These estimates affect the reported amounts of fiduciary net position restricted for benefits at the
date of the financial statements, the actuarial information included in the required supplementary
information as of the actuarial information date, the changes in net position during the reporting
period and, when applicable, the disclosure of contingent assets and liabilities at the date of the
financial statements. Actual results could differ from those estimates.

Revenue Recognition

Pension contributions and group life insurance premiums, as well as contributions to the Retiree
Health Insurance Trust, are recognized as additions in the period when they become due pursuant to
formal commitments or statutory or contractual requirements. Contributions to Defined Contribution
Plans are recognized in the period they are contributed.

Net investment income includes net appreciation or depreciation in the fair value of investments,
interest and dividend income, foreign currency transaction gains and losses, and securities lending
income, less investment expenses, which include investment management and custodial fees and
all other significant investment related costs. Investment income is recognized when earned and
investment expenses are recorded when incurred.

Benefits and Refunds

Pension and group life insurance benefits and contributions and premium refunds to the System’s
members and beneficiaries are recognized as deductions when due and payable in accordance with
the terms of the statutes. In addition, an estimate is made for group life insurance death benefits
incurred before year end but not reported to the System until after year end. Group life insurance
death benefits payable and incurred but not reported are reflected as other liabilities. Distributions
from Defined Contribution Plans and the Retiree Health Insurance Trust are recognized in the period
the disbursement is made.
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Investments

Investments are reported at fair value. Debt and equity securities that are traded on recognized
exchanges are valued at the last sales price and the current exchange rates on the reporting date.

Other regularly traded securities, including derivatives, are valued by the System’s custodians
through a variety of external sources. Investments that do not have an established market are reported
at estimated fair value. The fair value of shares in common collective trusts is based on unit values
reported by the funds. The fair value of other investments, including private market partnerships,

is based on third-party appraisals and valuations provided by the sponsor of the partnerships.
Management reviews and approves all such appraisals and valuations prepared by other parties.
Investment purchases and sales are recorded as of their trade date. Proceeds related to securities sold
not yet purchased are carried as a liability and are adjusted to the fair value of the securities.

Due to/from Brokers

Amounts due to/from brokers for securities purchased or sold consist of trades not yet settled.

Cash and Cash Equivalents

The System considers all highly liquid debt instruments that have a maturity of 90 days or less when
purchased to be cash equivalents.

Administrative Expenses

The cost of administering the Plans is financed primarily by investment income, with a small
percentage of contributions from select employers.

Capital Assets

All capital assets with a unit cost of $5,000 or greater are capitalized and reported in the accompanying
financial statements. Purchased assets are valued at cost where historical records exist. Where
necessary, for real estate, estimates of original cost are derived from historical real estate appraisals,
historical real estate tax valuation records, and relevant accounting information derived from the
records.

Capital asset costs include the purchase price or construction cost, plus those costs necessary to place
the asset in its intended location and condition for use.

Depreciation is calculated using the straight-line method with estimated useful lives of 3 to 40 years.

Risks and Uncertainties

The System makes investments in accordance with the Board of Trustees’ investment policy in a
combination of equities, fixed income securities, infrastructure, private equity, real estate, derivative
financial instruments, other investment securities and mutual funds and common/ collective trusts
holding such investments. The investment policy specifically prohibits investment managers from
using derivative financial instruments to introduce leverage without specific prior approval by the
Board. Investment securities and securities underlying certain investments are exposed to various
risks, such as interest rate risk, market risk, custodial credit risk and credit risk. Investments in the
Defined Contribution Plans are individually directed and controlled by plan participants. Due to

Maine Public Employees Retirement System 35



FINANCIAL SECTION

NOTES TO FINANCIAL STATEMENTS
June 30, 2013 and 2012 continued

the level of risk associated with certain investment securities and the level of uncertainty related

to changes in the value of investment securities, changes in the values of investment securities are
likely to occur in the near term and it is at least possible that such changes could materially affect the
amounts reported in the statement of fiduciary net position and the statement of changes in fiduciary
net position.

