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LETTER OF TRANSMITTAL
November 27, 2018

The Honorable Henry D. McMaster, Governor

State of South Carolina

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

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, 2018. 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 30, 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

The South Carolina Public Employee Benefit Authority (PEBA), created July 1, 2012 and governed by an 11-
member Board, is the state agency responsible for the administration and management 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. As such, 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 South Carolina 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 and 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 2018 Administrative and Operational Activities

In administering and managing the five defined benefit pension plans, PEBA’s vision is to serve those who serve
South Carolina and the agency does this by focusing efforts and goals in areas that promote financially sound
programs, encourage retirement awareness, enhance customer experience and responsibly manage risk.

PEBA worked with the General Assembly, the Joint Committee on Pension Systems Review and the South
Carolina Retirement System Investment Commission (RSIC) to discuss potential benefit structure changes. These

COMPREHENSIVE ANNUAL FINANCIAL REPORT | INTRODUCTORY
12



efforts were a continuation of the previous work performed to ensure adequate funding of the pension trust
funds that resulted in passage of the Retirement Funding and Administration Act of 2017, which became
effective July 1, 2017. This legislation increased the employer and employee contribution rates, established a
ceiling on the SCRS and PORS employee contribution rates, lowered the assumed rate of return, required a
scheduled reduction of the funding periods, and addressed various governance issues including the assignment
of the PEBA Board as custodian of the retirement trust funds and assignment of the RSIC and PEBA as co-
trustees of the assets of the retirement trust funds. In an effort to help offset a portion of the burden of the
increased contribution requirement for employers, the General Assembly appropriated nonemployer funds
directly to PEBA totaling $105 million and $13.1 million for SCRS and PORS respectively. PEBA issued over 1,200
credit invoices to participating SCRS and PORS employers based on their proportionate share of the
appropriated funds. Participating employers then applied the credit invoices towards contributions otherwise
due to the Systems for the fiscal year.

In addition to implementing legislation changes, PEBA’s core retirement operational areas experienced
unprecedented workload volumes during the year. We processed nearly 6,000 member applications for
retirement, over 12,000 member refund requests and approximately 5,000 death claims. The Teacher and
Employee Retention Incentive (TERI) program, a deferred retirement option plan had been in place under SCRS
since January 2001; however, legislation closed the program to all members effective June 30, 2018. Therefore,
with the closure of the TERI program, over 7,500 members terminated employment and ended their
participation during fiscal year 2018. As a result, PEBA paid participants over $700 million in accumulated
benefits during the year and as of June 30, 2018 held in trust another $377 million to be paid in fiscal year 2019.
Additionally, once a member ended their TERI participation, monthly benefits were recalculated prospectively to
include an adjustment for payment of unused annual leave at termination, and accordingly, over 7,500
member’s prospective benefits also had to be recalculated.

PEBA’s Retirement Division participates in CEM’s pension administration benchmarking service biannually. The
process allows the plan’s costs and service level measurements to be compared relative to our peers with the
goal of understanding influencing factors and potentially identifying areas that can be improved. Based on the
most recent survey conducted as of 2016, PEBA’s total pension administration cost was $33 per active member
and annuitant. This was $47 below the peer average of $80 per active member and annuitant, and the fourth
lowest cost in the CEM universe. Similarly, the total service score which has remained stable over the last four
years, was 73 compared to the peer median of 81.This demonstrates the value that PEBA provides to our
membership through a very low administration cost, yet relatively high service level.

PEBA’s Enterprise Risk Management (ERM) and Compliance Department continued to make strides to improve
management of the programs that oversee PEBA’s compliance with state and federal regulations as well as the
monitoring of those programs. PEBA has made progress in the development of the risk program through:
updating the agency’s incident response plan, completing an agency risk assessment, developing a risk
management framework and risk dashboard, and purchasing cyber liability insurance.

