Great Job!  Florence SCSEA Chapter!
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The Florence SCSEA Chapter did a great job organizing attendance and participation at the public hearing on yesterday, Wednesday, October 26, 2011.  There were more than 225 in attendance, a very strong representation of state employees and retirees.  
Unfortunately, I was unable to complete the comments and recommendations from the Association due to the strictly adhered to 5 minute time limit.  This precedent seemed to impact subsequent presenters causing them some degree of discomfort and tendency to rush through their comments and recommendations.  Please review the prepared comments and recommendations in their entirety provided below and disseminate this information to other state employees and retirees.  
The Budget and Control Board will meet in Room 252 of the Edgar A. Brown Building on Thursday, November 3 at 10:00 a.m.  It is our understanding the Board plans to discuss the 8% investment return assumption and make a move to reduce the rate.  Any reduction in the investment return rate will automatically void the guaranteed COLAs for retirees.  The recommendations we have developed clearly outline a plan to maintain the 8% rate of return and COLAs for retirees.  Every member of the Budget and Control Board should be contacted in this regard.  
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Nikki Haley 										
http://www.governor.sc.gov/Pages/SendMessage.aspx 				
(803) 734-2100 										
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Curtis M. Loftis, Jr.	
treasurer@sto.sc.gov
(803) 734-2016
        [image: Chairman Leatherman]
Senator Hugh Leatherman									
Chairman Senate Finance									
http://www.scstatehouse.gov/php/contact.php?T=M&C=1068181690
(843) 667-1152 (Home)																			
(843) 662-0388 (Business)									                                                 
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Representative W. Brian White
Chairman House Ways & Means
http://www.scstatehouse.gov/php/contact.php?T=M&C=1911363407
(864) 260-4025 (Business)										
(803) 734-3144 (Blatt Building)	                                                 
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Richard Eckstrom CPA
Comptroller General
http://www.cg.state.sc.us/contactinformation/Contact+Info.htm
(803) 734-2588
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[bookmark: _GoBack]SCSEA Retirement System Recommendations 10-26-11                                                                                                                                                                             The best way to describe the conversation around the state’s retirement system is “Smoke and Mirrors”. Over the last several years, the private sector cleverly shifted employees from defined benefit plans to defined contribution plans. To justify the shift and reduction in benefits, corporate executives used the guise of uncontrollable economic forces – an aging workforce, volatile stock markets, and a costly pension system that crippled their ability to compete. In reality, corporate sponsored pension plans had such massive surpluses that the companies could have fully paid their current and future retirees’ pensions, even if all of them lived to be 99 and the companies never contributed another dime.
The masterminds behind the elaborate and well-orchestrated schemes were comprised of the corporation’s top executives and their accomplices – benefit consultants, investment brokers, insurance companies and giant banks including Citigroup and Goldman Sachs. Retirement Heist by Ellen Schultz details the tactics that were successfully employed to cipher off hundreds of billions of dollars in employee pension benefits and effectively divert those funds to corporate coffers, stakeholders, and the masterminds own pockets.
By exploiting loopholes, ambiguous regulations, and new accounting rules, hundreds of companies essentially turned pension plans into piggy banks. The truth behind the so-called retirement crisis and movement afoot to dismantle employee pensions – pure and simple – GREED.
Nationwide, millions of employees fell for the elaborate deception. The result – those employees are increasingly relying on 401k plans which have already proven to be a failure. Employees save too little, too late, spend the money before retiring, and see their savings erased when the market nosedives. The truth is 401(k) plans are designed to ensure the plans will never benefit the majority of employees. The plans are supposed to provide a level playing field, the do-it-yourself retirement vehicle perfect for an “ownership” society. But the game has been rigged from the beginning. Companies in fact use these plans as part of a strategy to borrow money cheaply or as part of still ongoing schemes to siphon assets from pension funds.
