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MINUTES OF STATE BUDGET AND CONTROL BOARD MEETING


As


    TRUSTEES FOR THE SOUTH CAROLINA RETIREMENT SYSTEM

April 8, 2009  --  9:30 A. M.
The Budget and Control Board (Board) met at 9:30 a.m. on Wednesday, April 8, 2009, in the Governor's conference room in the Wade Hampton Office Building, with the following members in attendance: 
Governor Mark Sanford, Chairman;

Mr. Converse A. Chellis, III, State Treasurer;

Mr. Richard Eckstrom, Comptroller General; and
Senator Hugh K. Leatherman, Sr., Chairman, Senate Finance Committee.
Representative Daniel T. Cooper, Chairman, Ways and Means Committee, participated in the meeting via conference call.

Also attending were Budget and Control Board Executive Director Frank Fusco, Chief of Staff William E. Gunn, and Division Director Peggy Boykin; General Counsel Edwin E. Evans; Governor’s Deputy Chief Counsel Brandon Gaskins; Deputy State Treasurer Frank Rainwater; Comptroller General’s Chief of Staff Nathan Kaminski, Jr.; Senate Finance Committee Budget Director Mike Shealy; Ways and Means Committee Chief of Staff Beverly Smith; Board Secretary Delbert H. Singleton, Jr., and other Budget and Control Board staff.  

Adoption of Agenda for Budget and Control Board
Upon a motion by Mr. Chellis, seconded by Senator Leatherman, the Board adopted the agenda as proposed.
Retirement System:  System Valuations as of July 1, 2008 (Regular Session Item #1)
The laws governing the operation of the South Carolina Retirement System provide that actuarial valuations of the assets and liabilities of the System shall be made annually (Sections 9-1-260, 9-8-30, 9-9-30, 9-11-30, 9-10-20).

Based on the results of the July 1, 2008, valuations, the actuaries believe that the valuations appropriately reflect the Systems’ long term obligations and the current schedule of contributions are sufficient to fund the liabilities of the System over a reasonable time frame, and based on these criteria, the Systems may be deemed actuarially sound.
[Secretary’s Note:  The following discussion relates to both agenda items contained herein.]


Ms. Boykin appeared before the Board on this matter and presented the system valuations to the Board.  She said that for the SCRS the amortization period is 29 years and that the employer contribution rate remains the same.  She noted that in PORS the amortization period is 30 years.  She asked the Board to recall that legislation adopted last year providing a 2% automatic COLA for the SCRS and the PORS.  She said to fund the contribution to the PORS required extending the amortization period to 30 years as well as an increase of up to one-half of one percent in the employer contribution rate.  She said that contribution rate is to be in effect on July 1, 2009.  She stated that there is a provision in the budget to extend that implementation date to July 1, 2010.  She said that extending the date to July 1, 2010, keeps the employer contribution within the one-half percent that is required by the legislation adopted last year.  


Governor Sanford asked for an explanation of the affect of extending the implementation to 2010.  Ms. Boykin said that the actuaries have calculated that if the legislation that was adopted last year goes into effect July 1, 2009, that will be 45 basis points and if it is delayed until July 1, 2010, the contribution rate increases to 48 basis points.  She said that is still within the one-half percent that was anticipated in the legislation as well as in the recommendation from the COLA task force.  Governor Sanford said that it seems to him that looking at the returns and where the State is mathematically it is important to pay down debt based on the growing and looming liabilities of the retirement and healthcare sides.  