PEBA continued to make progress in fiscal year 2018 toward encouraging retirement awareness among its
members through the addition of seminars, presentations, videos and flyers. Our Be aware and prepare series
provides members with information that can help them make smart decisions about their financial future. The
agency provides a retirement planning seminar for members who are a few years away from retirement
eligibility, as well as an early-to mid-career seminar for those members who are still years away from retirement
to explain what they need to consider now and how to take action now to help ensure a secure financial future.
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One of the most significant operational challenges the agency faces is the probable replacement of its legacy
information systems. An extensive project named peba:connect is underway to assess the current environment,
define new requirements and potentially acquire a new system. The initial procurement of a client services
vendor which was originally awarded in January 2017, was delayed due to protests of the award. In October
2017, after an extended protest, Linea Solutions was awarded the client services vendor contract, although an
appeal continues. Linea is onsite working to move peba:connect into the next phase. A request for proposal for a
data vendor was issued in March 2018 and a request for qualifications for the new system was released in
March 2018. The process to implement this new comprehensive benefit administration system is projected to
take at least 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, 2017, actuarial valuations which were adopted by the PEBA Board in December 2017, determined the
actuarial status of each plan and the minimum necessary employee and employer contribution requirements for
fiscal year 2018. The market value of assets is less than the actuarial value of assets, so 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 were recognized.
Pension reform legislation which became effective July 1, 2017 increased employee rates to a capped rate of
9.00 percent for SCRS and 9.75 percent for PORS. The legislation also increased employer contribution rates
effective July 1, 2018 for both SCRS and PORS by one percentage point to 14.56 percent and 17.24 percent,
respectively. Employer contribution rates are scheduled to continue to increase by a minimum of 1 percentage
point each year through July 1, 2022, and further, if the scheduled contributions are not sufficient to meet the
funding periods set for the applicable year. The board shall increase the employer contribution rates as
necessary to meet the amortization period set in statute.

The funded ratios of the five plans as of July 1, 2017, range from a low of 41.8 percent for SCNG to a high of 63.0
percent for PORS. The funded ratio for SCRS, which represents the largest membership of the five plans,
decreased from 59.5 percent to 56.3 percent and similarly PORS decreased from 66.3 percent to 63.0 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.
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As of July 1, 2017, the unfunded actuarial accrued liability for SCRS increased from $18.6 billion to $21.1 billion
and PORS increased from $2.2 billion to $2.6 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. Using smoothing techniques, all of the Systems recognized a net actuarial loss on
investment returns for the valuation year. As of the July 1, 2017 valuation, the market value of SCRS assets was
$1.5 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 thus additional funding sources are scheduled per recent legislative action.

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.

Investment Performance

As of June 30, 2018, the custodial bank reported that the net asset value of the pension trust funds, invested
and managed by the Retirement System Investment Commission (RSIC), had a fair value of $31.3 billion. This
represents a $1.2 billion increase, after payment of benefits, over the previous fiscal year end’s fair value.

The Plans’ assets returned 7.82 percent, net of fees on a time-weighted calculation basis, for the fiscal year
ending June 30, 2018, compared to the Policy benchmark’s return of 7.28 percent. The three year annualized
net of fees return was 6.31 percent, as of the fiscal year end, compared to the Policy benchmark return of 6.54
percent. The five year Plan annualized return and Policy benchmark return were 7.07 percent and 6.94 percent
respectively.

The Plan’s actuarial assumed rate of return, as of fiscal year end, was 7.25 percent. 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 2018 can be found within both the financial and investment sections of this
report.
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The RSIC provided the charts on pages 17-18, 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, 2018. The Commission approved and implemented changes to the portfolio’s target asset
allocation for fiscal year 2018. The asset allocation introduced a mid-year increase in Cash & Short Duration
allocation to accommodate an expected increase in benefit payments associated with the closure of the TERI
program. The asset allocation temporarily increased the Cash & Short Duration target by 1 percentage point to 3
percent of Plan assets during the period commencing December 1, 2017 and ending June 30, 2018. The Cash &
Short Duration allocation is reduced to 1 percent of Plan assets for the start of the fiscal year 2019 allocation.
The fiscal year 2018 asset allocation policy also featured a 2 percentage point reduction in Hedge Funds from 4
percent to 2 percent of Plan assets on a path to a zero allocation beginning fiscal year 2019.
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Portfolio Exposure as of June 30, 2017"
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!Asset class exposures include exposure from RSIC’s derivative overlay program.
2Asset classes in which hedge funds can be used. Total hedge fund exposure cannot exceed 20% of total Plan assets.
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Target Asset Allocation as of June 30, 2018*
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Target Asset Allocation reflects the policy targets that were adopted by the Commission and in effect at the end of fiscal year 2018. The target weights to
Private Equity, Private Debt, and Private Real Estate are equal to their actual weights, reported by the custodial bank, as of the prior month end.
2Asset classes in which hedge funds can be used. Total hedge fund exposure cannot exceed 20% of total Plan assets.
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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, 2017. This was the 31st
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 2018 for the 15th 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.

Acknowledgments

The compilation of this report reflects the combined efforts of the staff of PEBA functioning under your
leadership. The report is intended to provide comprehensive and reliable information about the Retirement
Systems, to demonstrate compliance with legal provisions, and to allow for the evaluation of responsible
stewardship of the trust funds of the Retirement Systems.

