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I. Overview

This report has been prepared on behalf of the Board of Administration (“the Board”) of
the San Diego City Employees Retirement System (“SDCERS”, “System” or “Trust
Fund”). The purpose of this report is to detail the results of the investigation of SDCERS
conducted by Navigant Consulting, Inc. (“Navigant Consulting”). This report was
prepared under the direction of the Board’s special fiduciary counsel, Reish, Luftman,
Reicher & Cohen (“Reish Luftman”). The legal analysis and conclusions contained in
this report were prepared by Reish Luftman. The contents of the report are covered by
the attorney-client privilege subject to the Board’s ability to waive that privilege.

IL. Circumstances Giving Rise to the Investigation

A. Historical Background

The genesis of the investigation was the underfunding of the defined benefit pension
plan that was established by the City of San Diego (the “City”) for some of its
employees. The funding shortfalls began at least as early as 1991 and continue to this
day. From 1993 through 2000, SDCERS funded ratio! consistently remained in the 90%
range or above with little change in the unfunded liability. Beginning in 2001, the
unfunded liability increased while the funded ratio decreased as shown below.

SDCERS' Funded Ratio & Unfunded Liability

(Based on Projected Unit Credit Method)
100%
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- —_ e — L —— — = — —— ~
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1 See Attachment 1 for definitions of the terms used throughout this report.

Prepared by Navigant Consulting, Inc.

$-
2004

Page 1 of 115



Attorney Work Product
Privileged & Confidential

The underfunding of SDCERS was a result of adjustments to the actuarial methods and
assumptions used to calculate the City’s contribution rate that arose when the City
agreed to benefit changes during the meet and confer process and the SDCERS Board
agreed to change the funding method. In 1995, the City requested SDCERS to allow the
City to fund a portion of the City’s contribution from reserves in order to reduce the
City’s annual contribution payment to SDCERS?. In 1996, the City Manager requested
the SDCERS Board approve contribution rates at lower than the actuarially determined
contribution rate (“Manager’s Proposal 1” or “MP1”). Then, in 2002, the City Manager
again asked for changes to the contribution rate that included overriding the provision
that required the City to pay a lump sum if the funded ratio dropped below a certain
level (“Manager’s Proposal 2” or MP2”). These actions were the primary factors leading
to the underfunding of SDCERS.

In January 2004, the City made a voluntary disclosure filing regarding the pension
underfunding and certain errors in the footnotes® to its financial statements.* At
approximately the same time, the City hired KPMG LLP (“"KPMG”) to audit the City’s
restated 2003 financial statements and the Securities and Exchange Commission (“SEC”),
Department of Justice (“DOJ”) and others began investigating the City’s disclosure
practices. During 2004, the City also hired Vinson & Elkins L.L.P. (“V&E”) to conduct
an investigation and provide a report of the City’s disclosure practices from 1996
through February 2004 and whether the City failed to meet its disclosure obligations.
V&E issued its report dated September 16, 2004 and an additional draft memoranda
report dated July 15, 2005.

In an October 11, 2004 letter to the City Attorney, KPMG stated “we do not believe that
the City of San Diego has conducted an adequate investigation in order to conclude that
likely illegal acts have not occurred, or that appropriate remedial action has been taken.”
In early 2005, the City then hired Kroll, Inc. (“Kroll”) to conduct an additional
investigation to review the City’s internal controls related to reporting and disclosure
pursuant to applicable securities laws. The SEC, DOJ and Kroll investigations are
ongoing.

On January 6, 2005, the U.S. Attorney indicted five individuals, including three former
Board members, the former SDCERS’ Administrator and the current SDCERS’ General
Counsel.

2 Fiduciary counsel, Morrison & Foerster LLP, advised the Board not to allow the transfer.

3 Examples of some of the City’s errors in the footnotes include incorrect disclosure of (i) the
interest rate and maturities of various San Diego bond offerings, (ii) total amount payable on
operating leases for 2003 and (iii) the City’s required GASB 27 disclosure for SDCERS.

4 The City’s disclosure was made in filings with the Nationally Recognized Municipal Securities
Information Repositories.
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B. The SDCERS’ Board’s Decision to Conduct a Separate Investigation

In November 2004, the voters of the City passed Proposition “H” which resulted in
changes to the composition of the SCDERS’ Board. This Proposition resulted in an
increased number of appointed members on the Board (i.e., individuals who are not
current or former employees of the City) and fewer elected members (i.e., City
employees).> The new Board members who joined the Board following the passage of
Proposition H began their terms on or after April 1, 2005.

In August 2005, with the advice of SDCERS litigation counsel, Seltzer Caplan McMahon
Vitek (“Seltzer Caplan”), and special fiduciary counsel, Reish Luftman, the Board
commenced an independent investigation into certain events and actions of its former
Board members and Staff. The Board decided to conduct an investigation independent
of the City’s investigations by V&E and by Kroll.

The primary reason for the Board to decide to conduct an independent investigation
related to the allegations that the System was underfunded. Although the System is
underfunded by approximately $1.37 billion, as shown as in the June 30, 2004 actuarial
valuation®, and the City has not fully funded benefits during the period in which they
were earned, SDCERS currently has sufficient assets to pay the retirement benefits for
all of the current retirees. As disclosed in the June 30, 2004 actuarial report, SDCERS
held assets with a market value of $3.4 billion and an actuarial value of approximately
$2.6 billion. In 2004, SDCERS paid pension benefits, retirement benefits and
administrative expenses totaling $210 million.

III.  Investigation Purpose and Scope

On August 30, 2005, the Board passed a motion to retain Navigant Consulting to
conduct an independent investigation on behalf of SDCERS. Pursuant to the Board’s
authorization, the Board’s special fiduciary counsel, Reish Luftman, engaged Navigant
Consulting (i) to perform an investigation of allegations of illegal or wrongful acts
and/or other improprieties that may have occurred with respect to SDCERS and (ii) to
report on those facts and perform analysis to assist counsel in determining whether any
illegal or wrongful acts had occurred. It is important to note that Navigant Consulting
was not engaged to render a legal conclusion or make any determinations of law”

5 See Section VI.C.1 for additional information regarding the composition of the Board members.
¢ The June 30, 2004 actuarial valuation is the most recent available valuation. The valuation
reports typically are issued by the System’s actuary the year following the valuation date (e.g. the
June 30, 2004 valuation report is dated January 14, 2005).

7 The word “laws,” as used in the definition of “illegal or wrongful acts” herein, includes the
following: (i) the City of San Diego Charter; (ii) the City of San Diego Municipal Code; (iii) the
California Constitution and statutes; (iv) other California fiduciary responsibility rules as
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regarding the facts. See Attachment 2 for Navigant Consulting’s engagement letter.
Based on Navigant Consulting’s findings and observations, Reish Luftman performed a
legal analysis and developed legal conclusions regarding the alleged illegal or wrongful
acts and/or other improprieties that may have occurred with respect to SDCERS. Reish
Luftman’s analysis conclusions can be found in the section of the report prepared by
Reish Luftman.

Navigant Consulting was specifically asked to investigate the facts in order to assist
legal counsel in concluding whether the Board of SDCERS, in its administration of the
System and/or management of its assets, violated any laws resulting in a material impact
on the financial status® of the System. Navigant Consulting was also asked to
investigate the adequacy of the funding of SDCERS.

The initial scope of the investigation was contemplated to cover the activities of SDCERS
related to the City during the period January 1, 1995 through December 31, 2002.
However, if facts were disclosed that warrant investigation into additional years, the
scope of investigation would be expanded to include such additional years. This time
period was later expanded based on Navigant Consulting’s conclusion that the
investigation should include the changes that impacted the City’s contribution rate as
early as 1991 and certain events that occurred subsequent to 2002.

Navigant Consulting was provided with six questions formulated by the SDCERS’
Board with the assistance of SDCERS’ litigation counsel, Seltzer Caplan, and the Board’s
special fiduciary counsel, Reish Luftman, to be addressed during the course of the
investigation.

Questions Provided by Seltzer Caplan
1. Were any illegal acts committed regarding the methodology for calculating

employer contributions by the City of San Diego at any time from 1995 to the
present?

2. If so, have sufficient actions been taken to cure the effect of such acts?

What further actions, if any, are necessary to cure the effect of such acts?

4. Is SDCERS’ current method of calculating employer contributions in

W

conformity with generally accepted actuarial practices?

5. Has SDCERS made proper disclosures in its Comprehensive Annual
Financial Reports of all relevant information regarding the actuarial
soundness of the Retirement System?

established by courts and common law; (v) Federal and state securities laws and related
regulations; and (vi) any guidance interpreting items (i) through (v), above
8 Also referred to as the “funded ratio” or “funded status” of the System.
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6.

Has SDCERS provided benefits to its members and their beneficiaries in
conformity with all System and trust documents as contained in the
applicable law?

Questions 1, 2, 3 and 6 are addressed in the section of the report prepared by Reish

Luftman. Questions 4 and 5 are addressed in Sections VIL.G and X, respectively.

As Navigant Consulting developed its workplan (see Attachment 3 for detailed
explanation), it expanded the areas to include in its investigation.

The investigation performed by Navigant Consulting focused on the actions of the
SDCERS’ Board members and the SDCERS’ Staff during the time period under
investigation. As a result, Navigant Consulting’s investigation focused on the
information available from the SDCERS’ office and interviews of the individuals directly
associated with the decisions made by the SDCERS” Board and Staff. Navigant
Consulting’s investigation did not include investigating the actions of City personnel
other than those acting in a capacity related to SDCERS. Therefore, Navigant
Consulting did not obtain copies of all the documents produced by the City in
connection with any subpoena and did not investigate the City’s disclosures in its
financial statements and bond offering documents.

IV.  Summary of Findings and Conclusions

1.

Although SDCERS is currently underfunded and the funded ratio has been
declining, the System has sufficient assets to pay benefits due to all current
retirees.

SDCERS’ investment portfolio has historically generated strong returns. This
performance prevented the System from being in worse financial condition
due to the City’s underfunding of SDCERS, but may have been a factor in the
City’s requests for contribution reductions and the Board’s willingness to
agree to those reductions.

The City has sought alternatives to reduce its contributions to SDCERS since
at least as early as 1991.

The City contributed less than the Actuarial Required Contribution resulting
in the underfunding of SDCERS since at least as early as 1996. The City has
not made up for contribution shortfalls from previous years.

MP1 and MP2 did not make economic or actuarial sense because the
agreements decreased the City’s contributions to SDCERS at the same time
the City granted more costly retirement benefits to City employees.
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10.

11.

12.

13.

14.

15.

The City and SDCERS relied upon Surplus Undistributed Earnings to pay
certain ongoing benefits and administrative expenses, which contributed to
the underfunding of SDCERS.

The SDCERS’ Board approved MP1 and MP2 despite concerns raised by
Board members, the Board’s fiduciary counsel and the System’s actuary.

Although the Board received a recommendation from fiduciary counsel in
connection with MP1 that it consider the City’s financial condition and ability
to pay, it did not take appropriate steps to evaluate the City’s ability to fund
the contribution shortfalls in the future. During consideration of MP2, the
Board did not evaluate the City’s ability to pay the future contribution
increases.

Some Board members served dual roles as System members who received
SDCERS’ benefits, union designees who represented the union members or
City employees with responsibilities to City management or City officials.
The current Board structure has somewhat alleviated this problem since a
majority of the Board members are not System members.

The SDCERS’ Staff assisted the City in developing and implementing
alternatives to reduce the City’s contributions to SDCERS.

The SDCERS’ fiduciary counsel and actuary could have more clearly
explained their concerns to the Board and could have been more forthcoming
in stating a position with regard to both MP1 and MP2.

SDCERS engaged different fiduciary counsel on at least four separate
occasions to evaluate each of the City’s contribution reduction requests. Due
to the complexity of the System and the City’s requests for decreased
funding, continuity in fiduciary counsel may have resulted in better informed
advice and better communication to the Board.

The SDCERS’ Comprehensive Annual Financial Report contained misleading
and/or omitted disclosures regarding the funding of the System.

The annual actuarial valuations prepared for SDCERS contained misleading
statements about the funding objectives and practices.

The SDCERS’ Board requested that the actuarial valuation exclude the
benefits granted to retirees in connection with the Corbett settlement.
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16. SDCERS’ tax counsel identified technical violations of IRS regulations
governing retirement plans related to presidential leave benefits.

V. Sources of Information, Processes Employed and Interviews Conducted
A. Processes Employed
1. Developed Workplan

To develop its workplan, Navigant Consulting conducted preliminary interviews of the
SDCERS’ executive staff, SDCERS’ litigation counsel, Seltzer Caplan, and special
fiduciary counsel to the SDCERS’ Board, Reish Luftman. Navigant Consulting also
reviewed documents from prior investigations, including the current City Attorney and
V&E reports. Upon completion of the workplan and approval by Reish Luftman,
Navigant Consulting shared the workplan with Seltzer Caplan, SDCERS” Administrator
Lawrence Grissom and General Counsel Loraine Chapin and each of the Board members
who were serving terms in September 2005 (except for John Torres who declined to be
interviewed), to identify any additional items to include in the workplan. No workplan
steps were removed as a result of these discussions. Throughout the course of the
investigation, Navigant Consulting continued to refine the workplan based on
information learned. See Attachment 3 for the final workplan, including the interview
list.

2. Interactions with the Board

At the request of Reish Luftman, pursuant to the request of Peter Preovolos, SDCERS’
current Board President, Navigant Consulting did not communicate the status of its
work or any preliminary findings or conclusions to the Board. During the investigation,
Reish Luftman served as the liaison between the Board and Navigant Consulting. At the
Board’s request, Navigant Consulting did not provide any preliminary drafts of the
report to Board members.” The Board members will receive the report for the first time
on January 20, 2006. As a result, Navigant Consulting’s investigation was independent
of any influence by the current SDCERS’ Board.

Upon reading the report, the Board may request additional analysis or further
investigation. In the event that additional facts are identified and investigated, this
report may be modified or supplemented.

° Also at the request of Reish, Luftman, Reicher & Cohen and the SDCERS’ Board of
Administration President, Navigant Consulting did not share the findings and conclusions in this
report with any of the SDCERS’ staff prior to issuing the report.
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3. Conducted Interviews

As part of the workplan, Navigant Consulting initially identified approximately 75
people to interview. During the course of the investigation, Navigant Consulting
modified the list resulting in approximately 90 people to be interviewed. See
Attachment 4 for a list of these individuals. As Navigant Consulting endeavored to
arrange interviews with these individuals, Navigant Consulting learned that many of
the individuals were represented by counsel. Some of the people declined to be
interviewed by Navigant Consulting. Some allowed Navigant Consulting to conduct an
interview but limited the amount of time allowed for the interview. Some agreed to
answer written questions or have their counsel respond to written questions. Most of
the individuals interviewed had done so in other investigations as well. Out of the total
number of people to be interviewed, Navigant Consulting conducted interviews or
received responses to written questions from approximately 50 individuals. Some of the
individuals were interviewed on multiple occasions.

4. Reviewed Documents
a. Seltzer Caplan McMahon Vitek Database

Navigant Consulting received and reviewed documents contained in an electronic
database provided by Seltzer Caplan. Navigant Consulting understands that Seltzer
Caplan was responsible for the collection and maintenance of this database which
contained all documents collected in response to subpoenas from the SEC and U.S.
Attorney’s Office. This database included approximately 180,000 documents and
totaled approximately 354,000 pages. Navigant Consulting also conducted certain
procedures to ensure that it received an exact replica of the Seltzer Caplan database.

This database also included certain documents that Seltzer Caplan had previously
deemed privileged communications. In a Special Board meeting on August 30, 2005, the
Board voted to provide previously unreleased documents to the investigative agencies
who had subpoenaed SDCERS, including the U.S. Attorney, the SEC and the San Diego
County District Attorney. The Board also voted to provide these documents to Kroll.

Based upon Navigant Consulting’s workplan, procedures and understanding of the
investigation, Navigant Consulting compiled a list of 127 search terms and filtered the
above electronic database utilizing these search terms. See Attachment 5 for a list of
those search terms. This search resulted in a total of approximately 111,000 documents
that Navigant Consulting reviewed. After several levels of review, the documents of
interest were summarized and included in interview outlines and document summaries
for the respective individuals.
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With respect to the previously privileged documents, Navigant Consulting reviewed all
of these documents in their entirety.

b. Hard Drive Images

In November 2005, Navigant Consulting imaged fifteen hard drives from twelve
individuals from SDCERS, including General Counsel’s office, Executive Staff and their
administrative assistants.!’ Prior to imaging the hard drives, Navigant Consulting
informed the SDCERS’ Staff to separate any potentially privileged documents related to
representation by their own counsel or ongoing litigations. Seltzer Caplan provided a
list of the ongoing litigation to SDCERS as a reference. Navigant Consulting applied the
list of search terms to the imaged hard drive and also identified any previously deleted
emails and documents. From this imaging process, Navigant Consulting collected and
reviewed approximately 23,000 additional electronic documents.

C. Other Documents

In addition to the electronic documents described above, Navigant Consulting reviewed
documents collected from other sources. The documents include, among other things,
the reports from earlier investigations and litigation concerning SDCERS as discussed
later in the report, SDCERS” Comprehensive Annual Financial Reports (“CAFR[s]”), the
annual actuarial valuations prepared by SDCERS’ actuary, the City’s internal audit
reports of SDCERS, personnel files of selected SDCERS Staff,!" available preliminary
hearing transcripts for the People of California v. Cathy Lexin, et al.’?, and deposition
transcripts from James F. Gleason and David W. Wood v. San Diego City Employees’
Retirement System and City of San Diego, et al.

10 The twelve selected SDCERS’ Staff include Larry Grissom (Retirement Administrator), Loraine
Chapin (General Counsel), Roxanne Story Parks (Assistant General Counsel), Sheila Leone Jacobs
(Assistant General Counsel), Doug McCalla (Chief Investment Officer), Patrick Lane (Chief
Financial Officer), David Arce (Operations Division Manager), Dawn Clarke (Assistant Chief
Investment Officer), Cynthia Hilliard (Assistant to Larry Grissom), Donna Hawthorne (Board
Secretary), and Dawn McHorney (General Counsel Secretary).

1 Navigant reviewed personnel files of Larry Grissom (Retirement Administrator), Paul Barnett
(former Assistant Retirement Administrator), Loraine Chapin (General Counsel), David Arce
(Operations Division Manager), Doug McCalla (Chief Investment Officer), Patrick Lane (Chief
Financial Officer), and Vincent Hayes, Jr. (former Training and Marketing Division Manager).

