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The Michigan Public School Employees' Retirement

System, created in 1945, includes all public school districts

and almost all universities employees, except those covered 
by

Federal programs. The City of Detroit General Retirement 
System

is open to all city employees, except those covered by specific

other systems. Until July, 1977, the Michigan System is funded

by both employers and employees, after which it will be funded

by employers only. The Detroit System is funded by both, 
also.

both systems provide guaranteed retirement income for 
life and

financial protection for disability or death; bit only the

Detroit system has provision for automatic cost of living

increases. Findings/Ccnclusions: The Michigan System is jointly

administered by the Department of Management and Budget, which

monitors the Bureau of Retirement Services, and 
the State

treasurer, who directs the four investment divisions and three

investment advisors through the Bureau of Finance. The

admini itrators are monitored by a retirement board 
and an

investment advisory committee. The Detroit System is

administered by a board of trustees which oversees a pension

bureau and an investment advisor. Both systems elected to be

covered by State law which requires diversification 
of

investments, and neither system will lend money to qtate and

local governments. Both systems aim for maximum earnings and

neither has a fixed rate of return goal. The Bureau of

Retirement Services monitors pension plan assets for 
the

Michigan syi.tem. The Detroit System's pension plan assets are

managed by the Pension Bureau staff and the tank, which

recommends investments and does the buying and selling of

securities. The Michigan System is audited by the State auditor

general, who retains a firm of accountants for this 
purpose. The

Detroit System is audited by city auditor general and 
a firm of



accountants. The ichigan System, for FY75, had a 5.14 percent
rate of return and pansion plan assets of 1,748,079,24. The
Detroit System, for F75, had a 6.32 percent rate of return and
pension plan assets o $456,201,126. (SS)



f.i x. ' , . ' ::; b , , .:' 3 ~ .'' i'e : 

REPORT TO THE
SENATE COMMITTEE ON
LABOR AND PUBLIC WELFARE

BY THE COMPTROLLER GENERAL
OF THE UNITED STATES

The Investment
Decisionmaking Process
In Two Michigan Public
Employee Retirement Plans

This report is the fifth in a series of seven
studies requested by the committee.

It contains case studies on the Michigan
Public School Employees' Retirement System
and the City of Detroit General Retirement
System, giving details of the structure and
operations of the plans.
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COMPTROLLER GENERA!, OF THE UNITED STATES
WASHINGTON, L'.C. 205.

B-164292

To the Chairman and
Ranking Minority Member

Committee on Labor and
Public Welfare

United States Senate

In response to your June 14, 1976, letter, we are mak-
ina a series of case studies of fiduciary standards and
conduct of public employee pension plans maintained by
Stat9 and local governments in Michigan, New Jersey,
Georgia, Colorado, Tennessee, Virginia, and New York.

In Michigan, we studied the Michigan Public School Em-
ployees' Retirement System ad the City of Detroit General
Retirement System. Case studies of these plans are included
as appendixes I and II; case studies of New Jersey, Georgia,
Colorado, and Tennessee plans have previously been provided;
and case studies for the other two States ill be provided
later.

Based on discussions with your office, we developed a
framework for the case studies to provide the information
needed to help the Committee fulfill its statutory obligation
to study governmental retirement plans. The Employee Retire-
ment Income Security Act of 1974 directed the Committee to
undertake such studies and provided that the results should
be reported to the Senate not later than December 31, 1976.

Because of time limitations, it was agreed that we would
obtain information on the investment decisionmaking process
from summary data and interviews with cognizant officials.
We did not verify the information obtained, and we are not
commenting on the adequacy of procedures and practices fol-
lowed by the plans.

The Public School Employees' Retirement System has the
largest membership of the six pension plans administered by
the State. As of June 30, 1975, this plan had 275,643 active
members while the five other plans had 58,860 members. At
that time, this plan had about $1.8 billion in assets as
compared with $653 million for the five other plans.
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The plan is the result of a separate State statute. It
is administered by the State's Department of Management and
Budget. The State treasurer is responsible for its invest-
ments. These offices generally perform the same function
for four of the five other pension plans. Their activities
are monitored by a retirement board and an investment advi-
sory committee.

The C-y of Detroit General Retirement System is the
larger of wo pension plans sponsored by the city. As of
June 3r , 175, this plan had 17,935 members and assets in
excess of $456 million, whereas, the other plan had 7,291
members and assets in excess of $370 million.

The plan was created by city charter and covers all city
employees except olicemen and firemen w are covered by the
second plan. The plan is managed and operated by a board
of trustees. The board uses employees of a city department
and employs a local bank as an investment advisor to assist
it in carrying out its responsibilities. Plan officials have
voluntarily elected to administer this plan in accordance
with the standards imposed by Michigan law.

The investment decisionmaking processes are discussed
in detail in the case studies. As directed by your office,
this report has been finalized without waiting for formal
written comments from plan officials. However, we discussed
the case studies with plan officials who agreed with the
facts presented. Where appropriate, their comments were in-
cluded in the case studies. We have requested formal written
comments, which we will send to you when we receive them.

Comptroller General
of the United States

2



APPENDIX I

CASE STUDY

ON THE

MICHIGAN PUBLIC SCHOOL EMPLOYEES'

RETIREMENT SYSTEM
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CHAPTER 1

BACKGROUND

The Michigan Public School Employees' Retirement System
(hereafter referred to as the Plan) was created by State legis-
lation under Act 136 of 1945. This act established a retire-
ment program for all employees of public school districts
outside Detroit and for employees of the State's public sup-
ported colleges and universities, except the University of
Michigan, Michigan State University, Wayne State University,
and Grand Valley State College. These four institutions main-
tain their own private plans. Coverage of the Plan was ex-
panded to include employees of the city of Detroit's school
district, effective July 1, 1975, by State legislation under
Act 259 of 1974.

The Plan has the largest membership of the six pension
plans administered by the State. As of June 30, 1975, the
Plan had 275,643 active members while the five other plans
had 58,860 members. At that time, the Plan had about $1.8
billion in assets compared to $653 million for the fi e other
plans. Each of the State's six plans was created by a sepa-
rate statute. The five other plans are the (1) State Employ-'
ees' Retirement Fund, (2) State Police Pension, Accident and
Disability Fund, (3) Legislative Retirement Fund, (4) Probate
Judges' Fund, and (5) Judges' Retirement Fund.