Employers’ contributions to the Defined Benefit Plan are established by an actuarial valuation on
the basis of actuarial assumptions related to economic indicators (e.g., interest rates, inflation rates),
and member and retiree compensation and demographics. By law, the assumptions are adopted

by the Board of Trustees based on recommendation of the System’s actuary. The System is also
required by Maine law to perform an actuarial experience study whenever the Board of Trustees, on
recommendation of its actuary, determines such a study to be necessary for actuarial soundness or
prudent administration.

New Accounting Pronouncements

The System adopted GASB Statement No. 62, Codification of Accounting and Financial Reporting Guidance
Contained in Pre-November 30, 1989 FASB and AICPA Pronouncements for the year ended June 30, 2013.
This statement codified all sources of Generally Accepted Accounting Principles for state and local
governments so that they can be found in one source. This pronouncement superseded Statement

No. 20. Adoption of the statement had no effect on the System’s financial statements.

In addition, the System adopted GASB statement No. 63, Financial Reporting of Deferred Outflows of
Resources, Deferred Inflows of Resources, and Net Position. This statement requires the presentation of
certain elements of the Statement of Net Position as deferred inflows and outflows of resources in
accordance with Concepts Statement No. 4, Elements of Financial Statements for transactions that result
in the consumption or acquisition of net assets in one period that are applicable to future periods. The
effect of this statement on the System’s financial statements included the retitling of the Statement of
Fiduciary Net Assets as the Statement of Fiduciary Net Position.

In March 2012, GASB issued Statement No. 65, Items Previously Reported as Assets and Liabilities.
This Statement establishes accounting and financial reporting standards that reclassify, as deferred
outflows of resources or deferred inflows of resources, certain items that were previously reported
as assets and liabilities and recognizes, as outflows of resources or inflows of resources, certain items
that were previously reported as assets and liabilities. This Statement also provides other financial
reporting guidance related to the impact of the financial statement elements deferred outflows of
resources and deferred inflows of resources, such as changes in determination of the major fund
calculations and limiting the use of the term deferred in financial statement presentations. The
provisions of this Statement are effective for financial statements beginning after December 15,
2012. The System is currently evaluating the impact, if any, this guidance will have on its financial
statements.

In June 2012, GASB issued Statement No. 67, Financial Reporting for Pension Plans — an Amendment of
GASB Statement No. 25. This statement requires changes to the content of pension plans’ financial
statements and footnotes, as well as required supplemental information. The content of the financial
statements will be revised to incorporate the changes required in Statements 63 and 65. The footnotes
will provide more information about investments. The required supplemental information will
provide more detail about the changes in net pension liability and investment rates of return. In
addition, the Statement prescribes certain methods of computing net pension liability. The Statement
is effective for fiscal years beginning after June 15, 2013. The System is currently evaluating the impact
this guidance will have on its financial statements.
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In June 2012, GASB issued Statement No. 68 (Statement 68), Accounting and Financial Reporting

for Pensions. Statement 68 replaces the requirements of Statement No. 27, Accounting for Pension

by State and Local Government Employers and Statement No. 50, Pension Disclosures, as they relate

to governments that provide pensions through pension plans administered as trust or similar
arrangements that meet certain criteria. Statement 68 requires governments providing defined benefit
pensions to recognize their long-term obligation for pension benefits as a liability for the first time, and
to more comprehensively and comparably measure the annual cost of pension benefits. The Statement
also enhances accountability and transparency through revised and new note disclosures and required
supplementary information. The provisions of this Statement are effective for financial statements for
fiscal years beginning after June 15, 2014. The System is currently evaluating the impact this guidance
will have on its financial statements.