12 As of the writing of this report, Navigant Consulting had received the first eleven days of the
preliminary hearing transcripts, most of which were received on January 13, 2006. Since the
report was issued to the Board on January 20, 2006, not all testimony at the preliminary hearing
has been considered in this report.
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5. Consulted with Actuarial Consultants

Reish Luftman also engaged the Hay Group and Stephen H. Rosen & Associates to
provide actuarial analysis and advice for the investigation. The actuaries reviewed all of
the pertinent actuarial reports, CAFRs, and related materials, such as Board
presentations by the actuary, to determine how the reports and other presentations
conformed to actuarial standards and practices. The actuaries analyzed the changes in
the unfunded liability from 1996 through 2004. It is important to note that the Hay
Group and Stephen H. Rosen & Associates were not engaged to render legal conclusions
or make any determinations of law regarding the facts.

6. Consulted with Investigative Counsel

Late in the investigation, Reish Luftman engaged McDermott, Will & Emery LLP which
advised the engagement team regarding investigative protocol, certain areas of legal
research and investigative report preparation.

7. Consulted with Employment Law Counsel

In response to several specific matters that arose during the course of the investigation,
Reish Luftman engaged Littler Mendelson P.C. to advise them regarding employment
law issues.

B. Other Investigations and Reviews of SDCERS and the City’s Funding

There is a wealth of information concerning the issues involved in the investigation,
either publicly available in the normal course of City or SDCERS’ business or made
available as part of the litigation and investigations which have occurred over the last
several years. During the course of its investigation, Navigant Consulting reviewed
some of this information. The summary that follows briefly describes the information
that Navigant Consulting reviewed from earlier investigations and litigation concerning
SDCERS.

1. The Mayor’s Blue Ribbon Committee Report

In 2001, the Mayor of San Diego created the Blue Ribbon Committee on City Finances to,
among other things; evaluate the fiscal health of the City. The Committee identified
concerns regarding the funding of the Retirement System and health care benefits. The
Committee issued its report in February 2002. Although the Committee raised concerns
about the underfunding of the Retirement System, the City and SDCERS agreed to
changes in the City’s contribution rate in November 2002 which continued the
underfunding. Although the City requested that SDCERS respond to the Committee’s
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report in mid-2002, SDCERS responded to the City regarding the retirement items in
February 2003. SDCERS’ presentation to the City on February 13, 2003 explained that
the declining investment market and changes in benefits impacted the funding level of
SDCERS.

2. Public Financial Management Draft Report

In April 2003, the City received a preliminary report from Public Financial Management
(“PFM”), which assessed alternatives to increase SDCERS’ funding. The preliminary
report specifically presented PFM’s “analysis to outline certain factors that the City
might wish to consider as it contemplates a potential restructuring and/or refinancing of
the City’s existing and projected pension liabilities, including... the Unfunded Actuarial
Accrued Liabilities (“UAAL”). PFM identified several funding scenarios, including the
City issuing pension obligation bonds. The emphasis of PFM’s analysis appeared to be
focused on identifying ways to minimize the City’s contributions to SDCERS in the near
term. The report included projections of contribution amounts and the impact on the
funded ratio through 2021. These projections showed that under each of the scenarios,
including the issuance of $720 million of pension obligation bonds, the City faced
escalating contributions that would be in excess of $100 million by 2004 and $200 million
by 2008. Navigant Consulting obtained a copy of the draft PFM report during one of its
interviews. Navigant Consulting does not know the outcome of the work performed by
PFM, any actions taken by the City in connection with those recommendations or if the
report was finalized.

3. Pension Reform Committee Report

In July 2003, in response to the recommendations from the Blue Ribbon Committee, the
Mayor established the Pension Reform Committee which was officially created by
resolution of the City Council in September 2003. The Committee consisted of nine
members, one of whom was a member of the SDCERS’ Board. The Committee’s charge
included the following;:

¢ Provide recommendations to address any unfunded liability problems of the
System.

¢ Examine how the existing pension System has performed compared to other
similar systems, including examination of actions other systems have taken to
address funding shortfall problems, such as issuance of pension obligation
bonds.

¢ Examine whether changes should be made to the existing pension system.

¢ Examine whether the make-up and representative constitution of the Retirement
Board should be restructured.

¢ Examine whether the system should be changed from a defined benefit plan to a
defined contribution plan for new employees.
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¢ Examine whether the City should join the California Public Employees
Retirement System or any other retirement system.
* Make other recommendations as appropriate.

The Committee’s report, issued in September 2004, recommended that the City increase
the funding to SDCERS by $600 million over three years through the issuance of pension
obligation bonds or real estate secured transactions. The Committee also recommended
a reduction in the amortization period which increased the City’s annual contribution.
The report also included recommendations regarding retiree health insurance,
specifically that retiree health care costs should not be funded through SDCERS. The
City did not adopt these recommendations or several other items included in the report.
In response to the Committee’s report, voters approved changes to the composition of
the Board to include a larger number of independent (i.e., non-city employee) members.

4. Vinson & Elkins L.L.P.

V&E was engaged by the City and the details of its report and memorandum provided
to the City are described below.

a. Report on Investigation Dated September 16, 2004

V&E was retained by the City of San Diego on February 11, 2004, to assess whether the
City had failed to meet its disclosure obligations under the federal securities law relative
to the funding of SDCERS for the period 1996-2004. This V&E report was dated
September 16, 2004. Navigant Consulting obtained this report from the City of San
Diego’s website. Although V&E’s focus was centered on the City’s possible disclosure
deficiencies, to the extent, that the SDCERS’ Board played a role directly or indirectly,
Navigant Consulting undertook the review of this report to assess V&E's findings and
consider the potential impact on its procedures.

V&E made a number of observations, findings, and recommendations relative to the
City. V&E also included commentary regarding the SDCERS’ Board as well as the
SDCERS’ Staff, including:

1. The SDCERS’ Board acquiesced to the City by allowing the City to decrease its
funding of SDCERS primarily through the execution and adoption of MP1 and
MP2.

2. The additional retirement benefits that the City was providing to union
employees in connection with MP1 and MP2 were contingent upon the
agreement of the SDCERS’ Board.

3. The SDCERS’ Staff participated in drafting MP1.
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4. In the Fall of 2001, the SDCERS’ Staff was aware that the funding status of
SDCERS was deteriorating and the triggering provisions for a balloon payment
by the City were likely to occur.

5. V&E explicitly noted that it was beyond the scope of its report to comment on
the Board’s failures or culpability with respect to its decisions regarding MP2.

6. SDCERS was making more comprehensive disclosures in its CAFRs than the City
relating to MP1 and other changes to the System from fiscal year 2000 and
forward; however, SDCERS” CAFRs still contained inaccuracies.

Navigant Consulting considered V&E’s findings and conclusions relative to the
SDCERS’ Board and its staff during Navigant Consulting’s work. To the extent
possible, Navigant Consulting performed procedures to analyze and assess these
findings and conclusions. These findings are consistent with Navigant Consulting’s
findings.

Reish Luftman requested copies of V&E’s interview memos for many of the individuals
Navigant Consulting endeavored to interview. As of January 20, 2006, Reish Luftman
had not received copies of those memos.

b. Draft Memoranda Dated July 15, 2005

V&E also issued a follow-up draft memorandum dated July 15, 2005. Navigant
Consulting obtained this document from SDCERS’ Staff during the course of its
investigation. Navigant Consulting considered the information noting that it was
labeled “for discussion purposes only; may contain errors”.

5. City Attorney Michael Aguirre Interim Reports and Related
Exhibits

Navigant Consulting reviewed seven interim reports issued by the San Diego City
Attorney, Michael Aguirre, as well as the referenced exhibits contained within the
interim reports. These reports and exhibits were obtained from the City Attorney’s
website. The focus of Navigant Consulting’s review related to the actions and events of
SDCERS and its Board members. Navigant Consulting used these interim reports to
assist in developing and executing its workplan.

6. Securities and Exchange Commission and the Department of
Justice Investigations

The SEC began its investigation of the City’s disclosure practices relative to the City’s
funding of SDCERS in February 2004. Concurrently, DOJ’s investigation began and it
appears to overlap with the SEC’s investigation. On January 6, 2005, the U.S. Attorney
indicted five individuals, including three former Board members, the former SDCERS’
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Administrator and current SDCERS” General Counsel. These investigations are ongoing.
Navigant Consulting has not been made aware of any of their other conclusions relative
to the SDCERS’ Board or members of the SDCERS’ Staff. Further, Navigant Consulting
has had no discussions with the SEC or DOJ regarding their findings or conclusions.

7. County of San Diego District Attorney Investigation

The County of San Diego District Attorney began an investigation during June 2004. As
a result of this eleven-month investigation, on May 17, 2005, the District Attorney for the
County of San Diego, Bonnie Dumanis, announced the indictment of six former Board
members® and charged them with felony conflict of interest. The charges alleged
stemmed from violations of California’s Government Code Section 1090. The allegations
include that the Board members endorsement and adoption of MP2 was a personal
benefit to them and this created a conflict of interest. The preliminary hearing for the
indicted Board members began in December 2005. Navigant Consulting obtained copies
of the preliminary hearing transcripts as they were made available by the court reporter.
As of the date of this report, Navigant Consulting received the first eleven days of
testimony. On January 13, 2006, the Superior Court judge ruled that there is sufficient
evidence to try the six former SDCERS” Board members on a single felony conflict-of-
interest charge.

8. Kroll, Inc.

In February 2005, the City entered into an agreement with Kroll' to receive, review and
evaluate the findings of the investigations performed by V&E and the City Attorney and
to provide consulting assistance in assessing internal control deficiencies affecting
matters discussed in the investigation reports. Navigant Consulting understands that
Kroll’s investigation is estimated to be completed in 2006.

13 The indicted Board members include Ron Saathoff, Cathy Lexin, Sharon Wilkinson, Mary
Vattimo, John Torres and Terri Webster.

14 There have been published reports and questions posed to Navigant Consulting during
interviews about an affiliation between Kroll and Navigant Consulting. These are two separate
companies with no affiliation. Navigant Consulting is an independent, publicly traded company
(NYSE: NCI). Kroll is a subsidiary of Marsh & McLennan Companies, Inc. (NYSE: MMC). There
have also been published reports that Navigant Consulting is serving as the Audit Committee for
SDCERS, which is untrue.
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9. Other SDCERS’ Consultants
a. Actuarial and Operational Reviews

Pursuant to the San Diego Municipal Code, the Board conducts an actuarial
investigation of the mortality, service and compensation experience of members and
persons receiving benefits, together with an actuarial valuation of the assets and
liabilities (known as “experience investigations”) of the Retirement System every five
years.

In addition, the Board hired Milliman & Robertson, Inc. in 1999% to conduct an audit of
actuarial work previously completed by SDCERS’ actuarial consultants, Gabriel Roeder
Smith (“GRS”). The Board also hired William M. Mercer, Inc, (“Mercer”) to conduct an
audit of actuarial work?!¢ and additional reviews in 2004'7. The details of this work are
discussed in Section IX.E.5.

At the direction of the Board, Mercer conducted interviews regarding Board
independence and reported draft findings to the Board on July 16, 1999. Navigant
Consulting is not aware if Mercer finalized this report. Mercer interviewed both Board
members and SDCERS’ Staff among others. Mercer included several observations,
including:

¢ There were concerns expressed that the City employees who were on the Board
felt pressured to vote in favor of the City.

e There were concerns that Board members were voting for the benefit of the labor
unions rather than for the benefit of SDCERS.

® There appeared to be some confusion as to what responsibilities the Board had to
the City.

¢ There were concerns that recently enacted benefit increases were beyond “sound
economics”.

15 June 10, 1999 SDCERS’ Actuarial Audit
16 May 11, 2004 Mercer Report - Audit of Actuarial Work - Mercer Human Resources Consulting
17 The following reports were issued by Mercer in 2004:
e May 11, 2004 - Federal Law Compliance Diagnostic Review - Mercer Investment and
Human Resource Consulting
e May 18,2004 - Custodian Evaluation - Mercer Investment Consulting
* May 18, 2004 - Investment Operations Audit - Mercer Investment Consulting
e May 20, 2004 - Audit Reports
* June 17,2004 - Audit Reports: Custodian Evaluation Report and Investment Operations
Audit Report
e November 18, 2004 - Best Practices Reports
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b. Investment Consultants and SDCERS’ Investment
Performance

i. Callan Associates, Inc.

Callan Associates, Inc. (“Callan”), investment advisors to SDCERS,'® regularly evaluated
SDCERS’ liabilities, contributions, and potential earnings in order to assess alternative
investment strategies. Callan concluded in its August 29, 2003 letter to SDCERS’
Administrator, Mr. Grissom, the following:

e “SDCERS’ total fund has outperformed the median public pension plan in
the Callan database for the past two fiscal years.”

e “Opver the last five years, SDCERS’ annualized total fund return of +5.21%
ranks in the 5™ percentile of public pension plans in the Callan database, with
a return of 100 basis points ahead of the policy benchmark.”

e “The fiscal years ended June 30, 2003 and 2002, were characterized by
unpredictability in the global markets, equity and fixed income alike.
However, SDCERS’ disciplined and diversified investment approach over the
last two years has led to excellent relative performance, ranking the total
fund in the 14™ percentile in FY 2002 and the 25" percentile in FY 2003 when
compared to the Callan public pension plan total fund database.”

ii. Wilshire Associates, Inc.

Wilshire Associates conducted research on state retirement systems and issued its
findings on March 10, 2005 in a report titled “2005 Wilshire Report on State Retirement
Systems: Funding Levels and Asset Allocation.” This report focused its research on the
change in assets, liabilities, funding ratios, and Unfunded Actuarial Accrued Liability
(“UAAL”) for 125 state retirement systems, 64 of which reported actuarial values on or
after June 30, 2004. In a study on these 64 retirement systems, Wilshire stated:

e “Market value funding ratios fell dramatically between 2000 and 2002, from
112% to 81%, and have remained flat over the last three years. Actuarial
value funding ratios declined steadily over the last five years, from 103% in
2000 to 85% in 2004.”

18 SDCERS’ investments are actively managed. This investment strategy served SDCERS well
during the years of poor market performance. James Callahan of Callan & Associates said that
SDCERS may have used the investment strategy to increase the amount of realized gains to yield
a greater amount of surplus undistributed earnings.
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e [tis also shown that of the 64 state pension systems, 84% (or 54 pension
systems) have assets less than liabilities, and thus, are underfunded.

iii. Mercer Investment Consulting

Mercer performed an investment operations audit and issued a report in May 2004.
Mercer concluded, among other things, the following:

¢ The investment program had delivered superior performance over the long-
term period under review compared to similar public retirement systems.

* The staff demonstrated a high level of knowledge and expertise regarding
the investment industry as well as how the investment program integrates
with the overall purposes of the System.

¢ SDCERS has exemplary investment data accuracy validation systems.

In 2004, Mercer also performed a custodian evaluation and issued a report in May 2004.
Mercer concluded in its report that “the reconciliation procedures appear effective and
exceed the standard of care employed by most pension funds similar to SDCERS in size
and complexity.”

iv. Observations Regarding SDCERS’ Investments
from Navigant Consulting’s Investigation

During the course of the investigation, Navigant Consulting noted that SDCERS’
internal controls over its investment portfolio were consistent with the types of controls
typically associated with investments. Navigant Consulting did not conduct a test of
SDCERS’ internal controls or conduct an audit of SDCERS’ financial statements.

The SDCERS’ Chief Investment Officer oversees the investment process with active
involvement by the SDCERS” Board. SDCERS’ investments are held by a custodian
bank, State Street Bank and Trust Company (“State Street”). State Street holds the assets
and executes the trades, but does not make any investment decisions. SDCERS uses
approximately twenty-six outside money managers, who are selected by the SDCERS’
Chief Investment Officer and approved by the Board. The money managers initiate
SDCERS’ investment transactions. Callan serves as SDCERS’” independent investment
consultant and evaluates SDCERS’ performance in relation to market indices,
appropriate manager peer groups, and other public funds. SDCERS’ investment
division maintains internal records of investment activities which it reconciles to reports
from State Street, investment managers and Callan.

Navigant Consulting obtained the investment schedules and third party documentation

SDCERS had previously provided to SDCERS’ outside auditor, Brown, Armstrong,
Paulden, McCown, Starbuck & Keeter (“Brown Armstrong”) in connection with the
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audit in order to test the accuracy of the System’s investments at June 30, 2004. Brown
Armstrong included two comments regarding SDCERS’ investments, neither of which
was a material weakness, in its May 2005 Communication of Reportable Conditions to
the Retirement Board and Management."

SDCERS provided Navigant Consulting with the June 30, 2004 statement from State
Street, SDCERS’ internal statement of the investments at cost, SDCERS’ reconciliation of
the differences between the State Street statement and the internal statement and the
schedule of investments included in the 2004 draft Comprehensive Annual Financial
Report (“CAFR”). Based on Navigant Consulting’s review of the information, the $2.9
billion of investments reported in the draft 2004 CAFR was supported.

10. Other Information that May Exist

Navigant Consulting conducted its investigation during a five month period,
commencing at the end of August 2005 and culminating with this report on January 20,
2006. During that time, the preliminary hearing began in the District Attorney’s
criminal case against several of the former Board members, the City Attorney issued at
least one additional interim report of findings, the SDCERS” Administrator and General
Counsel were indicted by a federal grand jury, the citizens of San Diego elected a new
mayor who will be addressing the City’s finances and pension reform and the Kroll
investigation for the City continues. Navigant Consulting was unable to interview all
individuals on its interview list, some of whom were interviewed by investigators with
subpoena power. There may be additional information that has been uncovered, or will
arise, by others in any of these actions and investigations that may impact the findings
and conclusions in this report.

VI.  SDCERS’ Structure and Operations
A. SDCERS’ Structure

The City of San Diego established SDCERS in 1927 in accordance with the California
State Constitution Article XVI, Section 17, the San Diego City Charter, Article IX Sections
141-149 and Article X, Section 1 and the San Diego Municipal Code Sections 24.0100 —
24.1809. SDCERS provides retirement, disability and death benefits to its members. It
also administers a health insurance benefit for eligible retirees. SDCERS is a defined
benefit plan, covering the City of San Diego, the Unified Port of San Diego (“Port”) and
San Diego County Regional Airport Authority (“Airport Authority”).22 SDCERS consists

19 The comments related to the lack of reconciliations of (i) asset movement between money
managers and (ii) market and cost of investments to the custodian.

20 The assets for the City, the Port and the Airport are commingled for investment purposes.
There is separate accounting, funding and benefit administration for each of the three entities.
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of active members, including General members, Safety members and Elected officials,
and retired members.