What we have here is a similar “Smoke and Mirrors” movement with regard to the SCRS. Reforming if not overhauling the retirement system is among Governor Nikki Haley’s top three legislative priorities.
Outdated data, overstated financial challenges, and faulty assumptions have spurred a heightened sense of urgency and panic that has led to the establishment of special committees in both chambers to develop a proposal in advance of the upcoming legislative session.
From the beginning of this process, the influx of misinformation, conflicting facts and even competing reports have precluded the formation of valid recommendations. Working through each component and separating fact from fiction has been an evolving process.
Determining the plan’s actual unfunded liability has been one of the biggest challenges. A number of figures have been thrown around ranging anywhere from $13 billion to as high as $40 billion.
The actuary method is the accepted standard for assessing public pensions. The actuary accounting method is based on the assumption that the objective is to fund the plan. This accounting process incorporates the plan’s actual portfolio. Most importantly, it establishes realistic costs to maintain and administer the plan based on actuarial liabilities (the cost to fund benefits over the plan’s lifetime) and actuarial assets (a valuation of all assets – including future contributions).
In contrast, “marked to market” accounting is based on the assumption that the objective is to price the plan for the sole purpose of terminating the plan. The “marked-to-market” method has nothing to do with the plan’s portfolio, cost to administer, or value of future contributions. The “marked to market” method provides a snap shot of the plan’s market value of assets and does not include or provide any consideration for the value of future contributions. The “marked to market” approach is further skewed in that the market value of assets can vary significantly day to day by several percentage points higher or lower.
Laws governing the operation of the SCRS require annual actuarial valuations of assets and liabilities. The actuarial evaluation for FY 2010 was provided to the Budget and Control Board on February 24, 2011. The report placed the unfunded liability at $13.37 billion with a corresponding increase to the amortization period of 37.6 years. In order to satisfy the required 30 year amortization period, as of July 1, 2010, the employer contribution rate effective fiscal year beginning July 1, 2012 should be increased by 0.92%. The employer contribution is used to pay the employer’s portion of the normal cost and to amortize the unfunded actuarial accrued liability.
To further complicate matters, a second actuary report was requested by Governor Haley. According to minutes from the Budget and Control Board meeting on March 22, 2011, Governor Haley advised the State had gone from being solvent 10 years ago to having an unfunded liability of $14 billion to $40 billion. She wanted a fresh perspective to include not only a new SCRS Director but a new actuary report as well.
Minutes from the B&C Board meeting on May 2, 2011 provided additional insight surrounding the desire for a second report. At that time, Comptroller General Rick Eckstrom explained the purpose of the second report was to assure total independence of thought at a point in time when the State is considering all options for plan structure. Comptroller Eckstrom further offered that the value of a second actuarial report is the presentation of new ideas for the State to consider in managing the growing unfunded liability. Governor Haley further offered that what the second actuarial report would show is that the 4% payroll growth and the 8% rate of return were inadequate and that the new report would show even bigger differences.
Now, the second actuary did not use the actuary method, the newly selected actuary used a hybrid accounting method to determine the unfunded liability. The plan’s liabilities were evaluated using the actuary accounting method but the plan’s assets were calculated using the “marked to market” accounting method. Again, what is important to understand in this regard is the “marked to market” method does not give any consideration to the value of future contributions. As well, different assumptions were used in the evaluation process – including a lower investment return of 7.5% and a lower payroll growth assumption of 1%.
At the last House Subcommittee on Retirement meeting, Oct. 18, Rep. Gilda Cobb Hunter questioned the new actuary about the mixed accounting method and specifically what other states if any use this accounting method. The actuary could not name – one.
Nonetheless, precisely as predicted by Governor Haley, there are indeed major differences between the two reports.
