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MINUTES OF STATE BUDGET AND CONTROL BOARD MEETING

As Trustees for the South Carolina State Retirement Systems

July 26, 2002             8:45 A. M.
The Budget and Control Board (the Board) acting as Trustees for the South Carolina State Retirement Systems met at 8:45 a.m. on Friday, July 26, 2002, in the Governor's conference room in the Wade Hampton Office Building, with the following members in attendance:

Governor James H. Hodges, Chairman;

Mr. Grady L. Patterson, Jr., State Treasurer and Vice-Chairman;

Mr. James A. Lander, Comptroller General; and

Senator Hugh K. Leatherman, Sr., Chairman, Senate Finance Committee; and

Representative Robert W. Harrell, Jr., Chairman, Ways and Means Committee.

[Secretary’s Note:  Messieurs Patterson, Lander, Leatherman, and Harrell participated in the meeting via telephone.]

Also attending were Budget and Control Board Executive Director Frank Fusco, Chief of Staff Stephen C. Osborne, and Retirement Division Director Peggy G. Boykin; General Counsel Ed Evans;  Governor’s Chief Legal Counsel Steve Bates; Senior Assistant State Treasurer Rick Patsy; Assistant Comptroller General Michael Horton; Budget Director, Mike Shealy; Ways and Means Committee Chief of Staff Don Hottel; Board Secretary Delbert H. Singleton, Jr.; and other Board staff.

Adoption of Agenda 

Upon a motion by Mr. Patterson, seconded by Senator Leatherman, the Board, acting as Trustees for the South Carolina Retirement Systems, adopted the agenda as proposed.

Retirement Systems Investment Panel:  Contract Termination; Portfolio Transition; Amendments to Annual Investment Plan FY 2002-03; and Authorization to Conduct Search for Smaller Cap Growth Manager (Regular Session Item #1)

The State Retirement Systems Investment Panel (“ the Panel”) recommended that the Board, acting as Trustees for the South Carolina Retirement Systems:

(1) 
authorize the Director of the South Carolina Retirement Systems (“Director”) or her designee to terminate the Board’s contract with MFS Institutional Advisors, Inc. (“MFS”); 

(2) 
authorize the Director or her designee to execute a contract with a manager to transition the assets under management by MFS to the Passive Smaller Cap fund based upon the recommendations of the investment consultants, Mercer Investment Consulting, Inc. (“Mercer”), and upon approval for legal sufficiency by the Office of General Counsel; 

  
(3) 
authorize the transition of the assets under management by MFS to the Passive Smaller Cap fund and authorize future allocations of assets equal to the amount that would have been directed to MFS to be placed in the Passive Smaller Cap fund until another Smaller Cap Growth manager is appointed and appropriate target allocations are determined;

  
(4) 
authorize the Investment Panel to select another Smaller Cap Growth manager for recommendation to the Board;

(5) 
amend the Annual Investment Plan FY 2002-2003 pursuant to S.C. Code Ann. §§9-16-320(A) and 9-16-340(B) to conform to the actions taken relating to the Smaller Cap Growth Asset Class.

The Board approved the appointment of MFS on September 14, 1999, and a contract was executed on November 15, 1999.  The Panel has continuously monitored the firm and the portfolio performance since initial funding. On or about June 13, 2002, MFS provided notification that the portfolio manager for the SCRS’ account would retire effective June 30, 2002.  While no changes in the management strategy were anticipated or disclosed, the Panel requested that MFS attend the next meeting for routine due diligence discussions and to review the personnel structure of the firm. During the meeting on July 23, 2002, MFS disclosed changes in the investment strategy of the portfolio  that would be inconsistent with the mandate for which MFS had been hired.  Based upon the changes in portfolio management and investment strategies and the recommendations of Mercer Investment Consulting, Inc. (“Mercer”), the Panel voted unanimously to recommend that the Board take the actions as outlined above.

Appearing before the Board on this matter were Panel members Blaine Ewing and Art Bjontegard.  Also appearing before the Board on this matter were Drew Carrington and Jay Love of Mercer Investment Consulting.  Mr. Ewing outlined for the Board how MFS became a small cap growth manager.  He noted that the Panel has been monitoring MFS’s performance since their approval to be a small cap manager.  He noted that in June 2002 the Panel received notice that MFS’ portfolio manager for SCRS’ account announced his retirement.  He stated that MFS was then asked to come in for due diligence discussions.  Mr. Ewing advised the Board that it was during this meeting on July 23, 2002, that the Panel learned that MFS was planning several changes to the investment approach and style that would be inconsistent with the investment style for which they had been hired.  He reported that the Panel unanimously agreed that they were not satisfied with the changes that were being recommended.  He said that it is the Panel’s recommendation that the relationship with MFS be terminated.

