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LETTER OF TRANSMITTAL
December 15, 2016

The Honorable Nikki R. Haley, Governor

State of South Carolina

Members of the S.C. State Fiscal Accountability Authority
S.C. Public Employee Benefit Authority Board

Ladies and Gentlemen:

We are pleased to present the Comprehensive Annual Financial Report (CAFR) of the South Carolina Retirement
Systems (Systems) as administered by the South Carolina Public Employee Benefit Authority (PEBA), for the fiscal
year ended June 30, 2016. Section 9-1-300 of the South Carolina Code of Laws requires that a report be
published annually showing the fiscal transactions of the Systems, and the CAFR fulfills that statutory
requirement. PEBA is considered a division of the primary government of the state of South Carolina; and
therefore, financial information for the Retirement Systems’ trust funds is also included in the CAFR of the state
of South Carolina. Responsibility for both the accuracy of the data, and the completeness and reliability of the
presentation, including all disclosures, rests with the management of PEBA. To the best of our knowledge and
belief, the enclosed data is accurate in all material respects and is reported in a manner designed to present
fairly the financial position and results of the Systems.

The CAFR was prepared to conform to the principles of governmental accounting and reporting set forth by the
Governmental Accounting Standards Board (GASB). GASB is an organization established under the Financial
Accounting Foundation and establishes and approves governmental standards. GASB is recognized as the official
source of generally accepted accounting principles (GAAP) for state and local governments.

Financial transactions of the Systems are reported on the accrual basis of accounting. Sufficient internal
accounting controls exist to provide reasonable assurance regarding the safekeeping of assets and fair
presentation of the financial statements and supporting schedules, with consideration that the cost of internal
control should not exceed anticipated benefits.

The financial statements presented in this CAFR have been independently audited by CliftonLarsonAllen, LLP,
under the direction of the State Auditor’s Office. CliftonLarsonAllen issued an unmodified opinion, which means
that, based upon the financial audit, they concluded that the financial statements were fairly presented in all
material respects and are free from material misstatement, in accordance with accounting principles generally
accepted in the United States of America.

In accordance with Governmental Auditing Standards, as part of obtaining reasonable assurance about whether
the Systems’ financial statements are free of material misstatement, CliftonLarsonAllen also considered internal
controls over financial reporting and compliance with certain provisions of laws, regulations, contracts, and
other matters. Although independent auditors cannot guarantee the accuracy of the statements, they do have a
reasonable basis for the opinion they rendered. The independent auditor’s report is presented as the first
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component of the financial section of this report. Management’s Discussion and Analysis (MD&A), which can
also be found in the financial section starting on page 28, provides a narrative introduction to and analysis of the
financial statements. This letter of transmittal is meant to complement the MD&A and should be read in
conjunction with it.

Profile of the Systems

PEBA is responsible for administering the South Carolina Retirement Systems’ five defined benefit pension plans.
A defined benefit plan is a retirement plan in which contributions are made to fund a level of retirement income
at a future retirement date. Specified monthly service retirement benefits, as well as disability benefits and
death benefits are provided to eligible members and/or their surviving beneficiaries. The plans’ terms specify
the amount of pension benefits to be provided at a future date or after a certain period of time. Monthly
benefits are specified as a function of a formula that is based on years of creditable service, average final
compensation, and age. PEBA’s administrative and reporting structure is outlined in the Introductory Section of
this report.

This report contains information on the following defined benefit pension trust funds:

e The South Carolina Retirement System (SCRS) was established July 1, 1945, to provide retirement and
other benefits for teachers and employees of the state and its political subdivisions. SCRS covers
employees of state agencies, public school districts, higher education institutions, other participating
local subdivisions of government and individuals newly elected to the South Carolina General Assembly
at or after the 2012 general election.

e The Police Officers Retirement System (PORS) was established July 1, 1962, to provide retirement and
other benefits to police officers and firefighters. PORS also covers peace officers, coroners, probate
judges and magistrates.

e The Retirement System for Members of the General Assembly of the State of South Carolina (GARS) was
established January 1, 1966, to provide retirement and other benefits to members of the General
Assembly. Retirement reform legislation closed the GARS plan to individuals newly elected to the South
Carolina General Assembly at or after the 2012 general election.

e The Retirement System for Judges and Solicitors of the State of South Carolina (JSRS) was established
July 1, 1979, to provide retirement and other benefits to state judges, solicitors. JSRS also covers circuit
public defenders.

e The South Carolina National Guard Supplemental Retirement Plan (SCNG) was established July 1, 1975,
to provide supplemental retirement benefits to members who served in the South Carolina National
Guard.