The Plan is jointly administered by the State Department
of Management and Budget and the State treasurer. With the
exception of the Legislative Retirement Fund, which is ad-
ministered separately, these offices generally perform the
same administrative duties for the other State plans.

MEMBERSHIP REQUIREMENTS

Membership in the Plan is mandatory for all employees
of public school districts and the State supported colleges
and universities except for students and certain employees
under federally sponsored programs, such as programs for
disadvantaged children and the four colleges and universities
excluded from the plan.

FUNDING

The Plan is financed by employee and employer contribu-
tions and investment income. Legislation in 1974 requires
that by July 1, 1977, the employers adopt a noncontributcry
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plan, i.e., the 5 percent currently being withheld from
employee's pay will no longer be withheld. By June 30, 1975,
about 6 percent of the 676 employers had assumed financing
for member contributions.

State contributiuns which are made from appropriated
funds were computed by the actuary for fiscal year 1975 at
9.19 percent of payroll for contributing members and at 8.11
percent of payroll for noncontributing members. Also, con-
tributing members were to pay 5 percent, and employers were
to pay 5 percent for noncontributing members.

BENEFITS

The Plan provides its members or beneficiaries with a
guaranteed retirement income for life and financial protec-
tion in the event of disability or death.

Normal retirement benefits

Members are entitled to a monthly retirement allowance
after reaching age 60 with 10 or more years of service. A
member with 30 or more years of service is entitled to receive
a retirement allowance at age 55. The Plan does not Lontain
a mandatory retirement age since the various school districts
and the participating colleges and universities set their
retirement ages.

Tie retirement allowance is computed by multiplying the
retiring members highest average earnings for 5 consecutive
years by 1.5 percent. The results are then multiplied by
the total years o service. For example, assuming a salary
average for 5 consecutive years of $12,000, a member with
30 years of service would receive an annual allowance of
$5,400 ($12,000 x 1.5% x 30).

Disability retirement
and deat Beenefits-

Members of the Plan having 10 or more years of service,
who become disabled from performing their duties while serving
as school employees may qualify for a disability allowance.
Rc(it'ipL of this allowance is subject to the recommendations

: iOecn:lt fund physician and te retirement board's

li rLhe event of the death of a Plan member before retire-
men-, who has 15 or more years of service before age 60 or
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who is at least age 60 and has 10 or more years of service,
the member's spouse or children under age 18 an receive
a monthly allowance. The member may also designate a benefi-
ciary other than spouse or children, if such beneficiary
is dependent upon the member for 50 percent or more of their
support. Computation of benefits is the same as for normal
retirement.

Members may elect to provide protection to a beneficiary
after a retiree's death. Two options which are available are
(1) the same monthly allowance the retiree received is paid
to the beneficiary or (2) one-half of the amount of the allow-
ance the retiree received is continued to the beneficiary.
Both options require that the retiree give up a portion of
his monthly allowance. This reduction is an actuarial deter-
mination based on the joint life expectancy of the retiree and
his beneficiary at time of retirement and varies case by case.

Deferred retirement benefits

All members' rights are vested, regardless of age, after
completing 10 or more years of service. Any member who has
vested rights and terminates employment before becoming eli-
gible for retirement is entitled to receive a monthly allow-
ance at age 60 providing the member leaves his accumulated
contribution in the fund. The retirement allowance is computed
on the same basis as for normal retirement. Members who have
30 or more years of service and quit before age 55 are en-
titled to a retirement allowance at age 55. If an employee
quits prior t vesting, he is entitled to receive a refund
if his retirement contributions plus 2.; percent interest.

Cost-of-livinl
annuty increases

The Plan does not contain a provision for automatic
cost-of-living increases. However, legislation is generally
enacted adjusting the retirement allowance in recognition
of cost-of-living increases. Three cost-of-living increases
were enacted by the legislature during the period 1971 through
1975. These increases were financed by the State through ap-
propriations from general funds. Persons who retired before
1956 received cost-of-living increases for each year of
service amounting to $80, $100, and $125 in 1971, 1972, and
1974, respectively. Persons who retired after 1956 were al-
lowed a cost-of-living increase of 1 percent for each year
of seLvice to a maximum of 15 percent in 1972 and 17 percent
in 1974.
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CHAPTER 2

FRAMEWORX FOR MANAGING NVESTMENTS

Overall administration cf the Plan is a joint responsi-
bility of the Department of Management and Budget and the
State treasurer. Their activities are monitored by a retire-
ment board and an Investment Advisory Committee.

ORGANIZATIONAL STRUCTURE

The following organizational structure was established to
manage and control activities of the Plan.

GOVERJR

DEPARTMENT INVESTMENT
RETIREMENT _ OF STATE L.. ADVISORY

BOARD _ MANAGEMENT TREASURER COMMITTEE
AND BUDGET

BUREAUBUREAU

RETIREMENT OF
SERVICES

FOUR THREE
INVESTMENT INVESTMENT

DIVISIONS ADVISORS

Retirement board

The retirement board is responsible for determining
retirement eligibility, certifying actuary recommended State
contributions to the Plan, and approving retirement allowances.
Regarding these responsibilities, the board makes the neces-
sary rules ad regulations. The board, in the opinion of
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the Michigan attorney general, has no fiduciary obligation
or liability with respect to the investment of funds of the
retirement system.

The board consists of the superintendent of public in-
struction and seven members appointed by the Governor with
the advice and consent of the Senate. The seven appointed
members serve for 4 years, and the number of nonteaching
members cannot exceed the number of teaching members on the
board. In addition, tho members must include

--at least one woman teacher;

--at least one nonteacirng public school employee;

--at least one retired public school employee receiving
a retirement allowance;

--at least one public member with experience in the
insurance, actuarial, or investment field; and

-- one active or retired member of a major school dis-
trict.

The board generally meets bimonthly. Members receive
$25 for each meeting and eimbursement for expenses incurred
while attending the meeting or performing services for the
board. The director of the Bureau of Retirement Services
serves as the board's executive secretary. A deputy director
within the bureau serves as the executive director and acts
as assistant to the executive secretary. The board also em-
ploys the consultant services of an actuary and two medical
advisors.