Both the City (the employer contribution) and the employee (the employee contribution)
contribute a percentage based upon the employees’ salaries to SDCERS. Over the years,
the City has agreed to pay a portion of the employee contribution in connection with
agreements reached with the employee unions.?! The City Charter allows for certain
reserves, including the employer contribution rate reserve, to be established from
Surplus Undistributed Earnings.

Pursuant to City Charter, the City establishes the benefits for SDCERS” members. The
City and its unions negotiate employee compensation and benefits during the meet and
confer process which occurs before the expiration of each contract, or “MOU”
(Memorandum of Understanding).? Until 2005, the City negotiated with four unions -
Police Officer Association (“POA”), Firefighters Local 145 (“Local 145”), Municipal
Employee Association (“MEA”) and Local 127.2 The employees of each union receive
different benefits based upon their applicable MOUs. The benefits are subject to
approval by the City Council. SDCERS does not establish the employee benefits;
SDCERS has responsibility for administering the benefits established by the City.

In addition to its responsibility for administering the benefits, SDCERS, and specifically
the Board, have actuarial, investment and administrative responsibilities as set forth in
the City Charter and Municipal Code and as explained in its Board Rules. As part of its
actuarial and administrative responsibilities, the Board oversees the employer’s
contribution to the System to adequately fund members’ benefits.

SDCERS employs outside firms or advisors to assist in performing its duties. To select
those firms, SDCERS follows the City’s Request for Proposal (“RFP”) process to hire
outside counsel, including fiduciary, litigation and tax counsel, an actuarial firm and an
investment consultant. Beginning with the fiscal year 2004 financial statements,
SDCERS hired its own independent auditor.?* The Board also has responsibility for
hiring investment managers.

There have been no allegations regarding the Port and Airport contributions since the
contributions are based on the actuarial calculations. As a result, Navigant Consulting’s
investigation focused only on the City.

2 Known as “pick up” in the actuarial valuation reports.

22 The labor agreements have been single and multi-year agreements.

2 The City Attorney’s office formed its own union after Michael Aguirre became the City
Attorney in November 2004.

2 In prior years, the City’s outside auditor audited the SDCERS’ financial statements.
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B. Complexity of SDCERS’ Benefits

SDCERS administers retirement benefits for three distinct organizations: the City of San
Diego, the Unified Port of San Diego (“Port”), and the San Diego County Regional
Airport Authority (“Airport Authority”).?> Within each of these groups, employees
receiving benefits are categorized as General Members or Safety Members (police, fire
and lifeguard). The City has an additional categorization of Elected Official Members.
Some General Members of the City are members of Local 127 and MEA. The remaining
General Members are considered Unclassified. Each of these classifications of
employees in the City, Port, or Airport Authority may receive different retirement
benefits depending on variables such as age, age at retirement, salary, and choice of
benefit factors, among others. Additionally, benefits for employees within a
classification may differ. For example, retirement factors for lifeguard safety are
different than those for police and fire safety (as stipulated in the 1996 City Manager’s
proposal). Retirement benefits may change with each meet and confer process.

Other variables add to the complexity of retirement benefit determinations. With the
benefits granted as a result of the Corbett settlement,? City General and Safety members
have the option to elect the Corbett retirement factors or the pre-Corbett retirement
factors. Starting July 1, 2002, General and Safety members are also subject to a 90% cap
to their benefits while Elected Official members are not. These caps were previously not
in place. Despite the cap, there were allowances made to exceed the cap under certain
circumstances (see Section VILF.10). Additionally, cost-of-living adjustments (“COLA”")
were made to members of Local 127, Local 145 and the POA, increasing it from 1.5% to
2% per year for retirees who retired before October 6, 1980. This change was effective
retroactive to July 1, 1992. These are only a few highlighted examples of differences in
benefits that demonstrate the intricacies of benefit administration.

During its investigation, Navigant Consulting developed an understanding of SDCERS’
operations, including the complexity of the benefit structure. However, Navigant
Consulting did not conduct an audit of SDCERS’ operations or test the accuracy of
SDCERS’ benefit payment calculations since it was outside the scope of Navigant
Consulting’s investigation.

% Navigant Consulting’s investigation focused on the City, not the Port Authority or Airport
Authority. Navigant Consulting’s analyses of SDCERS or the actuarial valuations related to the
City only.

2 In July 1998, a class action lawsuit was filed against SDCERS alleging that retirement benefits
were not properly calculated. Corbett v. City Employee Retirement System (San Diego Super. Ct.)
(No. 722449)
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C. SDCERS’ Board of Administration
1. Board Composition

The SDCERS’ Board of Administration (“Board”) is composed of thirteen members as
mandated by the City Charter, Article IX, Section 144 and Article X. In November 2004,
in response to recommendations made by the Pension Reform Committee, the
composition of the Board was changed through the enactment of Proposition H by the
San Diego voters, which amended Section 144 of the City Charter. The Board
maintained its thirteen members, but allocated those seats differently among the
members by providing the majority membership to appointees.

Historically, the members of the Board consisted of nine elected members (three ex-
officio members and six City representatives) and four appointees. Effective April 1,
2005, the Board changed its composition to six elected members (one ex-officio and five
elected representatives) and seven members appointed by the Mayor and confirmed by
the City Council. The six elected representatives have been limited to two general
members and one representative each from the City Manager’s office, retirees, police
union and fire union. The seven appointees are to have a financial background and no
personal financial interest in the retirement system. The members now serve four-year
terms with a two-year term limit, except for the inaugural police safety and retiree
members elected in 2005 who shall serve a two-year term.
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The following table summarizes the Board’s composition before and after Proposition H:

Before-Proposition H

After-Proposition H

Ex-Officio Members - 3
One City Manager Designee
One City Auditor and Comptroller
One City Treasurer

Member Elected Representatives — 6
Three Elected General Members
One FElected Police Safety Member
One Elected Fire Safety Member
One Elected Retiree Member

Appointees - 4
One Officer of a Local Bank
Three Other Citizens
(appointed by the City Council)

(Effective April 1, 2005)
Ex-Officio Members — 1
One City Manager Designee
(City Manager, City Treasurer, Deputy
or Assistant Manager, or person in
similar position who reports to the City
Manager)

Member Elected Representatives — 5
Two Elected General Members
One Elected Police Safety Member
One Elected Fire Safety Member
One Elected Retiree Member

Appointees - 7
Seven Citizens
(appointed by the Mayor and confirmed
by the City Council)

Total =13 Members

Total =13 Members

2. Board Members

Prior to the enactment of Proposition H, nine of the thirteen Board members were
current or former City employees. Representatives from the City occupied three seats,
the general members occupied three seats, the safety members occupied two seats and
the retirees occupied one seat. The ex-officio members served the period of their
respective positions and the remaining members served six years or until their
successors were elected and qualified. Board members serve on a volunteer basis and
are not compensated for their services. To carry out any motion or authorize any action,

a vote of seven members was necessary to constitute a quorum. Attachment 6
represents a timeline of when the Board members served from 1995 through 2004.
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During the negotiations and approval of MP1 in 1996 and MP2 in 2002, the members
who served on the Board were, as follows:

Representative

MP1

Bruce Herring

Deputy City Manager

Terri Webster

Ass'’t. City Auditor/Comptroller
Conny Jamison

City Treasurer

John Casey

City Planning & Development
John Torres

San Diego Police Department,
Forensics

Sharon Wilkinson
Qualcomm Stadium

Keith Enerson (President)
President of the Retired Fire and
Police Association

Ron Saathoff

President of City Firefighters Local
145

Jack Katz

Retired, Former Head Deputy City
Attorney

Paul Barnett

Wells Fargo Bank

Ann Parode

Attorney

Robert Scannell

R.S. Consulting

Vacant

MP2
Cathy Lexin
City Labor Relations Manager
Terri Webster
Ass't. City Auditor/Comptroller
Mary Vattimo
City Treasurer
John Casey
City Planning & Development
John Torres
San Diego Police Department,
Forensics
Sharon Wilkinson
Qualcomm Stadium
Tom Rhodes
Senior Member of POA Board

Ron Saathoff

President of City Firefighters Local
145

David Crow

President of Retirement Committee

Ray Garnica

United California Bank

Diann Shipione

UBS/Paine Webber

Richard Vortmann

National Steel & Shipbuilding Co.
Frederick Pierce (President)
The Pierce Company

Tenure of Board Members

At the time of MP1 and MP2, the City representatives on the Board had served long

tenures as discussed below:
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a. City-elected Officials

The City Manager’s office was represented by Mr. Herring during MP1 and Ms. Lexin
during MP2. Mr. Herring served on the Board from January 1996 through December
2000, and was then replaced by Ms. Lexin in January 2001. Ms. Lexin also served as the
City’s Labor Relations Manager from 1994 through 1998.

Ms. Webster served on the Board temporarily on behalf of Ed Ryan, the former City
Auditor, from July 1995 through October 1995, and became a permanent Board member
beginning November 1995 until May 2005, when she was placed on administrative
leave.

Ms. Jamison served on the Board for approximately 20 years through May 2001, when
she was replaced by Ms. Vattimo as the City Treasurer.

b. General Member Representatives

At the time of MP1 and MP2, the general members were John Casey, Sharon Wilkinson
and John Torres. Mr. Casey had been a Board member since 1988. Ms. Wilkinson
served on the Board since 1992 for three consecutive terms scheduled to end in June
2008. Mr. Torres served on the Board since 1995 and has been the Vice-President of the
Municipal Employees Association (“MEA”) since 2000.

C. Safety Member Representatives

The police safety members were represented by Keith Enerson during MP1 and Tom
Rhodes during MP2. Mr. Enerson had served on the Board since 1985 and as Board
President from 1994 until June 1999, when he was succeeded by Tom Rhodes as the
police safety representative. During MP1 and MP2, the fire safety members were
represented by Ron Saathoff, who had served on the Board for at least 18 years, or four
consecutive terms, scheduled to end in June 2009, and he has been President of Local 145
since 1980.

d. Retiree Representative
The retirees were represented by Jack Katz during MP1 and David Crow during MP2.
Mr. Katz was the former Head Deputy City Attorney and served on the Board prior to
1995 through 1998, when he was replaced by Mr. Crow.

e. Appointees

During MP1, there were only three appointees: Paul Barnett, Ann Parode and Robert
Scannell. Mr. Barnett was the local bank appointee and he had served on the Board
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from 1994 until 2001, when he resigned and became the SDCERS’ Assistant
Administrator. Upon his resignation from the Board, Ray Garnica became the local bank
appointee. Ms. Parode, an attorney, served from April 1996 through March 1997. She
was replaced by Diann Shipione. Mr. Scannell served on the Board since 1991, and as
Board President from June 1999 through January 2000. His position was filled by
Richard Vortmann as the new appointee in September 2001. The fourth appointee
position was vacant during MP1 and was filled in July 1997 by Frederick Pierce, who
became Board President upon Mr. Scannell’s resignation.

4. Board Member Roles and Responsibilities

The SDCERS’ Board has the authority and fiduciary responsibility to administer the
System, exclusively control the administration and investment of the SDCERS’ Trust
Fund, and subject to the Charter and the Municipal Code, modify benefits for service
and disability and determine benefit eligibility as outlined in Article XVI, Section 17 of
the California Constitution and amended by Proposition 162 (passed in 1992). These
fiduciary responsibilities are owed to the System, its active and retired members, and
their survivors and beneficiaries. As specified in Board Rule 1.10, as adopted on July 22,
1994, these fiduciary responsibilities include that Board members:?

¢ Attend meetings and be fully informed and prepared to discuss issues
docketed on the agenda.

* Avoid any activity which may be interpreted as a conflict of interest.

¢ Exercise prudence and integrity in the management of funds under
supervision of the Board.

The specific duties and responsibilities of the Board are addressed in the California State
Constitution, the City Charter and the City Municipal Code.? These duties and
responsibilities include:

¢ Administration and management of SDCERS,
¢ Administration of benefits to participants and their beneficiaries, and
¢ Investment of SDCERS’ Trust Fund.

The administration and management of SDCERS includes appointing a secretary and
any other employees as may be necessary, determining the proper rate of interest to be
earned on the Trust Fund, making necessary transfers from the reserves for member
contributions and reserves for employer contributions to provide the actuarially

% Board Rule 1.10 includes additional fiduciary responsibilities.

28 The specific duties and responsibilities of the Board are set forth in Article XVI, Section 17, of
the State Constitution, San Diego City Charter Sections 141-149, and San Diego Municipal Code
sections 24.0100-24.1809 and Board Rules 1.10-1.44.
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recommended amount available for retired members and allocating each year from the
Undistributed Earnings Reserve a sufficient amount to meet the budgeted expenses and
costs for operating SDCERS. The administration of benefits includes providing for the
normal rates of contribution and retirement allowances for its members. The investment
of SDCERS’ Trust Fund include the investing in funds and conducting related activities,
such as actuarial valuations, experience studies and setting contribution rates. The
Board may employ independent investment counselors and an actuary as needed to
provide professional services to support its investment responsibilities.

As discussed above, the Board may appoint a secretary and any other employees as
necessary to help facilitate its responsibilities. The secretary function may be served by
the Board’s appointed Administrator, who is solely responsible to the Board and has the
primary role of administering Board policy. The Administrator, in turn, is responsible
for and supervises the SDCERS’ staff.

D. SDCERS’ Staff

SDCERS’ membership had grown to approximately 19,000 members as of June 30, 2003%
as compared to 9,629 members as of June 30, 1995, which represents approximately
100% growth over this time period. The SDCERS’ Board is responsible for
administering the retirement, disability and death benefits for its members. The day-to-
day operations of SDCERS are supervised by the Administrator who is hired by the
Board to administer the policy set by the Board. The Administrator is responsible for all
SDCERS’ Staff, which consists of approximately 55 employees. Under the direction of
the Administrator, the Staff implements and administers the Board policies and
procedures. SDCERS’ Staff is managed by the “executive” team, consisting of the
Administrator, Assistant Administrator, General Counsel, Chief Investment Officer,
Financial & Technical Management Division Manager and Operations Division
Manager. The executive team meets each week to discuss SDCERS’ issues and
recommendations for the Board’s agenda.

Mr. Grissom, the Administrator, and Ms. Chapin, the General Counsel, have the longest
tenure with the System. Aside from some changes in the Assistant Administrator
position, there has had been little turnover among SDCERS” Executive Staff. Paul
Barnett served as the Assistant Administrator from September 2001 until he passed
away in the Summer of 2005.

Mr. Grissom had been the Administrator since 1987. He retired at the end of 2005. The
Board is currently searching for his replacement. As Administrator, Mr. Grissom’s
duties included, among other things, managing the routine affairs of the office,
interacting on behalf of the Board with the actuary, the investment manager and any

2 According to the June 30, 2003 CAFR, the most recent year available.
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other outside consultants hired by the Board to assist in carrying out its duties, and
overseeing the Staff. To help carry out his administrative duties he was assisted by the
Assistant Administrator, formerly Mr. Barnett, and currently Bob Wilson. Prior to
joining SDCERS’ Staff, Mr. Barnett served as the local bank appointee for the Board and
Mr. Wilson worked in the City Auditor’s office.

Ms. Chapin’s role as General Counsel is to provide legal advice and assistance to the
Board and Staff, including interaction with the SDCERS’ outside fiduciary counsel.
From 1990 to July 1997, Ms. Chapin worked with the Board while employed by the City
Attorney’s office as a Deputy City Attorney.

Prior to 1997, Deputy City Attorneys from the City Attorney’s office provided legal
services to the SDCERS’ Board. In December 1996, the Board approved the creation of
the positions of General Counsel and Assistant General Counsel to serve as legal counsel
to the Board. The General Counsel was appointed by the Board and reported directly to
the Board and the Administrator. The City Attorney and the Board agreed that these
Deputy City Attorneys would become SDCERS’ Staff effective July 1, 1997. Ms. Chapin
has two associates to assist her —Roxanne Story Parks (Assistant General Counsel) and
Sheila Leone Jacobs (Associate General Counsel). As a result of the indictments on
January 6, 2006, Ms. Chapin has been placed on paid administrative leave® and Ms.
Story Parks is the interim General Counsel.

The other members of SDCERS” Executive Staff during the time period under
investigation are Douglas McCalla (Chief Investment Officer), Patrick Lane (Chief
Financial Officer), David Arce (Operations Division Manager) and Vincent Hayes
(Operations Division Manager).

® Mr. McCalla has been on SDCERS’ Staff since September 1991 after serving
on the Board beginning in January 1988. Mr. McCalla’s function as Chief
Investment Officer is to conduct the day-to-day investment and governance
functions in accordance with the Board’s investment objectives and policies,
including providing investment recommendations, interact with external

investment service providers and assist with the preparation of the financial
statements of the SDCERS’ Trust Fund.

e Mr. Lane joined SDCERS’ Staff in 1991 as an Operations Manager. In his
current role as Chief Financial Officer®, he oversees the financial and

% Navigant Consulting understands that Ms. Chapin will be on unpaid administrative leave once
her annual leave account is exhausted.

31 Although Mr. Lane’s title is “Chief Financial Officer”, his duties differ from the typical
responsibilities of a Chief Financial Officer. For example, he does not oversee SDCERS’ financial
reporting function or the preparation of SDCERS’ financial statements.
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technical management function, which includes conducting internal
compliance reviews, providing information technology services and
developing and monitoring budget activities and special studies as requested
by the Administrator.

® Mr. Arce was appointed the Operations Division Manager in February 2002,
replacing Vincent Hayes. He has several retirement counselors who report to
him. As the Operations Division Manager, Mr. Arce oversees the day-to-day
delivery of services and benefits to SDCERS” members, including the
calculation of benefit estimates and payments.

* Mr. Hayes was the Operations Division Manager beginning in 1999 until he
was replaced by Mr. Arce in February 2002. Mr. Hayes then became the
Training and Marketing Division Manager until he retired in June 2005. As
the Training and Marketing Division Manager, he was responsible for
training staff and creating procedures on benefits administration and creating
and developing materials used to communicate to SDCERS’ participants and
the public.

1. SDCERS’ Staff Performance Evaluations and Compensation
Adjustments

According to the SDCERS’ Trustee handbook, the Board is responsible for conducting
annual performance reviews of the Administrator. However, in reviewing Mr.
Grissom’s personnel file, he received sporadic evaluations, if any at all.

The Administrator's performance reviews are discussed in closed sessions of Board
meetings. On July 17, 1998 the Board approved a 3% increase to the Administrator's
base wage?®?, and an increase to purchase one year of additional service credit effective
July 1, 1998 with one additional year of service credit following each additional year of
his employment, subject to a maximum of five years as part of his compensation
package.