Fiscal Year 2016 Highlights

Fiscal Year 2016 ended PEBA’s fourth fiscal year of operations as an agency, having been created effective July 1,
2012, by the South Carolina General Assembly along with legislative retirement reform. The agency is governed
by an 11-member Board of Directors. PEBA is responsible for administration of the various Retirement Systems
and retirement programs of the state of South Carolina, including the State Optional Retirement Program and
the S.C. Deferred Compensation Program, as well as the state’s employee insurance programs.
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Administrative Activities

As part of its focus on continual improvement in customer service, and to provide a single point of service for
customers, PEBA launched a new public website that supplanted the agency’s three, disparate websites. Agency
staff developed and implemented the consolidated website, which continues to be maintained in-house.
Elimination of one of the three previous sites also saved the agency more than $300,000 annually in outside
contractor costs.

PEBA’s vision is to serve those who serve South Carolina and the agency does this by focusing efforts in areas
that will provide the best service to the customer. In fiscal year 2016, the agency launched additional efforts to
educate employers and members on a variety of topics. The Employer Services Department, created in fiscal
year 2015, launched its Employer Advisory Group meetings, held regularly at PEBA’s office in Columbia. PEBA
extends invitations to all employers through its weekly employer e-newsletter, PEBA Update. Staff from other
departments, such as Communications, and Health and Wellness, attend the meetings to provide updates to
and receive feedback from the employers. The meetings are well received and have resulted in a number of
improvements to PEBA’s operational processes and communications tools.

A tenet central to PEBA’s mission is to provide information and education to the employers and members whose
benefits the agency administers. PEBA’s Communications team works closely and collaboratively with other
agency departments and external contractors to continually hone messages and campaigns to ensure that our
customers have information available at all times. In addition to the new website, PEBA launched its YouTube
channel, PEBA TV, in fiscal year 2016. PEBA TV features a variety of animated and filmed videos and
presentations about the benefits the agency sponsors. PEBA produces the content in-house, which provides
significant cost savings compared to using outside contractors for production.

In fiscal year 2016, the agency also issued a request for proposals for a single investment consultant for the
State Optional Retirement Program (State ORP) and the Deferred Compensation Program. PEBA also issued new
contracts with four State ORP vendors to accommodate implementation of industry best practices features into
the program. Among these were the elimination of revenue-sharing investment options, which resulted in a
more transparent fee structure for participants.

In fiscal year 2016, the agency hired its first training director, a role identified the prior year as being critical to
the agency’s ongoing success. The new training director began securing outside presenters and conducting his
own in-house seminars for staff, producing learning modules about the Characteristics of High Performance
PEBA adopted in fiscal year 2015 and developing the agency’s new hire onboarding program and deliverables.
PEBA’s leadership team continued holding town-hall style meetings with all employees to both keep staff
apprised of issues and activities, and to garner feedback. PEBA developed a formal survey to gauge employee
satisfaction with the meetings.

Public Policy Activities

PEBA’s responsibility and commitment to safeguarding the information with which it has been entrusted took
another step forward with the hiring of a risk management and compliance director. He is responsible for
developing and managing an overall risk management framework including developing an incident response
plan for the agency, conducting risk assessments for the agency, working with the Information Technology
Department on security, privacy and compliance initiatives, as well as evaluating third party vendors.

To comply with the State Information Security Policies, the agency developed its first, formal business continuity
plan that defines actions to be taken during a disaster that interferes with PEBA’s ability to conduct business and
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resources needed to run critical business processes. The plan was approved by the PEBA Board of Directors and
staff will be trained on their roles in the near future. The plan will be reviewed, tested and updated on an annual
basis.

Another major risk to PEBA programs is the increasing cost of health care and retirement. Health care costs as a
whole are continually increasing. PEBA manages its cost with the goal of being below the national trend in
health care expenses. However, even with prudent program management, health care costs continue to
increase. Retirement costs have continued to increase due to demographics such as increased mortality as well
as investment performance less than the assumed rate of return of 7.5 percent. The General Assembly has
created a joint Committee to review the Retirement Systems.