Governor Sanford stated that the assumed rate of return is 8% but that the 5-year rate of return is down 1%, the 3-year return is down 5.7%, and the 1-year return is down 28.7%.  He noted that the second quarter of the year has been down 16%.  He asked whether those numbers were correct.  Ms. Boykin stated that it appears that Governor Sanford got those numbers from a report he received from the Retirement System.  She said the numbers he gave did not include the other question he asked concerning what was the historical 20 year return for the plan on a fiscal year basis.  She said that the 20-year average return for the valuations that were before the Board is 8.13%.  Governor Sanford said looking at an historical index for the last 100 years of returns one of the steepest curves would be over the last 20 years.  He said to base the State’s rate of return assumptions on the last 20 years gets to be a little bit dangerous.  He said that it gets to be a mathematical trap given how far down the State is.  He said given the hole the State is in now that over the next 10 years the equity portfolio would have to average 14.9% to get back up to the 8% assumed rate of return.  He said that is nearly mathematically impossible.  He said that over the next 20 years the equity portfolio would need to average 11.7% and over the next 30 years it would need to average 10.6%.


Bob Borden with the Investment Commission commented that the question is what is a reasonable set of assumptions for returns going forward.  He said that there clearly has been a global financial crisis in the selloff in the financial market.  He said that the projected rates of return reflect what the current portfolio mix can reasonably assume to achieve over the next five to seven years.  Governor Sanford said that all of those rates of return are below what is being talked about.  He said that mathematically if debt is not paid down the State cannot earn its way to the 8% return without having an equity portfolio that earns 14.9% over the next 10 years.  Governor Sanford asked Mr. Borden if he agreed that this is a mathematical impossibility.  Mr. Borden agreed and said that what Governor Sanford is eluding to is the simple notion that if one has a dollar and losses fifty cents in order to get back to the dollar one would have to have 100% return.  He said that is a mathematical truism.  Governor Sanford said that the current rate of return will not provide the rate of return that retirees need to be able to live on when they retire.  He said that unless there is alternative money to pay down debt or the promises to the retirees are reduced, one cannot mathematically work oneself out of the hole because the revenue side of the equation is not going to be there.  Ms. Boykin stated that the responsibility of the Board with the assumed rate of return is to adopt a rate of return that the Retirement System is expected to provide in the future not in arrears.  Governor Sanford said that in the future no one is expecting to run 14.9% in equities over the next 10 years.  Ms. Boykin said the assumption the Board has adopted is not a 14.9% assumption, but an 8% assumption.  She said that what Mr. Borden has said is that, considering what has washed out of the market, going forward the 8% rate of return is a realistic assumed rate of return.  She said that the projections for the portfolio in the future is not 14%, but that it is 8%.  Mr. Eckstrom commented that if that is the case that is a bust.  Ms. Boykin said that it is not known what the returns will be on June 30th and there has been extreme volatility just in the last few weeks and months.  

In further discussion, Ms. Boykin said she thinks the Board has a responsibility to act on the information it has and that to try to predetermine what action may need to be taken a year from now based on information at that time does not reflect on the responsibility for the Board to change the assumed rate of return.  Governor Sanford said that the problem is that Ms. Boykin hopes that the return will be better.  He said that in terms of their plans as trustees the Board has to look at the downside and that looking at the Retirement System’s funding ratios the trend line has been consistently down.  He said that the Retirement System is less than 70% funded which means that the Retirement System has 70% of the assets necessary to pay the retirees.  He said looking at the reset assumption the fund is down 16% this last quarter which is approximately $700 million.  He said the reset provision provides that this is taken in very small chunks.  Governor Sanford said that the Retirement System is down $23 billion on the retirement funds which means that the Retirement System is only 46% funded in terms of the overall liability and 53% unfunded if not for the reset provision.  

Governor Sanford asked Ms. Boykin to explain how much is recognized in terms of liability.  Ms. Boykin stated that the Board has a 10-year smoothing period.  Governor Sanford said that the purpose of that is to recognize a portion of the loss for the year.  Ms. Boykin said that the reason that is the case is that public pension funds are providing funding for a liability that is a future liability.  She said that it includes service that has presently accrued and service that is expected to be accrued in the future for employees.  She said that the liabilities are those that are projected to be paid into the future for all employees.  Mr. Eckstrom asked whether that was part of the liability to which Ms. Boykin responded that it was.  Ms. Boykin said that is standard for public pension funds.  Mr. Eckstrom asked Ms. Boykin whether she was saying that for active employees there is an element in the liability for active employees for future performance.  Ms. Boykin said that is correct.