In January 2013, GASB issued Statement No. 69, Government Combinations and Disposals of Government
Operations. This statement establishes accounting and financial reporting standards related to
government combinations or disposals of government operations. The provisions of this Statement
are effective for financial statements for fiscal years beginning after December 15, 2013. The System is
currently evaluating the impact, if any, this guidance will have on its financial statements.

In April 2013, GASB issued Statement No 70, Accounting and Financial Reporting for Nonexchange
Financial Guarantees. This statement requires governments that extend nonexchange financial
guarantees to recognize a liability when it is more likely than not that the government will have to
make a payment on that guarantee. In addition, the statement requires a government that issued

an obligation that is guaranteed in a nonexchange financial guarantee to report the obligation until
legally released as an obligor. The provisions of this statement are effective for financial statements for
fiscal years beginning after June 15, 2013. The System is currently evaluating the impact, if any, this
guidance will have on its financial statements, but does not anticipate an impact.

3. Cash and Investments

Custodial credit risk is the risk that in the event of a financial institution failure, the System’s deposits
may not be returned to it. The System has no formal policy for custodial credit risk. Cash and cash-
like securities are held at two institutions: Bangor Savings Bank and JP Morgan. Balances in Bangor
Savings Bank up to $250,000 at June 30, 2013 are insured by the Federal Deposit Insurance Corporation
(FDIC). Bangor Savings Bank mitigates custodial credit risk through use of securities repurchase
arrangements.

Cash equivalents at JP Morgan are invested in the JP Morgan Prime Money Market Fund. The JP
Morgan Prime Money Market fund is composed of short term debt securities held in a collective

fund for the benefit of the System and other investors. All securities purchased in the Prime Money
Market must either be payable on demand or have a maturity not exceeding eighteen months from the
time of purchase. The System’s custodial credit risk exposure for cash and investments at June 30 is
summarized in the table below:

( 2013 2012 )
Exposed to Custodial Credit Risk
(uninsured and uncollateralized) $ 368,923 $ 368,590
Not Exposed to Custodial Credit Risk 11,599,265,642  10,671,144,170
\Total Fair Value $11,599,634,565 $.10,671,512,760 y
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Amounts are not exposed to custodial credit risk (a) because the underlying investments are registered
in the name of the System and held by the System’s custodian or (b) because their existence is not

evidenced by securities that exist in physical or book entry form.

These amounts are disclosed in the financial statements at June 30 as follows:

( 2013 2012 )
Cash and Cash Equivalents $ 31,108,267 $ 61,167,651
Investments 11,568,526,298 10,610,345,109
Total Fair Value $11,599,634,565 $.10,671,512,760 y

Credit risk is the risk that an issuer or other counterparty to an investment will not fulfill its

obligations to the System. The following table summarizes the System’s fixed income portfolio credit

ratings for the fiscal years ended June 30, 2013 and 2012:

(
Quality Rating 2013 2012
AAA $ 2,194,191,599 $ 2,299,885,745
AA 113,393,287 93,546,459
A 324,870,050 348,139,512
BBB 263,312,721 304,034,035
BB+ 5,915,592 -
BB 287,800 4,100,000
Not rated 3,644,156 4,628,593
Total credit risk debt $2,905,615,205 $3,054,334,344@

@ Includes direct investments in debt securities held by the System as well as debt securities

underlying investments in common collective trusts and mutual funds. In 2013, the amount
included from common collective trusts is $2,878,004,923; the amount included from mutual

funds is $24,253,927.

@ Includes direct investments in debt securities held by the System as well as debt securities

\

underlying investments in common collective trusts and mutual funds. In 2012, the amount
included from common collective trusts is $3,035,362,729; the amount included from mutual

\_ funds is $18,000,000. Y
Individual investments that constitute 5% or more of total investments are as follows:

(" Pooled fixed income funds: )
BlackRock 0-5 Year TIPS $1,070,250,440
BlackRock US TIPS 579,128,705

Pooled equity funds:
\ BlackRock EAFE Multi-Country Fund 758,566,999 )
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Concentration of credit risk is the risk of loss that may be attributed to the magnitude of investment in
a single issue. The System’s investment policy places no limit on the amount the System may invest
in any one issuer. The impact of credit risk on the System’s portfolio has been mitigated since active
management has nearly been eliminated. The resulting credit risk is consistent with the Barclays
Capital Aggregate Index.

