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MEMORANDUM

To:  Actearial Subcommittee

From: Althea Schwartz
Re: Materials Regarding SERS ERIP Re-certification

- Date: December 3, 2003 |
As you know, the June 30, 2002 actvarial valuation was the basis for SERS contﬁbutions
for FYE 04 and FYE 05. However, the 2003 early retirement incentive program (ERIP)
was a significant event that changes the contribution requirements for those years. Asa
result, we have determined revised contribution amounts in order to reflect the cost

impact of the 2003 ERIP.

The cost" impact is summarized in the following table:

Employer Contribution Before ERIP After ERIP Change
 Fiscal Year 2003-2004 491,603,159 473,998,112 - (17,605,047)
Fiscal Year 2004-2005 523,001,697 516,298,168 (6,703,529

‘The Retirement Division provided us with data on 4,725 members electing the ERIP, Of
this group, 4,629 retired prior to June 30, 2003 and 96 are deferring retirement to 4 date
after June 30, 2003 but not later than June 1, 2004. For those who are deferring
retirement, we estimated the ERIP benefits. ,

Process for Determining Cost Impact

To determine the cost of the ERIP, we need to look at the costs “before and after”. We
examined the impact on the liabilities, the assets and the normal costs. '
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Liabilities Before: We extracted the liability for the ERIP members from the toial
Lability that was determined as of June 30, 2002, our most recent valuation. Our
valuation procedures include projecting this liability to June 30, 2003 and 2004 assumning
- that some of these members will retire, become disabled, or die during that period. Those
not pmjected to leave the group are projected to receive another year of service at the
assumed 1ncrease in pay. The actuaria! assumptions used in the projection are descrlbed ‘
1n the June 30, 2002 valuatlon report.

Lzabzhttes After: Usmcr the ERIP enhanced benefits and the retirement dates for the ERIP
members, we determined the retired Hability for the ERIP members.

The difference between the “before” liability and the “aftez” liability is the additional
liability due to the ERIP.

Impact on Assets: We also adjusted the projected actuarial value of assets as of June 30,
2003 and June 30, 2004 to reflect the cash flow changes resulting from the ERIP. In
* keeping ‘with our.valuation procedure, we did not adjust the assets to reflect any asset
gains or losses that may have occurred during FYEO3. These asset gains or losses will be
reflected when we perform the next full valuation effective June 30, 2004.

 Impact on Amortization Payment: To determine the impact on the Unfunded Actuarial
- Liability (UAL), we combined the impact on the liabilities with the impact on the assets.

" This. additional UAL was amortized according to the usual procedures to determine the
additional UAL amortization payment for FYE 04 and FYE 03,

Impact on Normal Cost: Finally, we adjusted the Employer contribution for FYE 04 and
FYE 05 for the change in the Normal Cost due to the ERIP. As you know, the Normal
~ Clost represents the cost of benefits carned by active members. So, there is no Normal

Cost for ERIP members because they have retired. This represents a savings to the
System which offsets some of the increase in the amortization payment.

Enclosed are several exhibits showing the development of the revised costs.
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advisory council

October 15, 2003

The Honorable John G, Rowland
Governor

State of Connecticut

Executive Chambers

Hartford, Connecticut

Dear Govemnor Rowland:

As the cumrent and previous Chairmen of the Investment Advisory Council (IAC™), we are
pleased to present this report on the performance of the State of Connecticut Retirement
Plans and Trust Funds ("CRPTF”) for the fiscal year ended June 30, 2003.

Facing difficull market conditions for a large part of the year the CRPTF's fiscal 2003 perfor-
mance reflected general financial market conditions and produced a net total retum (after all
expenses) of 2.49%, which, when combined with the funds’ negative operafing cash flow of
$761 miillion, resulted in a decline in assets to $18.3 billion as of June 30, 2003.

The CRPTF underperformed the Connecticut Multiple Market Index (“*CMMI™) benchmark
by 139 basis points, due primarily to confinued difficult conditions in the private equity markeats.
The CRPTF's performance for the one, three and five year pericds ending June 30, 2003, was
2.49%, -2.60% and 2.93%., respectively. When measured over a long term horizon, the CRPTF's
performance compares favorably with its peers. This is in large part due to the fime and atten-
fion spent by the Treasurer and the IAC on the funds’ asset allocation plan and assef manager
selection. The CRPTF's investment strategy is constructed in such a way as 1o exceed its bench-
rmark and receive superior refurns with less risk over a market cycle. The IAC believes that the
CRPTF is well positioned to weather the current market conditions.

