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Manag e ment 6s Di scussion and Anal

Summary of the Military Retirement System
For the Years Ended September 3®016 and 2015

REPORTING ENTITY

The reporting entity is the Department of Defense (DoD) Military Retirement Fund ,(MRB r )A Fhe n d ¢
Miltary Ret i r e ment System ( MRS) provides benefits for
reserves, disability retirement benefits, and survhvemefits The MRF accumulate funds tofinance, on an
actuarialbasis, the liabilities of DoD under lary retirement and survivor benefit programs.

Within DoD, theoperations of the MRS are jointly overseen by the:
(1) Office of the Under Secretary of Defense (Comptroller) (OUSD(C)),
(2) Defense Finance and Accounting Service (DFAS), and
(3) Office of the Under Secretary of Defense for Bengl and Readiness
(OUSD(P&RY)).

DFAS is responsible for the accounting, investing, payment of benefits, and reporting of the MRF. The Dc
Office of the Actuary (OACT) within OUSD(P&R) calculates tretuarial liabilityand funding requirements

the MRF. The Office of Military Personnel Policy within OUSD(P&R) issues policy relat®étR8 benefits.
While the MRF does not have a specified Chief Financial Offic&Q)C the OUSIC) has oversight of th
MRF's financial reporting processes.

The Fund was established by Public L&&L.) 9894 (currentlyChapter 74 of Title 10, U.S.C.) starting
October 1, 1984.The Fund is overseen lay independent, threeemberSecréary of Defenseappointed D
Boardof Actuaries( i B o)a The Board is required to review valuations of the MRS, determine the method of
amortizing unfunded liabilities, report annually to ®Becetary ofDefense and report to the President and the
Congress at leasbnce every four yees on the status of the MRF OACT provides all technical and
administrative support to the Board.

The Fund receives income from three sources: (1) normal cost payments from the Services and U.S. Treas
(2) payment from the U.S. Treasury to amortizedhfunded liability; and (3) investment income

During Fiscal Year FY) 2016, the MRF received approximateht9.3billion in normal cost payments,$86.2
billion payment from the U.S. Treasury consisting of both an amortization and concurrentpageipnt, and
earned approximatelyl$5 billion in investment income, net of premium/discount amortization and accrued
inflation compensation. In comparison, in FY 8Ghe MRF received approximatelyl$7 billion in normal

cost payments, a8%.8 billion payment from the U.S. Treasury consisting of both an amortization and
concurrent receipt payment, anglarned approximately 16.8 billion in investment income, net of
premium/discount amortization and accrued inflation compensation (see the Financiah&scéo Overview
section for an explanation of the changes)

In FY 20316, the MRF paid approximately6$.6 billion in benefits to military retirees and survivors compared
to approximately $6.7 billion in FY 2015.
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THE FUND
General Benefit Information

The MRS covers members of the Army, Navy, Marine Corps, and Air Force; however, most of the provisior
also apply to retirement systems for uniformed service members of the Coast Guard (administered by
Department of Homeland Security), the Public Heakhvige (administered by the Department of Health and
Human Services), and the National Oceanic and Atmospheric Administration (administéinedCepartment

of Commerce) This report applies only to members in plans administered by the DoD

The MRS isa funded, noncontributory, defined benefit plan that includesdmsability retired paydisability
retired pay, survivor annuity programs, and ConfRelated Special Compensation. The Service Secretaries
may approve immediate nafisability retired payat any age with credit of at least 20 years of active duty
service. Reserve retirees generally must be at least 60 years old and have at least 20 qualified years of ser
before retired pay commences; in some cases the age can be less than 66dftist performed certain types

of active duty serviceThere is no vesting of benefits before raigabled retirement

There are distinct nedisability benefit formulas related four populations within the MRSper current statute
(see Tables 1 ang.2

1) Final Pay: Military personnel who first became members of a uniformed sepafeSeptember 8, 1980
have retired pay equal to final basic pay times a multiplier. The multiplier is equaPAdithés years of
service. Retired pay and survivor aity benefits are automatically adjusted annually to protect the
purchasing power of initial retired pay. Final pay retirees have their benefits adjusted annually by tt
percentage increase in the average Consumer Price Index (CPIl). This is commordg tefas full CPI
protection.

2) High-3: If the retiree first became a member of a uniformed semicer after September 8, 198Me
average of the highest 36 months of basic pay is used instead of final basihpayultiplier is also equal
to 2.9% times years of service and highretirees also have their benefits adjusted annually by the
percentage increase in the average CPI.

3) Career Status Bonus (CSBRedux Members who first became a member of a uniformed sepncer
after August 1, 1986may choose between a Highand CSB/Redux retirement. Those who elect
CSB/Redux receive the Career Status Bonus outlined below, also have retired pay computed on a bas
the average of their highest 36 months of basic pay, but are subject to a mylépaéy if they retire with
less than 30 years of service; however, at age 62, their retired pay is recomputed without the multipl
penalty Members make their election during the fifteenth year of service and may receive the Career Sta
Bonus of $8,000 in either a lump sum or installments. Those who elect CSB/Redsk remain
continuously on active duty until they complete 20 years of active duty service or forfeit a portion of th
$30,000 (exceptions include death and disability retireme@eer Status Bonus retirees have their
benefits adjusted annually by the percentage change in the CPI réin{exdept when the change the
CPl is less thai%) . When the military member 6s age i s ¢
for a survivor annuity, the benefits are restored to the amount that would have been payable had full C
protection been in effect and had there not have been a multiplier penalty. However, after this restor
partial indexing (CPI minus %) continues for future teed pay and survivor annuity payments. The
National Defense Authorization Act for FY 2016 (NDAA 2016, P.L. -BP4 sunsets the CSB/Redux
benefit tier by not allowing any CSB elections after December 31, 2017.
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4) Blended Retirement System (BRSYlemberswho first become a member of a uniformed seratter
December 31, 201 Awill be under the new Blended Retirement System (BRS) which was enacted ir
National DefenseAuthorizationAct (NDAA) FY 2016 and takesffect January 1, 2018. Members who
first enteed the military before January 1, 2018 and who have served for fewer than 12 years as
December 31, 2017 wi || have the option to-ysaropt
(calendar yeaR018) open season or remain in the Hyhysten. Members who have served 12 or more
years as of December 31, 2017 are not permitted to opt in to BRS and will receive benefits based on tf
current plan. As a result of NDAA 2016, members with 12 orenboat fewer than 15 years of service as of
Decenber 31, 2017 will not have the opportunity to opt in to BRS or to elect the CSB and will
automatically remain in the HigB system. The BRS lowers the nondisabled retired pay multiplier from
2.5% per year ® 2.0% and includes automatic and matching goveent contributions to member Thrift
Savings Plan (TSP) accounts and a mandatorycarieer continuation bonus at 12 years of service. The
BRS also provides members the choice of receiving a portion (€i8¥ror 50%) of their retired pay
entittement fron when the member is eligible to begin receiving retired pay to normal Social Security
retirement age (usually 67) as a discounted lump sum instead of an amkgity. of t he t i me
publication, the manner in which lump sum payments will benputed under BRS has yet to be
determined. For additional information, see table at the end of this section or refer to the DoD Office o
Military Compensation websiténitp://militarypay.defense.gopn/

Retiree and annuitant pay are automatically adjusted annuatiggbgf-living adjustmentsQOLAS) to protect

the purchasing power of the initial benefit. Members first entering a uniformed service before August 1, 19¢
and those entering on or aftérat date who do not elect CSB have their benefits adjusted by the percentag
increase in the CPI. This is commonly referred
on or after August 1, 1986, and who elect CSB are increased byPtheniGus 1% (except when the CPI
increase is less than or equal to 1%, when it is increased by the full CPI). At age 62, or when the mem
would have been age 62 (for a survivor annuity), the benefits are restored to the amount that would have &
payalte had the full COLA been in effect. This restoral is in combination thighelimination of the penalty

for retiring with less than 30 years of servit®wever, after this restoral, partial indexing (CPI minus 1%)
continues for future benefit payments

The FY 2011 NDAA, P.L. 11:B83, required that amounts of retired pay due to a retired member of the
uniformed services shall be paid on the first day of each month beginning after the month in which the right
such pay accrues. This means that whenfiteeday of the month falls on a ndiusiness day (weekend /
holiday), the pay must be paid the preceding business day. The law does not apply to survivor annuitant
and CombaRelated Special Compensation. It will result in retirees receiving yrBgras in some fiscal years
and 11 payments in others, with 12 payments occurring in most fiscal years

Non-Disability Retirement from ActiveService

The current retirement system allows for voluntary retirement at any age upon completion o2& yeass of

service, subject to SerdcSecr et ar yods approval . The military
calculated as base pay multiplied by the specifiedefit formulafactor and years of service NfBase |
equal to terminal basic paf/the retiree first became a member of a uniformed service before September €
1980; for all ot her member s, Abase payo i s Tagual

! Because of breaks in service and technical differences in the definition of qualifying years of servi&R#dempared to
CSB/ Redux, itds not possible to precisely define therswhogr ou
joined the service after December 31, 2002 and on or before December 31, 2005.