Interest rate risk is the risk that changes in interest rates will adversely affect the fair value of an
investment. The System has no formal investment policy related to managing interest rate risk. All
of the System’s fixed income portfolios are managed in accordance with contractual guidelines.
These guidelines specify a level of tracking error. The investment manager has the responsibility
of determining the amount of interest rate risk that is compatible with the specified tracking error.
In addition, contractual guidelines generally specify a range of effective duration for the portfolio.
Duration is widely used in the management of fixed income portfolios as a measure of a debt
investment’s exposure to fair value changes arising from changing interest rates. The System’s interest
rate risk is closely aligned with the Barclays Capital Aggregate Index. The following table details
the System’s interest rate risk for its debt investments at June 30, 2013, using the segmented time
distribution method.

4 )
Maturities as of June 30, 2013
Fair Less than 1to6 6to 10 10+

Investment Type Value 1 Year Years Years Years
Common/

Collective

Trusts @ $ 2,878,004,923 $ 214,123,363 $ 2,267,724,556 $ 282,763,717 $ 113,393,287
Corporate bonds 977,545 - 977,545 - -
Mutual Funds @ 24,253,927 8,577,608 9,760,727 5,915,592 -
Short Term Bills

and Notes @ 2,378,810 2,378,810 - - -
Total $ 2,905,615,205 $225,079,781 $.2,278,462,828 $ 288,679,309 $ 113,393,287
M Maturities are based on the weighted average maturities of underlying investments in the

common/ collective trusts and mutual funds.

@ Amounts are included in Common Collective Trusts on the Statement of Fiduciary Net Position.

\

Foreign currency risk is the risk that changes in exchange rates will adversely impact the recorded fair
value of an investment. The System does not have a formal investment policy limiting the amount of
foreign currency exposure of its investments. The System’s currency exposures reside primarily in the
System’s international equity investments. The System may or may not hedge a portfolio’s foreign
currency exposure with currency forward contracts depending on their views of the currency relative
to the dollar. All of the System’s portfolios are managed in accordance with contractual guidelines.
These guidelines specify a level of tracking error. The investment manager has the responsibility of
determining the amount of foreign currency risk that is compatible with the specified tracking error.
Furthermore, the System has nearly eliminated all direct exposure to foreign currency by using index
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funds which means the System owns units of dollar denominated commingled funds rather than
conducting transactions directly in foreign currency. The System is still indirectly exposed to all the
foreign currencies within the index. The System’s direct exposure to foreign currency risk in U.S.
dollars as of June 30, 2013 is highlighted in the table below:

(
Currency Cash Equity Total
Canadian Dollar $ 841 $ - $ 841
Swiss Franc 358,363 - 358,363
Euro 9,719 56,071,282 56,081,001
\Total $368,923 $56,071,282 $56,440,205 )

The System has entered into contracts to invest up to approximately $1.964 billion into common/
collective trusts and partnerships with a focus on private equity, infrastructure, opportunistic and real
estate investment strategies. As of June 30, 2013, approximately $1.037 billion has been invested; the
remaining commitment is approximately $927 million.

4. Derivative Securities

Derivative financial instruments are financial contracts whose value depends on the value of one or
more underlying assets, reference rates or financial indices. They include futures, forwards, options,
and swap contracts. In addition, some traditional securities can have derivative-like characteristics,
e.g., asset-backed securities, including collateralized mortgage obligations (CMOs), which are sensitive
to changes in interest rates and to prepayments.

