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Chapter I

Background and Overview of South Carolina's
Pensions

Audit Objectives Members of the General Assembly asked the Legislative Audit Council to
review the operations of South Carolina's state-adrninistered pension funds,
including the Retirement System Investment Commission (RSIC), the Public
Employee Benefit Authority (PEBA), and the State Budget and Control
Board (B&CB).

Our audit objectives were to:

. Document the legal history of South Carolina's public pensions.

. Document the accounting standards for pension funds.

. Evaluate the historical and projected contributions, investment returns, and
funded status regarding South Carolina's public pensions.

. Evaluate the methods used to calculate the funded status of South
Carolina's public pensions.

. Evaluate the changing asset allocations in South Carolina's public pension
funds.

. Determine the internal controls used to ensure the reliability of the data
reported and used by South Carolina's public pensions.

. Determine the extent to which the operations of South Carolina's public
pensions are transparent to the public.

. Determine the potential for conflicts of interest in the operation of South
Carolina's public pensions.

. Compare South Carolina's public pensions with those in other states.
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Ghapter I
Background and Overview of South Garollna's Pensions

Scope and
Methodology

The period of our review included primarily FY 04-05 through FY l3-14,
with limited consideration of other periods. Information used in this report
was obtained from a variety of sources including:

. Federal and state laws and regulations.

. RSIC, PEBA, and B&CB policies, directives, and guidelines.

. Corporate and government accounting standards.

. Actuarial standards.

. Financial repor-ts.

. Actuarial reports.

. lnvestment consultant reports.

. Contracts.

. Interviews with staff at PEBA, RSIC, B&CB, the Office of the
Comptroller General, and the Office of the State Treasurer.

. Securities and Exchange Commission reports.

. United States Treasury reports.

. Federal Reserve repofts.

. Finance and economics research.

. Public pensions in other states.

. Bond credit ratings agencies.

The criteria used to measure performance included corporate and government
accounting standards, actuarial standards, bond credit rating agencies,
financial economists, federal and state laws and regulations, and agency
policies.

During our review, we requested a copy of a PEBA legal opinion on whether
its projected payment schedule for paying off the unfunded liability exceeds
the maximum time period specified in the S.C. Code of Law. Vy'e were
denied access due to attorney-client privilege and PEBA did not agree to
waive this privilege. As a result, the scope of our review was limited in this
afea.

Vy'e assessed internal controls in reviewing the PEBA and RSIC data. We
also reviewed the reliability of the data from those agencies and found
limitations that are inherent in the valuation of ceftain assets.

Based on our audit objectives, we believe that the evidence obtained provides
a reasonable basis for our findings and conclusiolrs.

The LAC did not review the S.C. Other Post Employment Benefit plan.
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Chapter I
Background and Ovorviow of South Carollna's Penslons

General
Description of
Pension Plans

Overuiew ot
South Carolina's
State-Administered
Plans

There are two general types ofpension plans - defined-benefit plans and
defi ned-contribution plans.

Defined-Benefit Plan
Under a defined-benefit plan, the employer agrees to pay the employee a
definite benefit upon retirement. The plan administrator invests the
contributions made to the plan. Each employee's retirement benefit is
determined by a calculation that takes into consideration the individual's
salary, years of employment, and other factors while a member of the plan.

Defined-Gontri bution Plan
Under a defined-contribution plan, there is no guaranteed benefit. Each
employee is responsible for choosing the investments for his or her pool of
funds, maintained in an individual account. The future benefit to the
employee is equal to the account's contributions and investment earnings.

The state's five defined-benefit pension plans are:

. S.C. Retirement System (SCRS)

. Police Offîcers Retirement System (PORS)

. General Assembly Retirement System (GARS)

. Judges and Solicitors Retirement System (JSRS)

. S.C. National Guard (SCNG)

The state's defined-contribution plans are:

. Optional Retirement Program (ORP)

. Deferred Compensation Program

Public employees are required to participate in one of the five defined-benefit
plans (membership based on employment) or the Optional Retirement
Program, unless they are exempt. Participation in the Deferred Compensation
Program is voluntary.
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Chapter 1

Background and Overview of South Carollna's Penslons

The state-administered pension plans serve the following employers - state
agencies, institutions ofhigher education, public school districts, and other
employers covered by separate agreement. Other employers may include a
county, municipality, or other political subdivision of the State, a service
organization, and any nonprofit corporation created under the provision of
Chapter 35 of Title 33, for the purpose of supplying water and sewer, in its
discretion. A more complete description of the pension plans is available in
Appendix.B. Below is a summary of the ernployers and contributing
membership of the two largest pension plans.

Table 1.1: SCRS Summary
of Gontributing
Membership Data

lncludes ORP participanls (portion of employer contribution goes to defined benefit plan).

F¡gures are rounded.

Source: PEBA Actuarial Valuation Reports

State Employees 69,8s8 (30%) 69,940 (30%) 71,072 (31%o) 69,004 (31%)

Public School Employees 104,611 (45o/o) 105,090 (45%) 100,979 (44o/o) 101,637 (45o/o)

Other Agency Employees 57,026 (25o/o) 57,369 (25Yo) 57,271 (25Vù 55,600 (24%)

TOTAL 231,475 (100%) 232,399 (100%) 229,322 (100%) 226,241(100o/o)

.J¡r . .()1.ttt !,)tt ' . lt1¿

MFn¡Ft tr:

Table 1.2: PORS Summary
of Gontributing
Membership Data

F¡gures are rounded.

Source: PEBA Actuarial Valuation Reports

State Employees 10,478 (3so/ùl 10,494 (360/o¡l 1O,OZ+ ¡eSoto¡l 10,328 {360/o)

Public School Employees 53 (o%l 60 (0%)| 130 (oïaI 177 l}vo
Other Agency Employees (6s"/o)l ß,ssz (64vorl re,szo {os.z"ll ßJ42 (64v.,19j92

TOTAL 723 1

ltl ¡. rJrt ' .o.rrl' 1.'o)rJ .'t)'i¿

MFf\.4Bt rìl

Table 1.3: SCRS and PORS
Participating Employer Data

Figures are rounded.

Source: 2014 PEBA Comprehensive Annual Financial Report

State Agency & lnstitutions of Higher Education 35 (5olo) 31 (7V,)

Public School Districts 116 (16%) 57 (14yo)

Employers Covered by Separate Agreement 577 (7s%) 323 (79o/o,

TOTAL 728 (00o/ol 411 (100o/ol

p( )R:'(ì'i4 .\ts1- rì¡1tt:,il \ ). lt)l\.
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Chapter I
Background and Overulew of South Carollna's Penslons

Pension History South Carolina's first state-administered pension plan was established in
1945. Plans have been added and modified over time to include changes in
benefits, cost-oÊliving adjustments, retirement eligibility changes based on
age and/or years of service, and income limitations for retired-rehired
workers.

Key Changes in South Carolina's State-Administered Pension System

1945 South Carolina Retirement System (SCRS) plan established.

Retirement eligibility changed from age 60 to age 60 or 35 years of credited
service. Also provided for early retirement at age 60 with at least 20 years of
credited service.

1949

1962

1966

1975

1979

1984

t987

r990

1997

1998

Police Officers Retirement System (PORS) plan established.

Ceneral Assembly Retirement System (GARS) plan established.

South Carolina National Guard (SCNG) plan established.

Judges and Solicitors Retirement System (JSRS) plan established.

Benefit reduction for retirement prior to age 65 or 30 years of credited
service.

Optional retirernent program for publicly-supported four-year and
postgraduate institutions of higher education.

Implementation of early retirement at age 55 with 25 years of credited
service with a reduction of 4o/o for each year of credit less than 30.

Investment of pension funds in public equities (stocks) authorized.

lnvestment in equities restricted 1o 40%o of assets with an exception to allow
for the growth of the 40% equity investment without a requirement to sell
and maintain the initial 40Yolimit.
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Chapter I
Background and Overvlew ot South Carollna's Pensions

2000 Optional retirement plan authorized for K-12 educators and administrators
employed after June 30, 2000.

2001 . Implementation of an early retirement option called Teacher Employee
Retention Incentive (TERI) program.

. Modifìcation of the cost-of-living adjustment to be capped at no more than
4%ó or the Consumer Price lndex, whichever is less.

. Twenty-eight service years required to be eligible for full retirement for
SCRS.

. Establish requirement of the minimum 5 years of earned service to be

eligible for retirement.
. GARS members authorized to retire and continue working in the General

Assembly upon reachingageT}Vzyears with 40 years of service.
. Optional retirement program modified to include state employees and

consolidate simil ar programs.

2005 . Transfer of pension fund investment authority from the Budget and Control
Board to the newly-established Retirement System Investment
Commission (RSIC).

. Additional contributions required of new TERI program entrants.

. Cost-oÊliving increases changed to the lesser of lYo or the Consumer Price
Index.

. Modification of the investment plan asset allocation restrictions.

. Extended Freedom of Information Act exemptions for RSIC meetings
when investment decisions could be jeopardized if discussed publicly.

. Equity investments limited to not exceed'10% of total assets.

. Retirees returning to work required to make employee contributions
without earning additional service credit.

2006 . Modification in categories of authorized pension fund investments.
. Liability coverage extended for members of the RSIC.
. Definition of "indirect interest" modified to allow RSIC to waive "indirect

interest" disclosure in certain instances with quar-terly reporting of any such
waivers.

2007

2008

Equity investments no longer limited to domestic entities.

Cost-of-living changed to the lesser of 2o/o or the Consumer Price Index. The
adjustment may be increased by the board up to a cap of 4Yo if ceftain
conditions are met.

2009 Invesfinent rate of return changed fromT.25Yo to 8% beginning FY 08-09
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(;napter 1

Background and Overview of South Carollna's Pensions

2012

Accounting and
Actuarial
Standards

Accounting and Actuarial
Gu idance Organ izations

. Annual cost-of-living increase changed to the lesser of lVo or $500 for
SCRS and PORS.

. Modifications of benefits and retirement eligibility for SCRS and PORS.

. Closure of the GARS pension plan to newly-elected legislators. New
legislators permitted to participate in SCRS or the Optional Retirement
plan.

. Authority to manage the pension funds, excluding investments, transferred
from the State Budget and Control Board to the newly-established Public
Employee Benefit Authority (PEBA),

. An assumed rate of return on investments of 7.5% annually established in
state law.

. Income limit established for early retirees returning to work,

. TERI program set to close effective 6ßA12018.

. Effective after 613012015, the PEBA Board of Directors may íncrease
employee and employer contribution rates subject to certain restrictions.

Calculatirrg and reporting pension plan information is guided by multiple
organizations, including the Governmental Accounting Standards Board
(GASB), the Financial Accounting Standards Board (FASB), the Actuarial
Standards Board (ASB), other organizations, and federal and state law.

GASB is an independent organization that sets financial reporting standards
for state and local governments. In June of 2012, GASB issued updated
governmental accounting standards (No. 67 and 68). With the issuance of the
new standards, GASB changed its focus to financial reporting rather than the
funding ofpensions.

FASB is the entity that establishes financial reporting standards for
non-governmental pensions. The non-govemmental guidelines have been

changed to focus more on the financial reporting and disclosure of pension
plan information.

ASB is the entity that establishes standards of actuarial practice. Actuarial
information and methodologies are used to forecast activity for private and
public pension plans, such as estimating future benefits, employee mortality,
estimating pension funding status, etc.
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Chapter I
Background and Overvíew of South Carolina's Penslons

Standards and
Methodology

Actuarial Method of Projecting the Cost of an Employee's
Pension
GASB requires that the cost of providing a defined pension benefit be
calculated using the entry-age normal actuarial cost method. This method
allocates the projected future benefìts (retirement) for each individual over
the period of service from the employee's age at workforce entry to an
assumed exit age. The calculated benefits are then adjusted to determine the
present value.

For private pensions, FASB requires the calculation of the expected
postretirement benefit obligation. This calculation is the actuarial present
value based on the expected amount and tirning of future benefits
(retirement) with consideration for the future cost of providing the benefits
and the potential sharing of the cost by the employee, employer, or others.

Mortality Tables
Increasing participant life expectancy can significantly increase the cost ofa
pension plan. Non-govemmental pension plans are required by the Internal
Revenue Service to use the mortality assumptions based on the Society of
Actuaries (SOA) RP-2000 Mortality Tables Report through 2015. South
Carolina currently uses the RP-2000 mortality tables as a starling point and
may make adjustments to include the actual experience of the retirement
system. According to PEBA, "The current mortality assumption is a
generational mortality assumption that explicitly assumes life expectancy
willcontinuously improve in future years."

New moftality tables were recently issued by the Society of Actuaries
(RP-2014 Mortality Tables). Based on a 60lo discount rate, the overall impact
of the new mortality data is an increase in life expectancy that could increase
pension liabilities by 3% to 8%. Although the table is based only on private
pension plan experience, the SOA recommends that public plans consider the
use of the new tables while it determines whether separate mortality tables
should be established for public pensions. The next formal review of South
Carolina's mortality assumptions will be conducted as of July 1,2015.
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Chapter 1

Background and Overview of South Carolina's P€nsions

Percentage Rate Used to Determine the Present Value of Pension
Liabilities
GASB allows public pensions to use their projected rates of return on
investments to discount the value of future pension liabilities. The revised
GASB guidelines will allow this practice to continue if the pension plan
funding is projected to be sufficient to pay benefits and the pension plan
assets are invested using a strategy to achieve the anticipated retum. If either
requirement is not met, the entity must use a lower, tax-exempt municipal
bond rate when determining the value of a portion of its tiabilities.