3
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number of years of servige rounded down to the nearest moathencomputing retired payReferto Tables
1 and 2on the following pagefor additional details.

As of September 30, 2016, there were approximately 1.47 milliordisaibility retirees from active duty
receiving approximately $03 billion of retired pg. For comparisonas of September 30, ZR)there were
approximately 1.47 million nodisability retirees from active duty receiving approximately.$8 billion of
retired pay.

TABLE 1

MILITARY RETIREMENT SYSTEM PROPERTIES
(FOR NONDISABILITY RETIREMENT FROM ACTIVE DUTY)

Career Status Bonus Blended Retirement System
Benefit System Final Pay High-3 (HI-3) (CSB)/Redux (BRS)
Applies to Abefore Aon or after September § Aon or after August 1, 198hd Aon or after January 1, 2018
Members Who | September 8, 1980andbefore August before January 1, 2068ho
Joined a 1980 1,1986 elect to accept the Career Stat|
Uniformed Bonus (CSB) with additional-5
Service: year service obligation
Aon or after August 1, Aon or after January 1, 20@6d
1986andbefore January before January 1, 2038ho elect to
1, 203 who do not elect participate in BRS
to accept the Career
Status Bonus (CSB) at th
15-year anniversary
Aon or after January 1,
2003andbefore January
1, 2006
Aon orafter January 1,
2006andbefore January
1, 2018who do not elect
to participate in BRS
Retired Pay Final basic Highest 36 months of | Highest 36 months of basic pa] Highest 36 months of basic pay ra
Computation Basig pay rate basic pay rate rate
Multiplier 2.5% per yearl 2.5% per year of servicel 2.5% per year of service less 1 2.0% per year of service
of service for each year of service less th
30 (restored at age 62)
Costof-Living Full CPFW Full CPFW Full CPFW minus1% (onetime Full CPFW
Adjustment catchup at age 62)
Mechanism
Additional - A $30,000 Carg A Choice of re
Benefit(s) (CSB) payable at tgear (either 25% or 50%) of the retired
anniversary upon assumption ¢ pay entitlement from retirement ag
5-year obligation to remain on to normal Social Security
continuous active duty retirement age (usually 67) as a
discounted lump sum instead of g
annuity
A Automatic a
Government contributions to Thrif]
Savings Plan (TSP) amant
A Manda-waeery n
continuation bonus at 12 years o
service

Notes

- Due to breaks in service and technical differences in the definition of qualifying years of service under different/btamefif m
some cases aboitds not possible to precisely define which benefit systems cover the appropriate members based solely on
entry. The above table does not cover every possibility.

- For additional ugo-date information, refer to the DoD Office of Military Coensation websiténttp://militarypay.defense.gov/).
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TABLE 2
MILITARY RETIREMENT SYSTEM MULTIPLIERS
(FOR NONDISABILITY RETIREMENT FROM ACTIVE DUTY)

Years of Final Pay/Hi3 BRS CSB/Redux Multiplier
Service Multiplier Multiplier Before Age 62 After Age 62
20 50.0% 40.0% 40.0% 50.0%
21 52.5 42.0 43.5 52.5
22 55.0 44.0 47.0 55.0
23 57.5 46.0 50.5 57.5
24 60.0 48.0 54.0 60.0
25 62.5 50.0 57.5 62.5
26 65.0 52.0 61.0 65.0
27 67.5 54.0 64.5 67.5
28 70.0 56.0 68.0 70.0
29 72.5 580 715 72.5
30 75.0 60.0 75.0 75.0
31 77.5 62.0 77.5 77.5
32 80.0 64.0 80.0 80.0
33 82.5 66.0 82.5 82.5
34 85.0 68.0 85.0 85.0
35 87.5 70.0 87.5 87.5
36 90.0 72.0 90.0 90.0
37 92.5 74.0 92.5 92.5
38 95.0 76.0 95.0 95.0
39 97.5 78.0 97.5 97.5
40 100.0 80.0 100.0 100.0
41 102.5 82.0 102.5 102.5
42 105.0 84.0 105.0 105.0

Disability Retirement

A military membe in an active component or on activetylfor more than 30 days who is found unfit for duty
is entitled to disabity retired pay if the disability:

1) is incurred while entitled to basic pay;
2) is neither the result of the member's intentional misconduct nor willful neglect;
3) was not incurred during a period of unauthorized absence; and
4) either:
a. the member has at least @€ars of service; or
b. thedisability is rated at least 30Under the Department &feterans AffairVA) Schedule of
Rating Disabilitiesand one of the following conditions is met:
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i. the disability was not noted at the time of the membestrance on activduty (unless
clear and unmistakable evidence demonstrates that the disabiltyde before the
me mbseentrance on activeuty and was not aggravated by active military service);

ii. the disability is theoroximate result of performing activety;

iii. the digbility was incurred in the line of duty in time of war or national emergency; or
iv. the disability was incurred in the line of duty after September 14, 1978.

Under certain conditions, members on activatydfor 30 days or less or on inactidety trainingare also
entitled to disability retired pay for disabilities incurred or aggravated in the line of duty.

In disability retirement, the member may elect to receive retired pay equal to either:

1) the accrued nodisability retirement benefit regardless agddility to retire; or
2) the computedbasepaymultiplied by the rated percent of disability.

Except for members with a multiplier under (1) that is greater than 75% (which will equate to different years
service depending on whether the member iuBRS), the benefit cannot be more than 75% of base pay.
Only the excess of (1) over (2) is subject to federal income taxes if the member had aereicbefore
September 24, 1975If the individual wasnot a member of a uniformed service on Septen2der1975,
disability retired pay is taexempt only for those disabilities that are combat or hazardouselatgd. Base

pay is equal to final basic pay if the retiree first became a member of a uniformed befereeSeptember 8,
1980 otherwise, bse pay is equal to the average of the highest 36 months of basic pay.

Members whose disabilities may not be permanent are placed on a tentpsadiljty retired list and receive
disability retirement pay just as if they were permanently disabled; how#xeemember must be physically
examined every 18 months for any change in disability, with a final determination made within five years. Tt
temporary disability pay is calculated like the permanent disability retired pay, except the payment cannot
less than 50% of base pay

Members who elected the CSB/Redux retirement option, but who retired for disability, are not subject to t
reduced CSB/Redux retired pay multiplier and are awarded retired pay baseddsability retirement rules
outlined dove. However, such members continue to be subject to the reduced CPI (with age 62 restoral)
Career Status Bonus recipient8embers who are under BRS and who retire for disability do not have the
option of receiving a portion of retired pay as a disted lump sum.

Recent Congressional action has been directed toward the care of disabled retirees and veterand.8R.L. 11(
established the Physical Disability Board of Review (PDBR). The PDBR has the authority to reexamine ti
files of veterans meditg separated with ratings under 30% between September 11, 2001, and December 3
2009, and potentially offer disability retirements. The PDBR is expected to review files for approximatel
77,000 veterans

As of September 30, 261there were approximaly 116,000 disability retirees receiving approximat&l/69
billion of retired pay. For comparisons af September 30, 2B1there were approximately1 2,000 disability
retirees receiving approximately $2.billion of retired pay.
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Reserve Retirement

Members of the reserves may retire after 20 qualifying years of creditable service. However, reserve retired
is not payable until age 60 unless the member performs certain types of active duty or active service specifie
NDAA 2008 (P.L. 110181),in which case the age is reduced below 60 by three months for every 90 days c
such service within a fiscal year. However, the age cannot be reduced below 50, and eligibility for subsidiz
retiree health benefits remains at age 60 even if the eligibgiyfor retired pay is reduced.