The System may be a party, both directly and indirectly, to various derivative financial investments
that are used in the normal course of investing to enhance expected returns on investments, to manage
the risk of exposure to changes in value of investments due to fluctuations in market conditions,

and to gain passive exposure to markets. In addition to normal market risks these investments may
involve, to varying degrees, elements of interest rate risk, credit risk, leverage risk, counterparty risk,
and custodial credit risk.

Interest rate risk is the risk that fixed income securities and derivatives will decline in value because of
changes in interest rates.

Credit risk is the risk that an issuer or guarantor of a fixed income security or derivative is unable or
unwilling to make timely principal payments and/or interest payments.

Leverage risk may be created with derivatives. Financial leverage generally involves borrowing and
then reinvesting the proceeds with the hope of earning a higher rate of return than the borrowing
costs. With derivative instruments economic leverage may be effectively created without any

explicit borrowing. Leveraged investments may be more volatile than if an investment had not been
leveraged. Leveraging tends to exaggerate the effect of any increase or decrease in the value of an
underlying investment. In a leveraged transaction an amount more than the initial investment may be
lost.
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Counterparty risk is the risk that the counterparty to a derivative transaction is unwilling or unable to
deliver on their obligations to the System.

The System manages interest rate risk, leverage risk, and counterparty risk on a manager by manager
basis by establishing guidelines with each manager. The manager is customarily allowed to invest
within these predetermined guidelines.

Custodial credit risk is the risk that in the event of a financial institution failure, the System’s
investments may not be returned to it. Derivative securities are exposed to custodial credit risk if
the securities are uninsured, are not registered in the name of the System, and are held by either the
counterparty or the counterparty’s trust department or agent but not in the System’s name.

The System’s investments in derivative securities only have nominal exposure to custodial credit

risk. Credit risk is managed, in the case of exchange-traded derivatives, by the execution of trades
through a clearinghouse and, in the case of over-the-counter transactions, by managers” due diligence
assessment and approval of counterparties. Market risk arises due to adverse changes in market price
or to interest rate or foreign exchange rate fluctuations that may result in a decrease in the market
value of a financial investment and/or increase its funding cost. Market risk is managed by imposing
strict limits as to the types, amounts and degree of risk that investment managers may undertake.
These limits are approved by the Board of Trustees and are monitored by the Chief Investment
Officer, and the risk positions of the investment managers are reviewed on a periodic basis to monitor
compliance with the limits.

Foreign currency forward contracts may be used to hedge against the currency risk in the System’s
foreign equity and fixed income security portfolios. A foreign currency forward contract is an
agreement to buy or sell a specific amount of a foreign currency at a specified delivery or maturity
date for an agreed upon price. The contracts are valued at forward exchange rates, and the changes
in value of open contracts are recognized in the statement of changes in fiduciary net position. The
unrealized gain or loss on forward currency contracts represents the difference between the value
of the original contracts and the closing value of such contracts and is included in the statement of
changes in fiduciary net position.

The System’s fixed income managers may invest in CMOs and Asset-Backed Securities to improve the
yield or adjust the duration of the fixed income portfolio. As of June 30, 2013 and 2012, the System
held no CMO and Asset-Backed Securities.

The System’s managers may also invest in swaps. Interest rate swaps are used to adjust interest

rate and yield curve exposures and substitute for physical securities. Long swap positions increase
exposure to long term rates; short positions decrease exposure. Credit default swaps are used to
manage credit exposure. Purchased credit default swaps decrease credit exposure, while written
credit default swaps increase exposure. Total return swaps are a means to gain exposure to an index.

The System may also hold investments in futures and options, which are used to manage various risks
within the portfolio. A financial futures contract is an agreement between two parties to buy or sell
units of a particular index or a certain amount of a security at a set price on a future date. The System
may purchase and sell financial futures contracts to hedge against the effect of changes in the values of
securities it owns or expects to purchase.