For the fiscal year strong relative performance was evidenced in the International Stock
Fund C'ISF”), Commercial Mortgage Fund ("CMF”") and Cash Reserve Account ("CRA"). Par-
tially offsetiing these sirong results were the Mutual Equity Fund ("MEF™), Mutual Fixed Income
Fund (*MFIF"), Redl! Estate Fund (“"REF") and Private Investment Fund ("PIF™), which produced
below benchmark returns.

As anyone familiar with the stfock market knows, the domestic equity marketfs experienced
a volatile year, The Russell 3000, the benchmark for the Mutual Equity Fund, eked out a positive
J7% return. The Mutual Equity Fund slightly underperformed the index (by 29 basis points)
primarily due to industry dllocations. The benchmark for the Infernational Stock Fund (a blend
of developed and emerging markets indices) dropped by 6.62%. However, the ISF outper-
formed its benchmark by 23 basis points, primatily due to the developed Europe dllocation,
which was one of the strongest performing regions over the fiscal vear.

The Mutual Fixed Income Fund frailed its benchmark by 350 basis points for the fiscal year,
due to its undersxposure 10 high vield and emerging markets debt segments.

The portfolio’s long-ferm commitment to the less liquid sectors of the market is evidenced
by the roughly 12% invested in the Private Investment and Real Estate Funds. While perfor-
mance in a single year is not indicative of ullimate expectations for these funds, it is still impor-
tant to view these funds against appropriate benchmarks. The Private Investment Fund, while
underperforming the Russell 3000, outperformed the Venture Economics All Private Equity bench-

mark by 273 basis points for the fiscal year. The Real Estate Fund tralled the Russelt NCREIF
benchmark by 383 basis points.
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It is important to note that the IAC reviews fund perforrmance at each meeting, discussing
individual manager changes when necessary. In addition, a more extensive review of fund
and manager performance is conducted by the [AC on a quarterly basis.

Actuarial assumptions project an average annual invesiment refurn for the CRPTE of 8.5%,
although market conditions for the past three fiscal years have made such a return assumption
unachievable. During fiscal 2003, the CRPTF received contributions of $182 million and paid
pension benefits of $943, resulting in negative operating cash flow of $§761. This contfinues a
frend of negative operating cashflow that is unlikely to reverse. The IAC is unifed in continuing
to stress that the legislature must address the significant systemic under funding of the pension
plans. The latest actuarial reports indicafe that the largest plan, the Teachers” Retirement Plan,
was 75,9 percent funded, followed by the State Employees” Retirement Plan, which was 61.6
percent funded, and the State Judges Flan, at 6.1 percent funded. The fotal amount of this
under funding is approximately $8.3 bilion. Internal analysis has shown that performance of
the investment assets alone will not make up the difference and eventuadlly the state (faxpay-
ers) will have to fund this deficit. It is also important to note that the latest available actuarial
reports on the plans reflect data as of June 30, 2002, meaning that the reports do not reflect
the impact of the approximately 4600 early retirements accepted by State employees in early
2003. These retiternents will Increase the liabilities of the State Employees’ Retirement Plan,
further exacerbating its underfunded status,

During fiscal 2003, the IAC continued o work with the Treasurer’s office on modifications to
the Investment Policy Statement. In January 2003, the Council approved the Treasurer’s adopted
guidelines for the Mutual Fixed Income Fund, and as of fiscal year-end, work was underway on
revisions to the Redl Estate Fund Guidelines.

As the current and former Chairmen of the Investment Advisory Council, we are gratified
to be amongst fellow committee members whose care and attentiveness to the 1AC’s mission
demonstrates an unwavering commitment fo those whom they represent. |t is with this sense
of duty and solemn pledge to maintain cur commitment to all the current and future pension
beneficiaries and the taxpayers of the State of Connecticut that we submit this brief summary
on behalf of the Invesiment Advisory Council.

Sincerely,

S 72 %ﬂf Q£m§ doan wh o ?{«ng}ﬁm{é: ](:}n

Steven W. Hart ' Clarence L. Roberts, Jr.
Chairman, Investment Advisory Counci Chairman, Investment Advisory Council
June 30, 1995 -~ August 17, 2003

14 Fiscal Year 2003 Annual RePORT