Ms. Boykin commented in further discussion that the purpose of smoothing is to smooth not only losses but gains as well.  She said that the purpose is to provide funding over a long term.  She stated that the purpose of smoothing is to remove as much volatility on the contribution rate and the budgets that are developed annually.  Governor Sanford said that he understood but that in wake of the Great Depression the State’s citizens said they would not do equities but debt instead because these things created a math trap they could not get out of after the Great Depression.  

Governor Sanford asked what would happen if the State was in a really big financial storm.  Ms. Boykin said the 10-year smoothing period and smoothing out volatility on the contribution rates is what is expected in private plans and is the standard in public plans.  Governor Sanford said that it may be the standard but a comparison needs to be made between the degree to which South Carolina is funded verses other states.  He said that some states are  110% funded, some 100% funded, and some 90 something percent funded.  He said that looking at the top 125 pension funds in America, South Carolina ranks 106 on the worst side to the degree to which the State is funded.  He said leaving out even the smoothing averages the Retirement System is less than 70% funded.  He said that if the State is less than 70% funded it can work itself into a real math trap going forward if the State is in a sustained downturn.  Ms. Boykin said that the predominate reason for the decline in the unfunded ratio is that the ad hoc COLAs that were granted and the booking of the automatic COLA.  She said for years the Retirement System granted COLAs on an ad hoc basis which meant that as the COLAs were granted the liability was recognized at one time even though payments were going to be made into the future.  She said that a large portion of the decline in the funded ratio has been to pay the ad hoc COLAs and to recognize the 2% COLAs that would be paid up to 2% in perpetuity.  She said that the Retirement System has taken a tremendous step forward through the General Assembly and the Board to recognize those COLAs and to restrict future ad hoc COLAs so that there is no perpetuation of the downward inclusion of the funded ratio because ad hoc COLAs cannot now be granted unless funding is provided at the time.  Governor Sanford said that is not the only thing that is causing the Retirement System to be under funded.  He said the fact that the Retirement System is down 29% over the last year is part of why the Retirement System is unfunded.  He said that the trend line has been decidedly in the wrong direction which is due in part to the statute, unfunded COLAs, and performance.  

Mr. Eckstrom stated that no one is expecting superior performance on the investment portfolio.  He noted that Mr. Borden stated that he thought 8% is reasonable and that Ms. Boykin has said that she thinks 8% is reasonable.  

Governor Sanford said that Milliman concluded in May 2008 that a reasonable range for the total net investment rate of return is 6.53% and 9.3% and that the then current economic factors pointed to the lower end of that range.  He said that given that the economy has deteriorated since May 2008 it would therefore be expected that the lower end of the range could be 7.25%.  John Garrett with Milliman said the comment was based on the idea that looking at the current economic conditions that would tend to point to the lower end of the range but that the assumptions should be set on current economic conditions.  He said what was occurring in mid-2008 and what has occurred with the reasonable range being on the low end or high end is not what has happened.  He said the statement was just to point to the short term occurrences.

Governor Sanford also asked about the move toward scenario based allocations and what does that mean.  Mr. Borden said he first wanted to point out that the assumption for large cap U.S. equity returns that are in the projections is 9.25% which can be framed against the 14% figure.  He noted that those types of figures are not being used in the projections, but rather a 9.25% projected rate of return for U.S. equity large cap.  Mr. Chellis commented that would be significantly higher than 8%.  Mr. Borden said that the current total portfolio projections going forward are 9.2%.  He said the targeted allocation has an expected return of 10% which is slightly higher than a year ago.  He said the projections represent what they believe will happen over the next five to seven years.  Governor Sanford commented that the projection would have been the same before getting into these numbers.  Mr. Borden said that is correct and that there is a standard deviation for the returns that is presented which represents the risk or volatility of the returns under the current asset allocation.  