Department of Managemen. and
Bidget/Bureau of Retlrement Services

Responsibilities for administration of State pension
plans have been delegated to the Department of Management
and Budget by the Michigan Executive Organization Act of
1965. These functions are handled by the Bureau of Retire-
ment Services. The employees are members of the State's civil
service system. Their responsibilities include

--maintaining individual service records;

--accounting for individual contributions;
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-- processing retirement, beneficiary, and disability
applications; and

-- requesting payments be made to retirees.

Investment Advisory_Committee

The Investment Advisory Committee consists of five
members--directors of the Department of Commerce and the
Department of Management and Budget and three public members
appointed by the Governor with the advice and consent of
the Senate. Department directors are politically appointed
and their term is generally controlled by the Governor's
term in office. The public members serve 3-year terms with-
out pay, but receive reimbursement for travel and other ex-
penses.

The committee was created by special legislation to
function as part of an internal control system for the State
treasurer's investment activities and is required to meet at
least. quarterly. The committee, by majority vote, may direct
the State treasurer to dispose of any investments which it
believes are not suitable, and by unanimous vote, may direct
the State treasurer to make specific investments.

State treasurer

In 1953 Michigan law designated the State treasurer
as the ex-officio treasurer of the Plan and custodian of
the fund. The treasurer selects depository banks and has
physical possession of all securities. The treasurer is
responsible for all investments. The Bureau of Finance
does the actual investing and managing of the investment
fund and portfolio. ·

Bureau of Finance

The bureau is headed by a director of finance who
is responsible for making the investment decisions. The
bureau is divided into four investment divisions to handle
various investment responsibilities which include making
recommendations on investments. The bureau also employs
three investment advisors to provide advice on common
stocks and mutual funds.

Each division has an administrator who is responsible
for a portion of the investment fund and the portfolio.
The administrators select brokerage firms which, in addition
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to executing the bureau's buy and sell orders, also furnish
research data. The director and the four division adminis-
trators are appointed under the State's civil service system.
The responsibilities of the divisions follow:

--Short-Term Investment Division assures that cash
is invested in short-term investments such as U.S.
Government securities, certificates of deposit, and
prime commercial paper.

-- Stock Investment Division researches he stock market,
makes recommendations to the bureau director concerning
stock investment, and performs the trading function.

-- Bond and Corporate Investment Division performs bond
research and makes recommendations to the bureau direc-
tor concerning bond investment.

-- Mortgage Service Division administers the mortgage
investments including an inspection of all multiple
dwelling mortgages.

Two of the bureau's advisors are Detroit banks and the
third is a mutual fund brokerage firm. The investment advisors
make investment recommendations for only a portion of the
retirement fund. The bureau gives each of the two banks
responsibility for making recommendations on one-third of
investments in common stock. Personnel of the bureau's Stock
Investment Division research and make recommendations on the
remaining third. The bureau handles the mutual funds in a
similar way. The brokerage firm is responsible for half
of the mutual fund investments and the Stock Investment
Division handles the other half.

MAKING AND IMPLEMENTING
INVESTMENT POLICY

The Plan gives its officials full power to establish and
implement investment policy subject to State laws. The basic
Michigan law governing public retirement systems is Act 314,
Public Acts of 1965, and later amendments. Although the act
is not mandatory for political subdivisions of the State
unless they elect to be governed by its provisions, State
officials said the act is mandatory for State retirement
plans. The principal provisions of the act follow:
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-- Investments in common stock shall be limited to
25 percent of a retirement system's assets.

-- Not more than 5 percent of a retirement system's
total assets may be invested in common stocks in any
1 year, except any unused portion of the 5 percent
may be added to the amount for investment in a subse-
quent year, but in no event shall more than 8 percent
of such assets be invested in common stocks in any
1 year.

--Any common stock purchased (1) must have paid
dividends in at least 5 of the past 7 consecutive
years during which period net earnings shall have
exceeded dividends paid and (2) shall be registered
on a national securities exchange regulated under
the Securities Exchange Act of 1934.

-- A public retirement system shall not invest in
more than 5 percent of the common stock outstanding
of any one corporation nor invest more than 1 per-
cent of its assets in the common stock of any one
corporation.

--A public employee retirement system may not invest
more than 10 percent of its assets in the preferred
stock of any one corporation.

--Investments in bonds or other fixed-interest-bearing
obligations of any one corDoration shall be limited
to 10 percent of the assets of a public employee
retirement system unless guaranteed by the U.S. Gov-
ernment.

--Investments in annuity investment contracts, mortgages,
bonds, or other special investment accounts of life
insurance companies or any other companies authorized
to do business in the State shall not exceed 10 percent
of the assets of a public employee retirement system.

-- Any preferred stocks purchased must have paid divi-
dends continuously and regularly during the preceding
10 years or since the date of issuance for companies
in business for less than 10 years.

Although not prohibited by law, Plan officials said they
do not lend money to State or local governments. We were
also told that, as a matter of practice, investments are
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not routinely made in State or local government securities,
although, occasionally investments are made if considered
sound and the yield is satisfactory. The Plan does not give
preferential treatment to investing in Michigan-based firms,
and no information was available on the extent to which the
Plan's assets are invested in such firms.

Investment .oli icy

Investment activities are governed by legislation and
investment policy must be made within this framework. The
bureau's investment policy is twofold--selecting securities
that will maximize earnings and maintain principal. The
bureau has no set rate of return objectives. To fulfill its
twofold policy, the bureau, wher. approving investments, gen-
erally adheres to the following rules:

-- Never sell short. (A short sale is a transaction in
which stock is sold at the current market price for
future delivery. Such a sale i made in anticipation
of a decline in the market price at or before the
delivery date. The seller expects to make a profit
by buying the stock at the lower price.)

-- Never accept a due-bill (a due-bill is an instrument
acknowledging a debt).

-- Never sell or buy on option (an option is a right to
buy a security under set terms).

-- Avoid investing in municipal bonds.

-- Avoid concentrating stock purchases in one organiza-
tion.

-- Invest in convertible bonds.

-- Invest in Federal agencies' bonds, notes, mortgages
and securities, including hospital construction loans
guaranteed by the Federal agencies.

-- Invest in only three classes of corporate bonds (public
utilities bonds; bnds in which insurance companies
may invest; and rivate placement bonds, which are
sold by the issuer rather than through an investment
broker).

-- Invest in mortgages which are Government insured
and have a high rate of return.
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Impementing investment polcy

The director of the Bureau of Finance and his staff are
responsible for implementing investment policy and carrying
out daily investment activities in accordance with the estab-
lished policies. Bureau personnel monitor investment activi-
ties and market conditions daily and recommend ne sary
changes in investments.