Operational System Improvements

One of the most significant operational challenges the agency faces is the pending replacement of its legacy
information systems. PEBA’s current core operational systems were built in the early 1990s on a then-current
Adabas/Natural technology foundation; a 15-20 year system life was expected. A three-phase operational
assessment was completed in fiscal year 2016. The scope of the assessment included reviewing current
processes and highlighting issues and non-standard industry operations; defining a future state operating model
leveraging best practices; analyzing the current architecture and technology platform; recommending the best
approach to reduce risk and achieve the future state; researching the benefit solution market and available
PEBA options; and formulating a recommended planning roadmap, documenting required activity, costs and
resources. Recommendations were made following the assessment and staff are working to finalize a roadmap
for completion of the project that will occur over the next five years.

Summary of Financial Condition
Actuarial Results

The main funding objective of the pension trust funds is to meet future benefit obligations of retirees and
beneficiaries through employee and employer contributions and investment earnings. Each year, the external
consulting actuaries determine the actuarial soundness of the plans based on long term obligations and the
sufficiency of current contribution levels to fund the liabilities of each plan over a reasonable time frame.

The July 1, 2015, actuarial valuations, adopted by the PEBA Board and subsequently provided to the S.C. State
Fiscal Accountability Authority, determined the actuarial status of each plan and the minimum necessary
employee and employer contribution requirements for fiscal year 2017. However, because the market value of
assets is less than the actuarial value of assets, deferred investment losses exist which will be recognized as
investment losses in future years. Given both the magnitude of the deferred losses and short-term investment
projections, increased funding requirements are expected in the near future. In recognition of those increased
funding requirements, the 2016-2017 state budget provided for an increase in SCRS and PORS contribution rates
in the amount of 0.5% for both employee and employer contribution rates, effective July 1, 2016. Accordingly, at
its meeting on May 19, 2016, the PEBA Board of Directors adopted an increase in SCRS and PORS employee and
employer contribution rates in the amount of 0.5% effective July 1, 2016, as provided for by the 2016-2017 state
budget, and adopted the employer contribution rates for GARS, JSRS, and the SCNG Plan as recommended in the
July 1, 2015 actuarial valuations. Those contribution rates were approved by the SFAA at its meeting on June 22,
2016.
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Pursuant to that action, employee and employer contribution rates for SCRS increased by 50 basis points each,
to 8.66% and 11.56%, respectively, effective July 1, 2016, and employee and employer contribution rates for
PORS increased by 50 basis points each, to 9.24% and 14.24%, respectively, effective July 1, 2016.

The funded ratios of the five plans as of July 1, 2015, range from a low of 41.4 percent for SCNG to a high of 69.2
percent for PORS. The funded ratio for SCRS, which represents the largest membership of the five plans,
decreased from 62.7 percent to 62.0 percent and similarly PORS went down slightly from 69.5 percent to 69.2
percent. Declines in funded ratios were primarily due to the continued recognition of deferred investment losses
experienced in prior fiscal years, which are recognized in the actuarial value of assets using a modified five-year
smoothing technique. The funded ratios were also impacted by increases in the liability because the
contributions to the plan attributable to financing the unfunded actuarial accrued liability were less than the
interest on the unfunded liability.

The funded ratio of SCNG continues to be very low because at one time, the plan was not funded on an
actuarially sound basis. However, since 2006 when the General Assembly transferred administrative
responsibility to the Retirement Division, their commitment to ensure the SCNG plan would be sufficiently
funded prospectively has been maintained and the funded ratio has steadily improved. Each year recurring
funds are set aside in the state’s annual budget to fund SCNG over an amortization period that does not exceed
30 years, so continued future improvement in the funded ratio is expected.

As of July 1, 2015, the unfunded actuarial accrued liability for SCRS increased from $16.0 billion to $16.8 billion
and PORS increased from $1.8 billion to $1.9 billion. The largest source of increase was the result of continual
recognition of deferred investment losses in the actuarial value of assets. Absent significant favorable
investment experience, those deferred losses will continue to be reflected, or smoothed, in the actuarial value
of assets over the next few years. Other non-investment related experience activity such as mortality, salary
experience, payroll growth and turnover, which are considered normal within the course of plan experience,
contributed to other actuarial gains and losses, as actual experience cannot be precisely predicted and will never
exactly match the estimated assumptions.