For members not under BRS, retired pay is computed as base pay tistetn2eS years of service. For
members under BRS (as explairedzbvg the 2.6 multiplier is reduced to 2.0%lf the reservist was first a
member 6 a uniformed service before September 8, 1980, base pay is defined as the active duty basic pa
effect for the retireeds grade and years of serv
a member of the armed services onafter September 8, 1980, base pay is the average basic pay for the
member 6s grade in the highest 36 months compute
preceding the age at which retired pay commences. The years of service are ditbymiseng a point
system, where 360 points convert to a year of service. Typically, one point is awarded for one day of act
duty service (e.g. active duty training) or one inactive duty training (IDT) drill attendance. Reservists ma
perform two IDTperiods in one day thereby receiving two retirement points per day. In addition, 15 points ar
awarded for completion of one year6s member ship
in which the member earned at least 50 points. eiver generally cannot retire with less than 20 creditable
years, although points earned in rorditable years are used in the retirement calculation. Beginning with
years of service that include October 30, 2007 -active duty points are limited img year to no more than
130. Lesser limitations have applied in the past.

Reservists who first joined the service on or before December 31, 2017 and with fewer than 4,320 poi
(equating to 360 points per year multiplied by 12 years of service) aatalate are eligible to opt in to BRS.
Reservists who first become a member of the uniformed service after December 31, 2017 are automatic
under BRS. For reserve retirement under BRS, the discounted lump sum option covers the period fri
retirement ge (i.e., 60 or earlier if certain qualifying service is performed) to normal Social Security retiremen
age (usually 67).

Beginning with years of service that include October 30, 2007-antive duty points are limited to no more
than 130 in any one yealLower point limitations have applied in the past.

As of September 30, 261there were approximate$01,000 reserve retirees receiving approximatedy8$
billion of retired pay. For comparisons af September 30, 2Blthere were approximately98,000 reserve
retirees receiving approximatel®.36 billion of retired pay.

Survivor Benefits

Legisldion originatingin 1953 provided optiond survivor benets, later referrd toast he Ret i red S
Family Protection Plan (RSFPP). The plaoyad to be expensive to the participants and inadequate, since the
survivor annuities were not adjusted for inflation and could not exceed 50% of retired pay. RSFPP w
designed to be sefupporting in the sense that, on average, the present value pfethaims equaled the
present value of the survivor annuity.

On September 21, 1972, RSFPP was replaced by the Survivor Benefit Plan (SBP) for new retirees. RSFPP
covers those servicemen retired before 1972 who did not convert to the new plan r@tanied RSFPP in
conjunction with SBP.
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Retired pay is reduced, before taxes, for t he 1
government and the retiree, so the reductions in retired pay are only a portion of the total cost of the S

program.

The SBP survivor annuity is 55% of the member s
but cannot be | ess than $300 or more than the me
the member elects CSB/Redux angdubject to a penalty for service under 30 years in the calculation of retired
pay, the maximum base amount is equal to the full retired pay without the penalty. However, the annuity fo
survivor of a CSB/Redux retiree is subject to the reduced COLA.

When SBP started in 1972, survivor benefits for those 62 and older were reduced by the estime
amount of Soci al Security for which the survivor
1985, that reduction formula was changedai annuitants 62 and over received a reduced flat rate of 35% of
the member s base amo 200%, the redBcedyrate at age $2 wWas ghasedeout in15%
increments. On April 1, 2008, the survivor benefit reduction at age 62 was falipatied and the rate of 55%

of the memberdos elected base amount became the s

Prior to FY 1987,the survivor annuity benefit for a surviving spouse who remarried before age 60 wa:
suspended. In FY 1987, SBP njgad to suspend benefits when the remarriage occurred at the age of 55. If th
remarriage ends in divorce or death, the annuity is reinstated.

Members who died on activaity, or in the line of duty on or after September 11, 2001, are assumed to have
retired with full disability on the day they died and to have elected full SBP coverage for spouses, form
spouses, and/or children. Insurable interest elections may be applicable in some cases. These benefits
been improved and expanded over the hystd the program.

The surviving spouse (or dependent children, if there is no surviving spouse or if the spouse subsequently d
of a reservist who dies in the line of duty while performiDd@ service is entitled to an SBP annuity based on
thereserndt 6 s years of service.

SBP annuities generallgre reduced by anyA survivor benefits (Dependey and Indemnity Compensation
(DIC)), and all premiums relating to the reductions are returned to the survivo=YT2@08 NDAA enacted,
and the Family Snmiong Prevention and Tobacco Control Act of 2009 (P.L.-31) revised, a temporary
Special Survivor Indemnity Allowance (SSIA) that pays a monthly amount ($50 in FYgzaig upto $310
in FY 2017) to survivors with a DIC offset. The authority for #flewance ends in 2017.

The relationship between SBP and DIC has been the subject of litigation in the U.S. Court of Appeals. A
result of the ASharp Caseo ruling, the SBP bene
remarry after ag 57 is not reduced by DIC benefits received

As with retired pay, SBP annuities and premiums are increased annually with COLAs. These COLAs are eitl
full or partial CPI increases, depending on the benefit formula covering the member. If a memiedzordd
the CSB dies before the age of 62, the survivor
increased, on what wo6G2hddirthuay vcethe laraceint that woeld haee hdee payakle
had full COLAs been in effect. Raal COLAs continue annually thereafter

For reserve retirees, the retired pay reductions applicable under SBP take effect for survivor coverage aft
reservist turns 60 (or earlier if they have certain active service) and begins to receive retirétlRgserve
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Component Survivor Benefit Plan (RCSBP) provides annuities to survivors of reservists who die before age
(or earlier if they have certain active service) provided they attained 20 years of qualified service and electec
participate in tke program (or were within their Sfay election window after receiving a letter confirming 20
years of credible service). However, if the death occurs either on active or inactive duty as described above,
survivor receives an annuity under SBP. Tlostcof RCSBP is borne completely by reservists through
deductions from retired pay

Beginning Octobuepodo 1pr 22wWi0s8i,0 ia eilpiammidnat ed t he r educ
RCSBP, and RSFPP coverage for participants age 70 or oldesewetired pay had been reduced for at least
360 months.

On June 26, 2013, the Supreme Court ruled that Section 3 of the Defense of Marriage Act (DOMA)
unconstitutional. In complying with this decision, DoD has drafted guidance to make SBP lzsadftse to
samesex spouses of military members and retirees

As of the time of this reportds publication, t h
under BRS has not been determined.

As of September 30, 26]1 there were approxiately 287,000 survivors of military members receiving
approximately$3.83 billion in annuity payments. For comparison, as of September 30, 20there were
approximately 88,000 survivors of military members receiving approximately8®3billion in annuiy
payments.

Temporary Early Retirement Authority (TERA)

The FY 1993 NDAA (P.L. 10284) granted temporary authority for the military services to offer early
retirements to members with more than 15 but less than 20 years of service. The retvad galgulated in

the usual way, except that there was a reduction of 1% for every year below 20 years of service. Part or a
this reduction can be restored at age 62 if the retired member works in a qualified public service job during 1
period fom the date ofetirement to the date on which the retiree would have completed 20 years of service
Unlike members who leave military service before 20 years with Voluntary Separation Incentives or Spec
Separation Benefits, these early retirees areigdly treated like regular military retirees for the purposes of
other retirement benefits. This authority expired on September 1, 2002

The FY 2012 NDAA (P.L. 11:B1) reinstated TERA from January 2012 through December 2018, but without
the qualifed public service provision. The reinstatement of TERA is on a much smaller scale than the F
1993 authority

As of September 3Q®016, there were approximately7®00 TERA retirees receiving approximately.Z8l
billion in retired pay. For comparisp e of September 3@®015 there were approximatelg6,000 TERA
retirees receivig $L.15 billion in retired pay.

Costof-Living Increase

All non-disability retirement, disability retirement, and most survivor annuities are adjusted annually fo
inflation. COLAs are automatically scheduled to occur every 12 months, on December 1, to be reflected
checks issued at the beginning of January.
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The Afull 6 COLA, effective December 1, I's comput
from the third quarter of the prior calendar year to the third quarter of the current calendar year. The increas
based on the Urban Wage Earner and Clerical Worker Consumer Price Inde®/@Rdl is rounded to the
nearest tenth of one percent. Many memberr ecei ve a fdApartial o COLA on
retirement to reflect the fact that they were not retired for the full year. Members under the Final Pay bene
system may receive an additional émee COLA adjustment in the first year oftirement to reflect the fact
that an earlier retirement date would have been beneficial for them.