Upon entering into such a contract, the System is required to pledge to the broker an amount of cash
or securities equal to a certain percentage of the contract amount (initial margin deposit). Pursuant to
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the contract, the System agrees to receive from, or pay to, the broker an amount of cash equal to the
daily fluctuation in value of the contract. Such receipts or payments are known as “variation margin”
and are recorded by the custodial bank on behalf of the System as unrealized gains or losses. When
the contract is closed, the custodial bank on behalf of the System records a realized gain or loss equal
to the difference between the value of the contract at the time it was opened and the value at the time
it was closed. The potential risk to the System is that the change in value of futures contracts primarily
corresponds to the value of the underlying instruments, which may not correspond to the change in
value of the hedged instruments. In addition, there is a risk the System may not be able to close out

its futures positions due to an illiquid secondary market or the potential inability of a counterparty to
meet the terms of a contract.

In addition to the derivative financial instruments directly held, the System may have indirect
exposure to risk through its ownership interests in commingled investment funds, which use, hold or
write derivative financial instruments. There also may be indirect exposure in the securities lending
programs in which the System participates, in which some collateral pools may include derivatives
(note 5). Where derivatives are held in those funds/pools, risks and risk management are as described
above.

The following table details the System’s derivative investments at June 30. All changes in fair value
are reported in net appreciation (depreciation) in fair value of plan investments in 2013 and 2012.

4 )
2013 Fair Value June 30, 2013
Change at June 30, 2013 Notional
in Fair Value Classification Amount Amount

Investment derivatives:
Futures:
Equity Index Futures Contracts$(1,664,470)  Investments  $_ (209,320) $50,268,960

J

( 2012 June 30,

Change Fair Value 2012
in Fair Value at June 30, 2012 Notional
Classification Amount Amount
Investment derivatives:
Futures:

\ Equity Index Futures Contracts$_1,181,330 Investments  $_1,455,150 $56,417,460 y

5. Securities Lending

The System has entered into agreements with its master custodian to lend to broker-dealers and other
entities any type of security held in the System’s portfolio and held with the master custodian.
Securities are loaned against collateral that may include cash, U.S. government securities and
irrevocable letters of credit. U.S. securities are loaned against collateral generally valued at 102% of
the market value of the securities plus any accrued interest. Non-U.S. securities are loaned against
collateral valued at 105% of the market value of the securities plus any accrued interest.

Noncash collateral cannot be pledged or sold unless the borrower defaults.
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All securities loans can be terminated on demand by either the lender or the borrower. The average
term of the System’s loans was approximately 68 days and 50 days as of June 30, 2013 and 2012,
respectively.

Cash collateral is invested in a short-term investment account which had an interest sensitivity of 39
and 32 days as of June 30, 2013 and 2012, respectively. Cash collateral may also be invested separately
in “term loans,” in which case the investments match the loan term. These loans can be terminated on
demand by either lender or borrower.

During fiscal years 2013 and 2012, there were no violations of legal or contractual provisions, and
no borrower or lending agent default losses identified to the System by the securities lending agent.
Securities lending earnings are credited to the System on approximately the fifteenth day of the
following month.

Custodial credit risk is the risk that the System’s securities are not returned due to the insolvency of

a borrower and the master custodian has failed to live up to its contractual responsibilities relating to
the lending of those securities. The master custodian’s responsibilities include performing appropriate
borrower and collateral investment credit analyses, demanding adequate types and levels of collateral,
and complying with applicable Department of Labor and Federal Financial Institutions Examination
Council regulations concerning securities lending. At June 30, 2013 and 2012, all of the collateral for
securities lending is subject to custodial credit risk.

Because of the program’s collateralization of loans, generally at 102% (or more), plus accrued interest
for fixed income securities, the System believes that there is no credit risk as defined in GASB
Statement No. 28 and GASB Statement No. 40.

Some of the System’s assets are held in common/ collective trusts and are subject to similar agreements
arranged by those trusts. The income from those arrangements and the associated collateral are not
included in the securities lending amounts reported.