We express our gratitude to the members of the S.C. State Fiscal Accountability Authority, PEBA’s Board of
Directors, the S.C. General Assembly, the RSIC, the staff, the consultants, and the many people who have
worked so diligently to assure the continued successful operation of the Retirement Systems for the members
we serve.
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Joe W. “Rocky” Pearce, Jr., Vice Chairman Charles “Chuck” Richardson
Stephen M. Heisler Alexander G. Shissias

Paige Parsons Lewis Edward L. Walton
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Steve A. Matthews

Retirement System Investment Commission?

Dr. Ronald P. “Ron” Wilder, Chair Edward N. Giobbe, MBA

Dr. Rebecca M. Gunnlaugsson, Vice Chair William H. “Bill” Hancock CPA
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Allen R. Gillespie, CFA Peggy G. Boykin, CPA
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BNY Mellon Asset Servicing Meketa Investment Group

Albourne America, LLC

Consulting Actuaries
GRS Consulting

S.C. Public Employee Benefit Authority Executive Management
Peggy G. Boykin, CPA, Executive Director

Sarah N. Corbett, CPA, Chief Operating Officer

Travis J. Turner, CPA, Chief Financial Officer

John E. Page, CIA, CISA, CRMA Director of Internal Audit
Stephen R. Van Camp, J.D., General Counsel
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James Manning, Risk Management and Compliance Director
Heather Muller, Board Liaison
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Michael Hitchcock, Chief Executive Officer

Geoffrey Berg, CFA, Chief Investment Officer
Betsy Burn, Chief Legal Officer
Andrew Chernick, CPA, CAIA, Chief Operating Officer

S.C. Public Employee Benefit Authority staff responsible for compilation of CAFR
Tammy B. Nichols, CPA, Retirement Finance Director

Danielle M. Quattlebaum, CPA, Retirement Systems Finance
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J. Evan Mitchell, CPA, Retirement Systems Finance

COMPREHENSIVE ANNUAL FINANCIAL REPORT | INTRODUCTORY
22



S.C. PEBA Organizational Chart

PEBA Board of

Executive Director

Governmental
Affairs

Board Liaison

Directors = f---—-=--mm oo .

General Counsel

Chief Operating

Risk Management — Healthcare Policy —

Officer and Compliance
Analytics and
Human — Health Initiatives —
Resources
Information L{ Procurement
Technology

Communications

Customer
Service

Chief Financial Internal
Officer Auditor
Facilities

Budget
Defined

Contribution

Employer
Services

Finance
Insurance
Services

Operational
Research and
Development

Finance
Retirement
Services

COMPREHENSIVE ANNUAL FINANCIAL REPORT | INTRODUCTORY

23




Organizational Description

The structural organization of the South Carolina Public Employee Benefit Authority (PEBA) is depicted in the
organizational chart on page 23. A brief description of the primary functions performed by each department
follows:

Governmental Affairs

Serves as liaison to the SC General Assembly. Provides research and assistance to legislative staff in the
provisions of retirement and health benefits, both in the service of constituents and legislation governing the
agency.

General Counsel

Provides consultation to agency leadership and staff concerning the operation and compliance of governmental
employee retirement and insurance benefit plans. Represents the agency in matters at the administrative, trial
and appellate levels, and coordinates associated outside legal counsel.

Chief Operating Officer

Provides leadership and oversight of internal operations and administrative functions to include customer
service, employer services, information technology, communications and human resources. Directs operational
research and development and the development and implementation of agency strategic plans.

Risk Management and Compliance

Leads the agency in the development, implementation and monitoring of enterprise compliance programs and
policies. Oversees information security and privacy programs. Develops and implements an enterprise risk
management framework.

Healthcare Policy

Directs healthcare policy for the public employee insurance benefits package. Oversees the research, analysis,
and pricing of the State Health Plan. Directs contract and plan compliance in offering the most cost effective
options while providing maximum benefit within regulatory requirements.

Chief Financial Officer

Directs the financial activity and financial reporting of the retirement plans and insurance benefits offered to
public employees. Provides oversight and leadership to the financial operations of insurance benefits and Other
Post Employment Benefit trusts, five defined benefit plans, a defined contribution plan and the deferred
compensation program.

Internal Audit

Responsible to the Board of Directors for providing independent analysis and assurance of agency processes,
policies and internal controls.
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INDEPENDENT AUDITORS’ REPORT

The Honorable Henry D. McMaster, Governor
Mr. George L. Kennedy, CPA, State Auditar,

and Board of Directors

South Carolina Public Employee Benefit Authority
Columbia, South Carolina

Report on the Financial Statements

We have audited the accompanying financial statements of the South Carolina Retirement Systems
(the Systems), as administered by the South Carolina Public Employee Benefit Authority, which
comprise the statement of fiduciary net position as of June 30, 2018, and the related statement of
changes in fiduciary net position for the year then ended, and the related notes to the financial
statements, as listed in the table of contents.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes
the design, implementation, and maintenance of interal control relevant to the preparation and fair
presentation of financial statements that are free from materal misstatement, whether due to fraud or
error.