The benefits of retirees (and most survivors) are increased annually with the full @@hAneexceptionfor

those first entering the armed servicesoorafter August 1, 1986, who elect the $30,@®B. Their benefits

are increased annually with a partial COLA equal to the full COLA mifagexcept if the full COLA is less
than or equal to 1%). A ortene restoral is given to a partial COLA recipient the first day of the month
after the retireebs 62nd birthday. At this tin
increased to the amount that would have been payable had full COLAs been in effect. Annual partial COL.
continue after this restoral

FUND RELATIONSHIPS
Department of Veterans Affairs Benefits

The VA provides compensation for Servicennected and certain n&erviceconnected disabilities. These
VA benefits can be in place of or in combination withDietired pay, but through December 31, 2003, were
not fully additive. Since VA benefits are exempt frémaeralincome taxes, it is often to the advantage of a
member to elect them. Through calendar year 2@Bed pay earned from the DoD for milgaservice was
offset by any payment received from VA for a Vated disability. Beginning with NDAA 2004 (P.L. 108
136), a series of legislation has been enacted that increasingly reduces or eliminates the offset to military ret
pay due to receipt ofA disability compensation. Members with a combined VA disability rating of 50% or
greater who have at least 20 years of service will have their offset eliminated under the Concurrent Retirem
and Disability Pay (CRDP) program. The CRDP program has-gear phasén schedule that began in 2004;
however, the offset is already fully eliminated for members whose disabilities are rated total (i.e., 100%)
make the individual unemployable. Members whose disability meets certain eatalbed criteria &n elect to
receive payments against the offset under the Combat Related Special Compensation (CRSC) program. U
CRSC, members are not subject to a ptiasehedule, are not required to have at least 20 years of service, anc
are not required to have keast a 50% VA disability rating. Although CRSC amounts are calculated based or
retired pay lost due to offset and are paid from the MRF, CRSC is not technically considered retired pay. CR
payments are tax exempt. A member may not participate ih tee CRDP and CRSC programs
simultaneously, but may change from one to the o

VA benefits also overlap DoD survivor benefits through the DIC program. DIC is payable to survivors o
veterans who die from Servig®nnectd causes. Although an SBP annuity must be reduced by the amount o
any DIC benefit, all SBP premiums relating to the reduction in benefits are returned to the survivor. The F
2008 NDAA enacted, and the Family Smoking Prevention and Tobacco Controif 2009 (P.L. 11431)

revised, a temporary Special Survivor Indemnity Allowance that pays a monthly amount ($50 in FY 20C
grading up to $310 in FY 2017) to survivors with a DIC offset. The authority for this allowance ends in 2017.

The offset relationsh between SBP and DIC has been the subject of litigation in the U.S. Court of Appeals
As a result of the fiSharp Caseo ruling, the SBP
remarry after age 57 is not reduced by DIC benefits vedei
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As of the time of this reportodos publication, t he
lump sum disbursements under BRS has not been determined

Other Federal Service

For military retirement purposes, no credit is given for ofederal service, except for TERA and where cross
service transferability is allowed. Military service is generally creditable toward the federal civilian retiremer
systems if military retired pay is waived. However, a deposit (equal to a percehfaus 1056 basic pay)
must be made to the Civil Service Retirement and Disability Fund in order to receive credit. Military service
not generally creditable under both systems (but is for reservists and certain disability retirees). Milita
retireesmay qualify separately for Civil Service retirement and receive concurrent pay from both systems

Retired Pay to Military Compensation

Basic pay is the only element of military compensation upon whichdrsability retired pay is based and
entittementis determined. Basic pay is the principal element of military compensation that all member
receive, but it is not representative, for comparative purposes, of salary levels in the public and private sect
Reasonable comparisons can be made to regulaary compensation (RMC). RMC is the sum of (1) basic
pay, (2) the housing allowance, which varies by grade, location, and dependency status, (3) the subsiste
allowance and (4) the taxadvantages accruing to the housing and subsistence allowmtsse they are not
subject to federal income tax. Basic pay represents approxim&#yob RMC for all retirement eligible
members. For the 2¢ear retiree, basic pay is approximateR6of RMC. Consequently, a member retired
with 20-years of servieif entitled to 506 of basic pay, would only receive &3of RMC. Further, such 20

year retirees (except for those who first entered service prior to September 8, 1980) receive a percentage (*
or 40% for those under CSB/Redux or BRS) of th&gh 36 month average of basic pay, typically less than
final basic pay.For a 30year retiree, basic pay is approximatelyo@ RMC and such membeifsentitled to

75% of basic paywould only receivés4% of RMC. Again, note that most members currently retinvigh 30

years will actually receive a percentage (75%, or 60% for those under BRS) of their iigin6average,
rather than of their final basic payublic Law 109364 allows certain membensho retire on or aftedanuary

1, 2007 withsufficientyeas of servicdgreaterthan37.5 years under BRS and 30 years under the other benefit
formulas) to retire with entitlements exceeding%%f their High 36month average of basic payThese
relationships should be considered when military retired payompared to compensation under other
retirement systems.

Social Security Benefits

Many military members and their families receive monthly benefits indexed to the CPI from Social Securit
As full participants in the Social Security system, military pensb are in general entitled to the same benefits
and are subject to the same eligibility criteria and rules as other employees. Details concerning these ben
are covered in other publications.

Beginning in 1946, Congress enacted a series of amemsintethe Social Security Act that extended some
benefits to military personnel and their surviv
gener al fund of the U.S. Treasury. The Sembersot em
the military into the contributory Social Security system effective January 1, 1957.

For the Old Age, Survivors, and Disability Insurance (OASDI) program, military members must contribute th

employee portion of the OASDI payroll tax, with thedéral government contributing the matching employer

contribution. Only the basic pay of a military member constitutes wages for Social Security purposes. O
B
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feature of OASDI unique to military personnel grants a noncontributory wage credit of (ijdd3&h quarter
between 1956 and 1978 in which such personnel received military wages and (ii) up to $1,200 per year a
1977 ($100 of credit for each $300 of wages, up to a maximum credit of $1,200). The purpose of this credi
to take into accountlements of compensation, such as quarters and subsistence, not included in wages
Social Security benefit calculation purposes. Under the 1983 Social Security amendments, the cost of
additional benefits resulting from the noncontributory wagelits€or past service was met by a lump sum
payment from general revenues, while the cost for future service will be met by payment of combine
employeremployee tax on such credits as the service occurs. Payments for these wage credits ended in 20C

Members of the military are also required to pay the Hospital Insurance payroll tax, with the federal governm
contributing the matching employer contribution. Medicare eligibility occurs at age 65, or earlier if the
employee is disabled

SIGNIFICANT CH ANGES
From FY 2015to FY 2016
Changes in the MRF valuation during FY B0dcluded:

1) Enactment of the Blended Retirement System (BRS)

2) New economic assumptions due to the Federal Accounting Standards Advisory Board (FASAE
financial reporting Statement &kderal Financial Accounting Standards 33 (SFFAS No. 33), discussed
further in Note 7, AMilijtary Retirement Benef

3) Updatednor t al ity i mprovement factors (Society of

4) Updated Active and Reserve Coomgnt mortality assumptions

Item (1) is a MRS plan amendment chandeems @) i (4) are all classified as assumption changes in the
actuarial valuation. Of the changes listed above reéhissedeconomic assumptiorare the most substantial
SFFAS No.33 requires the use of a yield curve based on marketable Treasury securities to determine
interest rates used to calculate actuarial liabilities for federal financial statements. Historical experience is
basis for expectations about fuditrendsn marketable Treasumsecurities.

The vyield curve was provided by the Treasury Office of Economic Policy (the series of Treasury spot rates w
provided by the Office of Thrift Supervision in prior years). The DoD Board of Actuaries approved3jdm

(4) at their July 20& meeting as well as provided guidance in valuing the item (1) plan amendrtient @) is
prescribed and therefore the resulting economic assumptions will be different than those assumed by the L
Board of Actuaries for funding taulations

For FY 2017 and Beyond

In the current fiscal climate it is difficult to predict changes for any particular year. Over thepoexhing
fiscal year the potential benefit changes with respect to the MRF include:

1) Further BRS legislative refimeents

2) Formal promulgation of BR&lated DoD policy;

3y Budget Constraints (i.e., O0Sequestrationo);
4) Expansion of the SSIA;

5) Concurrent Receipt/DIC enhancements; and

6) Refinements to theortality improvement scal@ised to project death rajes
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OACT will propose updateto the actuarial assumptionanderlying the valuation of the MRS to more
accurately reflect emerging plan experieasechanges are implemented

PERFORMANCE MEASURES

During FY 2016 and 2015, MRF made monthly disbursements to approximate8 r2illion retirees and
annuitants

There are many ways to measure pleeformanceof a pension planTable 3 depicts a few common measures,
specifically 1)Percentrunded, 2) Assab-Annuitant Liability Ratio, and 3) Effective Fund Yield. The last t
years are showon the following page

TABLE 3
MILITARY RETIREMENT SYSTEM
PERFORMANCE MEASURES

Assetto-

Annuitant
As of Percent Liability Effective

Sept. 30, Funded Ratio Fund Yield

2016 44.3% 71.8%0 2.3%
2015 38.5 63.6 1.8
2014 34.9 57.9 3.2
2013 31.8 53.5 3.1
2012 29.0 49.2 2.9
2011 27.3 46.2 4.9
2010 25.6 43.2 3.2
2009 23.7 38.6 1.0
2008 22.0 35.4 6.2
2007 21.3 34.2 4.7
2006 21.6 34.5 5.9
2005 22.2 35.3 55

NOTES

- Percentrunded computed as total asgétsm Balance Sheetd actuarial accrued liability

- Assetto-Annuitant Liability Ratio computed as total asgdtem Balance Sheetp present value of
future benefits fothe annuitant population.