Experience of investment
decisionmaklng staff

Final inqe.)tment decisions rest with the director of the
Bureau of Finance. He is assisted by four administrators,
as well as brokers and investment advisors. The director has
held the position for 12 years, and he has an additional 18
years of experience in related fields. The administrator of
the Short-Term Investment Division has served in this position
for 27 years. The administrator of the Mortgage Service Divi-
sion has held the position for 2 years with an additional
19 years of financial experience. The administrator of the
Stock Investment Division has served in the position for
4 years. The position of administrator of the Bond and Cor-
porate Investment Divi&ion was vacant at the time of our
work, and the position was being filled y the director.

Selection of brokers

Bureau officials select brokerage firms on the basis
of their size, as well as their ncional investment rating.
During fiscal year 1975, the bureau placed orders through 71
brokerage firms. Many of these firms also provided research
information and advice. Preference is not given to Michigan-
based brokerage firms. State officials said they could not
readily provide us with information on the amount of invest-
ment funds handled by individual brokers for the Plan.

Selection of
investment advisors

The bureau does not give preference to Michigan-based
firms when selecting advisors. Although two of the three
current advisors are Michigan-based, out-of-State banks
were employed before 1970. According to bureau officials,
the rate of return on the out-of-state bank investments was
unsatisfactory.
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We were told that the selection of the Michigan banks
was based on a credible investment performance in common
stock and acceptance of a contract which can be dissolved
by either party on a day's notice. These banks are two of
the largest banks in Michigan and handle investments for
many other retirement funds and trusts. One bank, for exam-
ple, handles over 1,250 corporate retirement plans and annually
invests over $1 billion for various corporate and State and
local government retirement plans. The services provided
by the banks are paid from Plan funds.

The third advisor--a brokerage firm--is located out-of-
State and was selected in 1973 because of its expertise in
mutual fund investments. The services are paid through com-
missions on mutual fund transactions.

MANAGEMENT AND CONTROL
OFPENSION PLAN ASSE S

The bureau manages and controls Plan assets. Some con-
trols to assure that funds are invested properly are presented
below.

Moneymanagement technigues

Conforming to the limitations imposed by Act 314 on
investments is considered a money management technique since
the limitations in effect mandate diversification of fund
investments. Another technique is the use of a common cash
fund to assure that available cash is invested promptly.

The State treasurer's common cash fund is a cash clearing
account for 63 State funds including the Plan and other State
retirement plans. For example, Plan money received by the
Department of Management and Budget is forwarded to the bureau
for deposit in the common cash fund. The monies received by
the bureau are then deposited in various anks to pay for
Plan activities such as retirement allowances, long-term and
short-term investment securities, and operating expenses.

At the beginning of each fiscal year, bureau officials
project the purchase of long-term securities for each month
of the year, based on anticipated revenue for that period.
As funds become available during each month, the planned
purchases are made.

Further, cash availability is also determined on a Wily
basis for short-term investments such as U.S. Government
securities and certificates of deposit. Interest earned on
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these shor rm investments is then allocated to each fund
on the basis f its average equity in the common cash account.
Although the intent is to maintain a zero cash balance, it is
possible that individual funds may have a positive or negative
balance at different times because of the amount of cash being
received and disbursed.

Monitoring investment erformance

Investment activities of the Plan are monitored by
the Investment Advisory Committee. The committee meets at
least every 3 months. The committee reviews and evaluates
investment reports and other information furnished by the
bureau. The committee does not issue reports on its moni-
toring efforts; however, the State auditor general has re-
cently suggested that minutes of their meetings be sent to
the Governor.

The bureau contracted with a brokerage firm to furnish
investment performance analysis reports beginning in January
1974. The evaluation consisted of a monthly comparison of
common stock and short-term investments by the investment
advisors and the Bureau of Finance against 3,000 other invest-
ment managers. In its evaluation, the firm considered simple
return on investment - uch factors as (1) time value
of the funds used 'ing, (2) interest on short-term
investments, (3) gains -sses on stock sales, and (4)
gains and losses in market value on investments.

The evaluation shows that the rates of return for fiscal
year 1975 on investments recommended by the two banks were
16.52 percent and 8.74 percent, respectively; while invest-
ments recommended by the bureau were 11.58 percent. The
director of the bureau said he is generally satisfied with
the firm's evaluation, and the above results are helpful in
evaluating their own performance.

Disclosure statements

The Plan does not require its employees to file a dis-
closure statement showing potential conflicts of interest.
However, in October 1975 the State civil service commission
ruled that certain employees and members of their families
should disclose all personal or financial interests in any
business which they deal with while performing official
duties. This requirement applies to employees and their
supervisors who recommend or have the authority to make
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procurements or award contracts. Although this ruling af-
fects Plan employees, no efforts had been made at the time
of our study to obtain disclosure statements.

AUDIT AND DISCLOSURE OF
INVESTMENT ACTIVITIES

The auditor general is required by law to make an annual
audit of the Bureau of Finance which includes investment
activities for the Plan. The auditor general retains a firm
of certified public accountants to assist in this audit. The
auditor general also conducts an audit every 2 years of the
activities of the Department of Management and Budget as they
relate to the administration of the Plan. The auditor general
submits all audit reports to the Michigan legislature.

Scope of audits

The audit report on the Bureau of Finance for fiscal
year 1975 showed that the tests included:

--Physically confirming all securities held by the
treasurer.

-- Reviewing investment practices and controls.

--Confirming the amount of cash shown in the common
cash fund, investments in stocks and bonds, and
outstanding mortgages serviced.

The auditor general report on the Plan for the 2 years
ending June 30, 1974, showed that tests included:

--Analysis and reconciliation of general ledger accounts.

--Reconciliation of cash and cash items with related
records.

--Examination of records maintained for employee and
employer contributions.

--Examination of records to determine that retirees were
eligible and that allowances were correct and in accord-
ance with statutory provisions.

-- Review of timekeeping and payroll procedures.