FASB requires non-governmental pensions to determine the value of pension
liabilities based on the discount rates at which the pension benefits could
effectively be settled. Rates may be based on current annuity contracts that
might be used to settle the obligation or high-quality fixed-income
investments such as bonds. As a result, a private pension with the same
obligations as a public pension will report significantly higher liabilities.

Annual Required Contribution (ARC)
Past GASB statements provided guidance on determining the employer's
annual required contribution. However, the new GASB standards do not
provide guidance on pension plan funding, which includes calculating the
ARC. According to the PEBA, it will continue to determine the annual
required contribution based on funding requirements established by the
S.C. Code of Laws and actuarial standards of practice.

According to Internal Revenue Service regulations, contributions to a
defined-benefit pension plan are based on what is needed to provide future
retirement benefits for plan participants. Actuarial valuations are completed
to determine the needed contributions.

Funded Status
Prior to 2014, public pensions were required by GASB standards to report
their funded status as a percentage ofa multi-year annual average ofassets
divided by current liabilities. Under new GASB standards, public pensions
report their funded status by dividing the market value of assets by total
pension liabilities. This change will result in more volatility when reporting
the funded status since market fluctuations, and other changes, will be
immediately reflected rather than being averaged over a period of at least
five years.
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Ghaptêr {
Background and OveÌvlew of South Carolina's Pensions

Private, multiemployer pension plans are required to disclose funding
information to include employer contribution information, declaration as to
whether the pension plan is subject to a funding improvement plan, the
expiration date(s) of collective bargaining agreements or minimum funding
anangements (if applicable), documentation of any changes that affect
comparability for each period presented, and the funded status of the plan as

required by the Pension Protection Act of 2006.

Employee Retirement lncome Security Act (ERISA)
ERISA established minimum pension plan standards for non-governmental
pensions and provides for rules on the federal income tax effects of employee
benefit plan transactions. ERISA was implemented to protect private plan
employee benefit plan participants and their beneficiaries by:

. Requiring financial disclosure and additional relevant information.

. Providing standards ofconduct for plan frduciaries.

. Providing for appropriate remedies and access to the federal courts if
needed.

ERISA is enforced by the U.S. Department of Labor, the U.S. Department of
the Treasury, and the Pension Benefit Guarantee Corporation (PBGC). The
PBGC is a federal agency created by ERISA for the purpose of protecting
retirement incomes of American workers in private-sector defined benefit
pension plans. PBGC is funded through insurance premiums, investment
earnings, and fees.
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Chapter 2

Funded Status, lnvestment PerformanGe, and
Asset Allocation

In this chapter, we address:

. The decline of the funded status of South Carolina's state pension plans.

. The past and projected underperfoÍnance ofSouth Carolina's pension
portfolio in relation to its objectives.

Public pensions across the nation have seen their financial assets fall as

compared to their liabilities. For South Carolina, this gap between assets and
liabilities has grown over the last decade as shown in Chart 2.1.

The funded status as reported by the Public Employee Benefit Authority
(PEBA) declined over the period from 2005 to2014. The funded ratio
(market value of assets as a percentage of liabilities) for South Carolina's
two largest pensions combined decreased from73.4o/oto 60.9%.
The South Carolina Retirement System (SCRS) declined fromT2Yoto 60%l
The Police Officers Retirement System (PORS) declined from 87Yoto 680/o.

73.4% 70.5%
73.8%

65.7%
59.6% 6O.9o/o

5L,7%
SS.qN 56.2%

48.4o/o

2005 2006 2007 2008 2009 2010 2ALL 2012 2013 2014

Source: Gabriel Roeder Smith & Company

Funded Status

Chart 2.{: Gombined Funded
Ratios for the South Carolina
Retirement System and the Police
Officers Retirement System
(Market Value of Assets)

80%

60o/o

40%

20Yo

0%
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Chapter 2
Fundod Status, lnvestment Pe¡formance, and Assot A¡location

According to an LAC analysis of data from Boston College of I l2 state
pension plans, pensions around the country have experienced a decline in
their funded status.

Chaft 2.2= National, North
Carolina, and South Carolina
Pension Funding 200ç2013
(Actuarial Value of Assets)

rSCRS

e[tlf, Teachers and State

o r ¡National Median

rPORS

-NC 
Local Government

L20%

O¡

Source: Boston College CRS and LAC

While South Carolina's decline is part of a national trend, the state's largest
pensions, particularly the SCRS, tracked below the national median over the
given period. Besides the LAC analysis, Wilshire Consulting, an investment
consulting group, reports that the national median funded ratio declined from
85%oto76%ofrom FY 2005 to FY 2014 based on actuarial value of assets.

Even some well-funded pensions trended downward. For example,
North Carolina's Teachers and State Employees Retirement System declined
from 108% to94o/o from 2003 to2013. V/hile those trends are similarto that
of South Carolina, South Carolina's two largest pensions began with a
low funded status and declined further. As the next section will show,
South Carolina's funded status may continue to decline if it does not meet

its assumed investment returns.

LOO%

80%

60%

40%

20%

0%

.t
l
(!
Ø
!toE
L-
lJ-

2004 200s 2006 2007 2008 2009 20Lo 20rr 2ar2 2073
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Chapter 2
Funded Slatus, lnvestment Performance, and Asset Allocatlon

lnvestment
Performance

Chart 2.3: South Garolina's
Annualized lnvestment Retu rns
Ending FY l4-15

It is important to note that the annual reports issued by PEBA prior to 2012
did not include the full impact of cost-ofJiving adjustments (COLAs) on
pension liabilities. This may have led PEBA to understate pension liabilities
thus overstating funded status. Cunent accounting standards require more
complete reporting of the impact of COLAs.

While some of the decline shown may be due to calculation changes, the
funded ratio declined even though COLAs were not fully recognized in the
pension calculations before 2012.

Under the current assumptions, South Carolina needs a long-term 7.SYo rute
of return to have the assets to pay offits liabilities over the next 30 years.

South Carolina's pension portfolio has not met its rate of return target over
the past decade, and it has consistently performed below most other public
pensions. Additionally, the portfolio is not projected to meet its target over
thc ncxt 30 years.

ISouth Carolina Returns

trPublic Fund Returns Nationally With Assets > 55 b¡ll¡on

-Current 
Assumed Rate of Return = 7.5%

3-Year 5-Year 10-Year

These f¡gures are gross of fees. According to BNY Mellon, "lgJross of fees retum is actually a
mixed return. ln general, the alternative investments are only reported on a net of fee basis;
therefore, the total plan gross of fee return consists of the gross returns for lhe traditlonal assets
lstocks, bonds, etc"l and the net returns for the alternatives [hedge funds, private equ¡ty, etc]."

Source: RSIC and Bank of New York Mellon

!2/o

to%

s%

6%

4Yo

2%

o%

1-Year
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Chapter 2
Funded Status, lnvestment Performance, and Asset Allocatlon

Table 2.4: lnvestment
Performance of State Pension
Portfolios, FY 12-13

As shown in Chart 2.3,the 3-year and S-year annualized returns exceeded the
7 .5Yo target. However, over the last 1 O-years the pensions have only earned a

5.2%ó return. Besides performing below its target, South Carolina's portfolio
performs below those of most other public pensions.

Source: Boston College and LAC

In a study conducted by the LAC, we found that in FY 12-13, the most recent
year for which other states' data was available from the Boston College
database, South Carolina's 3-, 5-, and l0-year annualized returns were in tlre
bottom quartile of performance. Of the 110 other state pension plans
included in the survey, at least 87% of them had the same or higher
investment retums than those of South Carolina pensions.

As shown in Chart 2.5,we compared the RSIC's annualized retums with the
national median over the period from FY 03-04 through FY l2-13 to
determine whether South Carolina has achieved competitive returns, and we
included North Carolina as a point of reference.

South Carolina generally fell below the national average, particularly when
comparing l0-year returns. For most years, South Carolina's investments
performed below those of North Carolina.

11%3-Year 10.9% 9.3%

S-Year 5.2% 3.8o/o 13Yo

1 o-Year 7.2o/o 5.0olo Oo/"

lrr )t I I * L ,.rHOt tNa

PLaL.)'tM/rN
:ì{ ll r J H i, rk( )t rNa

Jr R Nìlr
Nr\ I tON,\ lvi! !)t/iN

:)!Rt-/JRMaN
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Funded

2
Statu6, lnvestment Pertomance, and Asget Allocation

Chart 2.5: National, North Carolina, and South Carolina Rates of Return 2004-2013

3-Year Returns
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Chapter 2
Funded Status, lnvestment Performance, and Asset Allocatlon

Projection of I nvestment
Returns and Funded
Status

At the request of the LAC in July 2015, Aon Hewitt, an investment
consultant to the RSIC, projected investment returns and funded status for
SCRS and PORS based on the current asset allocation and other potential
allocations for a 3O-year period (see Appendix C). Aon Hewitt conducted this
analysis using its own inflation rate assumption of 2.1% and the 2.75%
inflation rate assumption cunently used by Gabriel Roeder Smith &
Company (GRS), an actuarial consultant to PEBA. Both projections fall short
of the assumed rate of return of 7 .SYo.

Using its own2.lo/o inflation assumption, Aon Hewitt projected an annual
rate of return over 30 years of 6.8%o. Using the2.75Yo inflation assumption,
the projected rate of retum was7.3Vo. For reference, a March 2015 Federal
Reserve Board projection estimated that long-term inflation will be around
2%.

Aon Hewitt Proiections
Aon Hewitt projected a50o/o probability that in 2043 the two largest pensions
combined will have a:

. 3O-year annualized rate of return of 6.80/o.

. 87Yo funded status.

. $l I billion shortfall.

These projections are based on a2.lYo assumed rate of inflation.

Aon Hewitt Projections Based on GRS lnflation Assumption
Using the current GRS inflation assumption, Aon Hewitt projected a 50Yo
probability that in 2043 the two largest pensions combined will have a:

. 3O-yearrate of return of 7.3Vo.

. Funded ratio of 93%.

. $7 billion shortfall.

These projections are based on a2.75%o expected rate of inflation.

Previous Projection
ln2012, GRS made projections based on a 30-year rate of return of 13%
and presented them to the General Assembly on behalf of PEBA. The firm
projected a 50Yo probability that in 2041 the two largest pensions combined
will have a:

. Funded ratio of 85%.

. $14.7 billion shortfall.
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Asset Allocation
and lts Effect on
Risk, Expenses,
and Fees

lnvestment Categories

Changes in South Carolina's Constitution have given the State Budget and

Control Board and Retirement System Investment Commission (RSIC)
authority to invest in a wider aray of assets. tWe found that the
higher-investment risks associated with this changing asset allocation have

not been communicated in the annual reports of the RSIC and the Public
Employee Benefit Authority (PEBA). Investment and administrative
expenses have also increased significantly as the asset allocation has
changed.

Below are specific categories of investment included in the FY l3-14
RSIC annual investment report:

Traditional lnvestments

Puslic EeurrrEs
Stock in publicly-traded companies.

Frxro l¡¡covre Sscururres
Government and corporate bonds.

CRsH eIo CASH EQUIVALENTS

A lternative Investments

Altemative investlnents generally include assets other than traditional
investments. Examples include:

PRIVATE EQUITY
Ownership in companies that are not publicly-traded. Some of the
companies may have been publicly-traded when they were acquired.

HBocE FUNDS

Private investment pools with wide-ranging strategies involving various
categories ofassets.

Pruvars Dser
Non-publicly traded loans and related securities that are issued to
companies seeking capital.

REAL ESTATE

Commercial properties such as offrce buildings, apartments, and retail.
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Reporting of Risk The RSIC annual investment repoft does not adequately include the risks
associated with the assets in the state-administered pension portfolio. The
report often refers to risk without defining it. According to RSIC stafi when
the agency refers to "risk" it is usually referring to the volatility of
investment returns and the extent to which investlnents within the portfolio
have returns that are conelated with each other.

The 2014 Comprehensive Annual Financial Report from PEBA contains a

more complete description of the risks. Examples of investment risk in the
report include volatility as well as credit risk, interest rate risk, and foreign
currency risk. However, only a limited presentation is made of the risks
inherent in alternative investments, specifically regarding the difficulties in
determining the value of the investments.

Following are examples of risk that can affect the assets within a portfolio,
including the most-commonly reported category of volatility as well as

categories ofrisk that have not been adequately addressed in annual rcpofts,

Volatility
Developing a portfolio with diverse investments that are not highly
correlated can reduce the overall volatility of the portfolio. On average,
investments with higher volatility risk have higher expected returns. It is
important to note, however, that investments with returns that are not highly
correlated during a normal economic environment may become highly
correlated during severe downtums in the investment markets.

llliquidity
Some investments, such as private equity, hedge funds, and real estate arc
illiquid, reducing investor access to cash when it is needed for liability
payments, other investment opportunities, or to reduce risk. Selling these
investments is time-consuming and may be subject to restrictions on the
frequency of trades. Research has indicated that, in certain circumstances,
illiquid investments are associated with higher expected retums.