- Effective Fund Yield is the approximate fund yield over the course of the associated fiscal year.

- The MRF is invested solely intragovernmental U.S. Treasury securiti@ih constaints to hold securities until
maturityand invest with the primary objecéwof meeting the cash flow needs of the Fufiderefore, the above
measureshould be used witbaution when compared with other retirement fuadg cited in the appropriate
context.

13



Management 6s Discussion and Analysis

PROJECTED LONG-TERM HEALTH OF THE FUND

The projected longerm tealth ofthe MRF is adequate due to the fact that it has three different sources of
funding. The first two sources are appropriated funds:

1) Annual payments from Treasury to amortize the unfunded liability and pay the normal cost of th
concurrent receigtenefits; and
2) Monthly normal cost payments from the Services to pay for the cyrrerd r s 6cost.er vi c e

The third source of fundingarnings on investments, projected to be an increasing contribution to the MRF
due to an increasing fund balancell three of these sources can be considered secure sources of funding
backedby thefull faith and crediof the U.S. Government.

MRF investment policy mandates that securities will be held to maturity.  Occasionally, howeve
securities inte portfolio are liquidated prior to their stated maturity date. MRF has the authority to sell al
or part of a security early to meet cash flow/benefit payment requirements. Historically, MRF holc
cash in overnight securities inan amot e qu a | to 110% of t Dueng FYs 20050 wi
and 208, all securities were held to maturity.

Unified Budget of the Federal Government

The MRF was created inside the Unified Budget of the federal government for the monies of the MRS
three sources of fund income are intragovernmental transactions consisting of transfers from c
government account to another. The only transactions in a particuladiyegty affectingthe deficit of the
Unified Budget are thospassingi n or out of the government, such
payments (Aout o). These intragovernment al tran
direct effect on the deficit. Just as in the qaayou-go mehod, the only transactions directly affect the
deficit in the retirement system accounting process are payments to retirees and survivors (i
outlays/payments). The purchase of securities by the Fund does increase the national debt, specifically
portion of the debt held by the governmérthe portion held by the public does not change. See Figare 1
the following page
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FIGURE 1
UNIFIED BUDGET
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However, funding does have an effect on the DoD budget. With the normal cost payments (except
Concurrent Receipt) included in the DoD budget, policymakers now consider the impatarenrétirement
costs when they make manpower decisions, which could haignificant impact on future federal budgets.
For example, if a decision were made today to double the size of the active duty and reserve forces, the [
budget would automatitig have an immediate increase in retirement obligations. Under thaspau-go
system, the retirement expenses would not necessarily be considered in the initial decision since they would
show up for 20 years

The fact that MRF costs are fully magnized in advance provides greater benefit security over the long term.
Also, when there is a retirement fund, the MRS is not as dependent on obtaining the necessary appropria
from Congress each year in order to pay benefits for that year. Thisamade additional benefit security. As
such, the existence of the Fund promotes .a measu

20-Year Projection

Table 4(on the following pagepresents a projection of contributions to and disbursementstiie MRF. It
includes the dollar amounts agpearcentagef payroll. The Fund is projected to remain solvent over the 20
year projection period. Further, as long as the funding sources continue making the required payments to
MRF in a timely faslon, the Fund is projected to remain solvent well beyond thgea0 projection horizan

The following pojections were made for FX016:

1 Basic pay for FY2016 was projected to bes3.3 billion.
1 Normal cost payments were projected to Bé3billion.
1 The unfunded liability amortization payment was projected to93®illion.
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1 Investment income was projected to [38.% billion.
1 Fund disbursements for FX016 were projected to be $5 billion.

TABLE 4
MILITARY RETIREMENT SYSTEM
PROJECTED FLOW OF PLAN ASSETS
(In Billions of Dollars and as a Proportion of Payroll)

Fiscal Basic Normal Cost Amortization of Investment Fund Fund Balance
Year Payroll Payments Unfunded Liability Income Disbursements End of Year

2017 $63.4  $24.6 (0.389) $81.2 (1.281)  $39.4 (0.62) $58.6 (0.929 $770.4 (12.15
2018 $69.7  $27.5 (0.395) $83.8 (1.202)  $44.2 (0.639 $59.9 (0.859 $866.1 (12.429
2019 $72.7  $28.5 (0.392) $85.8 (1.180)  $49.3 (0.678 $61.6 (0.847) $968.1 (13.315
2020 $76.2  $29.6 (0.389) $88.6 (1.162)  $54.8 (0.719 $63.4 (0.83)  $1,077.8 (14.149
2021 $79.6  $30.7 (0.386) $91.4 (1.148)  $60.7 (0.762 $65.2 (0.819  $1,195.4 (15.009

2022 $83.2  $31.9 (0.383) $94.4 (1.135)  $67.0 (0.80§ $67.2 (0.803  $1,321.6 (15.883
2023 $87.0  $33.1 (0.380) $97.5 (1.120)  $73.8 (0.848 $69.3 (0.799  $1,456.7 (16.74Q
2024 $91.0  $34.3 (0.378)  $100.7 (1.107)  $81.1 (0.89) $717 (0.789  $1601.0 (17.60)
2025 $94.8  $355 (0.375)  $103.9 (1.096)  $88.8 (0.939 $74.3 (0.784  $1,755.0 (18.509
2026 $98.7  $36.7 (0.372)  $107.3 (1.087)  $97.0 (0.983 $76.8 (0.779  $1,919.2 (19.44Q

2027  $102.7  $38.0 (0.370)  -$13.2 (0.128)  $99.3 (0.967) $79.4 (0.773  $1,9639 (19.119
2028  $106.9  $39.2 (0.367)  -$13.6 (0.127)  $101.6 (0.95) $81.9 (0.767  $2,009.2 (18.803
2029  $111.1  $405 (0.364)  -$14.0 (0.126)  $103.9 (0.939 $84.5 (0.760  $2,055.1 (18.49)
2030  $1156  $41.8 (0.362)  -$145 (0.125)  $106.3 (0.920 $87.1 (0.753  $2,101.6 (18.183
2031  $120.2  $43.2 (0.360) $9.6 (0.080)  $110.0 (0.915 $89.7 (0.746  $2,1747 (18.099

2032  $125.0  $44.7 (0.357) $19.7 (0.158)  $114.3 (0.915 $92.3 (0.739  $2,261.1 (18.093
2033  $130.0  $46.2 (0.356) $20.3 (0.157)  $118.9 (0.915 $95.1 (0.73)  $2,3515 (18.093
2034  $135.2  $47.9 (0.354) $21.0 (0.155) $123.6 (0.919 $97.8 (0723  $2,446.2 (18.09)
2035  $140.8  $49.6 (0.353) $21.7 (0.154) $128.6 (0.914  $100.3 (0.713  $2,545.8 (18.087
2036  $146.4  $51.4 (0.351) $11.1 (0.076)  $133.3 (0.91)  $103.0 (0.709  $2,638.7 (18.030

Notes

- The preceding projeéions assume a loAgrm 525% interest rate each year

- The projections will vary in the sher@rm depending on the actual economic experience

- Note that theaboveprojection is based on FX015 MRF methods and assumptidios fundingpurposesanddoes not reflect the

BRS Il ump sum provision because DoD6és policy for caleulatin
determined as of the time of this projection

- The above Fund Disbursements do not include the efféddDAA 2011 (retired pay datehangé.

Expected Problems

There are no foreseen major problems with respec
Discussion and Analysis.
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Investments

FIGURE 2
INVESTMENTS

Figure 2 depicts the va (par, net of unamortized discount/premium)
of investment bldings as of September 30, 201

Management Oversight

The Fund receives management oversight from the DoD Investment Board established in September 2(
The members of the Investment Boank the Director, DFAS; the Deputy CFO, OUSD(C); and a senior
military member. The Investment Board meets twice each fiscal year to consider investment objective
policies, performance, and strategies with the goal of maximizing MRF's investment incidmelnvestment
Board reviews MRF's law and Department of Treasury guidelines to ensure MRF complies with broad poli
guidance and public law. At the SeptemBé&r 2015 meeting, the Investment Board approved the 2016
investments recommended by thedatment Advisory Committee (a group of military reservists whose civilian
expertise is investing).