--Verification of investment records with records of the
State treasurer.
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The certified public accounting firm assists the auditor
general in solving problems and by performing a limited review
of the results of the auditor general's audit. This review,
pursuant to the terms of the agreement between the auditor
general and the firm, was limited to reading the report, ac-
companying financial statements, and supporting workpapers.
The firm also obtained written representation from State
officials that consistent application of generally accepted
accounting principles was applied in preparing the financial
statements. The firm noted some significant inconsistencies
in the amounts shown in the accompanying financial statements.
Furthermore, they stated their limited procedures and inquir-
ies would not necessarily reveal any other departure than
already identified.

Reports issued on retirement
fund activities

Individual reports are not issued to participating mem-
bers or retirees nor are repcrts required by the Plan. How-
ever, the annual financial statements, auditor general reports,
and minutes of board meetings are public documents and avail-
able for review. Also, annual actuarial reports submitted
by the private actuarial firm retained by the board are avail-
able to the public.
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CHAPTER 3

INVESTMENT EXPERIENCE

ANNUAL RATE OF RETURN

The following table shows the annual rate of return on
investments for fiscal years 1971-75, both excluding and
including realized gains and losses.

Percentage rate of return
Fiscal Incudindg . Excluding
year ains nsand losses ains andloses

1971 4.47 (a)
1972 5.75 5.14
1973 6.91 5.23
1974 5.46 5.47
1975 5.14 6.20

a/Information to calculate a return rate excluding gains
and losses for 1971 was not readily available.

We computed the above percentages including gains and
losses based on earnings and asset values shown in the State's
audited financial statements. We computed the percentage,
excluding gains and losses based on data provided by the
bureau and auditor general records. Brokerage commissions
and fees paid are included in the cost of securities.

PENSION PLAN ASSETS

The values of Plan assets at cost shown in audited fi-
nancial statements for fiscal years 1971-75 were as follows:

Fiscal Asset value
year at cost

1971 $ 949,124,000
1972 1,090,127,603
1973 1,328,173,433
1974 1,541,811,417
1975 1,748,079,224

A comparison of the Plan's assets by category for fiscal
years 1972-75 is shown on the schedule on page 21.
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(Information on the Plan's assets by category for fiscal
year 1971 was not readily available.) During the 4-year pe-
riod, most of the Plan's assets--about 88 to 92 percent--were
invested in long-term securities such as bonds, stocks, mort-
gages, railroad securities, and mutual funds.

FUNDS IN NON-INTEREST-BEARING ACCOUNTS

The Plan does not maintain any non-.nterest-bearing ac-
counts because all cash is deposited in the State treasurer's
common cash fund as previously discussed on page 15. As of
June 30, 1975, cash on hand in the common cash fund totaled
$85,000 compared to total assets of $855 million--$103 million
consisted of short-term investments.

OPERATING COSTS

Administrative expenses included salaries and external
investment advisor fees, however, a breakdown of these fees
was not readily available. The following table shows admin-
istrative expenses for fiscal years 1971-75. It also com-
pares the administrative expenses to net contributions for
providing retirement benefits.

Expenses as
Fiscal Administrative Net a percent of netyear expenses contributions contributions

-----

1971 $ 845,859 $135,241,594 0.63
1972 1,020,163 161,187,393 .63
1973 1,204,897 202,261,507 .60
1974 1,373,093 204,280,351 .67
1975 1,525,305 255,191,912 .60
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CHAPTER 1

BACKGROUND

The City of Detroit General Retirement System (hereafter
referred to as the Plan) was created by Title IX, Chapter VI
of the City of Detroit Charter adopted October 5, 1937, ef-
fective July 1, 1938. The Plan provides for retirement and
death benefits for all employees of the city except policemen
and firemen who are covered by a separate system. For the fis-
cal year ended June 30, 1975, the Plan had 17,935 active mem-
bers and assets in excess of $456 million. During this period,
the system's 8,642 retirees and beneficiaries received over
$25 million in retirement benefits.

A board of trustees is responsible for the overall man-
agement of the Plan; however, day-to-day activities are ad-
ministered by the city's Pension Bureau. Th? bureau also
administers the city's Policemen and Firemen Retirement Sys-
tem which has its own board of trustees. As of June 30, 1975,
the Policemen and Firemen Retirement System had 7,291 active
members and assets in excess of $370 million.

MEMBERSHIP REQUIREMENTS

Under provisions of the city charter, all persons em-
ployed by the city shall become members of the Plan from the
first day of employment. This does not include (1) persons
who are members or retirees of the Policemen and Firemen
Retirement System or (2) persons who are members of any other
public employee pension or retirement plan adopted by the
State of Michigan or any of its political subdivisions.

FUNDING

Funds needed to finance the Plan are obtained from em-
ployee and employer contributions as well as investment in-
come. Employees contribute 3 percent of their pay, which
is subject to the Federal social security tax deduction,
and if their pay exceeds this amount, they contribute 5 per-
cent of the excess. An employee may elect in writing, how-
ever, to have 5 percent deducted from his entire pay to obtain
larger retirement benefits.

The Plan's actuary--using information on benefits and
other employee data--determines the city contribution rates
needed to support the benefits. The actuary computes a sepa-
rate rate for each of the six city employing divisions. For
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example, the general city division currently contributes
18.43 percent of their gross payroll.

BENEFITS

The Plan provides its members or beneficiaries with a
guaranteed retirement income for life and financial protec-
tion in the event of disability or death.

Normal retirement benefits

Retirement benefits are based on years of service, age,
and the highest average annual compensation for 5 consecutive
years within the last 10 years of employment. Pension bene-
fits for retired employees would be derived as follows.

-- A basic pension of $12 for each year of service, but
not more than $120 annually.

-- A pension allowance, in addition to the basic pension,
which is computed by multiplying the retiring member's
average compensation by 1.4 percent. The results are
then multiplied by the total years of service. For
example, if an employee worked 30 years and had an
average final compensation of $10,000, the employee's
annual pension allowance would be $4,200 (.014 x 30
x $10,000).

--In addition, an annuity is provided for the 5 percent
payroll deduction from the employees' pay. This will
vary from 0.3 to 0.4 percent of the average compensa-
tion multiplied by the years of service. This figure
varies for each employee depending on age at retire-
ment and whether the employee chose a 5-percent deduc-
tion on his entire pay or a 3-percent deduction on
the amount of pay subject to social security taxes
and 5 percent above that. If an employee in the above
example had an annuity percent of 0.35 for each year
of service, the annual annuity would be $1,050 (.0035
x 30 x $10,000).