Leverage
Leverage is the financing of an investment using debt. RSIC officials
repofed that "[w]hile we do not allow leverage at the plan level, we do
invest in assets that use leverage...." Examples of investments that often use

leverage include derivatives, private equity, hedge funds, and real estate.
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Valuation and lnvestment Returns
Measures of valuation and investment returns will generally be less precise
for investments that are not publicly traded than for publicly traded stocks
and bonds. For example, whereas the reported values of stocks and bonds are

determined by market prices, the reported values of private equity and real
estate are based on estimates and appraisals. To lessen the risk of imprecise
valuation, the RSIC has an extensive due diligence process of reviewing the
fÏgures reported by investment fund management.

Nonetheless, as noted inthe2014 PEBA Comprehensive AnnualFinancial
Report:

The estimated fair value of [alternative] investments may differ
from values that would have been used had a liquid public market
existed.

In addition, because private equity and real estate are not frequently bought
and sold, volatility that occurs between transactions may not be reported and
the volatility numbers that are reported will be imprecise.

Gomplexity
Certain categories of investment are significantly more complex than others.
Private equity, hedge funds, and real estate can include complex contracts
and fee structures that require extensive due diligence, auditing, monitoring,
and reliance on outside consultants. As will be addressed later, the RSIC has

been recognized as having an exemplary process for calculating the fees and
expenses of the portfolio.

Transparency
Private equity contracts and hedge fund contracts are often prohibited from
being publicly disclosed, reducing oversight and monitoring by third parties
without access to the contracts. In addition, the fees paid to alternative
investment managers are less transparent than the fees paid, for example, to
public equity managers. The RSIC, however, has a nationally-recognized
process for measuring the fees it pays.

Independent of its annual reports, the RSIC has made public presentations to
a state Senate subcommittee in which various categories of risk and risk
mitigation processes were addressed, such as asset allocation, complexity,
diversification, valuation of assets, liquidity, and due diligence prior to
investing.
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Historical Asset Allocation
in South Carolina and
Other States

Until a change in the S.C. Code of Laws in 1998, South Carolina had a
conservative asset allocation in its investment portfolio, because state law
only allowed investment in cash and fixed income securities such as

corporate and govemment bonds.

Following a change in state law in 1998, South Carolina's pensions began to
invest in publicly traded equities. Amendments to this law in 2005 and 2006
allowed the RSIC to invest in alternative classes such as hedge funds, private
equity funds, and real estate.

Chart2.6 shows this transition as well as a comparison of RSIC investment
retums and the returns of the Vanguard Balanced Index Fund (VBINX)
comprised of 60Yo stocks and 40Yo bonds.

Chart 2.6: lnvestment Allocations by Category and lnvestment Returns
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. Prior to FY 12-13, cash, short duration and hígh yield held in strategic partner$hips were classified as Altematives. Beginning in FY 12-13, these
investments have been presented as cash and cash equivalents under Short Term lnvestments / Fixed lncome.
Prior to FY 13-14, derivatives such as futures, options, and swaps were recorded as Alternat¡ves. Beginning in FY 13-14, based on
reclassilications, these amounts have been presented in the categories to which they perta¡n.*** The RSIC returns for 2007 through 2014 and all VBINX returns are reported net of fees.

Source: PEBA and Vanguard

RSIC *** 7.O2o/o 5.10o/o 13.19Vo -2.7Oo/o -19.30o/o 13.80o/o 0.40o/o 9.99% 15.29'/o

VBINX "** 7.760/" 5.40o/o 14.44o/o 4.86o/o -13.69% 13.64ô/o 5.77% 12.10"/< 16.23%
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Chart 2.7: Annualized Returns as
ofJune 30,2014"

Ghart 2.8: Alternative
lnvestments: FY 03-04 -FY 12-13

'Net of fees.

Source: RSIC, BNY Mellon, and Vanguard

South Carolina's portfolio has a higher allocation in alternatives compared to
other state pensions. The following graph shows the asset allocation in
South Carolina and the national median for FY 12-13 from an LAC study of
l0l pensions.
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Source: Boston College Center for Retirement Research, PEBA, state annual reports, and LAC

Before a2006 change in South Carolina code, the pension portfolio did not
have alternative investments. By FY 12-13, South Carolina had more than
20 percentage points more of its assets in allernatives than the national
median. Some states have fewer alternative investments, because they limit
the category. For example, Georgia prohibits the Ceorgia Teachers'
Retirement System from investing in alternatives. The Georgia Employee
Retirement System may invest up ta SYo of its portfolio in altematives, but it
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Table 2.9: Asset Allocation of
State Plans - FY 12-13

Table 2.10: Alternative Asset
Allocation of Public Pension
Plans - FY 13-14

Investment Fees and
Administrative Expenses

Sources: Boston College Center for Retirement Research and PEBA

While the previous chart data set does not list all of the specific altemative
asset categories, a Cliffwater repoft for FY l3-14 listed the average
allocations as follows:

*Averages are rounded.

Sources: Clifñruater LLC and PEBA

In2014, Funston Advisory Services noted that the RSIC's "disclosure of
total external management fees is the most complete in the industry,"
particularly with regard to private equity, This difference in reporting
practices among public pensions makes comparisons between them
imprecise. Nonetheless, because South Carolina ranks high in the percentage
of its portfolio in high-fee, alternative investrnents, it may also rank high in
total expenses as a percentage ofassets.

Although the RSIC reports the fee and expense ratio for its porfolio, it does
not repoft ratios by investment category. Using data from the PEBA annual
financial repoft, we calculated the fee ratio by investment category for
FY l3-14, as shown in Table 2.I L The fees paid for most alternative
investments were significantly higher than for other investments.

Public Equities 51.1% 12.7o/o

Fixed lncome 23.1% 31.8o/o

Cash/Short Term 1.3o/o 12"4o/o

Alternatives 20.60/o 43.O%

Other lnvestments o% Oo/o

s()illH
í)rHor rru¿

P,JBr t. PINSr()N
Pt¡t MFnr¡¡.

Private Equity 9Yo 9.2o/o

Real Estate 60/ 3.5olo

Hedge Funds/GTAA 4o/o 19.8o/"

Real Assets 3o/o O.1o/o

Other Alternatives 1o/o 5.7o/o

TOTAL u% 38.3o/o
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Table 2.1 1: FY 13-14lnvestment
Fees and Administrative
Expenses (in thousands)

Short Duration Bonds
Domestic Fixed lncome
Global Fixed lncome
Domestic Equity
Global Equity
Alternative lnvestments:
Global Tactical Assef A,/ocafion
Hedge Funds
Private D e bUO pportu ni stic C re d it
Prir)ate Equity
Real Esfate
Commod¡tíes

Strategic Paftnership cash*
Beta Overlay
lnternally Managed Assets
Other
TOTAL
Adjustments, Cash, Receivables
and Payables
Other lnvestment Fees, Bank
Fees, and Adrninistrative
Expenses
TOTAL

$1,099,729
3,270,639
1,932,017
2,531,084
3,813,622

2,1',tg,233
3,754,027
1,689,708
2,708,272
1,106,705

0
'l,145,140

997,760
3,410,538

121
$29,578,595

223,816

s29.802.4t1
Net Assêt Value

14,615
151,050
83,981
84,623
64,860

300
12,220
1,232

$454,532

3467.269
& ExoensesFeês

12,737

$2,761
11,208
5,661
9,651

12,370

1.57o/o
Ret¡o

1.070/o
0.12o/o

0.25o/o
O.34o/o

Q.29o/o

0.38o/o
0.32o/o

0.690/o
4.02o/o
4.97%
312%
5.86%

rN\/f.,iMl-\l
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Nrrr I'ift¡ltN
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Represenls management and other fees at the Strategic Partnersh¡p level and not fees at the
underlying ¡nveslment level which are included in each applicable asset class.

Source: PEBA and RSIC
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Table 2.122 Fees as a Percentage
of Total Assets

Recommendations

As shown in Table 2.l2,the increase in public equities and alternative
investments in South Carolina from 2005 to 2014 has been accompanied by
an increase in expenses from $22.4 million (0.09%) to $467.3 million
(1.57o/o).

Source: PEBA and RSIC

l.The General Assembly should amend state law to require the Retirement
System Investment Commission and the Public Employee Benefit
Authority to include in their annual reports the various risks of each asset
and investment category in the state-administered pension portfolio, the
specifrc risks of the total portfolio, the extent to which these risks are
material, and the process undeftaken to mitigate the risks.

2.The General Assembly should consider amending state law to limit the
maximum percentage of alternative investments in the state-administered
pension portfolio.

3.The Retirement System Investment Commission should rcpoft annually its
investment fees and expenses for each investment category / asset class.

2005 $24.80 Û22.40 0.09o/o

2006 $25.40 $30.90 O.12o/o

2007 $28.00 $39.00 O.14o/o

2008 $26.60 $130.40 0.49o/o

2009 $21.00 $176.50 0,84o/o

2010 $23.00 $313,80 1.37o/o

2Af $26.20 $331.70 1.260/

2012 $25.30 $304.10 1.20o/o

2013 $26.80 $427.50 1.59%

2014 $29.80 $467.30 1.57o/o
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Chapter 3

Selecting the Assumed Rate of Return
on lnvestments and Determining the
Value of Pension Liabilities

lmprovement
Needed in the
Process for
Selecting the
Assumed Rate
of Return on
lnvestments and
Determining the
Value of Pension
Liabilities

Background

In this chapter, we reporl that:

. When selecting an assumed rate of return on pension investments, the
General Assembly is not required by state law to consider the impact of the
rate selected on the investment decisions rnade by the RSIC or the

liabilities of the pensions.

. Public pensions nationwide may be underreporting their liabilities.

. South Carolina is paying off its unfunded liabilities over an excessive
period of time.

According to the Government Accounting Standards Board (GASB), the
interest rate used by a public pension as the assumed rate of retum on its
investments may also be used as the discount rate to calculate the present

value of future liabilities. We found the following regarding South Carolina's
process for selecting this interest rate:

. State law does not require that the General Assembly use a structured
process for considering the impact on asset allocation, investment risk, the
probability of success, or pension liabilities.

. Public pensions nationwide may be undereporting their liabilities based on
a comparison of their calculation methods with those used by a major bond
credit rating agency, corporations, and financial economists.

. The General Assembly does not require that the information it receives
frorn PEBA and RSIC be reported in a format that can be understood by an

interested reader without expertise in finance or pensions.

ln 2011, the State Budget and Control Board received a report from an

actuarial firm, contracted by PEBA, which recommended a7.5o/o assumed

rate of retum. The firm based its recommendation on the fund's target asset

allocation and a proj ected rate of retum for each asset category . ln 2012, the
General Assembly amended state law to require that the state-administered
pensions operate using a 7.5 o/o assumed rate of return on invested assets.
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and Doterm¡ning the Valuê of Penaion Liabil¡t¡es

Effect of the Assumed
Rate of Return on
Asset Allocation, Fees,
and Risk of
Underperformance

Effect of the Discount
Rate on Reported
Pension Liabilities

State law does not require that the General Assembly consider the effect of
the assumed rate of retum on asset allocation, fees, investment risk, or the
risk of underperformance.

When public pensions assume a higher rate of return, they may respond by
decreasing their investments in lower-risk govemment and corporate bonds
and increasing their investments in riskier assets such as stocks, private
equity, hedge funds, and real estate. Also, as discussed in Chapter 2,
South Carolina's fees have increased significantly as it has increased its
allocation to higher-risk investments.

During our review, RSIC's investment consultant projected a 50Yo

probability that pension assets in 2043 will be $ I I billion less than the fully-
funded level of $81 billion.

Pensions use an interest rate called adiscounftate to calculate the present

value of future pension liabilities, recognizing that a dollar liability in the
future is worth less than a dollar today. Reported pension liabilities can be

decreased with a higher discount rate and increased with a lower discount
rate.

By using higher discount rates, public pensions nationwide may be
underreporting their liabilities when compared with the pension reporting
practices ofa major bond credit rating agency, corporations, and financial
economists.

Public Pensions
Under government accounting standards, the assumed rate of return on
Pension investments may be used as the discount rate. As a result,
South Carolina currently uses a 7.5% discount rate. A May 2015 survey
reported by the National Association of State Retirement Administrators
found that public pensions nationwide used an assumed rate of return and

discount rate ranging from 6.50/oto 8.5Yo with an average of 7.680/o. During
our review, state pensions in New York and California decided to reset their
rates below their current levels of7.5%
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and Oeterminlng the Velue of Pension Liabillties

Moody's lnvestors Service
ln2013, Moody's initiated a practice of adjusting reported pension liabilities
when reviewing the creditworthiness of state and local pensions. Part of this
adjustment includes the use of a more conservative discount rate based on
corporate bond rates. The interest rate index used by Moody's at the end of
FY 13-14 was 4.33%;o.