Anticipated Changes between the Expected and Actual Investment Rate of Return

The past decade has seen increased volatility in interest rates andneayligys, increasing deficits, volatility

in the markets with regard to energy prices, elevated states of international conflict, increasing sovereign d
levels, unusual central banking monetary policy, and slow economic growth. These items haveabsgsta c

in the ongoing discussion of implementing strong U.S. fiscal control and monetary policy among politicians
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Active political management of the U.S. debt and annual deficit may create an opportunity to purchase Treas
market securities at higheates of interest in the future. Conversely, uneasy equity markets tend to pusl
participants toward government securities causing downward pressure on interest rates. There has also b
movement among private sector firms to increase pension plastingnts in lower risk securities, driven in
part by an area of modern corporate financial theory known as financial econoniibe. current MRF
investment strategy is to maintain a portfolio allocation of ¥ U.S. Treasury InflatieRrotected
Securites (TIPS) to partially hedge against any future inflation.

The Fund receives investment income from a variety of U.S. Treldsised instruments such as bills, notes,
bonds and overnight investment certificates. U.S. Treasury bills aretstrorsecuties with maturities of less
than one year issued at a discount. U.S. Treasury notes are intermediate securities with maturities of one t
years. U.S. Treasury bonds are ldagn debt instruments with maturities of greater than ten years. Owuernigh
certificates are interesbased market securities purchased from the U.S. Treasuryimgate next business

day and accrue interest based on the Federal Reserve Bank of New York survey of Reserve repurcl
agreement rates.

The Fund also invests inlHS. TIPS ardfixed-rate instruments designed to protect against inflatioth the
principal amount indexed to the CPI by adjusting the CPI at issuance to the curred{sGRflation increases,
so does the principal amount
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FINANCIAL PERFORMANCE OVERVIEW

Financial Data

Table 5 presentsignificant changes in theomparative financial statement information for the MRF
TABLE 5

MILITARY RETIREMENT FUND

ANALYSIS OF FINANCIAL STATEMENTS
For the Years Ended September 301@@nd 205

(% in Thousands) 2016 2015
BALANCE SHEETS

Difference %
Increase / (Decrease) Change

Intragovernmental

Fund Balance with Treasur $368,385 $30,818 $337,567 1,09%%
Investments $659,517,887 $600,462,119 $59,055,768 10%
Accounts Receivable, Net $129,154 $91,709 $37,445 41%

Liabilities Not Covered by

Budgetary Resources $906,111,820 $1037,222,B8 ($131,110,318 (13%)
STATEMENTSOF NET
COST
Net Cost of Operations ($132,003,60% ($57,445,318 ($74,558,28% (130%)

BALANCE SHEETS

-Fund Balance with Treasurlfund Balance with Treasury increas&8%.6million (1,09%%), primarily due to the Military Retirement payment for
October 2016 being paid in September 2016, as the normal payment date fell on a weekend. The estimated amount was|di4. @ridifli$4.4

billion was disbursed. The remaining $28#lion was disbursed on the next business day. There was no early payment at fiscal yearend 2015.
- Intragovernmentabecurities, Nelnvestments:Total Intragovernmental Securities, Net Investments increased Bilion (10%), primarily due

to theMRF purchase of $65.3 billion in additional securities. The increase is due to normal growth in the MRF from U.S. Trdadilitpry

Services contributions. The annual investment of these funds has a cumulative effect with an expectation thatlavestedvill continue

growing to cover future benefits.

-Accounts Receivable, NefNonfederal Accounts Receivable increased 3¥.8million (41%), primarily due to changes in the collection policy for
Combat Related Special Compensati@oncurrent Redpt Disability Pay Debt. The Office of General Counsel has changed their opinion, allowing
DFAS to attempt to collect overpayments from disabled veterans. As a result, an additional $35.1 million in overpayenestsrded as

receivable.

- Liabilities Not Covered by Budgetary ResourcEetal Liabilities Not Covered by Budgetary Resources decreak#t Hillion (13%). The

change is attributable to a decrease of $72.6 billion in Military Retirement and Other Federal Employment Benefitscerateanf $65.3 billion

in investments received in FY 2016 and available to pay future benefits. Overall, the benefit liabilities did not ordsee=amount covered by
budgetary resources. See Note 4, Investments, and Note 7, Military RetiremeitsBeweOther Federal Employment Benefits for additional
information about these changes.

-Military Retirement Benefits and Other Federal Employment Bendfits present value of the Military Retirement and Other Federal Employment
Benefits liability deceased $72.6 billion (5%). The expected actuarial liability increased $37.2 billion from normal cost and interest ebstg, offs
benefit payments. The actuarial assumption changes decreased $61.2 billion, primarily due to updated factors usedgmetisssiongevity

and a reduction in the lorigrm economic assumptions related to requirements prescribed by Statement of Federal Financial Accounting Standard:
(SFFAS) 33. In addition, there was an experience gain (i.e., decrease to the lial#®y)obillion reflecting other economic and demographic
experience being different than assumed, and a plan amendment gain of $18.7 billion reflectind3leadediRetirementSystem statutory
provisions. The residual gain of $4.3 hillion is a resfithe October 2016 retired pay distribution being paid in September 2016 as October 1, 2016
fell on a Saturday.

STATEMENTS OF NET COST

- Net Cost of Operationghe Net Cost of Operations decreas&d.$billion (130%), primarily from recording changen the actuarial liability.

The actuarial assumption changes decreased Net Cost of Operations $61.2 billion, primarily due to updated factors siseagmetieze

longevity and a reduction in the lohgrm economic assumptions related to requirdsnprescribed by Statement of Federal Financial Accounting
Standards (SFFAS) 33. In addition, there was an experience gain (i.e., decrease to the Net Cost of Operations) ioh$%25&chilg other

economic and demographic experience being diffetent assumed, and a plan amendment gain of $18.7 billion reflecting the new blended
retirement system statutory provisions. These decreases to the Net Cost of Operations were offset by the increadéarf $8mzbrmal cost

and interest costs, fskt by benefit payments. In addition, the residual gain of $4.3 billion is a result of the October 2016 retired pajodistrib
being paid in September 2016 as October 1, 2016 fell on a Saturday.
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FIGURE 3
TOTAL ASSETS

Figure 3 depicts the value of mifjcantassets as of September 30,201

Assets

Assets of $60 billion shown in Figure 3 represent amounts that the MRF owns and manages. Assets increas
$59.4 billion, or 10%, from the end of FY2015 to the end of FY 204 This increase is attributib to
purchasing new investments o633 billion with funds received from the U.S. Treasury payments, Service
contributions, and interest received. The net increase in investments is related to expected normal growtl
cover unfunded portions of futurailitary retirement benefits. Funds not needed to pay current benefits are

invested in U.S. Treasury securities or invested in overnight securities, as necessary, to make future ber
payments.
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FIGURE 4
TOTAL LIABILITIES

Figure 4 depicts #hvalue of significant liabties as of September 30, 201

Liabilities

Liabilities of $15 trillion shown in Figure 4 represent liabilities related to military retirement pension benefits.
The liabilities of the MRF primarily consist of actuarial ligtyi for future benefit payments. Liabilities
decreased &.6 billion, 54% from the end of ¥ 2015 to the end of FY 204. This decease is attributable to
thedecrease in the actuarial liability.

The MRFmanagemernis confident it h e  Fabilitydddmeeet its financial obligations. Of the $rillion in
liabilities, approximately $84 billion (39%) is covered primarily by investments in U.S. Treasury securities
(Figure 5). While the liability presents a negative financial position, the majorith@funfunded portion will
come from annual appropriations external to DoD ensuring benefits are paid regardless of available assets.
initial unfunded actuarial liability, $529 billion in 1984, is being amortized over 42 years and is expected to k
fully funded through U.S. Treasury contributions by FY 2026. The current investments, the interest received
the investments, and the amortization of the initial liability will provide sufficient funds to cover the financial
obligations of the MRF.
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FIGURE 5
FUNDED AND UNFUNDED LIABILITIES

Figure5 depicts the September 30, Bphreakout of liabilities between
those that are covered by budgetary resources and those that are not.