Securities on loan by asset class: )
2013 2012

Total securities on loan - all domestic equity $.1,449,946,454 $.792,216,758
Securities lending collateral:
Short-term investment collateral pool $ 1,481,518,780 $ 811,640,510
Noncash collateral (debt and equity securities, at fair value) 2,719,633 534,164
Total collateral $.1,484,238,413 $.812,174,674

\ Collateral ratio 102.4% 102.5% D
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6. Defined Benefit Plan

Benefits

The System’s retirement programs provide defined retirement benefits based on members” average
final compensation and service credit earned as of retirement. Vesting (i.e., eligibility for benefits
upon reaching qualification) occurs upon the earning of five years of service credit (effective

October 1, 1999, the prior ten year requirement was reduced by legislative action to five years for
State employees and teachers; separate legislation enacted the same reduced requirement for judges,
legislators, and employees of PLDs). In some cases, vesting occurs on the earning of one year of
service credit immediately preceding retirement at or after normal retirement age. Normal retirement
age for State employees and teachers, judges and legislative members is age 60, 62 or 65. The normal
retirement age is determined by whether a member had met certain creditable service requirements on
specific dates, as established by statute. For PLD members, normal retirement age is 60. The monthly
benefit of members who retire before normal retirement age by virtue of having at least 25 years of
service credit is reduced by a statutorily prescribed factor for each year of age that a member is below
her/his normal retirement age at retirement. The System also provides disability and death benefits
which are established by statute for State employee and teacher members and by contract with other
participating employers under applicable statutory provisions.

Upon termination of membership, members” accumulated employee contributions are refundable
with interest, credited in accordance with statute. Withdrawal of accumulated contributions results
in forfeiture of all benefits and membership rights. The annual rate of interest credited to members’
accounts is set by the System’s Board of Trustees and is currently 5.0%.

Funding Policy

The Maine Constitution, Maine statutes and the System’s funding policy provide for periodic
employer contributions in addition to the normal cost contributions for the State Employee and
Teacher Program. These are actuarially determined amounts that, based on certain actuarial
assumptions are sufficient to fully fund, on an actuarial basis, the State Employee and Teacher
Retirement Program by the year 2028 (Unfunded Actuarial Accrued Liability (UAAL) payments).
Level percentage of payroll employer contribution rates are determined using the entry age normal
actuarial funding method. The System also uses the level percentage of payroll method to amortize
the unfunded liability of the State Employee and Teacher Retirement Program. For participating local
districts having separate (i.e., unpooled) unfunded liabilities, the level percentage of payroll method is
also used.

Annual Required Contribution

The annual required contributions and contributions made for all employment classes are as follows,
in millions of dollars:

( Annual A
Required Annual Percentage
Year Ended: Contribution Contribution Contributed
2013 $291.5 $291.5 100.0%
2012 2749 275.2 100.1
\_ 2011 345.8 351.7 101.7 )
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Funded Status and Funding Progress

The funded status of the defined benefit plan, stated in millions of dollars, as of June 30, 2013 was as

follows:

(Actuarial accrued liability (AAL) $14,394.3 A
Actuarial value of plan assets 11,452.0
Unfunded actuarial accrued liability (UAAL) $_2942.3
Funded ratio (actuarial value of plan assets/ AAL) 79.6%
Covered payroll (active plan members) $ 21315

\UAAL as a percentage of covered payroll 138.0% )

Actuarial valuations of ongoing plans involve estimates of the values of reported amounts and
assumptions about the probability of occurrence of events far into the future. Assumptions in an
actuarial valuation typically include projections concerning future employment, mortality, and
inflation. Actuarially determined contribution requirements are subject to continual periodic revision
as actual results are compared to past expectations and new estimates are made concerning the future.
The Schedules of Funding Progress, presented as Required Supplementary Information immediately
following the Notes to Financial Statements, present multi-year trend information about whether the
actuarial value of plan assets is increasing or decreasing over time relative to the actuarial accrued
liabilities for benefits.