Corporate Pensions
Corporate pensions generally use discount rates that are based on corporate
bond interest rates, which are cunently less than the assumed rate of retum.
Milliman, a national actuarial firm, reported that the median discount rate
used by corporate pension funds at the end of FY 13-14 was 4.08%.

Financial Economists
Financial economists generally believe that the discount rate should be based
on the certainty of the obligation made to public employees. Public pensions
have obligations to public employees that can be viewed as nearly certain or
nearly risk-fiee tiom the perspective of the public employees. Local
governments rarely file for bankruptcy even if allowed by their slates, while
state governments are not authorized under federal law to fìle for bankruptcy

Therefore, financial economists generally use risk-free discount rates for
valuing public pension liabilities. An example of a risk-free discount rate at
the end of FY 1 3- I 4 is the 3.087o interest rate on 2}-year United States

Treasury bonds. An economist at Boston College uses an adjusted risk-free
rate of about 5olo.

The Effect of Various Discount Rates on Reported Liabilities and
Funded Ratios
During our review, we requested that PEBA's actuary calculate the effect on
liabilities of using various discount rates, as illustrated in Chart 3. I and
Chaft3.2.If South Carolina had used a6.5%ó discount rate at the end of
FY 13-14, the reported liabitities for its two largest plans would have
increased from $48.9 billion to $54.7 billion.
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Chart 3.1: SCRS - Various
Discount Rates and Their Effect
on Reported Pension Assets and
Liabilities as of June 30,2014

Chart 3.2: PORS - Various
Discount Rates and Their Effect
on Reported Pension Assets and
Liabillties as of June 30,2014
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Proposed Legislation
Regarding the Selection
of an Assumed Rate
of Return

Format for Presenting
lnformation Regarding
the Selection of an
Expected Rate of Return
and Discount Rate

In 2015, legislation regarding state-administered pensions was proposed but
not enacted in the General Assembly. Among the requirements in the
legislation, the following pertain to the process for selecting an assumed rate
of return:

. The assumed rate of return shall expire every four years, beginning in 20 l6
".... unless the General Assembly enacts a joint resolution that continues or
amends the assumed rate of return."

. Prior to the expiration date of the assumed rate of return, PEBA shall
submit a proposed assumed rate of return for the next four years
"...developed in consultation with the [PEBA]board's actuary and the

IRSIC] commission, and must be submitted to the Chairman of the Senate
Finance Committee and the Chairman of the House Ways and Means
Committee."

. o'lf the General Assembly does not continue or amend the assumed annual
rate of return prior to expiration, the assr¡med annt¡al rate of retum
dcvclopcd and submitted by the board will take effect for the
corresponding four year period until subsequent action ofthe General
Assembly."

This proposed legislation does not require that PEBA and the General
Assembly formally address tolerance for investment risk, the extent to which
potential specific asset allocations and assumed rates ofreturn conform to the
stated tolerance for risk, or the impact on reported pension liabilities and the
funded ratio.

The General Assembly does not require that the information it receives from
PEBA and RSIC be reported in a format that can be understood by an
interested reader who does not have expertise in finance or pensions. Without
such a format, there is a greater chance that the selection of an assumed rate
of retum and discount rate will be based on incomplete information.
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Recommendations

Excessive Period
to Pay for
Unfunded Pension
Liabilities

4.The General Assembly should amend state law to require that the process

through which it selects an assumed rate of return and discount rate for
South Carolina's state-administered pensions be coordinated by the Public
Employee Benefit Authority with input from the Retirement System
Investment Commission and address the following:

. Tolerance for risk.

. The different asset allocations, categories ofrisk, and degrees ofrisk
associated with various assumed rates of return.

. The degree to which asset volatility and correlation change over time.

. The probability of significant investment underperformance.

. The impact of various assumed rates of return on the present value of
pension liabilities and the funded ratio based on the market value of
assets.

5.The General Assembly should amend state law to require the Public
Employee Benefits Authority and the Retirement System Investment
Commission to report information to the General Assembly and the public
using a format that can be understood by an interested reader without
expertise in finance or pensions.

The time frame to amofüze (pay off) the pension plans' unfunded liabilities
may exceed the 30-year limit in state law. In addition, the amortization
period may exceed the remaining service years of the average current
employee. As a result, the inequity of pension costs between generations is

excessive.
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Selectlng the Assumed Rate of Return on lnvEstmonts
and Determ¡nang the Value of Penslon Liabilitles

Current Practice According to the 2014 PEBA Comprehensive Annual Financial Report and

actuarial valuation reports, South Carolina's state-administered pensions

reported unfunded liabilities for its five defined benefit pension plans of:

. $18 billion based on the actuarial accrued liability less the actuarial value
of assets (Unfunded Actuarial Accrued Liability).

. $19.3 billion based on total pension liabilities minus the market value of
assets (Net Pension Liability).

The amofiization I projected cost schedules that have been presented to the
PEBA Board annually include an assumption that the market value of assets

earnT.SYo each future year and that existing deferred investment losses

would be recognized in future years. According to the schedules, the payoff
of the unfunded liabilities may exceed 30 years. For example:

. The 2012 amortization schedule (projected cost) for the largest pension
plan (SCRS) indicated that the unfunded liabitities will not be paid off until
2046.

. The 2013 schedule indicated that unfunded liabilities will not be paid off
until2047.

. The2014 schedule indicated that unfunded liabilities will not be paid off
until 2046. In the July 1,2014 actuarial valuation report, the actuarial
unfunded liability was $16 billion and after a period of 30 years the
unfunded liability was expected to be $6.5 billion.

After reviewing the LAC draft report, PEBA's actuary, Gabriel Roeder

Srnith & Company (GRS), presented the LAC with a new projected cost
schedule whereby the earnings projection reflected an assumption that the
actuarial value of assels earn a7 .50o/o retum each future year and that the

current deferred investment losses will be offset by future investment gains

or recognized as future investment losses. According to this schedule, the
SCRS pension fund may be fully funded in 30 years.

ln July 2015, RSIC investment consulting firm Aon Hewitt estimated that in
2043 the two largest pensions combined will have an87Yo funded status with
a remaining unfunded liability of $l I billion.

Page 3 I L ACIWP- I 4-Z Public Pensions



Ghapter 3
Solêct¡ng the Aesumed Rate of Return on lnvestments
and Determlnlng thê Va¡ue of Penslon Llabllities

State Law, Accounting
Standards, and Policy

Negative Amortization

S.C. Code of Laws $9-l-1085 requires "... an amortization schedule of no
more than 30 years."

The Govemmental Accounting Standards Boards' funding guidance
allows for amortization schedules from l0 up to 30 years.

The current PEBA funding policy, first enacted by the State Budget and
Control Board in 1996, includes the following goals and amorlization
requirements:

. Maintain stable or increasing system assets in comparison to accrued
liabilities.

. Accumulate the required assets to fund the benefits promised to members.

. Maintain steady contribution rates expressed as a percentage of payroll.

. Provide for inter-generational equity for taxpayers relative to system costs.

. Maintain an amortization period for the unfunded liability that is constant
or declining without exceeding 30 years oofor any reason."

V/hen Moody's Investors Service conducts bond credit rating reviews, it uses

a2}-year amortization period for the unfunded pension liability.

When the contributions to pay off an unfunded liability are less than the
interest charges, the resulting increase in unfunded liabilities is known as

negative amortization.

The 2014 SCRS actuarial report for the defined-benefit pension plans
indicated that South Carolina's contributions were not sufficient to cover the
interest charges on the unfunded liability. Moody's Investors Service states
that some public pensions have pension liabilities that will increase for years
even when full payments are made and all actuarial and investment
projections are accurate.
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I nter-Generat¡onal Equ ity

Amortization Methods
Open and Closed

h a2A12 report, the actuarial firm GRS stated that amortization plans are

more likely to generate negative amortization when the amorlization period

equals or exceeds l5 years. GRS states '0.. . open amoftization period which
allows negative amortization may be inconsistent with reaching a funding
target of 100% in a reasonable period of tirne." GRS states in the 2014 SCRS

actuarial report that the unfunded liability is expected to increase until the
funding period decreases below l9 years.

When a public pension uses an extended period of time to pay off unfunded
liabilities, the underpayment of pension contributions by one generation of
employees and taxpayers is being offset, in part, through a surcharge
imposed on the following generation. By contrast, inter-generational equity
occurs when each generation fully pays the amount necessary to fund its own
future pension obligati ons.

General categories of amortization methods include:

Open

Open amortization allows for refinancing the liability, presenting
the possibility that it will never be eliminated.

According to GASB, there are two methods of open amortization. Under the
first method, the pension refinances its liability each year for the same

number of years so that it is never fully paid off.

Under the second method, the pension amoftization period is recalculated at
each valuation date. The total amortization period may be increased,

decreased, or remain the same subject to a maximum number of years

typically established by law. According to the actuarial reports, this method
is used for the S.C. Retirement System, the Police Officers Retirement
System and the Judges and Solicitors Retirement System.

The open amortization methodology may result in pension fund contributions
which are not sufficient to pay down the pension liability due to negative
amortization. It can also, however, reduce the volatility in the contribution
rate.
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Options for
Reducing
Unfunded
Liabilities

Closed

Closed amortization results in a pay down of the unfunded liability by a
specific date. Once the period of time is set, the amoftization period is
reduced each year until it ultimately reaches zero. This method tends to
create more volatility in required contributions. Negative amortization is
minimal. South Carolina curently utilizes closed amortization for the
General Assembly Retirement System and the S.C. National Guard
Retirement System.

Fixed

Fixed amortization is a hybrid type of amortization metbod. If a new,
unfunded liability occurs in any year, it is paid off by a specific date over a
fixed period of time. At any point in time, there can be rnultiple unfunded
liabilities that began in different years, each with a separate, fixed
amortization period.

South Carolina' s state-administered pensions have been si gnificantly
underfunded for more than a decade and are projected to remain underfunded
for more than 30 years. Severe downturns in the investment markets could
cause the already low funded status ofthe pensions to decline to significantly
lower levels. Such downturns may occur during a time of economic recession
and reduced tax revenues. Therefore, state and local governments might not
be able to address the impaired funded status of the pensions without
increasing taxes or decreasing funding for other agencies and programs.

By shortening the period for amortizing unfunded liabilities to 20 years, there
will be less inequity in which future generations of workers and taxpayers are
required to pay for the pension debts incurred by prior generations. Twenty
years is the period used by the bond credit rating firm Moody's Investors
Service.
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There is arange of options to achieve a shorter period for paying off
unfunded liabilities. This range depends, in part, on whether the level of
benefits remains constant or is subject to adjustment. For example:

. Without a reduction in existing pension benefrts, paying off unfunded
liabilities over a shorter period of time would require an increase in
contributions, which is more certain to be successful, or improvement in
investment returns.

. Ifreducing benefits were considered, a number ofcurrent practices could
be examined, including the cost-of-living raises paid to retirees. To
minimize new liabilities, the General Assembly could examine the option
oftransitionirrg from a pension-based (defined benefit) system to a defined
contribution system in which each employee manages her own retirement
account.

It is important to note that increasing required employee contributions or
decreasing benefits could make it more difficult to recruit and retain qualified
staff. In certain instances, market conditions could require that salaries be
increased to offset a significant decrease in net retirement benefits. In 2015,
the General Assembly funded an independent study of the salaries of state

agency employees in South Carolina compared with the salaries of
employees with similar jobs in other organizations. The study is projected to
be completedin2016.

6.The General Assembly should amend state law to require that each new
unfunded liability be paid in full no more than 20 years after the year in
which it was incurred.

7.lf Recommendation ó is not implemented through an amendment of state

law, the PEBA board of directors should implement it through an
amendment of its policies and procedures.

Recommendations
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Pension Staff and Governance lssues

State Employees
Accepting Jobs
from Gompanies
with State
Contracts

South Carolina Law

In this chapter we address

. State employees, not limited to pension fund administration, who accept
positions with employers that do business with the state or are regulated by
the state.

. RSIC commissioners who directly or indirectly initiate pension investment
proposals.

. Placement agents and lobbyists who seek to broker contracts between the
RSIC and external investment fund managers.

In the above areas, the RSIC has significant reporting controls; however, we
recommend ways in which the controls could be strengthened.

In2013, an RSIC investment employee resigned and later accepted a position
with a timberland company in which RSIC had an investment. In 2015, an
RSIC employee accepted a position with a company with which RSIC had a

contract. RSIC officials report that neither of these former employees has

since made contact with the agency in an attempt to influence agency
decisions.

Nonetheless, the restrictions in state law regarding post-employment contact
throughout South Carolina state govemment may not be adequate.