MANAGEMENT ASSURANCES

Agencies are required to provide certain aasces as to the status and effectiveness of the internal controls an
financial management systems that support the preparation of the financial statements. In the context of
MRF Management 6s Discussion and An adishtive definitioD af Bn e
Agency. Beginning with FY 2006, as directed in Office of Management and Budget (OMB) Cireliz8, A
Management 6 s Res pons i AppehdixtAynternad ContiolroveeRinanaidl Re@ootingher o |
24 CFO Act agenes (including DoD), are required to provide a separate assessment of the effectiveness of 1
internal controls over financial reporting as a subset of the overall Federal Managers Financial Integrity A
(FMFIA) assurance statemenCurrently, the Deferes Finance and Accounting Service (DFAS) and the DoD
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Office of the Actuary (OACT) provide Statements of Assurance for systems and controls relied upon in the d
to day operation of MRFAdditionally, an overarching MRF Statement of Assurance was issudtvf@016

by the Management Control Senior Responsible Offiaiatli Chair Additionally, an overarching MRF
Statement of Assurance was issued for FY 2016 by the Management Control Senior Responsible Official ¢
Chair, MRF Financial Management Committeérocedurehave beerestablished to ensure adherence to the
overarching statutory requirements of OMB-02, "Audit Requirements and Federal Financial Statements"
(defining requirements for conducting and submitting FMFIA assessments and reports) and -QR83 A
"Management's Responsibility for Internal Control" (defining management's accountability for internal contrc
in Federal agencies)

During 2056, DFAS and OACTdetermined that theesponsibleMRF functions haveeffective internal controls

to supporteffective and efficient programmatic operations and reliable financial reporting. ROGY, the
service providersmplemented corrective actions to become substantially compliant with applicable laws an
regulations (FMFIA 8 2). The current financialamagement system conforms to financial systems
requirements and is substantially FMFIA compliant.

Under the current management arrangemBRAS and OACT areresponsible foappropriatelyestablishing

and maintaining effective internal control and finahananagement systenmseetingthe objectives of the
FMFIA, subject to MRF operationThey conducteda functionalassessment of the effectiveness of internal
control over the effectiveness and efficiency of operations and compliance with applicabledaeguations

in accordance with OMB Circular -A23, Management's Responsibility for Internal ContBdsed on the
results of this evaluation, theervice providersan assure that MRF caprovide reasonable assurance that
internal controls over the effeeeness and efficiency of operations and compliance with applicable laws and
regulations for FY2016 were operating effectively and no material weaknesses were found in the design ¢
operation of the internal controls.

Additionally under he current maagement process, DFA&nd OACT conducted assessmentf the
effectiveness of internal control over financial reportingluding safeguarding of assets and compliance with
applicable laws and regulations, in accordance with the requirements of Appenti®MB Circular A123.
Based on the results dfieseevaluatios, DFAS and OACT can assure that MRF caprovide reasonable
assurance that its internal control over financial reporting 8% Qfuarter, FY 206 wereoperating effectively

and no material waknesses were found in the design or operation of the internal control over financia
reporting.

IMPROPER PAYMENTS INFORMATION ACT OF 2002 (PUBLIC LAW NO. 107 -300)

The MRF public accounts receivalfleet of Allowance for Estimated Uncollectible$129.2 million, consists
mostly of improper payments to deceased retirees and survivors.equates tdess than 0.02% of thetad
assets and approximately G2f the annual incurred benefit outlays.

The Improper Payments Information Act of 2002, as imgleted by OMB Circular A23, Appendix C,
Requirements for Effective Measurement and Remediation of Improper Payments, requires Federal agencie
review all programs and activities annually and identify those that may be susceptible to significanusrrone
payments (i.e., programs with erroneous payments exceeding both $10 million and 2.5% of program paymer
The terms improper and erroneous are used interchangeably. An improper payment occurs when the fund
to the wrong recipient, the recipierdceives the incorrect amount of funds, or the recipient receives payment
for an ineligible service. Improper payments also include duplicate payments and payments for services
received.
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Based on the individual assurances from DFAS and OAG& MR F &risk assessmenaddresss the
effectiveness of internal controls in place to prevent improper payments (such as prepayment reviews) as \
as system weaknesses identified internally or b
percenagesare extremely low, numerous preand posfpayment controls further minimize and eliminate
improper payments.

Payments to deceased retirees continue to be the highest risk for improper payments in military retired pay.
certain situations, payment tteceased retirees is unavoidable due to payment cycle dates and the fact th
notifying a payroll activity is not likely to be the first actionfornettk i n at t he ti me of
review of confirmed payments to deceasetitees in FY2008 indicatedhe Department recovered 96% of the
overpayment amounts within 60 days, demonstrating the effectiveness of controls within the retired pay syst
once a retireeds death confirmation is received

T he MEORtDIprocesses to prevent, identify, and reduce overpayments to deceased retirees include a s
of periodic eligibility notifications, early detection data mining efforts, and partnerships with other Federal an
state entities. The MRF takes a poibae approach, routinely comparing retired and annuity payroll master file

dat abases to Soci al Security Administration fdec
Of fice of Personnel Management dcengparisomieale also cbnelucted
with the VAOGOs cemetery database files and with i

retiree and annuitant populations. Retirees identified as deceased in these comparisons must validate
continued eligibility, or the accounts are suspended.

Certifying officer legislation holds certifying and disbursing officers accountable for government funds. Ir
accordance with section 2773a of title 10, U.S.C., pecuniary liability attaches automaticafiythere is a
fiscal irregularity, i.e., (1) a physical loss of cash, vouchers, negotiable instruments, or supporting documents
(2) an improper payment. Efforts to recover from a recipient must be undertaken in accordance with the d
collection pocedures in Volume V, Chapters 29 and 30, of the DoD Financial Management Regulation.

LIMITATIONS OF THE FINANCIAL STATEMENTS

These financial statements have been prepared to report the financial position and results of operations for
MRF pursuant tdhe requirements of the Chief Financial Officers Act (CFO) of 1990. While the statements
have been prepared from the books and records of MRF in accordance with the generally accepted accour
principles for federal entities and formats prescribed MBOthe statements are in addition to the financial
statements used to monitor and control budgetary resources that are prepared from the same books and re«
These statements should be read with the realization that they are for a component of @avéli8nent, a
sovereign entity. Unfunded liabilities reported in the financial statements cannot be liquidated without tt
enactment of an appropriation.
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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
4800 MARK CENTER DRIVE

ALEXANDRIA, VIRGINIA 223501500

MNovember 7, 2016

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE (COMFTROLLER)/
CHIEF FINANCIAL OFFICER, DOD
UNDER SECEETARY OF DEFENSE FOR FERSONMEL
ANMND READINESS
DIRECTOR, DEFENSE FINANCE AND ACCOUNTING SERVICE

SUBJECT: Independent Auditor’s Report on the DoD Military Retirement Fund FY 2016
and FY 2015 Basic Financial Statements
(Project No. D2016-DO00FP-0095.000, Report No. DODIG-2017-013)

We contracted with the independent public accounting firm of Kearney &

Company to audit the financial statements of the Military Retirement Fund as of
September 30, 2016, and 2015, and for the yvears then ended. Under the contract
Kearney & Company was also required to provide a report on internal controls over
financial reporting and compliance with laws and regulations. The contract required
that Kearney & Company conduct the andit in accordance with U.S. generally accepted
government auditing standards [GAGAS), Office of Management and Budget andit
guidance, and the Government Accountability Office/President’s Council on Integrity
and Efficiency, “Financial Audit Manual,” Kearney & Company's Independent Auditor's
Reports are attached.

Kearney & Company's audit resulted in an unmodified opinion. Kearney & Company
concluded that the Military Retirement Fund Basic Financial Statements as of
September 30, 2016, and 2015, and for the vears then ended are presented fairly. in
all material respects, in conformity with 10.5. generally accepted accounting principles.
Kearney & Company's separate report on “Internal Control Over Financial Reporting
and Compliance With Laws, Regulations, Contracts, and Grant Agreements,” did not
identify any material weaknesses or significant deficiencies related to Military
Retirement Fund internal controls over financial reporting or any instances of
noncompliance with laws, regulations, contracts or grant agreements.
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In connection with the contract, we reviewed Kearney & Company's reports and

related documentation and discussed the audit results with Kearney & Company
representatives. Jur review, as differentiated from an audit in accordance with GAGAS,
was not intended to enable us to express, and we do not express, an opinion on the
Military Retirement Fund financial statements, conclusions about the effectiveness of
internal controls, conclusions as to whether the Military Retirement Fund's financial
systems substantially complied with the “Federal Financial Management Improvement
Act of 1996," or conclusions on whether the Military Retirement Fund complisd with
laws and regulations. Kearney & Company is responsible for the attached reports,
dated November 7, 2016, and the conclusions expressed in these reports. However, our
review disclosed no instances where Kearney & Company did not comply, in all material
respects, with GAGAS.

