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Auditor General DePasquale Urges State Employees’

Retirement System to Do More to Cut Investment Fees
Says Wall Street fees still too high, competitive bidding critical, pension forfeiture act too lenient

HARRISBURG - Auditor General Eugene DePasquale today said his performance audit of the State
Employees’ Retirement System (SERS) found more room to cut fees to Wall Street investors while
working on legislative reform and operational improvements needed to help ensure that the system can
meet its obligations to retirees and protect Pennsylvania taxpayer interests.

The 119-page audit report, which covers January 1, 2013 to March 31, 2017, includes 18 findings on six
issues and makes 36 recommendations — 23 directed at SERS, 13 directed at the General Assembly.

“SERS is moving in the right direction by starting to address many of the issues I've been pushing for in
the past four years, including reducing investment fees and using more passive investments,”
DePasquale said. “However, there is still room for improvement.
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Since October 2016, SERS moved $3.9 billion of assets into passive investment strategies which reduced
annual external investment management fees by approximately $17 million. As of April 26, 2017, SERS’
investments are 54 percent active and 46 percent passive.

“I am pleased that SERS is working to reduce the fees paid to Wall Street,” DePasquale said. “I commend
SERS for achieving considerable cost savings so far. Nonetheless, my audit found that SERS can still save
more by taking every opportunity to negotiate lower fees and by competitively bidding every contract,
every time.”
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Prior to the 2015 contract extension, SERS approved a new contract with the same contractor every five
years since 1994; it was last competitively bid in 2009.

“When you are spending public dollars it is critical to ensure you are getting the best value for every
single dollar,” DePasquale said. “Rubber stamping a contract without competitively bidding is an affront
to everyone paying into the SERS fund. Things change rapidly in the financial and real estate business
and the SERS board owes its members a fiduciary duty to always consider other candidates that could
offer competitive bids.”

Auditors also found SERS failed to document its investment manager fee negotiations.

Auditors were unable to find consistent evidence that SERS negotiated for lower investment fee
structures with its investment managers. Out of the nine external investment manager agreements
tested during the audit, only two had changes to the fee structure in the final agreement from the initial
provided offer.

Fix Pension Forfeiture Law
“As highlighted in my Public School Employees’ Retirement System audit in May, it is clear there are
problems with the language of the Public Employee Pension Forfeiture Act,” DePasquale said.

Statutory language in the 2004 amendment to the act limits pension forfeiture to school employees who
commit crimes against students, which does not apply to the majority of SERS members. Auditors found
three instances where a SERS member was convicted of one of the sex crimes listed in the act, but the
individual was able to keep their pension benefits because the victim was not a student:

e Afood service instructor at a state correctional institution administered by the Department of
Corrections was convicted of institutional sexual assault of an inmate.

e An employee of the Polk Center, administered by the Department of Human Services, was
convicted of institutional sexual assault of a mentally-disabled resident.

e A prison guard trainee at a state correctional institution administered by the Department of
Corrections was convicted of indecent exposure against an inmate.



“No public employee or official should be able to receive pension benefits after using his or her position
to commit such heinous crimes,” DePasquale said. “The Public Employee Pension Forfeiture Act and the
SERS retirement code must be broadened to mandate pension forfeiture upon conviction of a sex crime
against any individual who did not, or is not able to, give informed consent.

Auditors found that between Jan. 1, 2013 and Oct. 31, 2016, SERS identified and closed 109 pension
forfeiture cases resulting in 40 pension forfeitures.

“I am pleased to report that my team found SERS accurately applied the pension forfeiture act as it is
written,” DePasquale said. “However, in addition to working with the General Assembly to reform the
pension forfeiture act and the retirement code itself, SERS can do more to improve its process by
strengthening the agency’s written procedures to require supervisory review of forfeiture cases.”

Improve Board Education and Attendance Policies
Auditors found that SERS did not have a formal education program in place to assess and document the
investment knowledge and skills of each board member and designee.

Prior to June 2017, neither the State Employees’ Retirement Code nor the SERS board bylaws required
trustees to possess a minimum level of investment or financial knowledge.

In June, the General Assembly enacted Act 5 of 2017 which amended the SERS and PSERS retirement
codes to require board members to obtain eight hours of mandatory training in investment strategies,
actuarial cost analysis, and retirement portfolio management on an annual basis.

“Requiring some level of financial education is a good start,” DePasquale said. “Trustees have a
significant fiduciary responsibility and absolutely need some level of investment education to make
informed decisions for the nearly 240,000 Pennsylvanians who rely on SERS. | encourage SERS to go a
step beyond the legislative requirements by finalizing, adopting, and implementing the draft education
policy that was presented to the board at its meeting last month.”

Additionally, DePasquale said the board does not have a formal attendance policy for regular meetings.

“My audit found the SERS trustees do not have an attendance problem,” DePasquale said. “However,
the lack of attendance policy creates the potential for future problems. A written attendance policy for
meetings and training events would ensure attendance will continue to be a priority for future SERS
trustees.”

Diversify Board Composition
The SERS board is made up of 11 members, which is slightly larger than its peer state systems where the
average board size is nine to 10 members.

Unlike its peer state public pension system boards, including PSERS, where at least some board
members are elected by the membership, no SERS board members are elected by SERS membership.

Also, unlike PSERS, the governor has unusually strong control over the selection of SERS board members,
including selection of the chairman. Until Act 5 of 2017, a majority of the board members, six of the 11,
were appointed by the governor. Act 5 changed the composition to give the governor five appointments
and added the Secretary of Banking and Securities as an ex-officio voting member to both SERS and
PSERS boards.

“Too much control by any governor could lead to the appearance that the board is part of the executive
branch rather than an independent administrative body,” DePasquale said. “SERS members should have
the assurance that the board is making independent decisions and that their interests are being
represented in the board’s decision making process.”



Additionally, DePasquale noted the board places too much reliance on the individual trustees to self-
report potential conflicts of interest and the board’s policies, procedures, and training regarding ethics
need to be strengthened.

Overall, SERS management agreed or partially agreed with the audit findings and in its formal response
committed to implementing many of the suggested recommendations. SERS’ response to the audit
report is included in its entirety starting on page 91.

The SERS audit report is available online at: www.PaAuditor.gov.
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