Governor Sanford asked Mr. Borden what is the chance of earning 8% in one year.  Governor Sanford said that there is a 53% chance of earning 8% in one year and a 57% chance of earning 8% in 5 years.  Mr. Garrett said that to come up with stable funding they are going base stable funding on expected returns that are average over a long period of time.  He said that in actuarial terms these are very short term.  After further discussion, Ms. Boykin commented that reverting to a 7.25% assumed rate of return undoes all of the work that the COLA task force recommended in stabilizing the system by removing the ad hoc COLAs going forward.

Mr. Eckstrom asked Mr. Garrett whether there are numbers that are more certain that are reflected rather than the mere certainty that ad hoc COLAs are going to be granted in the future.  He said that in the past if the mere certainty of ad hoc COLAs have been recognized why was it not insisted upon in that past that the mere certainty was reflected in funding.  Mr. Garrett said looking at the last time the ad hoc COLA was granted the system ended at 30 years.  He said if everything they had expected occurred next year the Retirement System would be at 29 years.  He said in that case an ad hoc COLA would almost certainly be paid which would take the Retirement System back to 30 years.  He stated that the Retirement System is almost always going to be against the 30-year wall.  He said even if all expectations were met and the Retirement System moved to 29 years that would have to be moved back because of the granting of an ad hoc COLA.  Mr. Eckstrom said that his question is why not reflect the ad hoc COLAs in the liability.  Mr. Garrett said that they are not promised statutorily.  Mr. Eckstrom said that the actuary recognizes a number of estimates on which the statute is silent and that one of those estimates would be ad hoc COLAs.  Mr. Garrett said that each year there was an approval process of granting an ad hoc COLA by the Board.

Governor Sanford asked at what rate of return will retirees not get a COLA next year.  Ms. Boykin stated that the COLAs are already booked and are part of the liabilities.  She said that if next year the CPI does not reach 1.5% the cost of the COLA is already included in the liability and that it was booked when the legislation passed last year.  She said the retirees would receive a 1.5% COLA that would not add additional costs to the Retirement System because the cost of that future payment has already been recognized.  

Governor Sanford further asked Mr. Borden if it would be more prudent to use $700 million dollars to pay down $700 million of this liability and if that would put retirees in a stronger position if that was done.  Mr. Borden said that he does not know if he is the appropriate person to ask, but that there are three legs to the stool:  investment earnings, contributions, and distributions.  He said that investment earnings are the hardest to predict and the hardest to control.  He said that contributions and payouts are much more concrete.  Governor Sanford said that would be a more concrete way of guaranteeing their retirement benefits.  Mr. Borden said the higher the funding ratio for the system the more secure the benefits are.  Governor Sanford said that it would make the retirees benefits more secure.

Mr. Chellis asked whether the legislation that was passed last year took the volatility out of some of the previous types of funding.  Mr. Garrett said that is certainly so on the liabilities side.  He said that the System does not now have unexpected increases to the liabilities due to ad hoc COLAs.  Mr. Chellis said that a circuit breaker was added that provide that the unfunded liability cannot increase.  Mr. Garrett said that the limiting of the COLAs provides that one will not be granted unless the funding period is no greater than 25 years and that after granting the COLA there is a one year decline in the fund period from the prior year.  He said that means that the Retirement System would have to realize what it expected and more to grant a COLA.  He said that the COLA has to be paid for by the recognition of gains going forward.