We appreciate the courtesies extended to the staff. Please direct questions to me at
[703] 601-5945,

Lorin T. Venable, CPA
Assistant Inspector General
Financial Management and Reporting

Attachments: As stated
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1701 Duks Streat, Seiie 500, Alexmdna, VA X314
PH: 703531 5600, F3{: 703.931 3633, www keameyoo.com

INDEPENDENT AUDITOR'S REFORT

Te:

The Under Secretary of Defense (Comptroller)/Deputy Chief Financial Officer
The Under Secretary of Defense for Personnel and Readiness

The Assistant Inspector General for Fimancial Management and Reporting

Report on the Financial Statements

We have andited the accompanying financial statements of the Military Retirement Fumd (MEF),
which comprise the balance sheets as of September 30, 2016 and 2015, the related Statements of
Net Cost and Changes in Net Position, and the combined Statements ufBudgetaranmm
(hereinafter referred to as the “financial statements™) for the years then ended. as well as the
related notes to the 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
mcludes the design implementation, and mantenance of nternal control relevant to the
preparation and fair presentation of finaneial statements that are free from material
misstatement, whether due to fraud or error.

Anditor’s Responsibility

Ohur responsibility is to express an opinion on these financial statements based on our audits. We
conducted our andits m accordance with anditing standards generally accepted m the United
States of Amenica; the standards applicable to financial andits contaimed in Government Anditing
Standards, issued by the Comptroller General of the United States; and Office of Management
and Budget (OMB) Bulletin No. 15-02, Audit Requirements for Federal Financial Statements.
Those standards and OMB Bulletin No. 15-02 require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free from material
musstatement.

An andit involves performing procedures to obtam audit evidence about the amounts and
disclosures in the financial statements. The procedures selected depend on the auditor’s
judgment, including the assessment of the nisks of matenial misstatement of the financial
statements whether due to frand or emmor. In making those nsk assessments. the anditor
considers internal confrol relevant to the entity’s preparation and fair presentation of the financial
statements in order to design andit 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 opmion. An audit also inchudes evaluating the appropriateness
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of accounting policies used and the reascnableness 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 15 sufficient and appropriate to provide a
basis for our andit opimion.

Opinion

In our opimion, the financial statements referred to above present fairly, in all material respects,
the financial position of the MREF as of September 30, 2016 and 2015, as well as its net cost of
operations. changes in net position, and budgetary resources for the years then ended in
accordance with accounting prineiples generally accepted in the United States of America.

Other Matters
Regquired Supplementary Information

Accounting principles generally accepted m the United States of America require that the
Management’s Discussion and Analysis, (heremafter referred to as the “required supplementary
information™) be presented to supplement the financial statements. Such information, although
not a part of the financial statements, is required by OMB and the Federal Accounting Standards
Advisory Board (FASAB), who consider it to be an essential part of finamcial reporting for
placing the financial statements in an appropriate operational, economic, of 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 Amenca, which
consisted of inquines of management about the methods of prepanng the information and
comparing it for consistency with management’s responses to our inguiries, the financial
statements, and other knowledge we obtained during our audits of the financial statements. We
do not express an opinion or provide amy assurance on the information becanse the hmited
procedures do not provide us with sufficient evidence to express an opinion or provide any
ASSUTANCE.

Other Information

Chur andits were conducted for the purpose of forming an opinion on the financial statements
taken as a whole. Other mformation is presented for purposes of additional analysis and 1s not a
requured part of the financial statements. Such mformation has not been subjected to the auditmg
procedures applied in the audits of the financial statements; accordingly, we do not express an
opinion of provide any assurance om it.
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Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards and OMB Bulletin No. 15-02, we have also
1ssued reports, dated November 7, 2016, on our consideration of the MEF's internal control over
financial reporting and on our tests of the MEF s compliance with provisions of applicable laws,
regulations, contracts, and grant agreements, as well as other matters for the year ended

September 30, 2016. The purpose of that report is to descnbe the scope of our testing of mfernal
control over financial reporting and compliance and the results of that testing and not to provide
an opinion on internal control over financial reporting or on compliance and other matters. That
report is an integral part of an audit performed in acc ordance with Government Auditing

Standards and OMB Bulletin No. 15-02 and should be considered in assessmg the results of our

andits.
Kawaitsy vy
9 .

November 7, 2016
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1700 Druks Stooat, Seits 500, Aloxamdia WA X114
PH: 703531 55600, FX- 703.931 3655, warw keameyoo.com

INDEPENDENT AUDITOR'S REPORT ON INTERNAL CONTROL OVER
FINANCIAL REPORTING AND COMPLIANCE WITH LAWS, REGULATIONS,
CONTRACTS, AND GRANT AGREEMENTS

To:

The Under Secretary of Defense (Compiroller)/Deputy Chief Financial Officer
The Under Secretary of Defense for Personnel and Readiness

The Assistant Inspector General for Fimancial Management and Reporting

We have audited the financial statements of the Military Retirement Fund (MEF) as of and for
the year ended September 30, 2016, and we have 1ssued our report thereon dated November 7,
2016. We conducted our audit in accordance with anditing standards generally acceptad m the
United States of America; the standards applicable to financial andits contained in Government
Auditing Standards, issued by the Comptroller General of the United States; and Office of
Management and Budget (OMB) Bulletin No. 13-02, Audit Requirements for Federal Financial
Stafements.

Internal Control over Financial Reporting

In planning and performing our audit of the financial statements, we considered the MEF's
internal control over financial reporting (internal control) to determine the andit procedures that
are appropriate in the circumstances for the purpose of expressing our opinion on the financial
statements, but not for the purpose of expressing an opinion on the effectiveness of the MBF's
infernal control. Accordingly, we do not express an opinion on the effectiveness of the MEF s
infernal control. We linited our internal control testing to those controls necessary to achieve
the objectives descnibed in OMB Bulletin No. 15-02. We did not test all internal controls
relevant to operating objectives as broadly defined by the Federal Managers’ Financial Integrity
Act of 1982 (FMFLA), such as those contrels relevant to ensuring efficient operations.

A deficiency in mternal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned fimctions, to
prevent or detect and comrect misstatements on a timely basis. A material weakness is a
deficiency. or combination of deficiencies, In internal contrel, such that there 1s a reasonable
possibility that a material misstatement of the entity’s financial statements will not be prevented
of detected and comrected on a timely basis. A significant deficiency is a deficiency, or
combination of deficiencies, in internal control that is less severe than a material weakness, yet
Important enough to mert attention by those charged with govemnance.

O consideration of internal control was for the linuted purpose described in the first paragraph
of this section and was not designed to identify all deficiencies in intemal control that might be
maternal weaknesses or sigmificant deficiencies; therefore, matenial weaknesses or significant
deficiencies may exist that were not identified Given these limitations, during our audit, we did
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not identify any deficiencies in internal control that we consider to be matenial weakmesses.
However, matenial weaknesses may exist that have not been identified

We noted certain additional matters involving internal control over financial reporting that we
will report to the MPF"s management in a separate letter.

Compliance with Applicable Provisions of Laws, Regulations, Contracts, and Grant
Agreements

As part of obtaining reasonable assurance about whether the MBEs financial statements are free
from material misstatement, we performed tests of its comphiance with provisions of applicable
laws, regulations, contracts, and prant agreements, noncompliance with which could have a
direct and matenial effect on the determination of financial statement amounts, as well as
provisions referred to in Section 803 (a) of the Federal Financial Management Improvement Act
of 1906 (FFMIA). We linted our tests of compliance to these provisions and did not test
compliance with all laws, regulations. confracts, and grant agreements applicable to the MEF.
Providing an opinion on compliance with those provisions was not an objective of our audit;
accordingly, we do not express such an opinion. The results of our tests disclosed no mstances
of noncompliance or other matters that are required to be reported under Government Auditing
Standards or OMB Bulletin No. 15-02.

The results of our tests of complhiance with FFMIA disclosed no instances in which the MBE"s
financial management systems did not comply substantially with the Federal financial
management systems requirements. applicable Federal accounting standards, and application of
the United States Standard General Ledger (USSGL) at the transaction level.

Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of intermal control and
compliance and the results of that testing and not to provide an opinion on the effectiveness of
the MRFs internal contrel or compliance. This report is an integral part of an audit performed in
accordance with Government Audifing Standards and OMB Bulletin No. 15-02 in considering
the entity’s internal control and compliance. Accordingly, this commmumication 1s not surtable for
any other purpose.

Romsery Er ]

Al iria, Virgini
Movember 7, 2016
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The accompaying notes are an integral part of these statements.
Please see Indepene nt Audi tor 69. Report on page 2

















































