Senator Leatherman asked whether the Panel would bring the recommendation of a new manager for the transition back to the Board.  Mr. Ewing stated that what the Panel would be doing is hiring someone to sell the securities and that the word “manager” is not appropriate in this situation.  He noted that the manager the Panel is talking about hiring is someone just to sell the securities.  Senator Leatherman further asked whether the Panel would be looking for a manager to replace MFS and whether the Panel would bring that recommendation back to the Board.  Mr. Ewing responded that the Panel would bring the recommended replacement back to the Board for approval.  

Mr. Patterson said that it seemed as if the situation came up suddenly.  Governor Hodges pointed out that the situation came about because the portfolio manager retired and a new person was brought on board that had a different style of management.  Mr. Bjontegard advised the Board that MFS has been a manager for three years and that the Panel did not know of the change in style until they met with MFS on July 23, 2002.  

Mr. Lander commended the Panel members on their due diligence as well as Mercer.  He said he does not believe the action recommended by Mercer could have been done any quicker.  Senator Leatherman commented that he would not go so far as to commend Mercer.

Mr. Harrell asked how long had the Panel known about the changes MFS wanted to implement.  Mr. Ewing said the Panel became aware of the change in management style on July 13, 2002, when MFS notified Mercer and Mercer then notified Nancy Shealy, counsel for the Panel.  Mr. Harrell further asked that if MFS had not picked up the telephone and called how would the Board have found out about MFS.  Mr. Ewing said that the Panel would have found out about it because the Panel conducts due diligence interviews with the managers every year.  Mr. Ewing said that the managers are required by contract to let the Panel know within 24 hours that there is going to be a change in the management style.  Mr. Carrington said that they stay in constant contact with the managers and that the managers are supposed to let them know immediately of changes.  He said that the surprise in this case was that MFS initially told Mercer that the style of managing the portfolio would not change due to the retirement of the portfolio manager.  Mr. Carrington said that it was not until July 23, 2002,when MFS advised them of the change.

Mr. Harrell said that there appears to be some motivation on the part of some managers to not tell Mercer or the Panel in order to keep people from backing out on them.  He said that there should be another way to track significant changes with those that make investment decisions and that there should be some other way of finding out about these types of situations before the annual review.

Governor Hodges stated that he wanted the Panel to send a letter to each Board member stating the procedures in place to track changes in the fund, whether in management style or in philosophy.  Mr. Harrell said he would also like to know what are the repercussions for a manager violating the terms of the contract and what other method exists to find out about major changes.  Mr. Patterson stated that he agreed with the concerns raised by Mr. Harrell.  Mr. Patterson stated that the Board should be especially vigilant given the present market conditions.


Upon a motion by Mr. Patterson, seconded by Senator Leatherman, the Board, acting as Trustees for the South Carolina Retirement Systems:

a.
Authorized the Director of the South Carolina Retirement Systems (“Director”) or her designee to terminate the Board’s contract with MFS Institutional Advisors, Inc. (“MFS”); 

b. 
Authorized the Director or her designee to execute a contract with a manager to transition the assets under management by MFS to the Passive Smaller Cap fund based upon the recommendations of the investment consultants, Mercer Investment Consulting, Inc. (“Mercer”), and upon approval for legal sufficiency by the Office of General Counsel; 



c.
Authorized the transition of the assets under management by MFS to the Passive Smaller Cap fund and authorize future allocations of assets equal to the amount that would have been directed to MFS to be placed in the Passive Smaller Cap fund until another Smaller Cap Growth manager is appointed and appropriate target allocations are determined;

d.
Authorized the Investment Panel to select another Smaller Cap Growth manager for recommendation to the Board; and

e. 
Amended the Annual Investment Plan FY 2002-2003 pursuant to S.C. Code Ann. §§9-16-320(A) and 9-16-340(B) to conform to the actions taken relating to the Smaller Cap Growth Asset Class.

Information relating to this matter has been retained in these files and is identified as Exhibit 1.

Adjournment

The meeting was adjourned at 9:10 a.m.

[Secretary's Note:  In compliance with Code Section 30-4-80, public notice of and the agenda for this meeting were posted on bulletin boards in the office of the Governor's Press Secretary and in the Press Room, near the Board Secretary's office in the Wade Hampton Building, and in the lobby of the Wade Hampton Office Building at 4:00 p.m. on Wednesday, July 24, 2002.]