The second actuary report, which by the way cost the state an additional $250,000, places the unfunded liability at $19 billion – a difference of $6 billion dollars. The new report incorporated the “marked to market” accounting principle which assesses the market value of assets available today to pay both current and all future benefit obligations. While it included future benefit obligations in the plan’s liabilities, it did not include the corresponding value of future contributions. We would call this Smoke and Mirrors.
Additionally, the report is based on outdated data. Specifically, it did not include the most recent investment return, a record 18.59%, which translates to an investment gain of $2.2 billion dollars.
Senator Phil Leventis (D – Lee and Sumter Counties) best summed up the problems with the second report in an interview with Bill Davis, Editor of The Statehouse Report. Senator Leventis offered, “The new actuarial firm picked by the governor used the cataclysmic years of 2008-09 to make its retirement projections, but failed to include better returns realized since that time. Senator Leventis went on to say, “It’s not just disingenuous. It’s almost unethical.”
Let me just say, defined benefit plans are designed to weather the storm through long-term investment - decades in fact. Each time the investment market declines; long term, diversified, and disciplined investments are rewarded with strong subsequent investment returns.
The key to the successful management of a public pension system is to keep both eyes trained on the distant horizon. Short-term market volatility is a natural byproduct of the business cycle of economic expansion and recession. The long-term impact from an actuarial based funding perspective is mitigated through spreading or averaging investment returns over a long period of time.
This process is the reason public pensions are not compelled to make drastic changes following anomaly investment losses. It provides public pensions the ability to invest over the course of many years, spreading gains and losses, instead of reacting hastily to the volatile nature and short term drops characteristic of the private sector investment market.
Now, under the leadership of the late Governor Carol Campbell, government restructuring was implemented to improve accountability, quality and efficiency of services. In exchange for “doing more with less” state employees were promised better pay and benefits. Through their dedication to helping people and commitment to public service, year after year state employees have continued to meet that challenge. As evidenced by the state’s consistent ranking in the top 5 nationally in CNBC’s Top States for Business based on the quality of its workforce.
At any rate, the state of course made good on the first part of its promise. The number of state employees has significantly and steadily decreased from more than 75,000 to 58,000. However, the state not only failed to make good on its subsequent promise of better pay and benefits – the complete opposite has in fact occurred. State employees’ pay and benefits have continued to be eroded. The gap between current pay and the rate of inflation over the last 10 years is nearing 15%. The CPI-W for 2011 is projected to reach 3.9% pushing the difference between pay and inflation to just under 20%. In addition, beginning January 1, 2012 employee health insurance contributions will increase 4.5%.
With this background in mind, the SCSEA has diligently worked to develop recommendations to address real deficiencies related to the state’s retirement system:
1.   Reducing the Amortization Period to Less Than 30 Years
The laws governing the state’s retirement system require annual actuarial valuations. Relying on the only purely actuarial valuation provided the current amortization period is 37.6 years. The actuary has advised that an increased employer contribution of .92% effective the fiscal year beginning July 1, 2012 is required to reduce the amortization period to 30 years. This information was confirmed in the minutes from the Retirement and Pre Retirement Advisory Board meeting on April 18, 2011.
If the state makes this payment as recommended by the actuarial valuation, correspondingly – we would join in an employee contribution of .5% (one-half percent). The employee contribution would have to be tied to a COLA. The formula would reflect a .25% (quarter of a percent) contribution per each 1% COLA up to the maximum contribution adjustment of .5% (one-half percent).
For example, a 4% COLA would direct .5% (one-half percent) to and fully satisfy the employee obligation. The remainder 3.5% would then be allocated to the employee as a 3.5% pay increase.
This approach effectively serves dual purposes, reducing the amortization period to well under thirty years, and simultaneously addresses the significant gap between state employee’s pay and accruing rates of inflation.
2.     Retiree COLA and Investment Return
The SC Retirement System Investment Commission was established to diversify funds and produce higher investment returns. Under the leadership of the agency’s Director and Chief Investment Officer, the Commission has clearly demonstrated the ability to not only meet but exceed the 8% investment return benchmark. In 2009 the investment return was 14.6%. In 2010 the investment return was a record breaking 18.6%.