Auditors’ Responsibility

Our responsibility is to express an opinion on these financial statements based on our audit. We
conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,
issued by the Comptroller General of the United States. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free from
material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the financial statements. The procedures selected depend on the auditors’ judgment, including the
assessment of the nisks of material misstatement of the financial statements, whether due to fraud or
eror. In making those risk assessments, the auditor considers internal contral relevant to the enfity's
preparation and fair presentation of the financial statements in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness
of the entity’s intemal control. Accordingly, we express no such opinion. An audit also includes
evaluating the appropnateness of accounting policies used and the reasonableness of significant
accounting estimates made by management, as well as evaluating the overall presentation of the
financial statements.

A membear of
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The Honorable Henry D. McMaster, Governor
Mr. George L. Kennedy, CPA, State Auditor,

and Board of Directors

South Carolina Public Employee Benefit Authority

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit apinion.

Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Systems as of June 30, 2018, 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.

Report on Summarized Comparative Information

We have previously audited the Systems’ 2017 financial statements, and we expressed an unmodified
audit opinion on those audited financial statements in our report dated October 13, 2017, In our
apinion, the summarized comparative information presented herein as of and for the year ended June
30, 2017 is consistent, in all matenial respects, with the audited financial statements from which it has
been denved.

Emphasis of Matter

The financial statements include alternative investments valued at $9.5 billion (approximately 30% of
total net position). As explained in Mote 1, their fair values have been estimated by management in the
absence of readily determinable fair values. Management's estimates are based on information
pravided by the fund managers or the general partners. Our opinion is not modified with respect to this
matter.

Other Matters

Required Supplementary Information

Accounting principles generally accepted in the United States of Amenca require that the
management’s discussion and analysis and the schedules of changes in employers’ net pension
liability, employers’ net pension liability, employers’ contributions and investment returns and related
notes, as listed in the table of contents, be presented to supplement the financial statements. Such
information, although not a part of the financial statements, is required by the Governmental Accounting
Standards Board who considers it to be an essential part of financial reporting for placing the financial
statements in an appropriate operational, economic, or historical context. We have applied certain
limited procedures to the required supplementary information in accordance with auditing standards
generally accepted in the United States of America, which consisted of inquiries of management about
the methods of preparing the information and comparing the information for consistency with
management’'s responses to our inguiries, the financial statements, and other knowledge we obtained
during our audit of the financial statements. We do not express an opinion or provide any assurance on
the information because the limited procedures do not provide us with sufficient evidence to express an
opinion or provide any assurance.

Other Information

Our audit was conducted for the purpose of forming an opinion on the Systems’ financial statements.
The other supplementary information, and the introductory, investment, actuarial, and statistical
sections, as listed in the table of contents, are presented for purposes of additional analysis and are not
a required part of the financial statements.

COMPREHENSIVE ANNUAL FINANCIAL REPORT | FINANCIAL
28



The Honorable Henry D. McMaster, Governor
Mr. George L. Kennedy, CPA, State Auditor,

and Board of Directors

South Carolina Public Employee Benefit Authority

The other supplementary information is the responsibility of management and was derived from and
relates directly to the underlying accounting and other records used to prepare the financial statements.
Such information has been subjected to the auditing procedures applied in the audit of the financial
statements and certain additional procedures, including comparing and reconciling such information
directly to the underlying accounting and other records used to prepare the financial statements or fo
the financial statements themselves, and other additional procedures in accordance with auditing
standards generally accepted in the United States of America. In our opinion, the other supplementary
information is fairly stated, in all material respects, in relation to the financial statements as a whole.

The introductary, investment, actuarial and statistical sections, as listed in the table of contents, have
not been subjected to the auditing procedures applied in the audit of the financial statements, and
accordingly, we do not express an opinion or provide any assurance on them.

Other Reporting Required by Government Auditing Standards

In accordance with Government Audifing Standards, we have also issued our report dated October 15,
2018 on our consideration of the Systems’ internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other
matters. The purpose of that report is solely to describe the scope of our testing of internal control over
financial reporting and compliance and the results of that testing, and not to provide an opinion on the
effectiveness of the Systems’ internal contral over financial reporting or on compliance. That report is
an integral part of an audit performed in accordance with Government Audifing Standards in
considering the Systems’ intermal control over financial reporting and compliance.