S.C. Code of Laws $8-13-755 states that:

A former public offrcial, former public member, or former public
employee holding public office, membership, or employment on or
after January 1,1992, may not for a period ofone year after
terminating his public service or employment:

( I ) serve as a lobbyist or represent clients before the agency or
department on [in] which he formerly served in a matter which
he directly and substantially participated during his public
service or employment; or
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Restrictions on Federal
and Other State
Employees

Prior LAC Audits

(2) accept employment if the employment:

(a) is from a person who is regulated by the agency or
depaftment on [in] which the former public official, former
public membeq or former public employee served or was
employed; and

(b) involves a matter in which the former public official,
former public member, or former public employee directly
and substantially participated during his public service or
public employment.

Federal law, l8 U.S.C.$207, prohibits former federal employees from
representing another person or entity by communicating or appeadng before
a federal depafment or agency concerning the same matter such as a contract
or grant with which the former employee was involved while working for
that agency or depattment. If that matter was pending under the employee's
official responsibility during the employees' last year of federal employment,
then the prohibition lasts two years. However, if the matter in question was
one with which the former employee had been "personally and substantially"
involved, then the prohibition against representation, communication, or
appearances is permanenl.

State employees or consultants who leave employment and subsequently work
for an organization doing business with their former employer must wait
one year before appearing or communicating with that former employer.

[n2007, we reported that South Carolina law allowed state employees who
review environmental permit applications at the Department of Health and
Environment Control to resign and immediately begin representing clients
seeking environmental permits. In 201 l, we repofted a potential conflict of
interest when two employees of the Department of Health and Human
Services resigned and accepted employment with companies that were doing
business with the agency.
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Recommendations

lnitiation of
Pension
lnvestments

8.The General Assembly should amend $8-13-755 of the S.C. Code of Laws
to prohibit former state employees from being compensated to appear
before or communicate with their former state agency employers for the
purpose ofinfluencing action for a period ofat least one year after
termination, regardless of the matters in which they participated while
employed by the state.

9.The GeneralAssembly should amend $8-13-755 ofthe S.C. Code of Laws
to establish a lifetime prohibition against former state employees being
compensated to appear before or communicate with their former state
agency employers for the purpose of influencing action on matters in
which the employee was directly and substantially involved while a state
employee.

Most RSIC pension investments are initiated and analyzed by RSIC staff and
recommended to the agency's commission tbr its approval. State law requires
final approval of all investments by the commission. However, neither state
law nor agency policy prohibits commissioners from directly or indirectly
initiating investments, a practice that can reduce the objectivity of the
investment process.

RSIC officials report that from May 2010 through April 2015, the
commission approved the investment of up to $85 million in two funds that
commissioners assisted in bringing to the attention of the agency. In
November 201 1, the commission approved an investment of up to
$30 million in American Timberlands after the investment proposal was
indirectly initiated by an RSIC commissioner. The commissioner stated that:

No commissioner proposed that investmenÇ at best, one
commissioner introduced the staff [RSIC] to a third-party
who subsequently did make a proposal to the staff.

In October 2014,the commission approved an investment of up to
$55 million in Azalea Fund IV after the investment proposal was initiated by
another commissioner.
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It is important to note that the RSIC has "sourcing and conflict disclosure
forms" that all staff and commissioners are required to complete and sign if
they are involved in initiating a proposed investment or involved in the due
diligence process of determining the merits of a proposed investment. These
officials are required to indicate their knowledge of the state law prohibiting
them or their immediate family members benefiting frnancially from a
proposed investment. They are also required to indicate how the proposed
investment was brought to the attention of the agency.

Even though the RSIC requires commissioners to disclose their involvement
in identifling proposed investments, commissioner involvement may reduce
the objectivity of staff when analyzing the merits of the proposals,
Commissioner involvement may also reduce the objectivity of other RSIC
commissioners, who may be less likely to reject an investment proposal
knowing that it comes from a colleague.

10. The General Assembly should amend state law to prohibit the direct or
indirect initiation of investr¡ent proposals by Retirement System
Investment Commission commissioners.

Under RSIC policy, intermediaries called placement agents are allowed to
broker contracts between the RSIC and external investment fund companies
such as hedge funds and private equity funds. A recent national study of
public pensions found that, on average, investments involving placement
agents underperformed similar investments not involving placement agents.

Placement agents are used by some investment fund companies to obtain
business with public pensions. According to agency staff, these agents do not
work for and are not paid by the RSIC. The most recent investment by RSIC
that involved a placement agent was in June 2012,with eight additional
investments involving placement agents from June 2010 through
March 2012. Agency officials also report that lobbyists who function as

placement agents sometimes attempt to influence the investment selection
process.

Recommendation

Placement Agents
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The current due diligence policy of the RSIC requires transparency when
placement agents are used. Prior to each investment, the external investment
manager must disclose whether a placement agent is involved in the
transaction, the name of the agent, and a description of the business
relationship with the agent.

Although placement agents may enable smaller investment fund companies
to compete more effectively with larger companies, those benefits may be

accompanied by an increased risk of corruption. Placement agents have been

found to have been involved in conuption in states including New York and

California. Currently, the City of New York and the State of New York ban

the involvement of placement agents in pension fund investments.

A 201 5 national study by economists at Stanford University, the University
of Oregon, and the Securities and Exchange Commission found that private
equity investment funds using placement agents underperformed other
private equity funds by an average of3.5 percentage points peryear. Some

private equity funds that used placement agents, however, ouþerformed
those that did not. As a result, the authors of the study clo not recornrttend a

ban on placement agents.

1 1. The Retirement System Investment Commission should enact a policy to:

. Prohibit the involvement of placement agents and individuals
functioning as placement agents in investments made by South

Carolina's state-administered pension funds; or

. Annually repoft investments in the state-administered pension funds
that involve placement agents or individuals functioning as placement

agents.
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Glossary

Accrued Benefit or Accumulated Plan Benefit - The arnount of a participant's benefit (whether or not vested) as of a
specified date, determined in accordance with the tenns of a retirement plan and based on compensation (if applicable)
and service to that date.

Accumulated Contribution - The sum of all the amounts deducted from the compensation of a member and credited to
the member's individual account in the employee annuity savings fund, together with regular interest on the account.

Active lVlember - An employee who is compensated by an employer participating in the system and who is making
regular retirement contributions to the system.

Actuarial Accrued Liabill(v fAALì - The portion of the actuarial present value of projected benefits (and expenses,

if applicable), as detennined under a paÍicular actuarial cost method, that is not provided for by future normal costs.

Under certain actuarial cost methods, the actuarial accrued liability is dependent upon the actuarial value ofassets.

Actuarial Asgumptions - Estimates of future plan experience with respect to rates of mortality, disability, turnover,
retirement, rate or rates of investlnent income, and salary increases.

Actuarial Gain/Loss - A measure of the difference between actual experience and what was expected based upon the
actuarial assumptions used for the period between two actuarial valuation dates, in accordance with the actuarial cost
method being used. Actuarial gains (losses), as they occur, reduce (increase) the unfunded actuarial accrued liability.

Actuarial Investment Rate of Return - The dollar-weíghted rate of return resulting from the investment income
implied by (l) the valuation assets at the beginning of the year, (2) the valuation assets at the end of the year,

and (3) the non-investment net cash flow during the year.

^Actu¡rial Vrlue of Assets or Valuation Sssefs (AVAI - The value of cash, investments, and other properfy belonging
toapensionplan,asusedbytheactuaryforthepurposeofanactuarialvaluation. Theactuarialvalueofassetsmay
represent an average value over time and normally differs from the amount reported in the financial statements. This
valuation dampens year-to-year fluctuations and smooths the effect of volatility in the market.

Amortization - Paying off an interest-bearing liability by means of periodic payments of interest and principal, as

opposed to paying it off with a lump sum payment.

Annual Required Contribu¡ion IARC) - The actuarially deterrnined level of ernployer contribution that would be

required on a sustained, ongoing basis to systematically fund the normal cost and to amortize the UAAL attributed to
past service.

Asset Risk - The risk thatthe amount or timing of items of cash flow connected with assets will differ from expectations
or assumptions for reasons other than a change in investment rates of return. Asset risk includes delayed collectability,
default, or other financial nonperformance.
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Averase Final Compensation - For Class One and Class Two members retiring on or after July l, 1986, means îhe
average annual earnable compensation for a member during the 12 consecutive quarters of his creditable service on which
regular contributions as a member \¡/ere made to the system producing the highest such average; a quarter means a period
January through March, April through June, July through September, or October through December. An amount up to and
including forty-five days' termination pay for unused annual leave at retirement may be added to the average final
compensation. Average final compensation for an elected offrcial may be calculated as the average annual earnable
compensation for the 36 consecutive months before the expiration of the elected official's term of office. For Class Three
members, the average annual earnable compensation of a member during the 20 consecutive quafters of the member's
creditable service on which regular contributions as a member were made to the system producing the highest such
average. Termination pay for unused annual leave at retirement may not be added to the average final compensation.

Creditable Service - A member's earned selice, prior service, and purchased service.

Defined Benefit Plan IDB) - An employer-sponsored retirement plan where employee benefits are sorted out based on a

formula using factors such as salary history and duration of employment. Investment risk and portfolio management are

entirely under the control of the company. There are also restrictions on when and how you can withdraw these funds
without penalties.

Defïned Contribution Plan (DC) - A retirement plan in which a certain amount or percentage of money is set aside

each year by a company for the benefit of the employee. There are restrictions as to when and how you can withdraw
these funds without penalties.

Derivrtive - A security with a price that is dependent upon or derived from one or more underlying assets. It is a
contract between two or more pafties based upon the asset or assets. Value is determined by fluctuations in the
underlying asset.

Discount Rate - The interest rate used in discounted cash flow (DCF) analysis to determine the present value of future
cash flows. It takes into account the time value of money and risk or uncertainty of future cash flows. The greater the
uncertainty of future cash flows, the higher the discount rate. It is also the rate used by pension plans and insurance
companies for discounting their liabilities.

Eerned Seryice - (1) Paid employment as a teacher or employee of an employer participating in the system where the
teacher or employee makes regular retirement contributions to the system. (2) Service rendered while participating in the
State Optional Retirement Program, the Optional Retirement Program for Teachers and School Administrators, or the
Optional Retirement program for Publicly Suppofted Four-Year and Postgraduate Institutions of Higher Education that
has been purchased. (3) Service earned as a participant in the system, the South Carolina Police Officers Retirement
System, the Retirernent System for Members of the General Assembly, or the Retirement System for Judges and Solicitors
that is transferred to or purchased in the system.

Entry Age Actu¡rinl Cost Method or Entry Ase Normal Actuarial Cost Method - A method under which the
actuarial present value ofthe projected benefits ofeach individual included in an actuarial valuation is allocated on a level
basis over the eamings or service of the individual between entry age and assumed exit age(s). The portion of this
actuarial present value allocated to a valuation year is called the normal cost.
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Fair Market Value - The price that a given properry or asset would bring in the marketplace, subject to the following
conditions: (l) Prospective buyers and sellers are reasonably knowledgeable about the asset free ofundue pressure to
trade and (2) A reasonable time period is given for the transaction to be completed.

Financial Accountins StsndaJd¡ Board f.FASBl - The entity charged with establishing standards of financial
accounting that govem the preparation offinancial reports by nongovernmental organizations. The standards are
officially recognized as authoritative by the Securities and Exchange Commission (SEC) and the American Institute of
Certifi ed Public Accountants (AICPA).

Financial Statement - A report prepared for the purpose of presenting the financial posítion and the change in the
financial position for the reporting period of an entity, prepared in accordance with the accounting requirements
prescribed or permitted by state regulators, governmental accounting standards, or applicable generally accepted
accounting principles.

F'ully Funded - lll A phrase that indicates that a parlicular measure of plan assets equals or exceeds a particular
measure of plan liabilities.

Funded Sfatus - Any comparison of a particular measure of plan assets to a particular measure of plan obligations.

Governmental Accountine Standards Bo*rd (GASB) - An arm of the Financial Accounting Foundation established to
promulgate standards of financial accounting and reporting with respect to activities and transactions of state and local
governmental entities.

lnternal Control - The plan, policies, methods, and procedures adopted by management to meet its mission, goals, and

objectives. Intemal control includes the processes for planning, organizing, directing, and controlling program operations.
It also includes the systems for measuring, repofting, and monitoring program performance. lntemal control serves as a

defense in safeguarding assets and in preventing and detecting errors; fraud; violations oflaw, regulations, and provisions
ofcontracts and grant agreements; or abuse.

Investment Risk - [1] Uncertainty surrounding the realization of a specified investment income stream. [2] The extent
to which the level or timing of actual investment proceeds is likely to differ from what is expected.

Investment-Rate-of-Return Risk - The risk that investment rates of return will differ from expectations or
assumptions, causing a change in the amount or timing of asset, policy, or other liability cash flows. This has been
commonly referred to in actuarial literature as the C-3 risk or asset/liability mismatch risk.

Leverape - The use of various financial instruments or borrowed capital, such as margin, to increase the potential return
of an investment.

Liquitlitv Risk - The risk stemming from limited marketability of an investment.

Market Risk - Uncertainty regarding the future market value of an asset.
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Measuremelrt Date - [1] The date as of which the value of the pension obligation is determined (sometimes referued to
as the valuation date); [2] The date as of which the actuarial present value is determined. The measurement date may be

different from the allocation date. [3] The date as of which the retiree group benefit obligation is determined (sometimes
referred to as the valuation date):I4l The date as of which the values of the pension obligations and, if applicable, assets

are determined (sometimes referred to as the valuation date); [5] The date as of which the actuarial value of assets is

determined (sometimes referred to as the valualion date).