Thus, as the example shows, an employee with an average
yearly compensation of $10,000 and 30 years of service could
receive annual retirement benefits of:

Basic pension $ 120
Pension allowance 4,200
Annuity 1,050

Total $5,370
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The Plan also pays a supplementary pension of $40 per month
to employees who retired before August 13, 1956, and $20
per month to those who retired between August 13, 1956, and
July 1, 1966.

Prior to July 1, 1976, an employee--to be eligible to
receive retirement benefits--had to be (1) age 60 with 10
years of service or (2) ae 55 with 30 or more years of serv-
ice. Employees may now retire with 30 years of service re-
gardless of age. However, under provisions of the city char-
ter, any employee who entered city employment before July 1,
1938, may retire after 25 years of service and before age
60 upon written notice to the board of trustees.

The mandatory retirement age is 65. However, any em-
ployee may be continued in service until age 69 provided his
request for continuance in service is (1) written, (2) ap-
proved by his department head, and (3) approved by the board.

Disability retirement
and death benefits

The Plan provides its members with both duty and nonduty
connected disability benefits. If the disability is duty
connected, an employee is eligible for a disability allowance
as long as the employee is under 60 years of age. If the
disability is nonduty connected, the employee must be a
member of the Plan at least 10 years and under the age of 60
before becoming eligible for a disability allowance. In both
cases when the employee becomes 60 years o age, the disabil-
ity allowance ends and the employee becomes eligible for nor-
mal retirement benefits.

The Plan also provides death benefits to its members.
If an employee has 20 years of service, regardless of age,
or is over age 60 with 10 years of service, his beneficiary
will receive a lifetime benefit as if the employee had met
eligibility requirements. If the beneficiary does not qual-
ify for retirement benefits, the amount contributed by the
employee plus 6.25 percent interest is paid to the benefi-
ciary.

Deferred retirement benefits

Members at age 40 or over with 8 years of service who
terminate employment may retain a vested right to retirement
benefits by leaving their contributions in the fund. They
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can begin receiving monthly benefits after reaching age 60.
Members who terminate employment before a vested right is
obtained, receive a refund of their contributions plus 6.25
percent interest upon request.

Cost-of-living
annuity increases

The Plan provides that on July 1, the pension allowance
portion of any retirement benefit is to be increased at the
rate of 2 percent. The increase is computed on the basis
of the amount of pension received at the time of retirement
including, if applicable, the supplementary pension. This
increase is paid from Plan funds.
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CHAPTER 2

FRAMEWORK FOR MANAGING INVESTMENTS

The Plan is managed and operated by a board of trustees
selected under provisions of the city charter. To assist in
carrying out its responsibilities, the board employs a pro-
fessional investment advisor and uses city employees to han-
dle day-to-day administrative duties.

ORGANIZATIONAL STRUCTURE

The following organizational structure was established
to manage and control activities of the Plan.

BOARD OF TRUSTEES

PENSION BUREAU INVESTMENT ADVISOR

Board of trustees

Subject to all terms, conditions, limitations, and
restrictions imposed by the laws of the State of Michigan
and the city charter, the board has full power to invest,
reinvest, purchase, sell, hold, assign, transfer; and dispose
of any of the securities and investments of the Plan.

The board consists of ten members, including the mayor,
president of the city council, and the city treasurer who
are ex-officio members named in the city charter. The mayor
and president of the city council are elected by popular
vote in citywide elections--each for a 4-year term. The
treasurer is appointeQ by the city finance director. The
remaining board members are:

-- Five employees who are members of the Plan and are
elected by Plan members.

-- One citizen appointed by the mayor, subject to the
board's approval, who is neither a city employee nor
eligible to receive benefits under the Plan.

31



-- One retired employee of the Plan who is elected by
retirees of the Plan.

The regular term of office for each of the five elected
employees and the appointed citizen trustee is 6 years, with
one to be elected or appointed each year. The regular term
of office for the retired employee is 2 years. There are
no legal restrictions regarding political party affiliations
or experience in the pension field. All board members must
be city residents except the retired employee. Each trustee
is paid $1 per year as compensation and $25 as expenses for
each meeting attended, providing the trustee is not a city
employee. Meetings are held at least weekly and each trustee
is entitled to one vote.

Pension Bureau

The bureau consists of about 21 employees and is respon-
sible for the day-to-day administration of the city's two
retirement plans. The director of the bureau is executive
secretary to both boards and is the administrator of both
plans. The director and Pension Bureau staff are appointed
civil service employees. All city employees must be resi-
dents of the Plan's geographical jurisdiction. The adminis-
trative duties performed by the bureau staff include

-- determining eligibility requirements,

--processing retirement applications,

-- paying benefits,

-- distributing general information, and

-- maintaining pertinent records.

Also, the bureau staff is responsible for making recommen-
dations on short-term investments. To keep excess cash fully
invested, the staff conducts continuous research and makes
daily recommendations to the board on both the purchase and
sale of short-term investments.

Investment advisor

The board contracts with a Detroit bank to provide in-
vestment advice and services. This includes recommendations
on investments, the purchase and sale of investments approved
by the board, and the selection of brokers. In addition,
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the bank is the depository for the Plan and has physical
custody of its assets.

MAKING AND IMPLEMENTING
INVESTMENT POLICY

The board has full power to establish and implement
policy subject to the laws of the State of Michigan. The
basic Michigan law governing public retirement systems is
Act 314, Public Acts of 1965, and later amendments. However,
according to a Plan official, the act is not mandatory unless
a political subdivision elects to be covered by its provi-
sions. The board of trustees has elected to be covered by the
act. The principal provisions of the act are as follows:

--Investments in common stock shall be limited to 25
percent of the retirement system's assets.

-- Not more than 5 percent of a retirement system's total
assets may be invested in common s ocks in any 1
year, except any unused portion of the 5 percent may
be added to the amount for investment in a subsequent
year, but in no event shall more than 8 percent of
such assets be invested in common stocks in any 1
year.

-- Any common stock purchased (1) must have paid
dividends in at least 5 of the past 7 consecutive
years during which period net earnings shall have
exceeded dividends paid and (2) shall be registered
on a national securities exchange regulated under
the Securities Exchange Act of 1934.

-- A public retirement system shall not invest in
more than 5 percent of tne common stock outstanding
of any one corporation nor invest more than 1
percent of its assets in the common stock of any
one corporation.