%ZMZ% L7

CliftonLarsonAllen LLP

Baltimore, Maryland
October 15, 2018
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Management’s Discussion and Analysis

This section presents management’s discussion and analysis of the financial position and performance for the
year ended June 30, 2018, for the South Carolina Retirement Systems’ pension trust funds (Systems), and is
offered as an introduction and analytical overview. This narrative is intended as a supplement and should be
read in conjunction with the financial statements and other information presented in the Comprehensive Annual
Financial Report.

The Systems’ financial statements provide information about the activities of the five defined benefit pension
plans administered, which are listed below, in addition to comparative summary information about the activities
of the Systems as a whole:

e The South Carolina Retirement System (SCRS) - A member contributory multiple-employer plan covering
teachers, as well as state and municipal employees;

e The Police Officers Retirement System (PORS) - A member contributory multiple-employer plan covering
state and local law enforcement personnel and firefighters;

o The Retirement System for Members of the General Assembly of the State of South Carolina (GARS) - A
member contributory plan providing benefits to members of the South Carolina General Assembly,
which is closed to persons first elected to the South Carolina General Assembly at or after the general
election in November 2012;

e The Retirement System for Judges and Solicitors of the State of South Carolina (JSRS) - A member
contributory plan covering Judges, Solicitors, Public Defenders and Administrative Law Judges; and

e The South Carolina National Guard Supplemental Retirement Plan (SCNG) - A non-contributory
supplemental benefit plan for members of the South Carolina National Guard.

Overview of the Financial Statements

The Systems represents the collective retirement funds that are held in a group trust for the plans and are
protected by the state’s constitution. The South Carolina Public Employee Benefit Authority (PEBA) was created
July 1, 2012 and operates a Retirement Division to administer the various retirement systems and retirement
programs. PEBA has an 11-member Board of Directors, appointed by the Governor and General Assembly
leadership, which serves as co-trustee and co-fiduciary of the Systems and the trust funds. By law, the State
Fiscal Accountability Authority (SFAA), which consists of five elected officials, also reviews certain PEBA Board
decisions regarding the actuary of the Systems. Effective July 1, 2017, the Retirement System Funding and
Administration Act of 2017 assigned the PEBA Board of Directors as the Custodian of the Retirement Trust Funds
and assigned PEBA and the Retirement Systems Investment Commission (RSIC) as co-trustees of the Retirement
Trust Funds.

PEBA is considered a division of the primary government of the state of South Carolina and therefore,
retirement trust fund financial information is also included in the comprehensive annual financial report of the
state. Financial statements prepared on behalf of the Systems, include the following information, for the fiscal
year ended June 30, 2018, with combined total comparative information for the fiscal year ended June 30, 2017:

e Statement of Fiduciary Net Position

e Statement of Changes in Fiduciary Net Position
e Notes to the Financial Statements

e Required Supplementary Information

e Other Supplementary Information
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The Statement of Fiduciary Net Position presents the Systems’ assets and liabilities and the resulting net position
restricted for pensions. This statement reflects a year-end snapshot of the Systems’ investments, at fair value,
along with cash and short-term investments, receivables and other assets and liabilities.

The Statement of Changes in Fiduciary Net Position presents information showing how the Systems’ net
positions restricted for pensions changed during the year. This statement includes additions for members,
employers and state appropriated contributions and investment earnings (losses) and deductions for retirement
benefit payments, refunded contributions, death benefit payments and administrative expenses.

Notes to the Financial Statements are an integral part of the basic financial statements and provide additional
information that is necessary in order to gain a comprehensive understanding of data reported in the basic
financial statements.

Required Supplementary Information presents schedules pertaining to the employers’ and nonemployer’s net
pension liability, changes in employers’ and nonemployer’s net pension liability, employers’ and nonemployer’s
contributions, and the money-weighted rate of return on investments. These schedules are intended to provide
additional information useful in evaluating the condition of the Systems.

Other Supplementary Information includes Schedules of Changes in Fiduciary Net Position by System, as well as
Schedules of Administrative Expenses, Professional and Consultant Fees and Investment Fees and Expenses.