Actuarial smoothing techniques, which defer investment gains and losses, help to dampen the short-term
volatility inherent in investment markets by allowing only a portion of investment gains and losses to be
recognized each year. Actual investment returns for fiscal year 2015 were less than the assumed rate of return.
Specifically, the market value of assets earned a 1.4% return on a dollar-weighted basis for the plan year ending
June 30, 2015 compared to a 7.50 percent assumed rate of return. Using smoothing techniques, all of the
Systems recognized a net actuarial loss on investment returns for the valuation year. As of the July 1, 2015
valuation, the market value of SCRS assets is $2.2 billion less than the actuarial value of those assets, which
signifies that the retirement system is in a position of deferred losses. Therefore, unless investment returns in
excess of the assumed rate of return are achieved, the future recognition of these deferred losses is expected to
increase the unfunded actuarial accrued liability and will require additional funding sources.

For additional financial information, refer to management’s discussion and analysis, financial statements and
schedules included in the financial section and the actuarial section of this report. It is important to note that
the actuarial valuations determine the funding of the pension plans; however, under new standards issued by
the Governmental Accounting Standards Board (GASB), Statements 67 and 68 completely disconnect the
funding of pensions from the accounting and reporting of pensions.
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Investment Performance

As of June 30, 2016, the custodial bank reported that assets of the pension trust funds, invested and managed
by the Retirement System Investment Commission (RSIC), were valued at $28.0 billion. The plans are in a
negative cash flow position with benefit payments exceeding contributions received; therefore, the RSIC
manages liquidity requirements on a daily basis. Because the resulting negative cash outflows in the aggregate
net to approximately $1.0 billion for the fiscal year, representing approximately 3.8 percent of the portfolio’s
assets, the plans are dependent upon positive investment returns.

Capital markets continued to be challenging for the Plan during the fiscal year as global equity markets, in
aggregate, declined. Although large capitalized domestic equity was generally positive, small to mid-capitalized
domestic stocks, developed international, and emerging equity markets were all significantly negative. Private
equity, domestic fixed income, and emerging market debt showed positive results, while the Plan’s credit
strategies and global tactical asset allocation were flat to negative. The real estate asset class posted very strong
positive results.

The Plans’ assets returned negative 0.39 percent net of fees on a time-weighted calculation basis for the fiscal
year ending June 30, 2016, compared to the Policy benchmark’s return of 0.82 percent. The three-year
annualized net of fees return was 5.28 percent as of the fiscal year end compared to the Policy benchmark
return of 5.25 percent. The five year Plan annualized return and Policy benchmark return were 5.19 percent and
4.86 percent respectively. The Plan’s actuarial assumed rate of return is 7.50 percent. The Plan assets are
invested by the Commission in a manner consistent with a long-term investment time horizon. While the
financial markets can experience significant volatility, the assets of the Retirement Systems are invested in a
broadly diversified manner in an effort to mitigate risk. While the Systems’ investment performance was
historically constrained by state constitution and state statute, the Commission has implemented a broadly
diversified asset allocation policy. With the help of the retained investment consultant, Aon Hewitt Investment
Consulting, the RSIC manages investments across an asset allocation designed to generate attractive long-term
risk-adjusted returns at a prudent level of risk.

The RSIC provided the charts on pages 15-16, which summarize the asset allocation of the Retirement Systems’
trust funds for the prior and most recent fiscal year periods and the RSIC’s target allocation in effect as of fiscal
year ended June 30, 2016. During the fiscal year, the Commission approved a number of changes to the
portfolio’s target asset allocation. These changes went in effect for the 2017 fiscal year.