--A public employee retirement system may not invest
more than 10 percent of its assets in the preferred
stock of any one corporation.

--Investments in bonds or other fixed interest bearing
obligations of any one corporation shall be limited
to 10 percent of the assets of a public employee re-
tirement system unless guaranteed by the U.S. Govern-
ment.
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-- Investments in annuity investment contracts, mort-
gages, bonds, or other special investment accounts
of life insurance companies or any other companies
authorized to do business in the State shall not
exceed 10 percent of the assets of a public employee
retirement system.

--Ai.y preferred stocks purchased must have paid divi-
dends continuously and regularly during the preceding
10 years or since the date of issuance for companies
in business less than 10 years.

Although city and State governments are not prohibited
by law from borrowing from public retirement systems, the
director of the Pension Bureau said that it is against board
policy to lend money to the city.

Investment policies

Investment policy Go et by the board. The director of
the Pension Bureau said their formal investment policy is
to adhere to the limitations and restrictions established by
law and to use prudent judgment on all investment transac-
tions. We were told the board relies substantially on the
investment expertise of the bank and the bureau's staff.

The board does not establish a fixed rate of return as
an earnings objective. Instead, it attempts to earn as
much as possible with the underlying objective of earning
at least a rate of return equal to the rate of interest cred-
ited to the individual employee's retirement account. The
approved interest rate was 5.75 percent in fiscal year 1975.

Implementin investment policy

The board is responsible for all investment decisions.
To fulfill this responsibility, the board relies on the ad-
vice of bureau staff who make recommendations on short-term
investments and its professional investment advisor--the
bank. While the final decisions on investments are always
made by the board, we were told the board invariably accepts
the advice of the bureau staff and the bank.

Experience of investment

decisionmakln staff

A brief suamary of the investment experience of bureau
staff and the bank follows.
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The director of the bureau has 30 years and his assist-
ant has 20 years of investment experience. The investment
experience of other employees ranges from 8 to 20 years. All
employees are members of the city's civil service system.

The bank is one of the largest banks in the State of
Michigan and has extensive investment experience. For
example, the bank handles 1,250 corporate retirement plans
and on a yearly basis invests $365 million in State, city,
and county retirement funds, and $650 million in corporate
retirement funds for a total investment responsibility of
over $1 billion annually.

The bank was selected on the basis of competitive
bidding which included bids from institutions both within
and outside of the Detroit geographical area. The selection
was not based on location, bt rather on the bank's ability
to make recommendations on investments. The recommendation
to select the bank was made by the board and final approval
given by the city council. During fiscal year 1975, the city,
paid $102,235 for the bank's services.

Selection of brokers

The bank is responsible for selecting brokerage firms
to handle security transactions approved by the board. Ac-
cording to a bank official, when selecting brokerage firms,
they give preference to those firms which provide the bank
with investment research and other services.

The bank selected 32 brokerage firms during fiscal
year 1975 to handle Plan purchases and sales transactions
amounting to over $84 million. Mst of these transactions--
about $72.7 million--were handled by 14 brokerage firms.

MANAGEMENT AND CONTROL
OF PENSION PLAN ASSETS

The board manages Plan assets through the bureau staff
which performs research and makes recommendations on short-
term investments; and the bank, which in addition to making
recommendations on investments, places orders to buy and
sell securities for the Plan.

Money management techniques

Bureau and bank officials noted that the limitations
imposed by Act 314 require diversification of Plan invest-
ments and this is considered an acceptable money management
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technique. Another technique is to closely monitor available
cash and invest any excess in short-term investments such
as certificates of deposit and commercial paper. The bureau
staff is responsible for monitoring the Plan's cash position
and making recommendations on short-term investments to the
board.

A technique employed by the bank is to use bond special-
ists and research analysts. According to a bank representa-
tive, each type of bond (i.e., industrial, utility, municipal,
and Government) is handled by a different specialist. Also,
periodic analyses are performed by research analysts. These
analysts make projections on stock and bond performance.
The results are coded and provided to the bank's investment
advisors for use when making recommendations to the Board.

A bank official said that the bank has established con-
trols to prevent its investment advisors from channeling com-
missions to broker dealers who maintain deposits with the
bank.

The bank also attempts to keep its bond portfolio cur-
rent by swapping bonds. Recommendations on the securities
to be swapped are made by the bank subject to the board's
final approval. According to a bank official, two kinds of
swaps in which they participate are (1) substitution swapping
and (2) sector swapping. Substitution swapping involves the
selling of a certain quality bond in exchange for a similar
quality bond but with a greater yield advantage. Sector
swapping involves the exchange of bonds from one rate classi-
fication to another (e.g., AAA to AA) to realize greater
returns. We were also told they believe the bond portfolio
should be updated just as the stock portfolio in an attempt
to maximize return on investments.

Monitorin investment _performance

The board employs a national brokerage firm to monitor
the investment practices of the bank. The evaluations are
done on a quarterly and annual basis and the results compared
to other retirement funds, commingled funds, and mutual funds.
An evaluation is also conducted on the performance of bank
investment advisors based on their investments in bonds,
stocks, etc. This results in either a positive or negative
performance rating. The primary features of this study in-
clude a comparative analysis on

--the stock portfolio,
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-- fixed income investments, and

-- rate of return on total portfolio investments.

The brokerage firm has numerous accounts including in-
surance companies, union pension funds, and corporate profit-
sharing plans. The firm services about 50 plans in Detroit
alone. The board's decision to employ the fir- was based
on its evaluation of proposals received in 1970. The firm's
annual fee is $12,000.

Disclosure statements

The city charter does not require board members or any
of its employees to file disclosure statements showing poten-
tial conflicts of interest. The board believes that safeguards
such as reviews by the city auditor general and independent
accounting firms, as well as a civil service requirement for-
bidding outside employment, preclude the necessity of requir-
ing disclosure statements.

AUDITS AND DISCLOSURE OF
INVESTMENT ACTIVITIES

The board uses the city auditor general and an independ-
ent certified public accounting firm to audit the Plan's
activities. Under provisions of the city charter, the Plan
is audited annually by the city auditor general, and a finan-
cial audit is performed very 5 years by an independent firm
of certified public accountants.