Financial Highlights

e Legislation addressing the funding of the state’s public pension plans took effect July 1, 2017. This
legislation, known as the Retirement Funding and Administration Act of 2017, represented the
culmination of efforts on behalf of many people and organizations. Both the Board of Directors of PEBA
and the South Carolina General Assembly made the sustainability of our state’s pension plans a priority
that was handled deliberately. This legislation increased the employer and employee contribution rates,
established a ceiling on SCRS and PORS employee contribution rates, lowered the assumed rate of
return, required a scheduled reduction of the funding periods, and addressed various governance issues
including the assignment of the PEBA Board as custodian of the retirement trust funds and assignment
of the Retirement System Investment Commission (RSIC) and PEBA as co-trustees of the assets of the
retirement trust funds. Additional information regarding this legislation, as well as current funding
schedules, are available on our public website.

e Total fiduciary net position for all five defined benefit plans of the Systems combined, increased by
almost $1 billion, which was over three percent from the prior year net position. The net position of the
plans is impacted by contributions paid into the plans, investment performance, and benefit payments
out of the system. It is important to note that growth in fiduciary net position depends on both
investment performance and contributions from employers and employees. The plans are in a net cash
outflow position with benefit payments exceeding contributions; therefore, investment performance
must first make up this gap before fiduciary net position can grow. The increase in net position from
$30.2 billion to $31.2 billion was attributable to both increased contributions and positive investment
performance.

e For the fiscal year ended June 30, 2018, the net of fee investment performance return on a time-
weighted basis reported by the custodial bank, the Bank of New York Mellon (BNYM), was 7.82 percent.
This net return reflects performance of the Systems, at the aggregate for the pooled investments of the
consolidated pension trust funds, after the deduction for manager fees and/or expenses. This fiscal
year’s performance was lower than the prior year’s return of 11.88 percent but greater than the
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actuarial assumed rate of return and is therefore considered an actuarial gain. As referenced above, the
Retirement Funding and Administration Act of 2017 lowered the assumed rate of return from 7.50 to
7.25 percent beginning July 1, 2017. Actuarial valuations are prepared for each of the plans annually for
funding purposes, at which time gains and losses from investment performance are recognized using
smoothing methods that help mitigate sharply fluctuating market returns over a long-term period. The
smoothing methodology offsets both deferred investment gains and losses against each other and is
intended to produce an actuarial asset value that should be fairly consistent with market value during
periods of ordinary investment returns. Smoothing investment performance avoids overreaction to
inherently volatile conditions that would otherwise overweight the effects of a single year of
performance that may potentially be reversed in subsequent years. Actuarial smoothing is intended to
result in more stable contribution rates and a more level funded status, and is also a valuable
methodology for governmental entities because it permits participating employers to plan their budgets
over more than one fiscal year.

Liability calculations for financial reporting purposes for each of the five defined benefit plans were
performed and certified by GRS Consulting in the GASB No. 67 Accounting Valuation Report as of June
30, 2018. The calculations presented in the accounting valuation are not applicable for other purposes,
such as determining the plans’ funding requirements. The total pension liability, net pension liability,
and sensitivity information are based on an actuarial valuation performed as of July 1, 2017. The total
pension liability was rolled-forward from the valuation date to the plan’s fiscal year ending June 30,
2018, using generally accepted actuarial principles. The Notes and Required Supplementary Information
(RSI) sections of the Financial Statements include disclosures required by GASB No. 67.

The dollar amount of employee and employer contributions collected increased compared to the prior
year and the rise is primarily attributable to increased contribution rates. Pension reform legislation
increased both employee and employer contribution rates, but also established a ceiling for employee
rates. Effective July 1, 2017, employee rates increased to a capped rate of 9.00 percent for SCRS and
9.75 percent for PORS. Employer contribution rates for both SCRS and PORS increased by 2 percent of
pay to 13.56 percent and 16.24 percent, respectively. These employer rates are inclusive of
contributions for the death benefit plan which are only applicable to participating employers. Effective
July 1, 2018, employee rates will remain the same but employer contribution rates are scheduled to
increase by 1 percentage point for both SCRS and PORS to 14.56 percent and 17.24 percent,
respectively. In accordance with the legislative funding schedule, employer contribution rates will
continue to increase by a minimum of 1 percentage point each year through July 1, 2022, and further, if
the scheduled contributions are not sufficient to meet the funding periods set for the applicable year.
The board shall increase the employer contribution rates as necessary to meet the amortization period
set in statute.

In an effort to help offset a portion of the burden of the increased contribution requirement for
employers, the General Assembly funded 1 percent of the SCRS and PORS contribution increases for
fiscal year 2018. The State’s budget appropriated these funds directly to PEBA for the South Carolina
Retirement System Trust Fund and the Police Officers Retirement System Trust Fund. PEBA received the
funds from the state and in turn issued credit invoices to each employer based on each employer’s
proportionate share of the appropriated funds. Participating employers then applied the credit invoices
towards contributions otherwise due to the Systems for the fiscal year. The amount of nonemployer
funds appropriated totaled $105 million and $13.1 million for SCRS and PORS respectively.