Measurement Period - [1] The period subsequent to the measurement date during which a particular
economic assumption will apply in a given measurement); [2] The period subsequent to the measurement date during
which a particular demographic assumption will apply in a given measurement; [3] The period subsequent to the
measurement date during which the chosen assumptions or other model components apply.

Member - A retiree or beneficiary currently receiving benefits, a current employee, or an inactive employee entitled to
benefits and not yet receiving benefits.

Mortalitv Rate - The probability that a pension plan retiree will die in a given year.

Non-Oualified Service - Purchased service other than public service, educational service, military service, leave of
absence, and reestablishment of withdrawals.

Normal Cost - The poftion of the actuarial present value of projected benefits (and expenses, if applicable) that is

allocated to a period, typically twelve months, under the actuarial cost method. Under certain actuarial cost methods,
the normal cost is dependent upon the actuarial value ofassets.

Political Subdivision - Local govemments crcated by the states including counties, cities, towns, villages, and special
districts such as school districts, water districts, park districts, and airport districts.

Present Value - The value on a given date of a future payment or series of future payments, discounted to reflect
the time value of money.

Proqram Assets - The investments held by the trust fund, including any cash balance, available to meet program costs.
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Proiccted Benefits - Those pension plan benefit amounts which are expected to be paid at various future times under a
particular set of actuarial assurnptions, taking into account such items as the effect of advancement in age, past and
anticipated future compensation, and service credits. That portion ofan individual's projected benefit allocated to service
to date, determined in accordance with the terms of a pension plan and based on future compensation as projected to
retirement, is called the credited projected beneJìt.

Rate of Investment Return - Investment income earned on funds held over time, generally expressed as an annualized
percentage of the amount invested.

Retiremenf Plan - An employment-related arrangement for determining the amount and timing of retirement benefit
payments, eligibility for payments, etc. A retirement plan may be a defined benefit pension plan, a defined contribution
plan, or a hybrid plan with both defined benefit and defined contribution elements. It may be a plan qualified under the
lnternal Revenue Code, a nonqualified plan of defered compensation, or a govemmental plan sponsored by the
United States or its agencies or a state or local government.

Risk-Adiusted R*te of Return - An expected or target annual return to the investor that includes a risk-free return that
compensates the investor for the use of the funds (recognizing anticipated inflation so as to maintain the real value of
those funds), plus a risk premium above the risk-free rate that compensates the investor for the risk that actual returns will
deviate from expected. The size of the risk premium varies with the degree of risk associated with the returns.

Rule of Ninetv - Requirement that the total of the member's age and the member's creditable service equals at least
90 years.

Trust Fun4 - An account to which income is credited and from which benefits and often administrative expenses are
deducted for a specified program.

Unfunded Actuarial Accrued Liabililv (U,{AL) - The excess of the actuarial accrued liability over the actuarial value
of assets.
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Pension Plan Detail

S.C. Retirement System
(scRS)

Public employees are required to participate in one of the five defined-benefit
plans (membership based on employment) or the Optional Retirement
Program, unless they are exempt. Employees exempt from participation
include:

. School bus drivers.

. Employees earning less than $100 per month.

. Non-permanent positions.

. Day laborers.

. Hospital workers (non-state agency hospital).

. Elected officials who do not serve full-time and eam at or less than $9,000
per year.

. Employer admission (employees that work for an employer on the date
the employer's admission into SCRS may elect non-membership within
six months from the employer's admission date).

. Members of the General Assembly who were first elected at or after the
Novcmber 20 12 election.

Eligible members of SCRS include the following groups:

. Employees of the state.

. Higher education employees.

. Public school district employees.

. Employees of counties, cities, and municipalities that elect to participate
in SCRS.

. Employees of other political subdivisions.

. Employees of governmental entities that choose to participate in SCRS.

. Members of the S.C. General Assembly first elected as of the
November 201 2 election.

SCRS membership is separated into two classifications:
. Class Two
. Class Three
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Police Officers
Retirement System
(PORS)

Class Two Membership
Class Two includes individuals who joined prior to July 1, 2012. Members
are eligible for retirement when they leave employment with at least 5 years
ofearned service and have reached age 65 or earned a total of28 years of
service credit. Early retirement is available for those who have reached age
55 with at least 25 years of service credit. Individuals who are age 60 with at
least 5 years of earned service may retire with a reduced benefit.

The Average Final Compensation (AFC) is the sum of the following divided
by three:
. The highest l2 consecutive quarters ofearnable compensation.
. Up to 45 days of unused annual leave paid at termination.

The monthly retirement benefit is equal to 1l12th of the sum of the AFC x
I .82% x the period of credited service. Up to 90 days of unused sick leave
may be included as credited service.

Class Three Membership
Class Three includes individuals who joined the pension plan on or after
July 1, 2012. Members are eligible for early retirement if they have a
minimum of I years of eamed service and are at least age 60. Standard
retirement may occur when the member's age plus credited service years are
greater than or equal to 90 with 8 years of eamed service or age 65 with
8 years ofearned service.

The AFC is the highest 20 consecutive quarters of eamable cornpensation
divided by five. The monthly retirement benefit is equal to lll2th of the sum
of the AFC x 1 .82Vo x the period of credited service.

PORS was established in 1962 to provide retirement allowances and other
benefits to police officers and firemen of the state and local governments.
PORS membership includes:

. Police officers and firefighters.

. Certified peace officers with the Departments of Corrections, Juvenile
Justice, or Mental Health.

. Magistrates.

. Probate judges, full-tirne coroners, and full-time deputy coroners may
elect to participate.
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General Assembly
Retirement System
(GARS)

Members, other than magistrates and probate judges, are required to earn at
least $2,000 per year and devote at least I,600 hours per year to this work.
Exemptions to this requirement are provided by statute.

PORS Membership is separated into two classifications:
. Class Two
. Class Three

Class Two Membersh¡p
Class Two includes individuals who earned service prior to July 1,2012.
Members are eligible for retirement when they leave employment with at
least 5 years ofearned service and have attained either age 55 or 25 years
of service credit, regardless of age.

The AFC is the sum of the following divided by three:
. The highest l2 consecutive quarters of compensation.
. Up to 45 days of unused annual leave paid at termination.

The monthly retirement benefit is equal to lll?th of the sum of the AFC x
2.14yo x the period of credited service. Up to 90 days of unused sick leave
may be included as credited service.

Class Three Membership
Class Three includes individuals who joined on or after July 1,2012.
Members are eligible for retirement when they leave employment with a
minimum of 8 years of eamed service and have reached age 55 or have
27 years ofservice.

The AFC is the highest 20 consecutive quarters of compensation divided
by five. The monthly retirement benefit is equal to lll2th of the sum of the
AFC r 2.14%o x the period of credited service.

GARS was established to provide retirement allowances and other benefits
for members of the General Assembly. Legislators elected prior to November
2012 are required to participate. As ofthe November2012 election, GARS was
closed to newly-elected individuals in the Senate or House of Representatives.

Members of GARS are required to contribute I 10lo of earnable compensation.
Eanrable compensation is deflrned as the $10,400 + (40 x the daily
remuneration). Certain offices have additional compensation. Monthly
compensation is equal to 1l12th of the earnable compensation. The retirement
benefrt is equal to 4.82Yox monthly compensationx the years of credited service.
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Judges and Solicitors
Retirement System
(JSRS)

JSRS was established to provide retirement allowances and other benefits for
judges, solicitors, and circuit public defenders.

The following individuals are required to participate:

. Solicitors.

. Circuit public defenders.

. Judges of Circuit or Family Court.

. Judges of the Administrative Law Court.

. Justices of the Court of Appeals and Supreme Court.

Members contribute 10% of their compensation to the pension plan.

Members are eligible for retirement when they meet one of the following criteria:

. Age 70 with 15 years of service.

. Age 65 with 20 years of service.

. Completion of 25 years creditable service for judges and24 years for solicitors
and public defenders regardless of age. Members with retirement allowances of
90% of salary may elect to "retire in place" and start receiving benefits while
employed.

. Mandatory retirement atage72.

The retirement benefit is7l.3Vo ofthe member's curent active salary + 2.67%;o of
compensation for each year of service beyond 25 for judges and24 for solicitors
and public defenders. The retirement benefit may not exceed 90% of salary.

SCNG was established to provide supplemental retirement benefits to
qualified National Guard members who have served in the S.C. National
Guard.

Retirement eligibility begins at age 60 if the individual is honorably
discharged from active seryice with a minimum of 20 years of total creditable
military service. The 2O-year requirement is further defined to require
l5 of the 20 years be served in the S.C. National Guard and the last
I 0 of the I 5 years must be served in the S.C. National Guard.

Retirement benefits are $50 per month for 20 years of creditable service and

$5 per month for each additional year of service over 20 years. The
maximum benefit is $100 per month.

S.C. National Guard
(scNG)
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Optional Retirement
Program (ORP)

Deferred Compensation
Program

This defined-contribution plan was established in 1987 for certain employees
and was modified to include all state, public school, and higher education
employees. This plan is also available to General Assembly members elected
at or subsequent to the November 2012 election.

Contributions are made by both the employee and employer. The member
directs his/her investment of the funds into a plan administered by one of
four investment providers. The state's obligation is limited to the required
contribution. The state currently has four ORP investment providers that
include: MassMutual, Metlife Resource, TIAA-CREFF, and Valic.

State ORP members may choose to change investment providers or
irrevocably switch to SCRS membership (must be between the I't and 5th

anniversary of initial enrollment) during the open enrollment period that
occurs each year (January I - March l).

As a supplement to the defined-benefit and defined-contribution plans
offered, the state also offers a deferred compensation program that includes
voluntary plans for 401(k) and 457 savings. Contributions and investments
within this program are made only by the individual employees who
participate.
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Pens¡on lnvestment and Funded Status
Projections

Projected Rates of Return

The followirrg data shows the results of a July 2015 analysis by
Aon Hewitt (an RSIC investment consultant) including projections for the
current portfolio and other possible investment strategies. This analysis
was requested by the LAC.

The following shows the projected returns of various portfolios none of
wlrich ploject more than a 42Yo probability of reaching the 7.SVo assumed

tate of return over 30 years ending in2043. The current allocation aud an

allocation made up of 85% public equity (stocks) and l5% fixed income
(bonds) come closest to the target with projections of 6.80/o and 6;7Yo

respectively. However, the 85/15 portfolio has more volatility risk as shown
by the wider distribution of outcomes around the rnedian.

Projected Investment Rates of Return of Various Portfolios
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CURRENT PORTFOLIO TARGET

I

1

85% PueLIc EQUITIES AND

15% FIXED INCOME

SEcunmes

70% PUBLIC EoUITIES AND

30% Flxeo lNcoME
SÊcuRrTlEs

60% PUBLIC EOUITIES AND

40o/oFtxED lNcoME
SEcURITIES

Percentile 10-Year 20-Year 30-Year 10-Year 2O-Year 30-Year 1O-Year 2GYear 30-Year 10-Year 2O-Year 30-Year

5'' 2.zOYo 2.80o/o -1.20o/o 0.60% 1.SOYo -0.3070 1.',loo/o 1.90% Q.20% 1.4OYo 2.OO%
25'n 4.3oo/o 4.80Yo 4,200/ 4.500h 3.600/o 4-1Oo/" 4.44o/a 3.60% 4.00o/o 4.20o/o

50tn 6.80o/o 6.80% 6.70% 6.7ïYo 6.30% 5.90% 5.90%
75'n 9.00% 9.30% 9_30% 8.8Oo/" 8.4ïo/o 8.10o/o 7.80o/o 7.90o/o
g5'n 12.OOo/a 12.30o/o 14.44o/o 13.40o/o 13.60%

Probaþility
> 7 5o/o

41o/o 4îo/o 41o/o 44o/o 42% 42o/o 38% 36Yo 36o/o 32o/o 29% 3oo/o
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Pension lnvestment Projectlons

Projected Market Values According to Aon Hewitt's projections, the current portfolio will be worth
about $70 billion by 2043. This is lower than the projections for the 85/15
allocation. However, the 85/15 allocation is the most variable of the four
optiorrs as shown by the wide spread around the median of that allocation's
projection.
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40% FrxED lNcoME
Percentile 2023 2033 20/.3 2023 2033 2043 2023 2033 2043

5tn s21 $23 $38 s17 $18 s35 .s19 s36 $20 $20 $36
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Appendlx c
Penslon lnvestmsnt Projoct¡ons

Projected Funded Ratios None of the allocations are projected to reach full funding by 2043. Based on
the current portfolio target, the pensions have only a39o/o likelihood of
reaching full funding.