Mr. Chellis asked whether there are more plans going to a longer smoothing period like the State’s plan.  Mr. Borden said that of the plans that have changed their smoothing period over the last five years the change has been to extend or lengthen the smoothing period.  Governor Sanford said that only 16 of the 120 largest public pension funds use smoothing periods above five years and only 3% of the largest pensions use 10 years or longer.  He said that the State is in the 3% group which puts the State at the very far end of the curve in using this technique.  Governor Sanford stated that it is dangerous because there is no recognition of real losses that have occurred.  He said that the State has lost $700 million in its pension fund in the last quarter but will only recognize $70 million of loss.  He said that is a real problem because the State is digging itself into a financial hole in which it will have to achieve great rates of return to get out of the hole in order to provide benefits on which retirees are depending.  Mr. Chellis said that the $700 million is still recognized but is spread out over the 10 year smoothing period to keep the volatility out of where it has to go back to the General Assembly and the Governor to make a decision.

Mr. Chellis introduced Keith Grainer, Research Director for the National Association of State Retirement Administrators.  Mr. Chellis also asked Mr. Borden to tell the Board about an award the Retirement System received.  Mr. Borden stated that South Carolina was recognized by Institutional Investor Magazine, Money Management Letter, and Investment Management Network as the large plan of the year for the work the State has done in constructing its new allocations and for trying to achieve better risk adjusted returns for the plan going forward.  

In further discussion, Mr. Eckstrom asked why the unfunded liability increases each year.  Mr. Garrett stated that the payoff of the unfunded liability is a percent of payroll.  Mr. Eckstrom asked whether that was appropriate.  Mr. Garrett said that is very appropriate especially if the desire is to maintain contribution stability based on a goal of reducing volatility in employer contributions.  Mr. Eckstrom asked whether the goal should be to maintain contribution stability or to increase the financial condition of the plan.  He said that the goal that is now being pursued causes the plan to weaken.  Mr. Garrett said that the latest valuation of the financial condition of the plan is not an issue and the unfunded accrued actual liability is satisfied in the 29-year period of time.  Mr. Eckstrom said if that is the case then why is the unfunded liability increasing year after year.  Ms. Boykin commented that last year was the first year the ad hoc COLAs were removed which will be in the valuations next year.  She said the valuations currently before the Board still have ad hoc COLAs which extends the unfunded liability.  Mr. Eckstrom said that the unfunded liability grew by $700 million.  He asked how much did the ad hoc COLA contribute to the $700 million.  Ms. Boykin stated that it was about $200 million.  Mr. Eckstrom said that this shows that most of the growth in the unfunded liability is attributable to other factors beside the ad hoc COLA.  

After continued discussion, Mr. Chellis stated that as a fiduciary the Board’s responsibility is to act within the best interest of the Retirement System.  He said that based upon expert testimony and the evidence presented by the actuarial, retirement, and investment professionals he is confident that the actions taken by the Board and the General Assembly have put the proper fiscal restraints in place and created a more responsible and prudent system.  He said that there is no reason to change the assumptions the Board previously adopted.  Mr. Chellis moved for adjournment of the meeting.

Governor Sanford said that it is a mistake not to make the adjustment and that future retirees will live to regret these actuarial assumptions because they will not hold up over time.

Senator Leatherman seconded the motion to adjourn.  The motion carried.

Acting as Trustees for the South Carolina Retirement System, the Board accepted the actuarial valuations as information.


Information relating to this matter has been retained in these files and is identified as Exhibit 1.

Retirement System:  Assumed Rate of Return (Regular Session Item #2)
The Board, acting as Trustees for the South Carolina Retirement System, conducted a discussion concerning the assumed rate of return and related SCRS issues
The Board took no action to change the rate of assumption.

Adjournment

The meeting was adjourned at 10:45 a.m.


[Secretary's Note:  In compliance with Code Section 30-4-80, public notice of and the agenda for this meeting were posted on bulletin boards in the office of the Governor's Press Secretary and in the Press Room, near the Board Secretary's office in the Wade Hampton Building, and in the lobby of the Wade Hampton Office Building at 2:45 p.m. on Monday, April 6, 2009.]