In a closed session Board meeting on July 19, 2002, the Board approved the performance
evaluation and a new compensation package for Mr. Grissom. Mr. Grissom would
receive a 3% salary increase effective July 1, 2002. In addition, the supplement to Mr.
Grissom's salary for purchase of service also increased by 3%. For fiscal year 2003, Mr.
Grissom was eligible for an incentive-based salary increase up to 15% based upon (i)
receiving an overall performance rating equal to or greater than 3.0 (fully competent),
(ii) his overall job performance and (iii) achieving the milestones by the dates referenced
in the “Administrator’s Compensation Proposal.”

32 Mr. Grissom'’s total earnings ranged from $100,630 to $197,207 between 1995 and 2005.
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Mr. Grissom’s total earnings, (i.e., earnings including any reimbursements, pre-tax
deductions made to contribution plans and purchase of service credits) increased by
approximately 8% per calendar year from 1995 through 2004. The biggest increases
were during calendar years 2000 (20%), 2002 (12%) and 2004 (13%). The total cost of the
purchase of service credit paid for by SDCERS for Mr. Grissom was $79,550 during the
years 2002 through 2004. Mr. Grissom retired effective December 31, 2005. By the time
Mr. Grissom’s accrued leave expires (approximately 2-3 months after his retirement
date), SDCERS will calculate and begin paying Mr. Grissom’s retirement benefit based
on his highest one year salary. Navigant Consulting understands that 2005 is Mr.
Grissom’s highest one year salary. As a result, the salary increase Mr. Grissom received
to purchase service credits will not be included in his retirement benefit calculation.

As the Administrator, Mr. Grissom hired and oversaw the submission of annual
performance reviews of all SDCERS’ Staff. According to Mr. Grissom, the Board was not
involved with determining or approving the Executive Staff salaries other than his own.
The total earnings of certain SDCERS’ Staff, specifically Ms. Chapin, Mr. Lane and Mr.
McCalla increased by approximately 8% per calendar year from 1995 through 2004. As
non-classified City employees, their salary range is $18,000 - $207,000.

E. SDCERS’ Outside Legal Counsel
1. Fiduciary Counsel

SDCERS engaged fiduciary counsel to provide legal advice to the Board. SDCERS
followed a Request for Proposal (“RFP”) process to identify prospective law firms.
Historically, SDCERS’ Staff recommended attorneys to the Business & Procedures
Committee who selected the attorney to present to the Board for approval. During the
period under investigation, the SDCERS’ Board obtained legal opinion letters from at
least the following law firms:

e Hufstedler, Kaus & Ettinger (Joseph Wyatt & Michael Toumanoff)

* Morrison & Foerster LLP (Joseph Wyatt & Michael Toumanoff, previously
with Hufstedler, Kaus & Ettinger)

¢ Frandzel & Share (John Graham) and Hamilton & Faatz (Dwight Hamilton)

e Robert Klausner, Esq.

e Hanson, Bridgett, Marcus, Vlahos & Rudy LLP (Robert Blum and Constance
Hiatt)

Navigant Consulting was unable to determine the reason for the changes in fiduciary

counsel. Mr. Hamilton and Mr. Graham replaced Mr. Wyatt and Mr. Toumanoff around
the time that the City presented the 1996 City Manager’s proposal to the Board for
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consideration. Mr. Blum and Ms. Hiatt’s firm advised the Board in connection with the
2002 City Manager’s proposal.

2. Litigation Counsel

With Board approval, SDCERS engaged counsel to represent SDCERS in connection
with litigation filed against the Retirement System. Seltzer Caplan represented SDCERS
in connection with the Gleason litigation (See Section VIL.G).

SDCERS has hired other counsel which may not be discussed in this report.
3. Tax Counsel

Based on the results of Mercer’s operational reviews in 2004, SDCERS engaged Ice Miller
LLP to undertake an assessment of the System’s status as a qualified plan under IRS
regulations. SDCERS has applied to the IRS for a tax determination letter and has
submitted a request under the IRS Voluntary Compliance Program (“VCP”) regarding
payments received from unions for union official’s participation in SDCERS. As part of
this process, SDCERS is no longer accepting contributions from the unions on behalf of
union presidents. Navigant Consulting understands that Ice Miller’s work is ongoing.

EF. Relationship with the City of San Diego

SDCERS operates autonomously from the City. However, in some instances, it
functions as if it were a City department. The City provides SDCERS with many
support functions, including payroll processing, accounts payable and purchasing. The
City’s internal audit function periodically performs internal audits related to SDCERS’
operations. SDCERS does not have its own personnel policy manual; it follows the
City’s Personnel Regulations in the absence of a specific SDCERS’ policy. However,
SDCERS is not listed as one of the City departments on the City’s website. SDCERS is a
separate legal entity from the City.

SDCERS employees’ payroll is processed by the City from the SDCERS Trust fund.
Other than Mr. Grissom and Mr. Barnett, many of the SDCERS employees are former
City employees (e.g., Doug McCalla, Patrick Lane, Lori Chapin, Sheila Jacobs, Roxanne
Story Parks, and Bob Wilson). Additionally, the SDCERS” employees are eligible to be,
and generally are, SDCERS” members.
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VII.  Analysis of the Changes in the SDCERS’ Funding Status

A. SDCERS Converted from the Entry Age Normal Actuarial Cost Method
to Projected Unit Credit Funding Method

In 1991, SDCERS changed its actuarial method from Entry Age Normal (“EAN”") to
Projected Unit Credit (“PUC”) concurrent with additional benefits granted to City
employees. This is the earliest instance Navigant Consulting has identified where the
SDCERS’ Board agreed to lower the City’s contribution levels at the same time that the
City increased benefits for SDCERS” members, resulting in the SDCERS” Board
positioned in the middle of labor negotiations. In a memo from Mr. Grissom to Bruce
Herring, Deputy City Manager, dated May 14, 1991, Mr. Grissom wrote, “This is to
confirm my understanding of the retirement items which were agreed upon in this
year’s meet and confer process. All of these benefit changes are subject to Retirement
Board approval of the conversion from the entry age normal to the projected unit credit
method of actuarial valuation.”

The benefit enhancements described in Mr. Grissom’s memorandum included an
increase in the retirement benefit formula for Police and Fire members and retiree health
insurance benefits to be paid from a newly created trust fund. The memorandum also
discussed the reduction in the City’s contribution rate resulting from the change to PUC
identified as “Savings from PUC.” The City contribution rates were shown to decline
from 10.81% to 8.04% for Safety members and from 5.51% to 2.74% for General
members.

The reduction in City contribution rates was directly offset by the added costs of the
new benefits. However, ongoing costs of retiree health insurance costs not intended to
be covered by the City’s contribution to SDCERS. An amount equal to the reduction in
City contributions for the fiscal year ended June 30, 1992 was to be placed into the retiree
health insurance trust fund for that year only. Thereafter, the retiree “health insurance
premium costs will continue to be paid from surplus undistributed earnings. In any
year in which surplus undistributed earnings are insufficient to pay health insurance
premium costs, the deficit will be paid from the health insurance trust fund.” The
impact of these changes was that the City would be contributing at a lower contribution
rate even though additional retirement and retiree health benefits were granted.

In subsequent years, SDCERS experienced increases in its PUC rates because the average
attained age of the active members increased. Nonetheless, the System’s actuarial
consultants, Gabriel Roeder Smith (“GRS”), advised that shifting back to EAN may
result in a significant near-term contribution increase in its June 30, 1996 actuarial
valuation.
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The City made payments for retiree health costs directly into a separate trust and
received a credit from SDCERS by reducing the pension contribution for an equal
amount. At the time, the cost of retiree health premiums was approximately $5 million
per year. This practice continued through fiscal year 1995 when fiduciary counsel
opined that contributions for pension benefits should not be reduced for post-retirement
medical benefits.

The PUC actuarial method is an accepted method for determining contribution rates and
funded status of a retirement plan. In 1991 and continuing today, PUC is less commonly
used than EAN. Although this change pre-dated the appointment of GRS as the
SDCERS’ actuary, Rick Roeder told Navigant Consulting during his interview that the
main reason retirement plans change from EAN to PUC would be to achieve a reduction
in contributions. When Mercer performed its audit of actuarial work in 2004, they
commented that “The Projected Unit Credit method tends to have a normal cost which
increases as an employee ages. This causes more costs to be borne by those active
taxpayers later in the member’s career.” Mercer further observed that “The PUC is an
accepted cost Method under GASB. Based on a survey by the Public Coordinating
Council, only 11 percent of public sector funds use the PUC method. The primary
reason for this is that the PUC method tends to push more of the costs into the later part
of a member’s service. For this reason, the PUC method generally has a lower accrued
liability than the most prevalent method which is Entry Age Normal.”

The SDCERS’ Board recognized that PUC was a less desirable method for establishing
contributions and Board members expressed the desire to eventually return to the EAN
method. GRS was asked to calculate EAN contribution rates in its valuations in the June
30, 1999 valuation. The contribution rates established under MP1 were to be increased
by 0.50% per year until they reached the EAN rate.

B. The SDCERS’ Board Changed the Amortization Period

At the same time as the change to the PUC method (1991), the SDCERS’ Board changed
the amortization period used in its actuarial valuations to a declining 30 year period,
which is the maximum time period permitted under actuarial standards.*® During his
interview, Mr. Grissom told Navigant Consulting that this change occurred because the
previous amortization period was close to ending and needed to be reset. The impact of

3 Unfunded liabilities are typically funded over a specific time period. Thirty years is
traditionally the longest period used for pension funds. The thirty years is approximately equal
to the average time between the date of hire and the date of retirement. In 1991, there were no
specific limits on the period that could be used for public sector plans and a few plans used a
funding period of as long as forty years. GASB Statement No. 25 permitted amortization periods
of up to forty years through 2004. After 2004, GASB No. 25 limited amortization periods to no
more than thirty years.
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this change would be lower contribution levels by spreading the recognition of the
unfunded accrued liability over a longer period of time.

C. The City Made One-Time Contribution Relief Proposals to the SDCERS’
Board

In July 1994, SDCERS established an Earnings Stabilization Reserve from the previous
fiscal year’s earnings. At the January 20, 1995 SDCERS’ Board meeting, Board member
and City Auditor Ed Ryan requested that $8 million be transferred from the reserve to
cover part of the City’s contribution for that year. The Board voted to refer this matter to
outside fiduciary counsel. The Board members held additional discussions on this
matter at the February 24, 1995 Board meeting. The Board members attended a special
Board meeting on March 24, 1995 to discuss the Corridor Concept* and the Earnings
Stabilization Reserve. At the March 24th meeting, Mr. Ryan requested that $9.3 million
be transferred from the reserve effective June 30, 1995 to cover a shortfall in the City’s
contribution subject to sufficient earnings at that time to do so.

There was extensive discussion on this matter at the March 24, 1995 Board meeting. Mr.
Grissom reported that he had received written communication from Morrison &
Foerster LLP, outside fiduciary counsel, stating that it was within the Board’s discretion
to establish such a reserve, but that the written opinion did not address the
appropriateness of transferring the reserve. Bruce Herring stated that the City’s budget
did not include a provision that these funds would be contributed to SDCERS for the
current year and stated, “The impact of not transferring these funds [reserves] would in
effect result in an approximate $9 million reduction to the general fund.” Mr. Ryan
noted that the longer the City waits in any year to take a budget cut, the harder it is to
spread the impact over time. The Board voted 7 to 6 in favor of the motion to approve
the City Auditor’s request to transfer from the Earnings Stabilization Reserve to the
Employer Reserve in the fiscal year ending June 30, 1995, if there are sufficient surplus
undistributed earnings, “contingent upon receiving a written opinion from outside
fiduciary counsel that this action is appropriate and within the Board’s fiduciary
responsibility.” During this meeting, the Board discussed the appropriateness of the
City using such a reserve for the one time contribution relief it was seeking.

In its March 23, 1995 legal opinion letter, Morrison & Foerster LLP advised the Board
that the earnings transfer from the Earnings Stabilization Reserve was appropriate.
However, at the May 1995 Board meeting, Morrison & Foerster LLP advised the Board
that the transfer of funds was not appropriate since the System’s earnings were not what
had been expected. As a result, no such transfer occurred. During the meeting, some
Board members recommended obtaining a second legal opinion while other Board

3 An alternative method of funding discussed at the March 24, 1995 Board meeting that would
keep the funded ratio within a range (i.e., “corridor”).
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members said, “The fact that the Board does not like this answer is not justification to
seek a second opinion.” The motion to obtain a second legal opinion failed due to lack
of a second.

Sometime in 1995 or 1996, the City inquired about the SDCERS’ Board allowing a
“contribution holiday.” This request possibly occurred in connection with additional
costs that the City faced for the Republican National Convention hosted in August 1996.
It does not appear that the City submitted this request to the Board. As a result, the
Board took no action to reduce the City’s contribution for this idea.

D. The City Requested Contribution Relief in the City Manager’s Proposal
Presented to the SDCERS’ Board in 1996

1. MP1 Factual Conclusions
a. MP1 Resulted in Underfunding to the System

The SDCERS’ Board approved the City Manager’s request to fund the System at less
than the actuarially determined contribution rate. This action, coupled with the increase
in costs from retirement benefit enhancements, created a liability to the System. It does
not appear that the Board performed an appropriate analysis to understand the potential
impact that MP1 would have on the future funded status of the System.

b. Concerns Raised about Conflicts of Interest

The Board was aware of concerns about potential conflicts of interest. For instance,
Board member John Casey raised such a concern. Fiduciary Counsel addressed Mr.
Casey’s concerns after the Board approved MP1 by saying that Board members who act
in the best interests of both the members of the System and the City by minimizing
employer contributions do not have a conflict of interest.

C. Concerns Raised about the City Deferring Contributions to
the Future and the City’s Ability to Pay

Board members John Casey and Ann Parode voiced concerns at Board meetings prior to
and at the time of the approval of MP1 over the increased liability of the City and the
resulting impact to System funding levels. There is a lack of evidence that the Board
monitored the City’s credit worthiness over the term of MP1.
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d. The City Placed the SDCERS’ Board in the Center of the
City’s Benefit Policy

The City placed the SDCERS’ Board in the center of benefit policy issues by making the
approval of the contribution stabilization portion of MP1 necessary for the benefit
enhancements. The City had responsibility for benefit policy, not the SDCERS’ Board.
By approving MP1, the SDCERS” Board did not object to the linkage of increased
benefits and the City’s decreased contributions.

e. The City Did Not Fund Retiree Health Costs

The City transferred the obligation to pay retiree health costs to SDCERS. However, the
City provided no additional contributions to SDCERS to pay for these benefits.

f. The SDCERS’ Board Was Time Pressured to Consider MP1

The SDCERS’ Board faced time pressures during its consideration of MP1 due to the
City’s funding and budgetary cycle. Increased benefits were negotiated between the
City and labor unions in March and April of 1996 and intended to take effect starting the
new fiscal year, July 1, 1996. Additionally, the City was attempting to finalize its budget
for the next fiscal year. At least two Board members, Paul Barnett and Jack Katz, raised
concerns about the hastiness of the proposal.

g. Reliance on Strong Investment Returns

The Board members and City officials may have assumed that the strong investment
returns would continue to offset the City’s contribution shortfall and pay future benefits
for retiree health costs, the 13t check,* and SDCERS’ administrative expenses. During
the late 1990s, strong investment returns were sufficient to offset (i) the contribution
shortfall created by MP1 and (ii) the items funded out of Surplus Undistributed
Earnings. The shortcomings of MP1 became apparent when investment performance
declined resulting in the need for MP2.

h. MP1 Contained No Provisions to Address Actuarial
Assumptions or Future Benefit Changes

The SDCERS’ actuary concluded that certain key demographic information of the
System’s participants was changing. These changes should have resulted in the City
paying higher contributions. However, because the contribution rate schedule under

% Retirees receive a supplemental retirement benefit, known as the “13th Check”, which is paid
out of the System’s Surplus Undistributed Earnings. The benefit resulted from litigation which
occurred in the 1980’s.
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MP1 was fixed, the changes did not impact the amount of the City’s contribution rates.
The benefit enhancements that resulted from the Corbett settlement also added costs to
the System but were not factored into the City’s contributions. Both of these factors
adversely impacted SDCERS’ funded ratio.

i Actuarial Valuations Prepared for SDCERS Contained
Misleading Statements about SDCERS’ Funding

The annual actuarial valuations describe SDCERS’ funding objectives based on actuarial
methods and assumptions. However, due to MP1, the actuarial methods or
assumptions presented in the actuarial valuation were not used to determine the actual
funding levels of the System. Rather, SDCERS allowed the City to contribute at less than
the actuarially determined rate and defer the liability from increased benefit costs.

j- SDCERS’ Comprehensive Annual Financial Report
Contained Misleading and/or Missing Disclosures
Regarding the Funding of the System

There are specific accounting disclosure requirements that would have highlighted the
City’s underfunding. However, SDCERS and its independent public accountants did
not include the required disclosures that the City was contributing less than actuarially
determined rates. It was not until fiscal year 2001 that the CAFR included a table
disclosing the differences between the actual contribution amount and the Actuarial
Required Contribution (“ARC”) amount.

2. Overview of 1996 City Manager’s Proposal

On May 2, 1996, the City Manager, Jack McGrory, introduced a proposal at a SDCERS’
Board meeting that increased retirement benefits for General and Safety members and
also allowed the City to fund the System at less than the actuarially determined amount.
This proposal was later adopted by SDCERS’ Board on June 21, 1996. The ongoing
budgetary constraints of the City prior to the proposal caused it to seek a reduction in its
retirement contribution from the Board. This continued a practice that had begun as
early as 1991. Given the City’s financial constraints in 1996, it entered into agreements
with the labor unions to increase retirement benefits rather than salary increases which
would have required a greater outlay of funds in the near term. The benefit increases
coupled with contribution reductions began to put pressure on the funded status of
SDCERS, which had ranged between 92.3% and 101.9% since 1989. The exchange of
funding relief for increased retirement benefits is memorialized in the City Manager’s
Proposal (now known as “MP1”).
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3. Involvement of City Personnel, SDCERS’ Staff and Board
Members

MP1 was presented to the Board by the then City Manager, Jack McGrory, at a Special
Board meeting of the SDCERS” Board on May 2, 1996. In May and June of 1996, City
representatives met with union representatives during the “meet and confer” process to
discuss increases to retirement benefits. As stated in the Special Board meeting minutes:

“In exchange for benefits improvements contained in the proposed package, [Mr.
McGrory] stated that the City needs help with the Earnings Stabilization
Reserve.”