Actuarial Methods and Assumptions

Projections of benefits for financial reporting purposes are based on the provisions of the plan in

effect at the time of each valuation and the historical pattern of sharing of premium costs between

the employer and plan members. Actuarial methods and assumptions include techniques that are
designed to reduce short-term volatility in actuarial accrued liabilities and the actuarial value of assets,
consistent with the long-term perspective of the funding methodologies.

The actuarial method employed sets the actuarial value equal to the expected value plus one-third

of the difference between the actual market value of assets and the expected value of assets. The
expected value of assets takes the prior year’s actuarial value of assets and adjusts it for contributions,
benefit payments, and expected interest earnings at the assumed 7.25% rate.

Costs are developed using the entry age normal cost method (based on a level percentage of covered

payroll).

The projection of benefits for financial reporting purposes does not explicitly incorporate the effects of
any legal or contractual funding limitations.

The unfunded actuarial accrued liability of the state employee and teacher program is amortized
on a level percentage of payroll on a closed basis. The remaining amortization period as of June 30,
2013 was 14.7 years. The unfunded actuarial accrued liability of the judicial and legislative plans

is amortized on an open basis over a period of ten years. The pooled unfunded actuarial accrued
liability of the PLD Consolidated Plan is amortized on an open basis over a period of fifteen years.
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The Initial Unpooled Unfunded Actuarial Liabilities (IUUALSs) of PLDs are amortized over periods
established for each PLD separately.

Significant actuarial assumptions employed by the actuary for funding purposes as of June 30, 2013
and June 30, 2012 are as follows:

Investment Return - 7.25% per annum, compounded annually.
Inflation Rate - 3.5%.

Salary Increases, Merit and Inflation - State employees, 3.5% to 10.5% per year; Teachers, 3.5% to 13.5%
per year; Judicial plan, 3.5% per year; Legislative plan, 3.5% per year; Consolidated plan for PLDs,
3.5% t0 9.5% per year.

Mortality Rates - For active State employee members and non-disabled retirees of the State
employees, participating local districts, legislator and judicial plans, the RP2000 Tables projected
forward to 2015 using Scale AA are used; for active members and non-disabled retirees of the
teachers’ plan, the ages are set back two years; for all recipients of disability benefits, the Revenue
Ruling 96-7 Disabled Mortality Table for Males and Females is used.

Cost of Living Benefit Increases — 2.55% per annum for State employees, teachers, judges, legislators
and participating local districts.

Contributions

Retirement benefits are funded by contributions from members and employers and by earnings from
investments. Disability and death benefits are funded by employer normal cost contributions and
by investment earnings. Member and employer normal cost contributions are each a percentage of
applicable member compensation. Member contribution rates are defined by law and depend on the
terms of the plan under which a member is covered. Employers’ contributions are determined by
actuarial valuations.

Included in the State and Local Agency Contributions reported in the statement of changes in
fiduciary net assets are contributions received from the State of Maine on behalf of state employees,
judges, and teachers in the total amount of $236 million and $234.7 million for the years ended June 30,
2013 and 2012, respectively. There were no contributions due from the State of Maine on behalf of
legislators in 2013 or 2012. Also included is a one time contribution from the State of Maine to fund

a one-time, non-cumulative COLA payment for eligible state employees, judges, legislators, and
teachers. The total amount of this contribution was $12.1 million for the year ended June 30, 2013.
There were no funds of this nature for the year ended June 30, 2012.

Retirement contribution rates for all employee members are set by law. Employer normal cost
retirement contribution rates as applied to State employee members’ and teacher members’
compensation are the actuarially determined rates. The UAAL rate as applied to State employee
members’ compensation is first established through the annual valuation process as an amount that
will meet the required unfunded actuarial accrued liability payment amount; it is then adjusted in the
State’s budget process to take into account differences in salary growth projections of t