OIJRRENT PoFlFoIJo TAR€ET
85% PUBLIC EQUITIES AND

15% FIXED lNcoME
70/o Pusuc Eournsg'nHo

30%FHEdlNooi¡Ë
60% PUBLIC EQUITIES AND

40% FXED INCOME

Percentile zozs 2CI43 2023 2033 2043 2923 2023 2033 20/,3
5rn 36e/o 339/o 54e/o 28o/o 26% 47o/o 81Y¡ 29u/t 491/d 33o/o 30o/o 51o/o

2stn 489/¡ '89eß 44% 45o/o 650/o 459/o 44e/o E6l/o 45% 44o/o 64Yo

50' Srelù ETclo 61elo 67slø 88o/" áEeI¡ óL9/ó ETI¡ s60 59û/o 79o/o

75tn 75Va 92.e/o 117Ya 81% 103Yo 134To 8,8,V¡ 69% 80%
95' 100% 2ffi|rln 121o/o 204o/o 421o/o 92o/o 135Yo 225Yo

Probability
> 1o0o/n

<69/o 220/o 39.0/o 160/o 27o/o 43% 7olo 22o/o 38e/o <5o/o 18o/o 29o/o

Projected Funded Ratio of Various Portfolios

Source: Aon Hewitt
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south corolino

Serving lhose who serye Soulh Carolína

sfote heolth plon I relirement systems

December L7,20Ls

K. Earle Powell
Director
Legislative Audit Council
1331 Elmwood Avenue, Suite 315

Columbia, SC 29201

Dear Mr. Powell:

Thank you for providing the South Carolina Public Employee Benefit Authority (PEBA)with an

opportunity to provide final comments to the report entitled A Review of the Public Pensions

Administered by the Stote of South Carolina (Report) prepared by the Legislative Audit Council (LAC).

PEBA understands that the LAC had a difficult task before it in being asked to review and make

recommendations on the actuarial and accounting complexities of the funding of the state's public
pension plans. However, as explained below, PEBA has several fundamental disagreements with the
discussion in the Report regarding the funding of the state's retirement systems, particularly relating to
the reporting of the systems' liabilities and the amortization of the systems'unfunded liabilities.

PEBA's odminislrolion of lhe slqte's rel¡remenl syslems compl¡es with lhe octuor¡ol,
occounl¡ng, qnd legol slondords opplicoble to the funding of public pens¡on plons

At the outset, it is important to emphasize that the financial and actuarial reporting of the state's
retirement systems is and always has been extensively reviewed and audited by a number of firms with
nationally recognized expertise in the financing of public pension plans. These reviews include annual
actuarial valuations that report upon the actuarial condition of the systems and five-year experience

studies that review the actuarial assumptions and methods used to prepare those valuations. These

valuations and experience studies are prepared by the actuarial firm hired for the state's retirement
systems, currently Gabriel Roeder Smith & Company (GRS), a national actuarial and benefits consulting
firm that focuses on the public sector. The reviews also include the annual audit of the retirement
systems'financial statements performed by an external audit firm hired by the State Auditor/s Office.

Currently, the State Auditor retains the national accounting firm of Clifton Larson Allen LLP (CtA) to
audit the retirement systems' financial statements.

The results of these annual actuarial and financial reviews are publically available in PEBA's

Comprehensíve Annuol Financial Report (CAFR), which has been annually recognized by the Government
Finance Officers Association of the United States and Canada (GFOA) with its Certificate of Achievement
for Excellence in Financial Reporting for nearly 30 years, ln addition, the state's retirement systems have

received the Public Pension Coordinating Council's Public Pension Standards Award for 12 consecutive
years in recognition of meeting professional plan design and administration standards. The retirement
systems' assets and liabilities are also reported in the statewide CAFR prepared by the Comptroller
General's Office and are subject to review by the preparers and auditors of that report. (See Støte o/

Exceullvr Dir¡clor Peggy G. Eoykin, CPA
803.132,ó800 | 838.260,?43O |'ruww.pebs.sc.gov

202 Arbor Loke Dr., Columbio, SC 29223



South Corolina, Comprehensíve Annuol Finoncial Reportforthe Fiscol Yeor Ended June 30,2014,Pages
58-59, 103-1LL.)

PEBA's administration of the state's retirement systems was also recently the subject of a
comprehensive fiduciary performance audit obtained by the State lnspector General's Office pursuant to
Section 9-4-40 of the South Carolina Code of Laws. The lnspector General hired Funston Advisory
Seruices, LLC, a nationally recognized advisor to public retirement systems in the areas of governance,

operations and risk intellígence, to perform the fiduciary audit. That audit, completed ¡n January 2015,
is also publicly available.

Not one of the experts who have performed these various actuar¡al, financial, and fiduciary reviews
found that PEBA has understated the retirement systems' liabilities, that PEBA has amortized the
retirement systems' unfunded liabilities over an excessive period of time, or that PEBA has otherwise
failed to comply with the actuarial, accounting, and legal standards applicable to the funding of public
pension plans.

To the extent that the Report reaches conclusions to the contrary, it may be attributable to the Report's
misdirected scope of review. ln the Scope and Methodology section on Page 2 of the Report, the LAC

identifies the criteria used to measure performance in the Report to include corporate accounting
standards, bond credit rating agency practices, and recommendations made by certain financial
economists. Accordingly, in the discussion of the reporting of public pension plan liabilitíes on Page 3 of
the Report summary and Pages 26 and 27 of the full Report, the Report relies upon the practices of
Moody's lnvestors Service, the accounting rules for corporate pension plans, and recommendations
from certain academic economists to evaluate the reporting of public pension plan liabilities, Similarly,
in the discussion of the amortization schedule of the state's retirement systems on Page 7 of the Report
summary and on Page 31. of the full Report, the Report refers to the practices of Moody's lnvestors
Service for its bond reviews as part of the relevant accounting standards. However, there are
fundamental differences between the accounting standards for private and public pension plans, such

that a plan cannot satisfy both sets of standards at once. lt appears, then, that instead of auditing
PEBA's compliance with the actuarial and accounting standards applicable for public pension plans, the
Report is, in essence, advocating for those standards to be changed to reflect the standards used by
corporate pension plans and bond rating agencies.

ln addition to this general concern regarding the proper scope of the audit, PEBA has several specific
concerns with certain conclusions reached in the Report, as set out below.

PEBA hos nol undersloted lhe slqte's publ¡c pension liobililies

ln the Summary section and in Chapter 3, the Report asserts that public pension plans "may be

underreporting their liabilities." However, with respect to the state's retirement systems, PEBA has fully
and accurately reported the systems' liabilities in accordance with the generally accepted actuarial and
accounting standards applicable to public pension plans in the United States. PEBA reports the liabilities
of the state's retirement systems in accordance with the requirements of the Governmental Accounting
Standards Board (GASB), which sets the account¡ng principles for all governmental pension plans in the
country. PEBA's valuation of its public pension liabilities also complies w¡th actuarial standards of
practice applicable to the external actuarial firm retained to perform actuarial services for the
retirement systems. ln particular, in the actuarial sect¡on of the retirement systems' most recent
Comprehensive Annual Finonciol Report (CAFR), the actuaries from GRS certified as follows:

S.C. PEBA Finol Comments on LAC Report | 2



"We certify that the information presented herein is accurate and fairly portrays the actuarial position of
the Retirement Systems as of July L,2OL4. All of our work conforms with generally accepted actuarial
principles and practices, and in conformity with the Actuarial Standards of Practice issued by the
Actuarial Standards Board, ln our opinion, our calculations also comply with the requirements of South
Carolina Code of Laws and, where applicable, the lnternal Revenue Code, ERISA, and the Statements of
the GovernmentaI Accounting Standards Board."

(See South Carolina Public Employee Benefit Authority, South Carolina Retirement Systems,

Comprehensive Annuol Financial Report for the Fiscal Yeor Ended June 30, 20L5 (2015 CAFR) Page 113.)

Notably, the reporting of the liabilities for the state's retirement systems has been subject to review by
at least two external, independent auditors, neither of which has found that the plans' liabilities are
understated, underreported, or otherwise materially misstated. ln its most recent annual review of the
retirement systems' financial statements, CLA, the external audit firm hired by the State Auditor's
Office, concluded that "the financial statements referred to above present fairly, in all material respects,
the financial position of the Systems as of June 30, 2015, and the respective changes in its financial
position for the year then ended in accordance with accounting principles generally accepted in the
United States of America," (See 2015 CAFR, Page 27.) Similarly, Funston Advisory Services, the external
audit firm contracted by the State Inspector General to perform the fiduciary audit of PEBA, concluded
that PEBA complies with all of the statutory funding and valuation requirements of South Carolina law
and that the "actuarial valuations and experience study are of good quality and consistent with those
provided for public pension and health plans generally." (See Funston Advisory Seruices, LLC,lnvesting in
PEBAforthe Future: ATransformation Agendo (Funston Report), Pages 58-60, 105,)

PEBA takes its responsibility to accurately report the financial condition of the state's retirement
systems very seriously. As noted above, the external actuarial firm hired to make valuations of the
retirement systems' assets and liabilities, the external auditor hired by the State Auditor to review the
retirement systems'financial statements, and the fiduciary auditor hired by the State lnspector General
to review PEBA's operation of the state's retirement and insurance plans have concluded that the
liabilities of the state's retirement systems have been reported in accordance with the generally
accepted accounting and actuarial standards applicable to governmental pension plans in the United
States and have made no findings that the systems' liabilities are significantly understated or
underreported. Accordingly, PEBA disagrees with the Report to the extent that it suggests that PEBA has

understated or underreported the liabilities of the state's retirement systems.

As discussed earlier, the Report's suggestion that public pension plan liabilities are underreported does
not appear to be based upon an audit of PEBA's compliance with the generally accepted actuarial and
accounting standards applicable to public pension plans, but upon the opinion that the standards for
public pension plans should be changed to reflect the accounting standards for corporate pension plans

and the review practices of bond rating agencies.

PEBA does nol omorlize lhe unfunded lioblllties of lhe reliremenl syslems over on
excessive pefiod

The Report also asserts that the retirement systems' unfunded liabilities are being paid off "over an

excessive period of time" and that this amortization period "may exceed the 3O-year limit in state law."
However, PEBA has, at all times, set the contribution rates for the retirement systems at rates that fully
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amortize the unfunded liabilities of the retirement systems on a sound actuarial basis and within the
requirements of state law. The external actuary for the retirement systems, GRS, has determined that
the contribution rates currently in effect, as well as those scheduled to be in effect through fiscal year
20L7, fully comply with the maximum 30-year amortization period required by the South Carolina Code

of Laws. (See, e.g., GRS, South Carolina Retirement System (SCRS)ActuarialValuation Report as of July 1,

2074 (20L4 Valuation), Page 3 ("The employer and member contribution rates that are certified and
scheduled to be in effect for fiscal year 201-6 continue to be sufficient to maintain a funding period that
does not exceed 30 years. Therefore, the employer and member contribution rates for fiscal year 20L7
will remain unchanged from the rates scheduled to become effective July 1, 201-5.").) As noted above,
the actuaries have certified that their calculation of the contribution rates necessary to amortize the
unfunded liabilities of the retirement systems within 30 years, like all of their actuarial calculations for
the systems, "conforms with generally accepted actuarial principles and practices, ... is in conformity
with the Actuarial Standards of Practice issued by the Actuarial Standards Board. ... [and] also compl[ies]
with the requirements of South Carolina Code of Laws and, where applicable, the lnternal Revenue

Code, ERISA, and the Statements of the Governmental Accounting Standards Board." (2014 Valuation
cover letter, Page 3.) Further, as also referenced above, Funston Advisory Services, the firm hired by the
lnspector General to perform the fiduciary audit of PEBA, concluded that "PEBA complies with the
statutory funding mandates set forth in the South Carolina Code of Laws" with respect to the retirement
systems. (See Funston Report, Pages 59-60.) There is no circumstance under which PEBA would adopt a

contribution schedule that would fail to fund the retirement systems as required by state law.

It appears that the Report's conclusion that the amortization period for the retirement systems'
unfunded liabilities may exceed the 30-year limit in state law is based upon investment projections
under which the actuarial value of the ret¡rement systems' assets does not increase over the funding
period by the assumed rate of return of 7,5 percent adopted by the Budget and Control Board in 2011
and subsequently set in statute by Act 278 o12012. Consideration of the appropriate assumed rate of
return for the investment of the retirement systems' assets will be a significant component of the
upcoming experíence study GRS is conducting to evaluate the actuarial assumptions and methods used
for the valuat¡on of the retirement systems. However, it would be inappropriate to suggest that current
or prior contribution rates and amortization schedules fail to comply with actuar¡al or legal standards
because of future potential changes to investment assumptions.

ln the discussion of the amortization period, the Report also mischaracterizes the actuary's projection
that current contribution rates will be sufficient to fully fund the retirement systems within 30 years as a

"new projected cost schedule" under which the systems "may be fully funded in 30 years." Although the
actuary provided the LAC with an amort¡zation schedule based upon the actuarial value of assets in a
new format to assist the LAC in comparing that schedule with projected schedules based upon the
market value of âssets, the methodology underlying the amortization schedule was not new, but
reflected the very methodology the actuary has consistently used to calculate contribution rates in each

annualvaluation of the systems. Further, it must be made clear, again, that the amortization schedule
based upon the actuarial value of assets fully funds the retirement systems within 30 years under
current assumptions.