SCSEA Retirement System Recommendations 10-26-11
The Commission’s latest budget request is just under $19 million. In the request, the Commission listed among its key mission objectives the procurement of superior long-term investment results. In order to continue meeting this level of performance, the Commission requested additional funding to secure the personnel necessary for benchmarking expectations.
In no other business scenario would you award handsome pay raises and bonuses, bring on additional staff, invest in resources and infrastructure, and then lower the expectation. Clearly the Commission should be held to not only meet but exceed the established 8% return.
Many would suggest the 8% return and COLA for retirees are separate issues. They are not. This was established in legislation adopted and passed by the General Assembly.
The average retiree pension income is $19,000. 94% of retirees remain in South Carolina and circulate their dollars in the local economy. The economic stimulus generated by retirement assets is more than the personal income derived from farming, fishing, forestry, and utilities combined. To break the promise made to retirees would create a recessive scenario in that many would become dependent on welfare and other public assistance programs.
3.      28 Year Retirement and TERI
In 2005 and 2008 the General Assembly instituted significant reform measures that outside of the extraordinary economic downturn in 2008-2009 would have reversed the growing unfunded liability trend. Most significant among those measures - requiring retired members who return to covered employment – including TERI participants - to make the same employee contribution as an active member.
In addition, TERI benefits remain in the system until the end of the employee’s TERI period establishing what has been referred to as a “cash cow” for the system. For instance, in FY2010, TERI assets generated $2.6 million in investment income. Consequently, the revised provision relating to TERI participants and rehired retirees has not only neutralized the cost to the system, the added provision has created a new window of investment income.
Pension benefits are based on the total years of service. For example, the average final compensation for a state retiree is $19,000. Retirement at 28 years would net an annual pension of approximately $9,700. However, retirement at 30 years would net an annual pension of approximately $10,400. The difference, $700, represents an average savings of almost 1% every year over the term of the pension.
State agencies have been encouraged to develop succession plans and knowledge transfer approaches to prepare for impending departures. According to the Office of Human Resources Workforce Planning Report, agencies report compensation related issues have presented significant obstacles in their attempt to recruit qualified candidates. There are about 25,000 rehired retirees and 4,000 TERI participants in full time positions. By returning to work, theyhelp buffer the delay and any deficiencies in service caused by the state’s inability to recruit qualified and experienced workers.
4.      Defined Benefit Plan
A Defined Benefit Plan protects the continued integrity of the state retirement systems. Because of their group nature, Defined Benefit Plans create significant economies of scale and other economic efficiencies for taxpayers and employees. Defined benefit plans deliver retirement benefits in a proficient and cost-effective manner, consistently outperforming defined contribution plans. Defined Contributions Plans by their nature are only beneficial to savvy investors and the very wealthy – or occasionally the extremely lucky.
5.     Decrease or Eliminate the Rate of Interest on Inactive Member Accounts
Eliminating the interest on terminated member accounts, totaling $690 million dollars as of July 2009, would reduce the unfunded liability by $124 million over a ten year period.
6.     Enact Reasonable Tax Reform
Sales taxes totaling $2.2 billion a year, account for 42% of the state’s income. Reportedly, there are more than 78 sales tax exemptions including some professional services. Eliminating sales tax exemptions would increase state revenue by approximately $2 billion each year.
Don’t allow Smoke and Mirrors to rob state employees and retirees of the basic provisions provided by the state retirement systems. Protect them from becoming prey and victims of the same schemes used by corporate masterminds to siphon off billions of dollars in pension benefits owed American workers.
The crisis mongers would have you believe the system is in such disarray we need to overhaul the entire program. The measures we have outlined tonight significantly reduce the amortization period to well under 30 years. Our proposal is not punitive and addresses the established objective.
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