Scope of audits

The auditor general's annual report is basically finan-
cial in nature and describes the position of the Plan. While
the audit is conducted annually, the report is printed bi-
annually. The latest auditor general report covers fiscal
years 1974 and 1975. At the time of our review the report
was not complete and, therefore, unavailable to us. A review
of a similar 1972-73 report showed that its scope included:

--A review and test of accounting procedures and
related internal controls.

--A verification of assets, liabilities, and fund
balances of the retirement system.
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-- A test of the operating transactions.

-- A physical verification of Plan securities held
by the bank.

The latest independent audit of the Plan was performed by
a national certified public accounting firm for the year
ended June 30, 1972, and was primarily financial in nature.
The audit included (1) a verification of assets, liabilities,
and fund balances, (2) a test of operating procedures,
(3) a review and detailed tests, as necessary, of the bureau
accounting procedures, and (4) evaluation of the actuarial
assumptions.

Reports issued on
retre ement lan_activities

The city charter states that the board shall give a
report to the mayor and the city council on or before
January 15 of each year showing the fiscal transactions
for the preceding fiscal year. Also, direct mailings are
made to certain libraries and universities as well as
Federal, State, and city regulatory agencies. Copies are
also available to all members upon request.

The report contains statements of cash receipts and
disbursements, pension payments, annuity payments, member
contributions withdrawn, annuity balances to beneficiaries,
and investments. It also shows the number of active and
retired members and beneficiaries for each fiscal year, as
well as the rate of return for the past 5 fiscal years in-
cluding the current one.

In addition to the annual report, annual bulletins
are prepared and made available to the members. These
bulletins contain current balance sheet totals, number of
active7 and retired members and beneficiaries, statement
of cash receipts and disbursements, retired employees and
beneficiaries benefits and approved rates of interest on
individual employees' retirement accounts. Also, employees
receive an annuity statement at the close of each fiscal
year showing their beginning balance, interest earned, and
closing balance.

In addition to publishing annual reports, the board
is required to keep minutes of all its meetings which are
open to public inspection. A review of the June 1975 minutes
showed that covered items included:
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-- Approval of individual requests for retirement after
assuring individuals meet requirements for retiring.

--Authorization of bonds, stocks, and other security
purchases as recommended by the bank.

-- Approval of refunds of accumulated contributions to
terminated employees.
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CHAPTER 3

INVESTMENT EXPERIENCE

ANNUAL RATE OF RETURN

The following table shows the annual rate of return
on investments for each of the fiscal years 1971-75 which
we computed.

Rate of return
Fiscal -Eudng gains Incuaing gains
year and losses and losses

1971 4.57 4.55
1972 4.74 4.98
1973 5.25 5.30
1974 5.49 5.57
1975 5.82 6.32

We computed the above rates of return based on earnings
and asset values from the Plan's audited annual statements
and data obtained from the records of the Pension Bureau's
Finance Department. Brokerage commissions and fees paid are
included in the cost of securities.

PENSION PLAN ASSETS

The value of assets of the Plan as shown in annual
reports to the mayor and city council for fiscal years 1971-
75 is as follows:

1971 $265,404,781
1972 307,285,388
1973 353,467,796
1974 405,874,465
1975 456,201,126

A comparison of the Plan's assets by category for the 5-year
period is shown on the schedule on page 43. During the
5-year period, most of the Plan's assets--about 68 to
80 percent--were invested in stocks and bonds.

Corporate bonds represent the largest type of investment,
although the bond portion of the Plan's assets has declined
from about 62 percent in 1971 to about 45 percent at the close
of fiscal year 1975. The second largest investment is common
stocks which at the close of fiscal year 1975, amounted to
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about 23 percent of the Plan's assets. The common stock invest-
ments are diversified into securities of 48 corporations. The
third largest investment is in group annuities amounting to
about 10 percent of the Plan's assets at the close of fiscal
year 1975.

Although the city charter provides for unlimited pur-
chases of city of Detroit obligations, the board, as a matter
of practice, does not invest heavily in city obligations.
Also, as a matter of practice, the board does not give prefer-
ential treatment to the purchase of stocks, bonds, and mortgages
of State-based corporations or political subdivisions.

As of June 30, 1975, investments in Michigan political
subdivisions and Michigan-based corporations represented
about 3 percent of total assets as the following shows.

Amount

City of Detroit and Wayne County bonds $ 375,283
State-based corporate bonds 7,522,540
State-based corporate common and preferred stock 6,088,545
Mortgages on property located in Detroit 949,803

Total $14,936,171

FUNDS IN NON-INTEREST-BEARING ACCOUNTS

The Plan maintains only one commercial non-interest-
bearing checking account. This account is used for all Plan
transactions which include both employee and city contribu-
tions toward retirement benefits, purchases and sales of
Plan investments, and ronies used to pay monthly retirement
benefits. The following table shows the average monthly bal-
ances and expenditures in the Plan's non-interest-bearing
account for the last 6 months of fiscal year 1975.

Non-interest-bearin2 account
Average monthly

Month cash balance Expenditures

January $205,027 $31,435,362
February 339,227 41,293,675
March 383,814 14,549,107
April 298,019 20,654,582
May 123,769 48,084,460
June 91,230 46,440,664
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We computed the average monthly balances by adding the
beginning and ending cash balances for each month and then
dividing the total by 2. As previously mentioned, the lureau
attempts to keep excess cash at a minimum by making daily
investments in short-term securities. According to one
bureau official, they try to keep the monthly cash balances
at about $100,000. However, because of constant buying and
selling, this balance will vary and frequently exceeds
$100,000.

OPERATING COSTS

All costs incurred from operating the Plan are financed
from the city's general fund. These costs include salaries
of ureau personnel, as well as fees paid the bank and the
national brokerage firm providing performance monitoring
and evaluation for both plans administered by the Pension
Bureau. During fiscal year 1975 these costs totaled $526,915.

The following table shows the administrative expenses
incurred for fiscal years 1971-75 for the two city of Detroit
retirement plans. The table also compares the two plans'
administrative expenses to the employees and city's contri-
butions to the plans. Combined expenses and contributions
are shown since the bureau administers both the General and
Policemen and Firemen Retirement Plans and because separate
administrative costs could not be identified.

Expenses as a
Fiscal Administrative Net percent of net
year expenses contributions contributions

1971 $291,390 $ 78,129,393 .37
1972 320,345 94,229,188 .34
1973 336,051 105,462,700 .32
1974 375,629 116,515,028 .32
1975 526,915 122,893,555 .43
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