Annuity benefits increased 16.3 percent from the prior fiscal year. The amount of benefits disbursed to
payees increased from the prior year for several reasons. Eligible SCRS and PORS annuitant payees
received an annual benefit adjustment equal to the lesser of 1 percent or $500 on July 1, 2017, there
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was a slight increase in the number of annuitants receiving benefits, and additionally, with the closure of
the Teacher and Employee Retention Incentive (TERI) program, payments to members ending their
participation in the program produced an increase of over $375 million in annuity benefits paid in the
form of TERI distributions.

TERI was a deferred retirement option program available under SCRS that allowed members who were
eligible to retire to accumulate annuity benefits on a deferred basis for up to 60 months while
continuing employment. Legislation enacted in 2012 closed the TERI program to all participants effective
June 30, 2018, so not all TERI participants were eligible to participate for the full 60 months. During the
member’s period of participation, the TERI participant was required to pay the same pre-tax member
contribution rate on compensation earned, in the same manner as active members. TERI participants
did not earn additional service credit or interest on their TERI account, but they were eligible to receive
retirement benefit increases in the same manner as other annuitant payees. At the end of the member’s
TERI participation and upon termination from employment, the balance in the member’s accumulated
TERI account was distributed. The TERI program’s closure not only caused a spike in the number of
distributions paid during the year, but also resulted in an increase in the liability for deferred retirement
benefits payable at June 30, 2018. The liability increase of over 295 percent in deferred retirement
benefits occurred because for members terminating employment on June 30, 2018, their TERI balances
became payable but could not be distributed until after fiscal year-end.

The Systems’ investment portfolio participates in a securities lending program, managed by BNYM
(Securities Lending Program), whereby securities are loaned for the purpose of generating additional
income. As the securities lending agent, BNYM is responsible for making loans of securities on a
collateralized basis from the Systems’ investment portfolio to various third party broker-dealers and
financial institutions. Securities lending revenue net of borrower rebates was $1.99 million, an increase
from $773 thousand in the prior year. As reported by BNYM, at June 30, 2018, the fair value of securities
on loan was $78.64 million, the fair value of the invested cash collateral was $34.61 million, and the
securities lending obligations were $81.51 million. The reported difference in the value of the invested
cash collateral and the securities lending obligations in the securities lending program, is reflected
within “Other Liabilities” on the Retirement Systems’ Statement of Fiduciary Net Position, consistent
with information reported on accounting statements provided by BNYM as both the custodial bank and
securities lending agent.

The Retirement System Investment Commission (Commission as the governing body, RSIC as the
agency), created by the General Assembly in 2005, has exclusive authority to invest and manage the
retirement trust funds’ assets. The Commission serves as co-trustee and co-fiduciary for the trust funds.
The Retirement Funding and Administration Act of 2017 assigned RSIC as co-trustee of the retirement
trust funds along with the PEBA Board. The Commission operates pursuant to statutory provisions and
under governance policies that allow for a diverse asset allocation and which afford the RSIC and its
Chief Investment Officer (ClO) discretion and flexibility to quickly react to changes in market conditions.
The investment portfolio is structured to focus on ensuring the long-term stability of the plans, seeking
superior returns at acceptable levels of risk.

The Commission is responsible for establishing and managing a target asset allocation that manages risk,
ensures liquidity, and affords flexibility to quickly react to changes in market conditions. The fiscal year
2018 policy allocation, including target weights, ranges and benchmarks for each asset class, was
adopted by the Commission on April 27, 2017 for the fiscal year beginning July 1, 2017. The asset
allocation introduced a mid-year increase in cash allocation to accommodate an expected increase in
cash needs related to payment of distributions for member TERI accounts. The asset allocation
temporarily increased the cash target by 1 percentage point during the period commencing December 1,
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2017 and ending June 30, 2018 while, at the same time, temporarily decreased the GAA allocation from
8 percent to 7 percent. The fiscal year 2018 asset allocation policy also featured a 2 percentage point
reduction in Hedge Funds from 4 percent to 2 percent of plan.

The 2017 legislation also gave the Commission the exclusive authority to select the custodial bank
effective July 1, 2017, with PEBA as a third-party beneficiary of the contract with the custodial bank with
full rights to information under them. The Commission contracted with BNYM to serve as custodial bank
for the Retirement Systems’ funds. Under a provision of the contract for custody services and in an
effort to maintain transparency, BNYM directly invoices the trust funds on a quarterly basis for both
custody and other ancillary services utilized. PEBA and the RSIC jointly verify that invoices accurately
reflect services rendered and are appropriate for the period before amounts are paid. The trust funds’
securities lending revenue account is the initial source from which such costs are paid to the custodial
agent.