The minutes further summarized:

“Mr. McGrory stated that [the City] has already been talking with the employee
organizations and would like to memorialize this by May 30, 1996.”

The retirement proposal from a May 28, 1996 closed meet and confer session shows
increases in retirement benefit formulas for General and Safety members followed by
contract extensions with Local 145, MEA, Local 127, and POA. Subsequently, these
contract extensions were modified suggesting that the City continued to negotiate with
the unions after the introduction of MP1. The agreements between the City and unions
were formalized by June 5, 1996 through Memorandums of Understanding (“MOUs”)
and the City was then granted funding relief on June 21, 1996 with the approval of the
City Manager’s proposal by the SDCERS’” Board.

The idea of the City’s Manager’s Proposal dates back to at least as early as February 1996
when the City Manager discussed it with the SDCERS’ Board President and
Administrator. In a draft memorandum from Mr. McGrory dated February 29, 1996, Mr.
McGrory outlined proposed funding and retirement changes. The memo suggested that
this proposal was discussed several months prior to the introduction of the City
Manager’s proposal at the SDCERS’ Board meeting in May 1996. The memo stated:
“Here’s the outline of the package we discussed with Keith [Enerson] and Larry
[Grissom].” Mr. McGrory proposed stabilizing the City’s contribution rate at the lower
bifurcated rate in fiscal year 1996 through the next 3-5 years as well as funding retiree
health insurance from reserves, which was later identified as the Health Insurance
Reserve.
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On March 1, 1996, SDCERS’ Administrator, Larry Grissom,* issued a memorandum to
the SDCERS’ Retirement Board President, Keith Enerson, proposing an implementation
plan for the retirement package that was discussed with the City Manager on February
26, 1996. In this proposal, Mr. Grissom acknowledged that the unfunded liability of the
System will increase and that there may be a perception that the System is “giving” the
City a lot of money. He closes by stating: “This is a good plan. It gives the City nearly
$45 million of rate relief over the next 5 years.”® Subsequently, a concept overview of
the City Manager’s proposal was drafted and presented to the Board at a special
meeting on May 2, 1996 by Mr. McGrory. He sought input from Board members to later
return with a formal proposal for the Board’s review and action.

Besides City Manager Jack McGrory, other City personnel collaborated with Board
members, the Administrator and other SDCERS’ Staff to jointly develop MP1.

® Asearly as February 1996, Administrator Larry Grissom, SDCERS’ Board
President Keith Enerson, and City Manager Jack McGrory discussed the concept
of the City Manager’s proposal.

* Larry Grissom described his role with MP1 as that of “facilitator.” Mr. Grissom
provided the Board direction on which items of the City Manager’s proposal the
Board could vote in a memorandum dated June 12, 1996.

* Deputy City Manager and Board member Bruce Herring participated in the
development of the City Manager’s proposal. He requested legal advice from
Jeffrey S. Leavitt of Jones, Day, Reavis & Pogue concerning the fiduciary
implications of the proposal. In his letter, Mr. Leavitt stated: “As I understand it,
the proposed changes described in the Outline (the “Proposal”) are the result of
discussions between the Plan Administrator of the San Diego City Employees’
Retirement System and your Office, and are being discussed with labor
organizations representing the City’s employees as part of the current meet and
confer process.”

3% Navigant Consulting identified no legal advice provided by Lori Chapin (known as “Lori
Etherington” at the time), the City Attorney assigned to SDCERS during MP1. John Witt, the
City Attorney at that time of MP1, notified the SDCERS’ Board in a letter dated April 23, 1996
that it should hire its own fiduciary counsel to provide advice to the Board regarding MP1. Mr.
Witt stated that he was uncomfortable providing advice to the Board since he would personally
benefit from the benefit changes.

% The actual amount of rate relief turned out to be much greater.
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e Ed Ryan’s role as the City Auditor is unclear in the development of the proposal
although he had previously requested® the Board to provide the City with
funding relief a year earlier at a special Board meeting on March 24, 1995. He
was also a Board member at the time.

¢ Labor Relations Manager Cathy Lexin® played a key role in the development of
the proposal. She worked with Mr. Grissom on reviewing the proposal and
negotiated with the unions on retirement benefits. In Mr. Grissom’s memo to
Ms. Lexin regarding revisions to the City Manager’s proposal, he provides
guidance with statements such as “You should make sure that your presentation
makes this point crystal clear”, “You should incorporate this language in a plan
revision”, and “Best thing is to delete it from the proposal and deal with those
issues separately.”

¢ During Navigant Consulting’s investigation, Ann Parode provided the following
answer to written questions: “Ron Saathoff appeared to me to be the principle
advocate of the proposal, in addition to the City Manager and his assistants who
also spoke in support of it.”

4. Discussions at SDCERS’ Retirement Board Meetings

Between May and June 1996, MP1 became a central topic of discussion at SDCERS’
Board meetings. When the proposal was first formally introduced to the Board on May
2, 1996, Board member John Casey stated that legal fees had previously been incurred
evaluating a similar proposal the year before and the Board was advised by counsel not
to move forward with the plan. At this meeting, SDCERS” Board President, Keith
Enerson, stated that the proposal would need to be reviewed by both the actuary and
fiduciary counsel. At this meeting, Mr. Enerson also recommended to change fiduciary
counsel from Joseph Wyatt of Morrison & Foerster LLP to Dwight Hamilton.#

A revised City Manager’s proposal was issued June 7, 1996 and discussed at a special
Board workshop on June 11, 1996. At this meeting, Mr. Enerson concurred with Mr.
McGrory that the proposal would solve the City’s short and long term problems and

3% Based on Navigant Consulting’s interviews and review of the Board minutes, some of the
Board members may have felt that Mr. Ryan pressured the Board to provide the City with
funding relief.

3 Ms. Lexin was not serving as a Board member during this time.

4 Navigant Consulting has not been able to ascertain why there was a change in fiduciary
counsel. There was a comment in the Board minutes that it was due to lack of responsiveness on
the part of Mr. Wyatt, but SDCERS’ personnel could not recall that being an issue. Navigant
Consulting noted that Mr. Wyatt was counsel in the Claypool case which was later deemed an
important case for the determination of fiduciary duty related to MP1 and MP2.
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lead to more positive relationships with the City. Board member Ron Saathoff favored
the DROP program?*! as he believed it would benefit individuals who had reached the
90% cap. Conversely, Mr. Casey raised a number of concerns. He questioned how the
Board was planning to fund retiree health and DROP. He also expressed concern about
the long-term impact to the System of creating contingency and stabilization reserves.
He stated that it was inappropriate for the future generations to pay for retirement
benefits of today’s generation. Additionally, Board member Ann Parode questioned
how far unfunded the System could become before the Board’s fiduciary responsibilities
were challenged.

At the next meeting on June 21, 1996 during which MP1 was approved, Ms. Parode
stated that the Board as trustees should be concerned about the increased liability of the
City. She also stated that the sunset provision does not really exist because the benefit
package would still remain in effect if the funding ratio were to drop by more than 10%.
Mr. Saathoff stated his view that retiree health insurance would be paid from surplus
earnings and the City would be responsible in the event that there is no surplus.
However, Mr. McGrory urged the Board to protect the City from having to pay retiree
health insurance.*> He also stated that the City’s contribution rate would not be locked;
it could change depending on the demographics of the System.** Mr. McGrory closed
his comments by saying that the plan is an attempt to responsibly manage the City’s
contribution rates and that he believed it was a wise decision.

At the end of the discussion, Bruce Herring made the motion to adopt MP1 and Robert
Scannell seconded the motion, which was passed in an 8-3 vote. During an interview
with Conny Jamison, Ms. Jamison stated that she had opposed the original proposal
presented by the City Manager since it did not contain a floor (i.e., require additional
contributions if the funded ratio dropped below a certain level). Ms. Jamison ultimately
voted for the proposal since neither the actuary nor fiduciary counsel opposed it, the
City Manager added a floor and she felt pressured by the City to approve it. Board
members Jack Katz, Ann Parode, and Paul Barnett voted against the proposal. John
Casey was not present for the vote but had previously and subsequently raised
concerns.

Ultimately, approximately two months passed from the time the proposal was first
introduced at the May 2, 1996 Board meeting to the time the Board approved the

41 The Deferred Retirement Option Plan (“DROP”) was one of the 1996 benefit enhancements. It
is described in Section VIL.E.b.

# The City was not planning to provide any funding for the costs of retiree health. The
contribution rates were established under MP1 from a base that consisted only of retirement and
disability costs. The unrealistic hope was that surplus earnings would always be available to
cover this growing cost.

# The contribution rates set in MP1 remained in effect until MP2.
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proposal on June 21, 1996. During that two month period, drafts were created dated
June 4, 1996 and June 7, 1996. The final proposal was a combination of the June 7, 1996
draft and additional modifications introduced in a memo dated June 21, 1996 from Mr.
McGrory.

5. Summary of MP1

The City Manager’s proposal presented four issues, three of which the Board had
authority to approve or deny.* The Board did not have the authority to vote on benefit
changes. The Board voted on the funding of retiree health insurance, the employer
contribution rates, and the use of surplus undistributed earnings and reserves. All
issues presented in the proposal are discussed in more detail below.

a. Retiree Health Insurance

MP1 proposed that retiree health insurance become an obligation of SDCERS effective
July 1, 1997, relieving the City of its responsibility to provide retiree health insurance.
The proposal was contingent on SDCERS’ fiduciary counsel deeming this action legal
and appropriate before January 1, 1997. It was the City’s intention that retiree health
costs would not be paid on an annual basis from Surplus Undistributed Earnings.

As part of the proposal, it was suggested that the City’s health insurance trust, which
was valued at approximately $12.5 million, be used to pay for Fiscal Year 1997 retiree
health insurance. At the same time, SDCERS would establish a health insurance reserve.
A dollar amount commensurate to the projected costs for retiree health insurance would
then be transferred from Surplus Undistributed Earnings and credited to this reserve
account on an annual basis. Actual premium costs and administrative charges were to
be charged to the health insurance reserve on a pay-as-you-go basis and would not be
actuarially funded.

The City Manager’s proposal also provided that premium reimbursements for POA and
Local 145 Retiree Health Plans would increase from $4,500 per year to $4,995 per year.
However, this increase would only apply during fiscal year 1997.

Unlike other retiree obligations, retiree health insurance obligations for pre-1980 retirees
would remain with the City, and at the same rate as fiscal year 1996, until the end of
fiscal year 1997. Furthermore, pre-1980 retiree health insurance was to become an
ongoing benefit. However, the City Manager’s proposal indicated that this was
contingent upon retiree health insurance obligations being shifted from the City to
SDCERS.

# Before the Board could vote on retiree health insurance, the City Council had to change the San
Diego Municipal Code to authorize SDCERS to provide health insurance to retirees.
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Finally, during fiscal year 1997, the City Manager, SDCERS’ Board and Labor
Organizations were to create a Task Force whose purpose would be to develop the
necessary documentation to design a tax exempt health insurance benefit to be effective
July 1, 1997. The Task Force was to work with actuaries, consultants and legal counsel
to facilitate this process. The Task Force’s recommended benefit level would be subject
to SDCERS and the City Council’s approval. In addition, the Task Force would have to
issue a Request for Proposal to facilitate the selection of a common provider. POA and
Local 145 would have to assume full responsibility for any claims incurred under
existing health insurance policies. The Task Force was expected to complete its work
and present its recommendations by November 1, 1996.

b. SDCERS’ Benefit Changes

SDCERS’ benefit changes did not require any action by the SDCERS” Board but were
part of the overall City Manager’s proposal.

i Eliminate the Existing Requirement to Offset
Disability Income

Changes to SDCERS’ benefits included the elimination of a requirement designed to
offset disability income.

ii. Purchase Service Credit

Certain service credit provisions were to continue undisturbed, including refunds,
probationary periods, the “1981 Plan” waiting period and the Military & Veteran code.
All other service credit provisions were to be incorporated into a new general provision.
The 1996 City Manager’s proposal also included a five-year purchase of service credit
feature, which would be available half-time and three-quarter-time employees. Under
the new benefit, employees would pay into the retirement system an amount, including
interest, equivalent to the employee and employer full cost of such service.*

iii. Increase Calculations for 13t Check

Additional changes to SDCERS’ benefits were reflected in changes to the supplemental
“13" Check” calculation for certain employees, specifically pre-10/06/80 retirees and pre-

4 SDCERS established a uniform rate for purchase of service credits which later turned out to be
below the true cost. See Section VIL.E.3.b for further discussion.
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12/31/71 retirees.*® Pre-10/06/80 retirees received an increase in their check calculation
from $30 to $60 per creditable year of service. Pre-12/31/71 retirees, however, received
an increased their check calculation from $30 to $75 per creditable year of service. In
addition, it was the City Manager’s intent to conduct a study during the first quarter of
fiscal year 1998 on Cost Of Living Adjustments (“COLA”) alternatives, including, but
not limited to, a 75% purchasing power formula.

iv. Increase Benefits for General Members
SDCERS’ benefit changes also included increased benefits to General members for

industrial disability retirements from 33.33% to 50%. In addition, the General member
formula was altered as follows:

Present Proposed
Age Factor Factor
55 1.48% 2.00%
56 1.56% 2.00%
57 1.63% 2.00%
58 1.72% 2.00%
59 1.81% 2.08%
60 1.92% 2.16%
61 1.99% 2.24%
62 2.09% 2.31%
63 2.20% 2.39%
64 2.31% 2.47%
65 + 2.43% 2.55%
V. Increase Benefits for Police & Fire Safety Members

SDCERS’ benefit changes also included improvements to the Police and Fire Safety
member formula:

% Pursuant to the San Diego Municipal Code, SDCERS distributes the supplemental “13th
Check” benefit each year to eligible retirees if SDCERS has realized sufficient surplus
undistributed earnings from the previous fiscal year.
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Proposed

Factor for
Age | Fire Factor |Police Factor| Fire & Police
50 2.20% 2.50% 2.50%
51 2.32% 2.54% 2.60%
52 2.44% 2.58% 2.70%
53 2.57% 2.62% 2.80%
54 2.72% 2.66% 2.90%
55 + 2.77% 2.70% 2.9999%

SDCERS’ benefit changes to the Police and Fire Safety member formula included a 90%
cap on benefits. Employees eligible for a percentage above 90% on the date the new
formula became effective would be allowed to remain under the old formula, which was
to operate without a cap.

vi. Increase Benefits for Lifeguard Safety Members

SDCERS’ benefit changes also included improvements to the Lifeguard Safety member
formula:

Present Proposed
Age Factor Factor
50 2.00% 2.20%
51 2.10% 2.32%
52 2.22% 2.44%
53 2.34% 2.57%
54 2.47% 2.72%
55 + 2.62% 2.77%

SDCERS’ benefit changes to the Lifeguard Safety member formula also included a 90%
cap on benefits. Employees eligible for a percentage above 90% on April 1, 1997, which
is the effective date of the Deferred Retirement Option Plan (“DROP”) implementation,
would be fixed at their rate.

vii.  Implement DROP
The City’s implementation of Deferred Retirement Option Plan (“DROP”), effective
April 1, 1997, contingent upon the condition that the plan be approved by the City

Attorney’s Office and that it would not increase costs greater than City and SDCERS’
savings. Employees would be allowed to participate in DROP for up to five years.
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Employees who elect to participate in DROP, however, would cease participation in
SDCERS, and would participate instead in an SPSP-type plan* with a mandatory 3.05%
employee contribution matched by a 3.05% employer contribution.

At the end of three years, the City planned to evaluate the cost impact of the DROP
program. If it was determined that the cost impact is greater than savings, the City and
unions would address DROP during the meet and confer process. If the City proposed
to change DROP, however, the 90% cap on SDCERS would also be re-negotiated.

C. Employer Contribution Rates

It was stated in the proposal that employer contribution rates would be calculated using
the Projected Unit Credit (“PUC”) method. For fiscal years 1996 and 1997, the City
would pay rates of 7.08% and 7.33%, respectively, which are less than the PUC rates
calculated during the June 30, 1996 actuarial valuation. In comparing fiscal year 1996
rates, the PUC contribution rate at December 31, 1996 including the benefit
enhancements of MP1, would have been 10.87%, reflecting a difference of 3.79% of
payroll. Prior to the increased benefits, the PUC contribution rate would have been
8.71%. Thereafter, the City would increase the rate paid by 0.50% each year until the
rate paid reaches the Entry Age Normal (“EAN”) calculated rate. At such a time,
SDCERS would convert from the PUC to the EAN method by fiscal year 2007 or 2008.
The MP1 contribution rates are shown on the following table:

Period PUC Rate City Paid Rate | Difference % | Difference $*
FY96 8.60% 7.08% 1.52% $5.33m
FY97 10.87% 7.33% 3.79% $13.88m
FY98 12.18% 7.83% 4.35% $16.67m
FY99 12.18% 8.33% 3.85% $15.40m

FY2000 12.18% 8.83% 3.35% $14.00m

FY2001 12.18% 9.33% 2.85% $12.45m

FY2002 12.18% 9.83% 2.35% $10.72m

FY2003 12.18% 10.33% 1.85% $8.82m

FY2004 12.18% 10.83% 1.35% $6.73m

FY2005 12.18% 11.33% .85% $4.43m

FY2006 12.18% 11.83% .35% $1.91m

FY2007 12.18% 12.18% 0% $0

FY2008 13.00% 13.00% 0% $0

TOTAL $110.35m*

47 SPSP referred to the City’s Supplemental Pension and Savings Plan.
4 The dollar difference was calculated at a point in time. The amount changed based on the

actuarial valuation of the PUC rate.
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The City agreed to pay the budgeted rates for fiscal years 1996 and 1997. However, the
City Manager’s proposal also stated the following;:

“In the event that the funded ratio of the System falls to a level 10% below the
funded ratio calculated at the June 30, 1996 actuarial valuation which will
include the impact of the benefit improvements included in this Proposal, the
City-paid rate will be increased on July 1 of the year following the date of the
actuarial valuation in which the shortfall in funded ratio is calculated. The
increase in the City-paid rate will be the amount determined by the actuary
necessary to restore a funded ratio no more than the level that is 10% below the
funded ratio calculated at the June 30, 1996 actuarial valuation.”