The Report also suggests on Page 2 that the LAC was limited in the scope of its review of whether the
amortization period of the retirement systems exceeds the requirements of state law because PEBA did
not provide it with a copy of an attorney-client privileged legal opinion that PEBA's general counsel had
provided to the PEBA Board in 201,3. However, PEBA does not believe that the LAC's scope of review was
materially limited in this matter, Not only did the LAC have access to all of the actuarial information
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necessary to determine whether the amortization period of the retirement systems' unfunded liabilities
falls within 30 years, but PEBA's general counsel also provided the LAC with a full legal analysis of the
statutes applicable to the setting of contribution rates and amortization periods for the retirement
systems.

The slole hos delermined, qnd pold, lhe oppropriole conlribulions to the reflrement
syslems

ln the Summary section, the Report states that, in addition to underperforming investments, the
retirement systems are significantly underfunded "due to inadequate contributions over time." This

comment is misleading. The state has always paid the contributions required to be made to the
retirement systems as determined by the annualactuarialvaluations of the systems and the
requirements of the applicable law, and the state has never taken a contribution holiday or otherwise
purposefully contributed less than the required amount. The retirement systems' unfunded liability is
not the result of the failure to make the required contributions to the systems, but is caused by other
factors, including adverse experience (including investment experience), plan design changes, and

adjustments in actuaríal assumptions and methods.

The slqte mode significont chonges to the benefit struclure of the retiremenl syslems ¡n

2012

ln the Summary section and in Chapter 3, the Report suggests that the state consider making changes to
the benefit structure of the retirement systems as a means of reducing the unfunded liabilities of the
systems. However, PEBA would note that the General Assembly recently went through an exhaustive

review of the benefit structure of the retirement systems during 201L and 201.2, resulting in the
enactment of Act 278 of 20L2. The changes made by that act, particularly to the benefits accrued by

new hires after July L,2OL2, have set the systems on a sound footing with regard to concerns about
increases in unfunded liabilities as a result of the systems' benefit structure. For example, only a small
percentage of the increase in the South Carolina Retirement System's unfunded liability since the
implementation of Act 278 is the result of increased benefit liabilities, while the vast majority of the
increase is due to the recognition of deferred investment losses that occurred prior to July 20L2.

Further, it is important to recognize that some 60 percent of the retirement systems' existing liabilities
are attributable to benefits already accrued by retirees that would not be affected by any changes to
future benef it accruals.

ln closing, it should be emphasized that the comments in this letter only apply to the matters addressed

herein. The omission of comment on other matters contained in the Report does not imply that PEBA

concurs with the conclusions reached by the Report on those other matters. ln addition, PEBA has not
endeavored to comment on matters addressed in the Report that pertain primarily to issues within the
purview of the South Carolina Retirement System lnvestment Commission (RSIC) rather than PEBA. We
would like to note, however, that PEBA will work closely with the RSIC to determine how best to
implement the Report's recommendations regarding the reporting of investment risks in the annual

financial reporting for the retirement systems and the overall readability of those annual reports.

Finally, it should also be noted that the discussions in this letter related to the funding status, required
contributions, and other matters concerning the financial condition of the retirement systems are based

upon the actuarial valuations and financial reporting for the systems as of December 10, 2015. Future

changes in the systems' actuarial assumptions and the systems'actualfuture experience will impact
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future calculations of the systems'liabilities and required contributions. ln particular, as required by

state law, GRS is currently conducting an experience study of the retirement systems that encompasses

a review of all of the actuarial assumpt¡ons used in the valuation of the systems; and, as a result of that
study, PEBA may make adjustments to its current actuarialassumptions and methods. However, such

adjustments are a part of the normal actuarial process for the valuation of pension plans and do not
render previous calculations made under differing assumptions inaccurate at the time they were
calculated.

Sincerely,

Q*deþ
Peggy G. Boykin, CPA

Executive Director
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LAC Report "A Review of the Public Pensions Administered by
The State of South Carolina"

Dear Messrs. Laughridge and Powell

We commend the South Carolina Legislative Audit Council for the professionalism with which

LAC staff has conducted its research and produced this report. LAC's staff has done an admirable

job of grasping a grcat deal of complicated investment, actuarial, legal, and other information.

LAC staff showed respect and courtesy towards the members of the Commission and Retirement

System Investment Commission ("RSIC") staff during this entire process, and we appreciate

LAC's efforts.

We hope that this report serves to reemphasize to our stakeholders both the importance of RSIC's

work and the dedication with which the Commissioners and professional staff carry out their

responsibilities to our hardworking state and local employees.

LAC has offered observations and recommendations in several areas which impact the

Commission. Please accept the following as RSIC's response to each specific observation or

recommendation.

t. The General Assembly should amend state law to require the Retirement System

Investment Commission and the Public Employee Benefit Authority to include in
their annual reports the various risks of each asset and investment category in the

state-managed pension portfolioo the specific risks of the total portfolio, the extent to
which these risks are material, and the process undertaken to mitigate these risks.

RE
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One of RSIC's core investment beliefs is that investors are compensotedwhen they expose their
capital to risk. This becomes especially ímportønt in an environment when the "rísk free"
investment (cash) provides an investor w¡th little to no return RS/C agrees with LAC thot each of
the various asset classes in which it invests pose risk beyond simply the volatility of the particular
asset class or investmenl. These risks include, but are not limited to, interest rate risk, credit risk,

concentratíon risk, foreign curuency risk, líquidity risk, leverage risk, custody risk, and valuation

risk. RSIC believes that we do an outstanding job of understanding and, where possible, mitigating
these and other rislcs through the combined efforts of our dedicated portfolio risk management,

enterprise risk management, and investment and operational due dilígence functions.

However, RSIC agrees that the manner in which it discloses these types of risks can be improved.

As a result, beginningwith the Annual Investment Reportþr Físcal Year 2014-2015, RSIC will
include disclosures that describe these risks and our efforts to reduce and manage these risks. Just
as RSIC has been recognized by this report as a leader in investment mønagement fee disclosure,

RSIC welcomes the opportunity to be a leader among pension funds in disclosing risk. RSIC

believes that this effort will lead to a beneficial understanding by our stqkeholders of the risks
associated with our portþlio and the efforts RSIC employs to minimize those risks.

2. The General Assembly should consider amending state law to limit the maximum
percentage of alternative investments in the state-managed portfolio.

RSIC understands the perceptíon and conesponding concern of LAC and others regarding
alternative investments. These investments are mostly private and, as a result, are not as

transparent or as liquid as their public morket equívalents.

,R.S/C ¡s concerned that placing a cap on alternative investments would likely be arbitrory and
could result in RSIC being required to þrgo opportunities to earn superior returns through

various mqrket conditions. However, not only does RSIC feel that it is incumbent to limit these

investments to those in which we have conviction, but also to do a better job of communicating to

our stakeholders the needþr and place of alternatives ín the portþlio.

Over the past few months, RSIC has exclusively þcused its efþrts on challenging its investment

beliefs and convictions, including whether alternative investments have a place in the portþlio.
As a result of this challenge, RSIC believes that, if deployed cowectly with a superior

understanding of the strategt and nuances of the investment manage4 these types of investments

can and should provide superior risk-adjusted returns than their public market equivalents. R,SIC

has already begun to take steps to ensure that future investments in alternatives will only be with
managers in which we have deep convictîon and confidence to deliver superior risk-adjusted

returns. ÀS/C is confident that we canfocus our investments in alternatives to these opportunitíes

without the need of a statutory limitatíon.
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3. The Retirement Investment Commission should report annually its investment fees

and expenses for each investment category/asset class.

RSIC greatly appreciates LAC's recognition of our role as a leader in investment managementfee

disclosure. Ile belíeve that our efforts, along with many other pension funds, are pushing the

industry towards much needed transparency and understanding of investment management fees.
In recent years through collaboration with PEBA, we have included investment fee data by asset

class ond investment manager ín the CAFR. RSIC agrees that this recommendation will further
enhance these efforts at transparency and we will now also include this level of disclosure in the

Fiscal Year 2014-2015 Annual Investment Report.

4. The General Assembly should amend Section 8-13-755 of the South Carolina Code of
Laws to prohibit former state employees from being compensated to appear before

or communicate with their former state agency employers for the purpose of
influencing action for a period of at least one year after termination, regardless of the

matters in which they participated while employed by the state.

AND

5. The General Assembly should amend Section 8-13-755 of the South Carolina Code of
Laws to establish a lifetime prohibition against former state employees being

compensated to appear before or communicate with their former state agency

employers for the purpose of influencing action on mattcrs in which the employee was

directly and substantially involved while a state employee.

RSIC appreciates LAC's efforts through these recommendations to reduce potential conflicts of
interests in greater state government and to promote public confidence in the objectivity of state

fficials. By way of response, RSIC would note that both Sections 9-16-360(b)(5) and (l1) of the

South Carolina Code provide additional restrictions on þrmer RSIC employee's contact and

ínteraction with the commissíon. However, RSIC ,s certainly willing to enguge in dialogue with
the General Assembly on means to improve these restrictions with the goal of increasing public
confidence in the objectivity of RSIC investment decisions.

6. The General Assembly should amend state law to prohibit the direct or indirect
initiation of investment proposals by RSIC commissioners.

RSIC certaínly understands the impetusþr this recommendation but respectfully suggests that this

type of prohibition should þcus on preventing commissioners and others from financially
benefittngfrom qn investment recommendation. To that end, RSIC does believe that it has robust

procedures and strong controls in place to identifu and document how new investments ideas are

sourced and identiþ potential conflicts of interest. RSIC belíeves that these procedures and

controls when combined wíth the provisions of Section 9-16-350 of the South Carolina Code,

which nalre it a felony for commissioners to obtain an economic interest through use of
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Commissíon information, mitigate against and act øs o signíficant disincentive þr commissíoners
to attempt to benefitfrom an investment recommendation.

À,SIC ,s also concerned that prohibiting commissioners froru in any way recommendíng an
investment could inhibit a commissioner from completely fulfilling the commissioner's fiduciary
obligatíon to the trust. In accordance with the stringent requirements to serve as a commissioner,

many of our commissioners have a great deal of investment industry experience, and as such are
likely to see attractive ínvestment opportunities that pursuant to their fiducíary duty they would
likeþr RSIC to consider.

As a result, RSIC would recommend that any effort to limit commissioners from recommending

ínvestments strike the practical balance between prohibiting commissioners from financially
benefitingfrom an investment recommendation and permitting commissioners to share with staff
and other Commissioners attractive opportunitíes in the market they are seeing and inwhich they
have no interest.

7. The Retirement System Investment Commission should enact a policy to:
a,. Prohibit the involvement of placement agents and individuals functioning as

placement agents in investments made by South Carolina's state-administered
pension funds; or

b. Annually report investments in the state administered pension funds that
involve placement agents or individuals functioning as placement agents.

RSIC believes thaî it has a strong Plocement Agent Policy in place that was unanimously approved
by the Commission in September of 2012, and is annually reviewed and approved as part of the

Statement of Investment Objective and Policies process.

As noted ín the LAC report, this policy prohibits RSIC from employíng placement agents, but does

not prohibít the investment manager from employing a placement agent. The policy does require
the investment manøger to disclose whether a placement agent was involved in the transaction,
the name of the ogenL and a descríption of the business relatíonship with the qgent. This

Ìnformation is included with the proposed investment summary term sheet thot ís part of all
Commiss ion meeting material.

However, RSIC does agree that this policy can be improved by annually reporting øny investment

that RSIC enters into for which the investment manager employed a placement agent. RSIC will
determine the best means by which to onnually moke this disclosure and ímplement the

recommendation as soon as possible.
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8. Challenges to meeting the statutory assumed rate of return.

LAC's report serves as an appropriate reminder that the Commission, like all institutional
investors, faces dfficult challenges in meeting the stotutorily set assumed rate of return. At RSIC,

we hove and continue to believe tltat asset allocation is the most signíficant driver of the risk and
investment return of the portþlio. As briefly discussed above, RSIC has spent the pastfew months

challengingevery investment convíction and belief regarding our portfolio, duringwhichwe have

taken a "zero-bqsed budgeting" approach to our asset allocation. Every asset class in which we

invest has qnd contínues to be subject to scrutiny in that each asset class must prove its place in
the portþlio and to whot extent.

We belteve these actions are timely and cruciol especíally given what we expect to be a sustained

low interest rote and low return investment environment þr the neqr term. However, at RSIC we

are invigorated by these efþrts and sincerely believe that they will yield an asset allocation that
provides the best opportunityfor us to meet our obligations to our beneficiaries.

Conclusion

On behalf of the entire Commission and its staff, please accept our gratitude for your work. We

believe the timing of this report is opportune, coming during a period in which RSIC is solely
focused on areas of improvement, especially in regards to asset allocation and increasing

investlnerrt returns.

We look forward to working with the General Assembly, our Trustees, and our stakeholders on

implementing these and other recommendations to improve the service we provide to our

beneficiaries.

Sincerely

MichaelR. Hitchcock
Chief Executive Officer
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