All investment manager fees, whether directly invoiced or deducted from the fund Net Asset Value
(NAV) on a net of fee basis, are classified and reported as investment expense in the Statement of
Changes in Fiduciary Net Position. The RSIC provides the non-invoiced fee information to PEBA on an
annual basis so that amounts can be reclassified and reported in the Systems’ financial statements.
Investment manager fees include management fees, performance fees and carried interest (both
realized and accrued), and other expenses. There is no industry standard for reporting pension plan
investment fees and expenses; therefore, in order to compare investment expenses as reported by the
Systems with investment management costs reported by other public pension plans, an understanding
of the actual fees and expenses included in any comparative report is necessary. Total investment
manager fees for fiscal year 2018 were $359.0 million, which includes both invoiced amounts and
amounts deducted on a net of fee basis, but excludes bank fees and investment expenses.
Comparatively, total investment manager fees were 18.5 percent higher than the prior fiscal year 2017
total of $302.9 million. The increase is largely attributed to higher performance fees as a result of strong
performance for the fiscal year in the asset classes that incur performance fees.

PEBA is the governing body responsible for administration of both the state’s retirement plans and
employee insurance programs, and its administrative costs for retirement operations are funded from
the retirement trust funds. Administrative expenses for fiscal year 2018 increased 9.7 percent from the
prior year. This increase resulted largely from the initial work towards a project to assess the needs,
develop requirements and begin efforts to acquire a new comprehensive benefit administration system.
The project has been named “peba:connect” and is expected to be ongoing for the next 5 to 7 years. The
client services vendor, an expert in public pension and insurance enterprise system implementation,
began work in fall 2017 by reviewing the functional and technical requirements for the new system.
Increases in administrative expenses were also realized due to higher information technology operating
expenses and other costs associated with building and facilities maintenance.

PEBA works closely with our consulting actuary and external audit firm to ensure employers are
provided with the information needed to prepare their GAAP based financial statements in compliance
with Governmental Accounting Standards Board (GASB), specifically Statements No. 68 and 71. PEBA'’s
public website includes a dedicated GASB section where information is posted for participating
employers and auditors to access financial statement disclosure information related to their
proportionate share of the net pension liability, deferred inflows and outflows of resources and pension
expense.

GRS Consulting (GRS) is on retainer as the Systems’ consulting actuary for the defined benefit retirement
plans. South Carolina state statute requires that the actuary complete a valuation of the Systems
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annually and conduct an experience study at least once in each five year period. The most recent
valuation reports were issued as of July 1, 2017. GRS completed an actuarial experience study on the
Systems with the report issued as of July 1, 2015. As a result of the experience study, the actuary
recommended adjustments to the actuarial assumptions, which included salary increase, payroll growth,
mortality, retirement, terminations, refunds, disability, inflation, and asset valuation method. These
recommended assumption and method changes were adopted and incorporated starting with the July 1,
2016 valuations. The experience study also recommended reducing the long-term investment rate of
return assumption; the assumed rate of return was reduced from 7.50 to 7.25 percent effective July 1,
2017 as part of the Retirement System Funding and Administration Act of 2017. The 7.25 percent
assumed rate of return expires on July 1, 2021, and every four years thereafter, and as such, the PEBA
Board, in consultation with the Commission, must propose an assumed annual rate of return based on
recommendations of the Board’s actuary.

All of the plans (excluding SCNG) include certain provisions that allow retired members to return to
covered employment while also receiving a monthly retirement benefit. For members who return to
work for a covered employer after retirement, the employer must pay the corresponding employer
contribution for that particular plan, and under SCRS, PORS and JSRS, retired members are also required
to pay the same employee contribution as an active member in the same position. Collectively among
the plans, the 2017 actuarial valuations reported that approximately 23,500 retirees were working for a
covered employer while receiving monthly retirement benefits, either directly or as a TERI participant,
thereby making up approximately 8 percent of the total public workforce covered by the Systems. The
historical return-to-work provisions, coupled with demographic changes of the membership, caused
concern over the long-term stability of the plan so legislation enacted in 2012 addressed retiree return-
to-work provisions. Generally, SCRS and PORS members who retire after January 1, 2013, and who have
not yet reached age 62 (SCRS) or age 57 (PORS) at retirement, and who have been retired at least 30
calendar days, may return to work for a participating employer, but receipt of their annuity benefit is
subject to an earnings limit of $10,000 on wages earned each calendar year from covered employment.
Under SCRS, participants in the TERI program received a deferred accrual for the full monthly retirement
benefit, with no limit on the amount of wages they earned from employment.

Qualified Excess Benefit Arrangement (QE