If the SDCERS’ actuary were to make changes in methodology or actuarial assumptions
which are approved by the Board prior to July 1, 2007, any alterations to the employer
contribution rate would also cause alterations to the PUC rate through extended
incremental increases. If these rate changes extended the time needed to complete the
EAN method phase-in process past July 1, 2009, then the City-paid rate would be
adjusted by the amount necessary to achieve full phase-in by that date.

d. Surplus Undistributed Earnings and Reserves

In the years prior to MP1, the City used “reserves” created from “excess earnings” to
fund some of its retirement benefits. The San Diego Municipal Code specifically allows
Surplus Undistributed Earnings to fund retirement benefits, including retiree health and
benefits provided in the Corbett settlement. The City continued to rely on Surplus
Undistributed Earnings after MP1. Mr. Grissom explained to the Board at the June 21,
1996 Board meeting that the Board was being asked to approve a method of funding
those contribution rates at a point lower than what the actuarial rates are, and to achieve
those rates incrementally over time. The difference between the actuarial contribution
rates and actual contribution rates would be funded out of the surplus earnings at the
time. At the same time the Board agreed to the reduce contributions from the City,
SDCERS continued pay retiree health and 13t check for which the City was not
contributing to SDCERS. See additional discussion in Section VIL.D.5.a - c.

# The MP1 document noted that of the $110.35 million paid from excess earnings, $71.31 million
relates to benefit improvements.
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6. Legal Opinions, Actuary Analysis and Board Members’
Comments on MP1

The Board’s review and action was dependent upon the assistance and opinions of the
SDCERS’ actuary and fiduciary counsel.*® As such, between May 2 and June 21, 1996,
the Administrator involved these experts to review MP1.

a. SDCERS’ Actuary Analysis

On May 25, 1996, the SDCERS’ actuary Rick Roeder provided an analysis of costs to the
System associated with increased retirement formulas for General and Safety members.
Using the retirement factors as outlined in MP1, Mr. Roeder estimated a total increase in
accrued liabilities of $76.3 million as a result of the benefit improvements. Mr. Roeder
also provided an estimate of the increase to the actuarially calculated contribution rates
resulting from the enhanced benefits. The impact was estimated to increase the
combined rates by 3.07% of payroll. However, Mr. Roeder’s letter did not compare the
increases or what the new rates would be to the schedule included in the City Manager’s
proposal. Mr. Roeder later issued another letter to Mr. Grissom dated June 13, 1996 in
which he estimated the total accrued liabilities to be $76.7 million using the same
retirement factor increases but different contribution increases.

Although there were discussions at the June 11, 1996 Board workshop about an opinion
letter from the actuary, it does not appear that GRS issued an actuarial opinion letter.
Rather, Mr. Roeder’s comments are documented in Retirement Board meeting minutes.

Mr. Roeder’s comments addressed Mr. McGrory’s conclusions that increases to the
unfunded liability could be covered by excess undistributed earnings. Mr. Roeder
stated at a meeting of the Retirement Board on June 11, 1996 that the proposal was
actuarially sound given the appropriate sunset provisions. He also stated at this
meeting that the funded ratio as of June 30, 1995 was 93.5% and would drop 5% if the
funding proposal was adopted absent any benefit improvements.>® Mr. Roeder did not

% SDCERS engaged Dwight Hamilton as fiduciary counsel in connection with MP1. At the May
2, 1996 Special Board Meeting, Mr. Enerson stated that the Board would not be using “Joe
Wryatt’s firm” (Morrison & Foerster LLP) to review MP1. Mr. Casey questioned why the Board
wouldn’t use Mr. Wyatt’s firm since it was already familiar with and had been educated about
the System. Mr. Casey also questioned why the Board was engaging additional counsel when the
Board had evaluated a similar proposal in the prior year for which fiduciary counsel had advised
it could not be done.

51 ]t is important to note that the investment returns during this time period were very strong
generating investment income greater than the assumed rate of return. These returns more than
offset payment of the 13% check. Nonetheless, the funded status of the system was declining
during a bull market.
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provide, nor did the Board request, projections of contribution rates or sensitivity
analyses on the System’s funding that reflected the impact of proposed benefits.

b. City Attorney and the City’s Fiduciary Counsel Opinion

City Attorney John Witt recommended in a letter to the Retirement Board dated April
23, 1996 that the Board seek assistance from outside fiduciary counsel in reviewing the
proposal because of the important fiduciary considerations. Due to the fiduciary
implications of the proposed plan, Jeffrey Leavitt was engaged to offer legal advice to
the City regarding it and the SDCERS’ Board’s fiduciary duties. In his letter to Bruce
Herring on April 29, 1996, Mr. Leavitt stated:

“It is appropriate for the City, in designing and analyzing the Proposal, to take
into account that, from the Board’s point of view as a fiduciary, it should be
reasonable for the Board to consider making these funding-related changes as
part of an overall program of plan revisions which will be advantageous from
the perspective of the members. The fact that the City would benefit under the
Proposal does not automatically mean that the Board would breach its duty of
loyalty to the members of SDCERS by approving the Proposal.”

C. SDCERS’ Fiduciary Counsel Opinion

Providing legal advice from SDCERS’ perspective, Dwight Hamilton, fiduciary counsel
to the SDCERS’ Board, also opined on fiduciary duty and conflict of interest. Mr.
Hamilton initially raised concerns which he considered “red flag” at the June 11, 1996
Board meeting. Specifically, his concerns dealt with credits/transfers of funds into
reserves to pay for retiree health insurance, the lack of clarity on the City and Board’s
participation in the evaluation of the DROP program after three years, and the
consequences of falling below the funding floor. These concerns were addressed in the
next draft of the City Manager’s proposal presented on June 21, 1996 to the Board. Asa
result, Mr. Hamilton opined that he was comfortable with the applicable items in the
proposal® and that the Board would not be violating its fiduciary duty if it was to
approve the proposal due to the new revisions. He stated that the Board would not be
violating its fiduciary duties if it was to approve the proposal with new revisions
(resulting from his “red flag” concerns at the June 11, 1996 special meeting of the Board).
He stated that the Board’s actions under the proposal are agreeable under the rulings of
the Claypool case.?

2 Mr. Hamilton did not opine on two of the items since (i) the Board could not vote on retiree
health care without a change to the San Diego Municipal Code and (ii) the Board can not vote on
benefit changes.

53 Claypool v. Wilson, 4 Cal. App.4" 646, 6 Cal.Rptr.2d 77 (1992). The case was a class action lawsuit
regarding CALPERS’ benefits.
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In Mr. Hamilton’s opinion letter dated June 21, 1996 to Mr. Grissom, he opined:

“Provided that the City-paid rate in the Employer Contribution Rate
Stabilization Plan is not less than an amount substantially equal to that required
of employees for normal retirement allowances as certified by the actuary, the
Board will be acting within the discretion granted to the Board to administer the
System and discharging its fiduciary duties set forth in Article XVI, Sec. 17 of the
California Constitution.”

Regarding crediting the employer contribution reserve from “surplus” undistributed
earnings, he opined:

“It is now proposed that the Board of Administration, credit the employer
contribution reserve in the amount of $106,700,000 for the purpose of discharging
the estimated liability for past service liability for increased benefits and
employer contribution shortfall and credit the employer contribution reserve
with the remaining balance of $28,356,188 for the purpose of reducing the
System’s normal unfunded liability. We believe that it is appropriate and the
Board will be discharging its fiduciary responsibility to credit the employer
contribution reserve as proposed, provided that the requirements of Section
24.0907.1(a) of the San Diego Municipal Code have been met. Under the
controlling San Diego Ordinances, any actuarially determined surplus earnings
can be credited to the employer contribution reserve.”

It is unclear why Mr. Hamilton gave such credence to the employer contribution reserve
as this reserve is not an actual asset that could be used to fund pension liabilities.>* Mr.
Hamilton may have incorrectly believed® that these reserves were separate assets not
deemed to be part of the general assets available for pension benefits. In the June 30,
1996 and June 30, 1997 valuations, GRS excluded these reserves from plan assets for
valuation purposes, further illustrating that the Employer Contribution Rate
Stabilization Reserve should not have been considered a factor in the Board’s approval
or fiduciary counsel’s opinion regarding MP1.

Subsequently, Mr. Hamilton issued a letter dated September 19, 1996 (after the proposal
was approved) to the Administrator in which he provided an analysis of the Claypool v.
Wilson case as it relates to the actions of the Board under the City Manager’s proposal.
Here he stated:

% SDCERS used “reserves” to earmark Plan Net Assets for future anticipated liabilities. These
reserves differ from accounting reserves.

% Mr. Hamilton passed away in July 2005. Navigant Consulting attempted to interview the local
counsel with whom Mr. Hamilton issued joint opinion letters, but he declined to be interviewed.
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“The case law permits a pension system to be flexible enough to permit
adjustments in accord with changing conditions if at the same time the integrity
of the system is maintained, and the change bears some relation to the
functioning and integrity of the system.”

Mr. Hamilton further wrote:

“The stabilization of employer contribution rates is directly related to the
functioning and integrity of the system.”

Mr. Hamilton also recommended to the Board that it undertake the necessary steps to
evaluate the credit worthiness of the City through a review of audited financial
statements, budget preparation that properly anticipates revenues and expenditures,
and timely debt payment. Finally, Mr. Hamilton’s letter addressed the concern of
conflict of interest for Board members personally affected by increased benefits.

Mr. Hamilton concluded:

“...it is our opinion that those Board members who voted in favor of the
proposal solely in the interest of, and for the exclusive purposes of providing
benefits to participants and their beneficiaries, minimizing employer
contributions thereto, and defraying reasonable expenses of administering the
system, did not have a conflict of interest sufficient to bar him or her from
functioning as a trustee.”

d. SDCERS’ Board Members” Concerns

Mr. Hamilton’s letter was developed in response to concerns by Board members John
Casey and Ann Parode. On June 11, 1996, Ms. Parode wrote a letter to Mr. Grissom in
which she questioned the financial impact of the benefit enhancements and the financial
viability of the City. Mr. Hamilton advised the SDCERS’ Board in his September 19,
1996 letter that SDCERS was effectively granting credit to the City in the form of
deferring contributions and that it would be prudent for the SDCERS’” Board to evaluate
the City’s financial condition and ability to pay the higher contribution levels in the
future. He suggested they may want to employ the services of an expert in municipal
finance and government to assist. Such a review was discussed in subsequent Board
meetings, but Navigant Consulting has seen no information that it was actually
performed. Ms. Parode also questioned the purpose of reserve accounts and the
funding mechanism for retiree health benefits. Through Navigant Consulting’s
investigation, Ms. Parode stated that she was concerned with the City’s financial ability
to meet its obligations to SDCERS on a long term basis due to the balloon payment for
which there was no funding source.
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After the SDCERS’ Board approved MP1 on June 21, 1996, Mr. Casey issued a
memorandum to fiduciary counsel, Mr. Hamilton, via Larry Grissom dated July 16,
1996, in which he stated that there was a real conflict in Board members approving a
proposal that enhanced their financial benefit. He stated that the “Board action of June
21, 1996 is flawed.” Arguing in favor of the proposal, Board President Keith Enerson
assured the Board on June 11, 1996 at the Board workshop that all questions and
concerns raised at the meeting would be addressed and outlined in a revised proposal
prior to the Board taking action. He also confirmed that additional costs associated with
DROP and retiree health benefits would not be paid by the System.

7. Impact on Funding and Unfunded Liability

GRS prepared the June 30, 1996 actuarial valuation, dated January 9, 1997, based upon
the benefits currently in effect, and a comparative valuation reflecting the benefits that
would be applied assuming MP1 was approved. The valuation indicated that the
funded status at June 30, 1996, prior to including the new benefits granted at the time
would have been 97.1%. The pro-forma valuation at June 30, 1996, reflecting the
proposed MP1 benefit increases, determined that the funded status at June 30, 1996 after
MP1 was 92.3%.

The MP1 benefits increased the project benefit obligation (“PBO”) by $129.3 million in
total. Part of the increase ($82.5 million) was attributable to retroactive benefits ($71.3
million) was attributable future benefits. Prior to the adoption of MP1, the June 30, 1996
PBO was $2,318.1 million. The pro-forma impact of MP1 increased the PBO to $2,471.9
million, or an increase of approximately $153.8 million. The accrued actuarial liability
(“AAL”) increased by the $82.5 million past service cost from $1,600.1 million to $1,682.6
million. The increase in the AAL reduced the funded ratio from 97.1% to 92.3%.

The contribution schedule in MP1 also contemplated that SDCERS’ surplus earnings
would fund the shortfall between the Actuarial Required Contribution (“ARC”) and the
City’s contribution rate stabilization plan. GRS estimated that the “cost” of the
contribution shortfall would total $30 million. This is the difference between the ARC
and the City’s contribution in the years before the City would again contribute the ARC.
Mr. McGrory presented MP1 noting that there were “surplus earnings” of $135 million
in 1995 and 1996. “He stated that $30 million of that [the excess earnings] would be for
the City’s contribution gap between what they would ramp-up in the budget and the
actuarial rate.”

Mr. Grissom stated, “The Board is being asked to approve a method of funding those

contribution rates beginning at a point lower than what the actuarial rates are, and to
achieve those rates incrementally over a period of time.” He stated that the difference
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between the actuarial and actual rates “would be funded out of today’s surplus
earnings.”

The $82.5 million retroactive benefit and $30 million contribution shortfall, or a total of
$112.5 million was to be funded from a reserve established in 1994 and Surplus
Undistributed Earnings in 1995 and 1996 s as follows:

Earnings Stabilization Reserve $ 10,769,620
FY 1995 surplus earnings 38,813,314
FY 1996 surplus earnings 85,472,254
TOTAL $ 135,055,188

It appears that the Board was told about the cost of MP1 for retroactive benefits and the
City contribution shortfall. It is not apparent that the Board understood the total impact
MP1 would have upon the funded status of the plan including the 13" check, COLA,
retiree health benefits, and the future costs of increased benefits under MP1.

The first Comprehensive Annual Financial Report (“CAFR”) that SDCERS issued after
the Board approved MP1 was dated February 20, 1998. The CAFR included fiscal years
1996 and 1997. The 1996/1997 CAFR highlighted the benefit improvements included
with MP1, but did not include the corresponding agreement to reduce the City
contributions below those recommended by the actuarial valuation. The notes to the
SDCERS’ audited financial statements state that “SDCERS’ funding policy provides for
periodic employer contributions at actuarially determined rates that, expressed as
percentages of annual covered payroll, are designed to accumulate sufficient assets to
pay benefits when due. The normal cost and actuarial accrued liability are determined
using the projected unit credit actuarial funding method.” The actuarial section of the
1996/1997 CAFR, which is based on the June 30, 1996 actuarial valuation, states under
the heading ‘City’s Contributions,” “Determined by the projected unit credit funding
method with a 30-year amortization of unfunded actuarial liability beginning on July 1,
1992.” These statements do not accurately and fully describe the basis for the City’s
contributions for fiscal year 1997 because the statements did not disclose that the City’s
contribution was less than the ARC amount calculated by the System’s actuary. This
disclosure continued in subsequent CAFRs.

The GRS June 30, 1996 actuarial valuation report issued on January 9, 1997 contains a
three page discussion at the beginning of the report about general funding policies in
which it describes the concept of “level percent funding”. It describes the objective of
having “this year’s taxpayers contribute the money to cover the IOUs being handed out
this year. By following this principle, the employer contribution rate will remain
approximately level from generation to generation — our children and our grandchildren
will contribute the same percents of active payroll we contribute now.” This discussion
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is inconsistent with the practice that was adopted as part of MP1 since the City’s
contribution was less than the ARC amount calculated by the System’s actuary. A
similar discussion appeared in subsequent annual actuarial valuations even as the gap
between what was being funded and what was determined by the actuary continued to
grow.

The June 30, 1997 actuarial valuation (the first valuation reflecting the increased benefits
and MP1 contribution levels) prepared by GRS calculated SDCERS’ funded ratio at
94.2%. GRS also noted that, “Since this funding method is not one of the six approved
funding methods under the rules set by the Government Accounting Standards Board,
our understanding is that the pension expense will need to be calculated under one of
the six approved methods. An accrued pension expense may result. Later this year we
will attempt to see if GASB will approve the City’s funding method for expensing
purposes.” GRS concluded that “Overall, we believe the City’s retirement system to be
in sound condition in accordance with actuarial principals of level-cost financing.”

The employer contribution rate is one of the key pieces of information provided by the
actuarial valuation. GRS highlighted the employer contribution rate on the first page of
each annual valuation. The rates are referred to as “ARC”. Under GASB Statement No.
25, there are six approved funding methods, including PUC and EAN. However, the
rates that the City contributed did not conform to any of these GASB prescribed
methods. GRS’ June 30, 1997 valuation disclosed that the City’s contribution pursuant to
MP1 was not one of the GASB approved funding methods.

8. Sunset Provision

As the funded status of the System changed, the interpretation of the sunset provision
outlined in the City Manager’s proposal became more important. The SDCERS’ actuary,
Rick Roeder, stated he would not have been comfortable with the proposal without it
(see precise language above). However, different interpretations would later play a role
in the approval of the second City Manager’s proposal in 2002 (see Section VILE.5).

E. Events Between City Manager’s Proposal 1 and City Manager’s Proposal
2
1. 1997-1999

For several years following the implementation of MP1, there were no significant
changes to basic retirement benefits and SDCERS earned strong investment returns. The
City made contributions at the levels agreed to in MP1. The contributions made by the
City under the terms of MP1 were less than the actuarially required level, i.e., the ARC,
but the contribution shortfalls were masked by the strong investment returns. The
System’s members increased their participation in the DROP program. The System also
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continued to cover the cost of other benefits such as the 13" check and retiree health
insurance from Surplus Undistributed Earnings. During this period SDCERS used its
reserves that had been established primarily in years in which investment returns were
greater than the 8% assumed rate of return.

a. Strong Investment Returns during 1997 — 1999 Lead to
Additional Requests from the City Manager to Use Surplus
Undistributed Earnings.

The bull market continued to generate significant investment returns on the SDCERS’
investments as shown on the chart below.

Fiscal Year Total Returnss Realized Rate of Net Investment
Return® Income?3®
1997 16.88% 9.57% $255,771,887
1998 14.62% 14.33% $278,681,878
1999 9.53% 9.70% $180,463,938

Source: SDCERS’ 1999 CAFR, Investment Section

The performance of the investments also generated Surplus Undistributed Earnings,
which were used to fund costs outside of the basic retirement and disability benefits
(e.g., the 13 check paid to retirees and retiree health insurance. Surplus earnings were
also used to pay SDCERS” administrative costs. As a result, the System costs were not
reimbursed to SDCERS by the City).