Investment performance, in comparison to the actuarial assumed rate of investment return, is a significant
factor in the actuarial valuations. The actuarial asset valuation method utilized dampens year-to-year
fluctuations, mitigates the effect of annual return volatility in the market and helps provide a consistent
estimate for the actuarial value of assets. Detailed investment results for fiscal year 2016 can be found within
both the financial and investment sections of this report.
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Portfolio Exposure as of June 30, 2015

Global Fixed Cash and Short-Duration (net of
Core Fixed Income, 1.26% overlays), 3.57%
Income, 9.66%

Private Debt,
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5 67% Global Public

Equities, 32.30%

Emerging Markets
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Structured), 7.41% Private Equity,

8.84%

Hedge Funds
(Low Beta),
8.98%

Commodities,
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Portfolio Exposure as of June 30, 2016

Core Fixed Cash and Short-Duration (net of overlays), 2.10%

Income, 8.27%

Private Debt,
6.08%

Global Public

Equities, 31.72%
Emerging Markets

Debt, 5.60%

Mixed Credit (HY, Loans,
Structured), 6.48%

Hedge Funds Private Equity,

(Low Beta), 9.27% 9.40%
Real Estate,
. 0,
GTAA / Risk 7.06% Infrastructure,
Parity, 9.85%  commodities, 3.17% 1.00%

M Global Equity M Real Assets B Opportunistic
Global Public Equities* Commodities* GTAA/Risk Parity*
Private Equity Real Estate Hedge Funds (Low Beta)*

M Diversified Credit B Conservative Fixed Income
Mixed Credit (HY, Loans, Structured)* Core Fixed Income
Emerging Markets Debt* Global Fixed Income
Private Debt* Short-Duration (net of overlays)

Cash (net of overlays)

Portfolio exposure includes adjustments made by managers that invest across asset classes as well as the exposure from RSICs derivative overlay program.
Values rounded for presentation purposes.
*Asset classes in which hedge funds can be used, up to a maximum of 20% across the entire portfolio.
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Target Asset Allocation

0.4
x
©w
0.35 e
0.3
0.25
0.2
0.15
X X X
5 e Q Q
BN o o o
. i i —
0.1 L
9 X
N % X ‘o_'
o n o ©w
e v n
0.05 o X
e S
° ~
<
S l
0 " Bu H B Bn
* . A * Qe < * * * * * < \
o 3 ) XS N . N X L X
o\& %o‘?\ N \)C& Q/bﬂ‘\& %é,@ &eb QP Qé? Qoo@o\ée’
X (@ S $ QD & Ko <@ NS
ARG $ e > S &R &
QIR A S AR NP
N AP ) & &
o? < o7 o8 G ®
»° 2 NGNS S
© e,boo ‘5\‘ & N
\2‘ g\g,\ <« >
\Q’ (;b
C
Q/b
&
NN
B Global Equity [ Real Assets H Opportunistic
Global Public Equities* Commodities* GTAA/Risk Parity*
Private Equity Real Estate Hedge Funds (Low Beta)*
Infrastructure
M Diversified Credit B Conservative Fixed Income
Mixed Credit (HY, Loans, Structured)* Core Fixed Income
Emerging Markets Debt* Global Fixed Income
Private Debt* Short-Duration (net of overlays)

Cash (net of overlays)
Target Asset Allocation reflects policy targets that were adopted by the Commission and in effect for the fiscal year beginning July 1, 2015 and amended
November 2015.
*Asset classes in which hedge funds can be used, up to a maximum of 20% across the entire portfolio.
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Certificate of Achievement

The Government Finance Officers Association of the United States and Canada (GFOA) awarded a Certificate of
Achievement for Excellence in Financial Reporting to the South Carolina Retirement Systems for its
Comprehensive Annual Financial Report (CAFR) for the fiscal year ended June 30, 2015. This was the 29th
consecutive year that the Retirement Systems has achieved this prestigious award. In order to be awarded a
Certificate of Achievement, a government must publish an easily readable and efficiently organized
comprehensive annual financial report. This report must satisfy both generally accepted accounting principles
and applicable legal requirements.

A Certificate of Achievement is valid for a period of one year only. We believe that our current comprehensive
annual financial report continues to meet the Certificate of Achievement Program’s requirements, and we are
submitting it to GFOA to determine its eligibility for another certificate.

Public Pension Standards Award

The South Carolina Retirement Systems received the Public Pension Coordinating Council’s Public Pension
Standards Award in 2016 for the 13th consecutive year in recognition of meeting professional plan design and
administration standards. The Public Pension Coordinating Council is a confederation of the National Association
of State Retirement Administrators, the National Conference on Public Employee Retirement Systems, and the
National Council on Teacher Retirement.
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