Also during 1997 through 1999, City personnel and SDCERS’ Staff continued to consider
ways either to use the high investment earnings at that time or to save them for future
use. One approach was to establish specific purpose reserves with some of these
earnings. In advance of the June 1998 Board meeting, City Manager Mike Uberuaga
proposed to the SDCERS’ President creating three new reserves funded from Surplus
Undistributed Earnings. Mr. Uberuaga described the reserves in a May 14, 1998 memo
to Keith Enerson, SDCERS’ Board President, as follows:

¢ Reserve to fund employer’s contribution — This reserve was to be created
with System assets to fund the difference between the actuarially determined

% Total return measures fund performance in terms of the aggregate change in the fund’s market
value from the beginning of the measurement period to the end of the measurement period.

57 Realized rate of return measures the gains or losses from actual sales of assets plus income
earned during the period relative to the average book value of assets during the period.

%8 Investment income is the net gain or loss from the sale of assets, dividends paid and interest
earned.
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employer contribution rates and the contribution rates established under
MP1.

* Reserve to fund supplemental Cost of Living Adjustment (“COLA”) benefit —
The City Manager recommended that a supplemental COLA be provided to
certain retirees to be paid from a reserve created from undistributed earnings.
The amount of the reserve, estimated to be $35 million, was to be calculated
by the System’s actuary to fund the benefit for the defined group of retirees.

¢ Reserve to fund a portion of employees” contributions — As a result of the
benefit increases implemented in connection with MP1, the employee’s
contributions were scheduled to increase in fiscal years 1998 and 1999. The
City agreed with the labor unions to pay part of this increase (.49% of
payroll) from a reserve to be established from undistributed earnings. This
was contingent on SDCERS agreeing to establish a reserve of $35 million.

None of these items impacted the amount of actual City contributions. The reserve to
fund employer’s contribution and the reserve to fund a portion of the employees’
contributions served no substantive purpose. The reserves created the impression that
the contribution shortfalls were being covered when they were actually accounting
entries that had no financial substance. The reserve to fund supplemental COLA benefits
used assets that would otherwise have been available for already established benefits,
resulting in an increased cost to the System for which the City made no additional
contributions. The reserve to fund a portion of employee’s contributions reduced the
amount of money paid into the System since it lowered the amount contributed by the
employees with no corresponding increase in the City’s contributions. This request
from the City once again placed SDCERS in the center of benefit policy issues since the
benefits were contingent upon approval the establishment of these reserves by the
SDCERS’ Board.

b. DROP Participation Increased

Several questions regarding DROP began to develop including (i) the appropriateness of
the interest rate credited to DROP account balances and (ii) if it was “cost neutral” to the
City. These matters are further discussed below.

The DROP program was a benefit created in connection with MP1. The City instituted
the program on a trial basis on April 1, 1997. It became a permanent benefit on April 1,
2000. Members must meet the age and service eligibility requirements for retirement to
enter DROP and then make an irrevocable decision to retire from the City within 5
years. While in DROP, participants continue to work for the City and receive their bi-
weekly salary or wages. They also continue to receive health and other benefits.
However, the DROP participant earns no additional creditable service, discontinues
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retirement contributions and receives future retirement benefits based on the calculation
performed at the time the individual entered the DROP program; furthermore, a DROP
participant’s monthly retirement allowances and cost of living adjustments are paid into
a DROP account established for the participant. Other amounts deposited into the
participant’s account included participant and employer bi-weekly matching
contributions of 3.05% of current salary, the 13% check paid to retirees and interest at 8%.

A practice has been in place since the inception of the DROP program to credit the
participant’s DROP account with 8% interest, consistent with the assumed rate of return
on the System’s investments. In recent years, questions have arisen as to whether this is
an appropriate interest rate in light of actual investment returns, particularly in periods
with low or negative overall returns. There have also been questions as to whether
SDCERS should establish the interest rate or if that is a benefit policy decision which
should be made by the City. Navigant Consulting understands that the current
SDCERS’ Board and fiduciary counsel are addressing these matters.

The DROP program was designed to retain experienced employees and to provide a
relatively predictable timeline for succession planning. The City performed an analysis
to determine if the DROP program is cost neutral. Based on a memorandum dated
January 10, 2005, the City concluded that the DROP program, excluding the impact on
SDCERS, positively impacted City funds and provided other benefits.

The DROP program became very popular and contributed to an increase in DROP and
retirement allowances, as well as low employee turnover. These factors have an upward
impact on the actuarially determined contribution rates, thus contributing to the
shortfall between actual contributions and the ARC.

Due to the popularity of the DROP program, the System’s actuary recommended a
change to the retirement assumption for Safety employees. In its 1998 actuarial
valuation, GRS stated that it:

“devoted significant time in analyzing data from DROP participants. There were
214 DROP retirees in the first fifteen months of the program. 72% of DROPs
were Safety members. Their demographics vary significantly from non-DROP
retirees. DROP retirees have much longer service (an average of 28.6 years) and
much larger initial allowances ($40,000+ average).

The heavy incidence of DROP retirees led us to make a recommendation during
February’s Investment and Business Procedures meeting to modify the

retirement assumption for Safety employees.

City Fire and Police members will come very close to reaching the 90%
maximum benefit with 30 years of service and attainment of age 55. For Safety
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members attaining both thresholds, there is little incentive not to DROP unless
one anticipates a significant pay increase.”

The SDCERS’ actuary, Mr. Roeder, recommended the actuarial change described above
which the SDCERS’ Board did not adopt.

The June 30, 1999 actuarial valuation noted a net increase in DROP participants from 214
to 315, along with a marked increase in retirement and DROP allowances. The City was
experiencing low employee turnover in non-DROP retirees, which resulted in higher
attained age of participants and higher plan costs.

C. The City Continued to Contribute to SDCERS at Rates Less
Than the Rates Calculated by the Actuary

Contributions continued to be less than the ARC recommended by GRS as shown in the
following table.

Comparison of Actuarial Required Contributions (“ARC”) to Contributions

Made
(000s) 1996 1997 1998 1999
Actuarial Required $29,106 $33,481 $40,154 | $42,478
Contribution
Contribution Made 25,471 28,061 30,979 34,467
Contribution Shortfall 3,634% 5,420 9,174 8,011
Percentage of ARC 88% 84% 77% 81%
Contributed

Source: SDCERS’ 2001 and 2003 CAFR

An example of the impact on contributions as a result of MP1 can be seen in the June 30,
1996 actual valuation. This report issued by GRS was dated January 9, 1997. GRS
calculated the ARC for fiscal year 1997 (i) based on the benefits granted in connection
with the 1996 City Manager’s proposal and (ii) without the 1996 benefit increases. GRS
calculated the ARC as a percent of payroll to be 10.87%. Based on an estimated payroll
of $381.5 million, the required contribution was $41.5 million. Without the benefit
increases, the ARC would have been 8.71% which would have resulted in contributions
of $33.2 million. In fact, the ARC percentage and dollar amount contributed by the City
for fiscal year 1997 would have decreased from over 9.20% in 1996 without the benefit
increases granted in 1996.° Under the terms of MP1, the City’s actual contribution rate

% The reduced City contribution rates from MP1 did not take effect until fiscal year 1997;
however, the agreement provided for the City to pay a budgeted amount for fiscal year 1996 that
differed from the ARC.

6 The 9.20% ARC represented a weighted ARC for the Port and the City combined. The actual
ARC for the City was greater since the Port ARC was less than 9.20%.
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was set at 7.33%. Based on the same $381.5 million estimated payroll this would have
resulted in contributions of $28 million, totaling $13.5 million (over 30%) less than the
ARC.

From the time SDCERS changed its funding method from EAN to PUC in 1991, there
was a stated objective by the SDCERS” Board to return to EAN in the future. During the
deliberations of MP1 this objective was reiterated.*!

Beginning in at least the June 30, 1998 actuarial valuation, SDCERS requested that GRS
calculate the ARC under EAN in its annual actuarial valuation. The actual contributions
as well as the ARC determined using the PUC method grew further from the amount
that would be contributed under the EAN method. As shown in the June 30, 1998
actuarial valuation,®> the ARC for fiscal year 2000 under EAN was 13.30% compared to
11.48% computed using PUC and the actual contribution rate from MP1 of 8.83%. Based
on the estimated payroll in that valuation report of $399 million, the additional
contribution to achieve the EAN level would have been approximately $7 million more
than under PUC and approximately $18 million more than the amounts to be paid under
the MP1 rate.

Although the GRS actuarial valuations for fiscal years 1997, 1998 and 1999 stated that
“the retirement system continues to be in sound condition in accordance with actuarial
practices of level-cost financing,” it began signaling potential issues in the 1999 actuarial
valuation report. The UAAL increased 16% from $128 million to $148 million and the
funded ratio declined from 93.6% to 93.2%. This decline could be viewed as
insignificant except that it occurred in a year in which there was an actuarial gain of
$29.8 million. Despite this gain, the drop in the funded ratio highlighted the increase in
unfunded liability.

Comment A included in the June 30, 1999 actuarial valuation identifies several items
that impacted SDCERS’ funded ratio including;:

“The computed actuarial rate has increased from 11.48% to 11.96%. Due to the
agreement in the City Manager’s proposal, the amount funded was again
significantly less than the computed rate. The City contribution rate...was 8.33%
for the 1999 fiscal year end and is 8.83% for the 2000 fiscal year.”

“Four factors having nothing to do with actual experience since the 1998
valuation put upward pressure on the computed rate: In addition to

61 During MP2, there were statements made that the increasing contribution rates adopted in
connection with MP2 would achieve EAN after 2009.

62 The June 30, 1998 actuarial valuation, dated May 1999, included the City’s contribution rates for
fiscal year 2000.

Prepared by Navigant Consulting, Inc. Page 58 of 115



Attorney Work Product
Privileged & Confidential

contributing less than the computed rate, 34 million dollars was set aside for
supplemental (a.k.a. “STAR”) COLA benefits. Also, the second year of a three-
year phase-in regarding lower employee turnover assumptions is in place. City-
negotiated offsets against employee contribution rates continue to use much
higher assumed employee turnover than indicated by 1990’s experience. If none
of these factors existed, the computed rate would have been 10.75%.”

“Last, the popularity of the DROP program reduces active member payroll
against which the amortization percentage for unfunded liabilities is based.
When a fixed amount of unfunded liabilities are amortized against a smaller
payroll base, a higher percentage results.”

“As we indicated in last year’s presentation, the computed rate will again
increase next year if actuarial nirvana occurs whereby actual and assumed
experience exactly coincide.”

These signs foretold issues that would arise when the System no longer had strong
investment returns and continued underfunding. The funded ratio remained above 90%
throughout the late 1990’s. It rose to 97.3%° as of June 30, 2000.

2. Corbett Litigation

On July 16, 1998, a class action lawsuit, Corbett v. City Employee Retirement System (San
Diego Super. Ct.) (No. 722449), was filed against the City and SDCERS alleging that
retirement benefits were not properly calculated. This was initiated shortly after the
California Supreme Court in Ventura Deputy Sheriffs’ Association v. Ventura County
Employees” Retirement Association concluded that compensation for the purpose of
calculating pension benefits includes not only base salary but items such as overtime
pay and accrued vacation. The Corbett litigation resulted in additional benefits for
SDCERS” members for which the City did not increase its contribution rates to provide
for those benefits.

a. Corbett Settlement

The Corbett litigation was settled on May 17, 2000. The settlement provided certain
benefit enhancements to both active and retired SDCERS” members. More specifically,
active members would be allowed to make an additional election at the time of their
retirement by either increasing the retirement calculation factor or increasing their

63 This funded ratio reflects the Board’s decision to incorporate the cost of the non-contingent
benefits associated with the settlement of the Corbett litigation. Without the liability associated
with Corbett, the funded ratio was 105%.

64 Plaintiffs filed the First Amended Complaint on October 28, 1998.
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retirement benefit by 10%. Retired members receiving benefits were given a retirement
benefit payment increase of 7%. The settlement agreement further provided that “Each
year, these payments [to the retired members] are contingent on SDCERS having
sufficient Surplus Undistributed Earnings to pay them....To the extent these amounts
are not paid in any year because there are insufficient Surplus Undistributed Earnings,
they will be carried forward as a contingent liability which will be paid in future years in
which there are sufficient Surplus Undistributed Earnings to pay them under the
statute.”

b. Impact of Corbett Settlement on SDCERS

The Corbett settlement impacted SDCERS’ actuarially determined liabilities and funding
ratio. For active members, the benefit increases resulting from the Corbett settlement
increased the unfunded liability by approximately $185 million as of June 30, 2000.¢> The
funded ratio without reflecting the Corbett benefit increases for active members would
have been 105.0%, including the liability associated with the benefit lowered the funded
ratio to 97.3%.

SDCERS instructed the actuary not to include the benefit enhancements granted to
retired members under the Corbett settlement because they were deemed to be
contingent. However, the contingency appears to only address the timing of the
payment, not if the benefits will be paid. “If contingent liabilities were to be included,
the funded ratio would drop to 94%.”

In connection with the June 30, 2001 actuarial valuation, Mr. Roeder presented the
valuation to the SDCERS’ Board on February 15, 2002. He noted that the Corbett
benefits labeled “contingent” were not included in the valuation. The actuarial
valuation stated “We have NOT included any Corbett contingent liabilities in the
valuation. If we had included the value of such liabilities, estimated to be in the $70-76
million range, the funded ratio would drop in the 2-2.5% range.”

GRS calculated in its June 30, 2000 actuarial valuation that the System’s liabilities
increased by approximately $260.8 million as a result of the benefit enhancements under
the Corbett settlement. Because the City’s contribution was in accordance with the
terms of MP1, the City did not make additional contributions to fund these benefit
enhancements. Based on information included in the June 30, 2001 actuarial valuation,

6 SDCERS’ Board opted to have the actuary include the Corbett benefits in the June 30, 1999
actuarial valuation although the benefits were not effective until July 1, 2000, which is
permissible under actuarial standards.
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Navigant Consulting estimated that the City’s contributions should have been increased
by approximately $17 million.%

Further, at the February 18, 2005 SDCERS’ Board meeting, the Board approved the
inclusion of contingent benefits associated with the Corbett settlement in the actuarial
valuation. As a result, beginning with the June 30, 2005 actuarial valuation, the
contingent portion of the Corbett settlement will be included as a liability in the
actuarial valuation.

Navigant Consulting became aware during some of its interviews that SDCERS has been
calculating disability benefits using factors established in the Corbett settlement. The
Corbett settlement and the resulting provisions added to the San Diego Municipal Code
do not specifically address disability payments. Navigant Consulting understand that
Mr. Grissom instructed SDCERS’ Staff to reflect the Corbett settlement factors into the
payment calculations. We have been informed that less than 150 members may have
been impacted.

3. 2000 - 2001

The funded ratio of the System remained strong as of June 30, 2000 largely because of
substantial investment returns earned in that fiscal year. The System’s assets recognized
an investment gain of $291 million more than the assumed 8% benchmark resulting in a
funded ratio of 105% without the Corbett non-contingent benefits and 97.3% with the
Corbett non-contingent benefits. By the time the fiscal year 2000 CAFR and actuarial
valuation were issued, the bull market had ended and the System was beginning to
experience investment declines. The ongoing underfunding, additional benefits granted
and actuarial losses that were not reflected in the City’s contribution rates that had been
previously overshadowed by the bull market began to contribute to a decline in the
funded ratio over the next several years.

a. The Financial Markets Impacted SDCERS” Funded Status.

In the June 30, 2000 actuarial valuation, GRS acknowledged some of the underlying
issues involved in the decreasing funding status. In Comment E, GRS stated:

“Ongoing, increased benefits to current retirees and current vested deferreds,
due to the Corbett decision, are based on ‘excess” investment earnings. Since the
magnitude of such increases are [sic] large, this could have an impact on the
appropriate rate of investment earnings assumed. If extra benefits are conferred

¢ This amount is calculated using the contribution rate associated with the Corbett contingent
liabilities multiplied by the actuarial payroll and the ratio of the total Corbett liability to the
Corbett contingent liabilities (1.1% x $450 million x 3.5).
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during the ‘good” years, then the median, ‘after the fact’ investment return
should theoretically be correspondingly lower.”

It appears that Mr. Roeder was trying to highlight that the practice of paying for
additional benefits from excess earnings during above average years would erode the
average investment earnings trend to the point that the assumed rate of return may need
to be lowered, which would increase the UAAL and would eventually require
additional contributions.

SDCERS’ financial condition continued to decline during fiscal years 2001 and 2002. The
June 30, 2001 actuarial valuation reflected an actuarial loss of $193 million and the
funded ratio decreased from 97.3% to 89.9%. GRS acknowledged that half of the
actuarial loss was attributable to investment losses and since the losses, like gains, are
amortized over five years, only a small portion of the impact of the investment losses
was reflected in the funded ratio. GRS also pointed out that “there will be larger
investment losses on an actuarial basis next year unless the markets improve over the
next five months,” and warned of “Evidence of the brewing financial storm cloud....”
Furthermore, the funded ratio would have been lower had all of the benefits granted in
connection with the Corbett settlement been included. GRS noted:

“We have NOT included any Corbett contingent liabilities in the valuation. If we
had included the value of such liabilities, estimated to be in the $70-76 million
range, the funded ratio would drop in the 2-2.5% range.”

The contribution rates contained in the June 30, 2001 valuation were greater than those
established under MP1. The actuarial contribution rate increased from 12.58%* for fiscal
year 2002 to 15.59% for FY 2003, whereas the rates set under MP1 were 9.83% for fiscal
year 2002 and 10.33% for fiscal year 2003. Contributing to the widening gap between
actuarially determined rates and the rates being paid in accordance with MP1, were the
benefits provided under the Corbett settlement. Gabriel Roeder Smith specifically raised
a concern about the practice of attempting to fund new benefits with Surplus
Undistributed Earnings in the “good” years.

The GRS actuarial valuation for the fiscal year ended June 30, 2001 continued to
conclude that:

“Opverall, the financial condition of the retirement system continues to be in
sound condition in accordance with actuarial principles of level-cost financing.”

¢7 Excluding the Corbett non-contingent benefits decreases the contribution rate to 8.35%.
6 The June 30, 2001 actuarial valuation dated February 12, 2002, applies to the City’s fiscal year
2003 contribution although the City’s contribution rate was set by MP1.
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GRS added additional language for the first time in this valuation as follows:

“However, we want all parties to be acutely aware that the current practice of
paying less than the computed rate of contribution or pickup will help foster an
environment of additional declines in the funding ratios in the absence of healthy
investment returns.”

The actual contributions, as compared to the ARC, during this period as reported in the
June 30, 2003 CAFR are shown in the table below.

(000s) 2000 2001
Actuarial Required $47,471 $56,478
Contribution

Contribution Made $38,701 $43,385
Contribution Shortfall $8,771 $13,093
Percentage of ARC 82% 77%
Contributed

b. Purchase Service Credits Negatively Impacted SDCERS’
Funded Status

As discussed previously, City employees received a benefit in connection with MP1
which allowed them to purchase up to five years of additional service credit (known as
“purchase service credit” or “PSC”). These credits were to be paid for at their actuarial
cost plus interest. However, a simplified price structure used to calculate the price did
not accurately reflect the true costs of the service credit. This program became more
popular and economically beneficial to the members after the benefit formula
improvements occurred in connection with MP2. As a result, this program contributed
to the unfunded liability of the System.

SDCERS’ difficulties in tracking these purchases and reporting them to the actuary
prevented them from realizing the magnitude of the losses being caused by these
purchases. In the June 30, 2002 actuarial valuation, GRS reported a $56.4 million
actuarial loss on the PSC program because the liability created by these purchases was
$77.7 million, for which members paid $21.3 million.

SDCERS’ Staff requested that GRS evaluate the current pricing of the PSC and
recommend to the Board at the August 2003 meeting regarding the adequacy of the
pricing. GRS recommended that the PSC be priced based on the member’s age at the
time of purchase, which would lead to a more precise costing method. However, Mr.
Roeder was directed to look at a flat rate as a result of previous Board and Committee
discussions. Board members Ray Garnica and Mary Vattimo showed interest in the
alternative calculation of using a member’s age at the time of purchase. Nonetheless,
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there was an expressed desire by SDCERS’ Staff to continue to use a single blended rate
per member.

In its May 2004 actuarial audit, Mercer also identified the problem caused by not using
the age of the member in setting the price of the purchased service. Navigant
Consulting understands that the price was subsequently raised but did not vary by age
of the member. Navigant Consulting further understands that there was a large number
of new applicants before the increased rates went into affect causing a backlog of
pending applications. SDCERS needed to extend the effective date of the price increase.
GRS reported in its June 20, 2004 actuarial valuation that it expected one more year of
losses related to this program.

During the year ended June 30, 2003, 1,338 active General members purchased a total of
6,157 years of service and 268 Safety members purchased a total of 948 years of service.
During the year ended June 30, 2004, an additional 1,909 General members purchased
8,890 years of service and an additional 454 Safety members purchased 1,305 years of
service. The resulting liability for the service credits purchased during the fiscal year
ended June 30, 2004, was $92.4 million for which the System received $65.3 million,
resulting in a loss of $21.7 million. Although the June 30, 2003 actuarial valuation did
not separately report the amounts, the unfunded liability increased as a result of the
PSC. These two years along with the cumulative losses recognized in 2002 result in a
combined increase to the UAAL of over $100 million.

Ron Saathoff purchased five years of creditable service under the PSC program. He
applied to purchase this service in July 2000 and SDCERS prepared contract at that time.
There was a misunderstanding between Mr. Saathoff and Vincent Hayes, then SDCERS’
Operations Manager, as to who was waiting for whom to initiate the contract. In April
2002, Mr. Saathoff inquired about his PSC. SDCERS’ personnel prepared a new contract
which contained a higher cost given his increased salary since 2000. Mr. Saathoff
insisted that the purchase be honored at the April 2000 contract terms rather than his
then current salary. The difference in the cost was $18,141 per year based on his 2000
salary and $20,814 per year using his 2002 salary, a total difference of $13,365. He
attributed the delay and added cost to an administrative error by SDCERS’ personnel
and because there had been other instances where members were not penalized due to
SDCERS’ errors. SDCERS allowed Mr. Saathoff to purchase the service credits at the
lower cost.
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C. The Mayor Commissioned the Blue Ribbon Committee to
Evaluate the City’s Finances, Including SDCERS.

In April 2001, the Mayor created the Blue Ribbon Committee on San Diego Finances
consisting of nine individuals from the City and private sector,* to (i) perform an
independent evaluation of the fiscal health of the City, (ii) review budgeting principles
of the City, and (iii) report findings and recommendations to the Mayor. The Committee
selected six fiscal areas to examine, including retirement benefits and unfunded pension
liabilities.

The Blue Ribbon Committee issued a report to the Mayor in February 2002. Among
other items, the report included two recommendations regarding retirement benefits.
The Committee recommended (i) a change in the City’s funding strategy to one that
results in the City fully funding its future obligations earned today which includes the
pension benefits as well as the retiree health benefits and (ii) the City obtain a current
and comprehensive analysis of projected pension expenses and revenue sources, which
includes the current present value of retiree health benefits to determine the impact on
future City finances.

The Blue Ribbon Committee requested that the City respond to its recommendations,
and the City in turn requested that SDCERS respond to the retirement recommendations
by June 2002. The SDCERS’ Board requested at least one extension of the deadline and
presented the response in February 2003. The SDCERS” Board members received a draft
of SDCERS’ responses at the January 2003 Board meeting. Mr. Pierce and Mr. Grissom
presented SDCERS’ responses to the City Council on February 12, 2003. Mr. Pierce and
Mr. Grissom presented that SDCERS” maximum projected liabilities were approximately
$2 billion, of which only $720 million represented the unfunded pension liability as of
June 30, 2002.70

The Blue Ribbon Committee recognized that the City was deferring its costs for pension
and retiree health benefits and raised its concerns at the same time the City and
SDCERS’ Staff began to realize that the System’s funding floor, as established in MP1,
may be reached. Three months after the Blue Ribbon Committee issued its report, the
City exacerbated the problem by proposing MP2 in response to concerns about falling
below the funded ratio.

% None of the committee members served on the SDCERS’ Board or were SDCERS’ Staff during
their time on the committee.

70 Diann Shipione created a presentation to respond to SDCERS’ presentation. It said that 85% of
the $720 million unfunded pension liability was attributable to investment losses although the
85% is not described in Mr. Grissom’s presentation or in the meeting overview.
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The table below shows the history of SDCERS” AAL, UAAL and funded ratio at the time
the City began the 2002 meet and confer process with the labor unions.

(000s) 06/30/96 06/30/97 06/30/98 06/30/99 06/30/00 06/30/01
Valuation Assets $1,480,772 $1,632,361 $1,852,151 | $2,033,153 $2,459,815 $2,525,645
AAL $1,620,373 $1,748,868 | $1,979,668 | $2,181,547 $2,528,774 $2,809,538
UAAL $139,602 $116,507 $127,517 $148,394 $68,959 $283,893
Funded Ratio 91.4% 93.3% 93.6% 93.2% 97.3% 89.9%
E. City Manager’s Proposal 2
1. MP2 Factual Conclusions
a. MP2 Continued the City’s Underfunding to the System

The SDCERS’ Board again approved a change in the way the System would be funded,
continuing the underfunding to the System that resulted from the first City Manager’s
Proposal. Additionally, the increased costs from benefit enhancements exacerbated the
System’s funded status.

b. Impact of MP1 Trigger

As early as the end of calendar year 2001, it was clear that Mr. Grissom and City
personnel were concerned about the funded ratio and reaching the trigger established
by MP1. Continuing investment declines throughout the end of fiscal year 2002
increased the likelihood that SDCERS’ funded ratio would drop below the 82.3% trigger.
The June 30, 2002 actuarial valuation reported a funded ratio of 77.3%.

Although there were conflicting views of the impact of the trigger, the parties worked to
avoid the implications of the trigger. MP2 retained the 82.3% trigger, but it permitted
the City to make payments under the ARC rates over a five year period.

C. The City Again Placed SDCERS’ Board in the Center of the
City’s Benefit Policy

MP2 was another situation where the City placed SDCERS in the center of benefit
decisions. The reason for MP2 appeared to be the City’s desire to avoid triggering a
balloon payment to SDCERS that was included in MP1.
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d. Concerns Raised about City Deferring Contributions to the
Future

The SDCERS’ Board disregarded concerns raised by some Board members and concerns
initially raised by its actuary and fiduciary counsel. These concerns were not properly
addressed by fiduciary counsel during Board meeting discussions when these concerns
were raised but rather, months after the introduction of the proposal.

e. Board Did Not Analyze and Discuss the City’s Ability to
Pay

In connection with MP1, fiduciary counsel advised the Board to evaluate the
creditworthiness of the City. The Board’s new fiduciary counsel for MP2 did not
provide the same advice. Navigant Consulting is not aware that the Board analyzed or
discussed the City’s future ability to make up for the contribution shortfalls.

f. Board Members Served Dual Roles

Some Board members served dual roles as System members who received SDCERS’
benefits, union designees who represented the union members or City employees with
responsibilities to City management or City officials. The current Board structure has
attempted to alleviate this problem to some degree as a majority of the Board members
are not System members or City employees.

g. Two Board Members Received Unique Benefits

Ron Saathoff received the presidential leave benefit based on both his City-paid salary
and union stipend, thereby increasing his annual retirement benefit. Terri Webster was
part of a small group of City employees who were not subject to a cap on their
retirement benefits set at 90% of salaries, thereby increasing their annual retirement
benefits.

h. Reliance on Fiduciary Counsel and Actuary

At the June and July 2002 Board meetings, fiduciary counsel, Bob Blum, raised concerns
with the initial MP2 proposals, but ultimately supported MP2. It is unclear why Mr.
Blum'’s position changed and the Board members apparently did not ask him the reason
for the change.

SDCERS’ actuary, Rick Roeder, also raised concerns with the MP2 proposal during June

and July 2002. In July 2002, the actuary provided projections showing that MP2 resulted
in large increases to the City’s contribution rate. In November 2002, Mr. Roeder issued a
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letter in connection with MP2 which contained concerns but did not state a position
either supporting or opposing MP2.

2. Overview of 2002 City Manager’s Proposal

Under the 1996 City Manager’s proposal, the City agreed to pay an “amount determined
by the actuary necessary to restore a funded ratio no more than the level that is 10%
below the funded ratio calculated at the June 30, 1996 actuarial valuation.” In early 2002,
the City faced a possibility of a balloon payment of at least $25 million as the Retirement
System funding ratio neared the trigger established in MP1. As the stock market
declined impacting SDCERS’ investments and the SDCERS’ funding ratio decreased, the
City contingently agreed to improved benefits for its employees during the 2002 meet
and confer process. This benefit increase, coupled with the impending balloon payment,
lead the City to seek contribution relief from the System. The result was a second City
Manager’s proposal, which allowed the City to continue funding the System at less than
the actuarially determined amount simultaneous with increased retirement benefits.

3. City Sought Contribution Relief for Impending Balloon Payment

On May 29, 2002 at a special meeting of the SDCERS’” Board, the City Manager, Michael
Uberuaga, first broached a new City Manager’s proposal with the full Board to be
discussed at the June 2002 SDCERS’ Board meeting that would supersede the City’s
contribution rates as set in the 1996 City Manager’s proposal. He stated the new
proposal would introduce lowering the funding floor to 75%. By that time, the City had
already entered into tentative 3-year agreements with labor unions to increase
retirement compensation contingent upon the approval of the new funding floor.

In Mr. Uberuaga’s June 10, 2002 proposal, he stated: “In an endeavor to meet converging
interests and time lines, the City agreed to benefit enhancements through labor
negotiations which have impacts on retirement funding, and consequently these benefit
enhancements were offered contingent upon successfully addressing the potential
“trigger” in the 1997 Manager’s Proposal”. In addition to lowering the funding floor to
75%, he proposed creating a new trust and transferring $25 million from the $100 million
contingency reserve from FY 2000 earnings to the new trust to fund retiree health
benefits and using the employee contribution reserve to increase the amount of City
pickup in employee contributions. Mr. Uberuaga sought immediate Board approval.

4. Results of 2002 Meet and Confer Process
The 2002 meet and confer process resulted in agreements between the City and the labor
unions to increase retirement benefits, among other things. The City recognized it

needed the support of the unions to obtain funding relief and the unions recognized this
need which the unions used as leverage to bargain for increased benefits. The City
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reached agreement with three of its labor organizations on May 13, 2002. SDCERS’ Staff
moved ahead with implementing the changes necessary to administer the new benefits
with an effective date of July 1, 2002 prior to the approval of the City Manager’s
proposal. By July 11, 2002, SDCERS’ fiduciary counsel and City Attorneys had already
drafted agreements between the City and labor unions to increase retirement benefits.
MOUs were communicated to at least the MEA and Local 127 union members after the
July 11, 2002 SDCERS’” Board meeting.

5. MP1 Trigger

Increased retirement benefits for the union members were contingent upon the City
reaching an agreement with SDCERS. This agreement would eliminate the balloon
payment as a result of hitting the trigger set forth in the 1996 City Manager’s proposal.
Under MP1, the mechanism of the trigger required the City to fund an amount sufficient
to up to a funded ratio of 82.3% (i.e., a balloon payment the amount of which would
have depended upon how far below the trigger the funded ratio fell as of June 30, 2002).

“In the event that the funded ratio of the System falls to a level 10% below the
funded ratio calculated at the June 30, 1996 actuarial valuation which will
include the impact of the benefit improvements included in this Proposal, the
City-paid rate will be increased on July 1 of the year following the date of the
actuarial valuation in which the shortfall in funded ratio is calculated. The
increase in the City-paid rate will be the amount determined by the actuary
necessary to restore a funded ratio no more than the level that is 10% below the
funded ratio calculated at the June 30, 1996 actuarial valuation.”

In other words, when the funded ratio reached 82.3% (the funded ratio at the June 30,
1996 was determined to be 92.3%) the City would be required to make a one-time
payment to bring the funded ratio back up to 82.3%. Navigant Consulting determined
this amount to be approximately $160 million using the June 30, 2002 actuarial valuation.

a. Interpretation of Trigger

Although the language in MP1 stated that the City would contribute “the amount
determined by the actuary necessary to restore the funded ratio...”, there were varying
interpretations of the consequences of hitting the trigger that may have caused debate
among Board members. One interpretation by SDCERS” Administrator, Larry Grissom,
and the City’s Human Resources Director, Cathy Lexin, known as the “Grissom/Lexin”
interpretation, required the City’s contribution rate to increase to the full actuarial rate
the following fiscal year in which the 82.3% trigger was hit. Another interpretation
stated by SDCERS’ fiduciary counsel, Bob Blum, required the City to make a lump sum
payment to reach the 82.3% ratio. A third interpretation made by Board member Sharon
Wilkinson at the July 11, 2002 Board meeting, also known as ‘Fred’s theory’ (referring to
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Fred Pierce in Richard Vortmann’s memo to the Board dated June 24, 2002), was that the
City would ramp up its contributions up to the 82.3% funding level over five years.
Regardless of how or when funding would be restored, the City was not prepared to
make the necessary increased payment. The City’s focus on revising MP1 to avoid
either the increased contribution rate or the balloon payment should have been a signal
to the Board of long-term funding problems.

In his November 18, 2002 opinion letter to the Board, Mr. Blum, stated that there was
“potential controversy” over the meaning of the MP1 trigger. In contrast, the
interpretation of the trigger was clearly defined in his June 12, 2002 draft opinion letter.
There he stated: “A safeguard clause was included in the Manager’s Proposal, and was
strengthened to protect the funding status of SDCERS at the request of SDCERS’
fiduciary counsel and actuary. The safeguard provided that if the funding status of
SDCERS falls more than 10 percentage points below the then current ratio — that is, falls
below 82.3% - in the following year the City would contribute enough to SDCERS to
bring the ratio up to 82.3%.” In an attempt to add clarity, he stated in the corresponding
footnote:

“For example, if the funding ratio were to fall to 80% as of June 30, 2002, then for
the fiscal year July 1, 2003 — June 30, 2004 we understand that, under the current
Manager’s Proposal, the City would increase the scheduled contribution by an
amount that would bring the funding ratio to 82.3%. We also understand that
this require an extra contribution in the 2004 fiscal year, above the scheduled
contribution, of about $75 million based on current data.”

Mr. Blum also expressed this view at the June 21, 2002 Board meeting when he stated
that his understanding was that if the funding ratio goes to 80%, in the next year the
City would have to make the same contribution that is on the schedule listed in MP1,
plus $75 million.

Although there was disagreement on applying the trigger, there was little discussion
and no financial analysis or projections using the interpretation that a balloon payment
would need to be made. Given that the precise funded ratio was not known during the
time period MP2 was proposed and discussed, the amount of the balloon payment could
not be precisely quantified. Mr. Roeder advised the Board that if the funding ratio fell to
80%, the balloon payment would be approximately $75 million. Based on the actual
funded ratio in the June 30, 2002 actuarial valuation of 77.3%, the City needed to
contribute $160 million to return the funded ratio to 82.3%. The City could have
considered steps necessary to make this contribution including the issuance of pension
obligation bonds or asset sales. There was no documentation of such consideration in
the SDCERS’ Board minutes or other SDCERS’ correspondence reviewed in connection
with Navigant Consulting’s investigation. In its draft report dated April 16, 2003, after
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MP2 was approved, the concept of pension obligation bonds was one of the alternatives
explored by Public Financial Management.

Navigant Consulting also noted little discussion by SDCERS’ Staff, Board members and
advisors about the balloon interpretation of the trigger or consideration given to
requiring the City to adhere to the original MP1 agreement based on this interpretation.
The Board discussed the differing interpretations and possible difficulties in enforcing
the balloon requirement on the City. Navigant Consulting was told that one of Mr.
Blum'’s reasons for supporting MP2 was that it would provide more funds to SDCERS
sooner than if it tried to enforce the balloon payment on the City and litigation ensued.
Navigant Consulting is not aware of any legal analysis regarding this consideration at
the time.

b. Discussions Around Trigger

One of the key questions regarding the MP1 trigger was when it was known that the
funded ratio fell below 82.3%. The SDCERS’ investment portfolio began to experience
investment losses beginning in fiscal year 2001. The SDCERS” CAFR for the year ended
June 30, 2001 reported an investment loss of $50 million and total return of -.045%. The
June 30, 2001 actuarial valuation showed that the funded status declined from 97.3% to
89.9%. City personnel and SDCERS’ Staff were concerned about the funded status as
early as late 2001 when additional investment losses were incurred. There was
correspondence among Larry Grissom, Terri Webster, Cathy Lexin and Ed Ryan about
these losses and the resulting impact on the payment of certain benefits and the funding
ratio.

There was some discussion about the trigger in Board meetings leading up to and
during the period MP2 was discussed as follows:

e February 15, 2002 - Mr. Roeder presented the results of the June 30, 2001
valuation and he pointed out that the funded ratio dropped to 89.9% and
reminded the Board about the 82.3% trigger.

® March 15, 2002 - Ms. Webster raised concern about investment earnings as it
might impact the funded ratio stating that “it is important for the City to know
where this is headed....”

e April 19, 2002 — “Mr. Grissom said that a funding ratio of 84% is probable and
could actually be worse due to actuarial losses on investments for the "02 fiscal

year.”

e May 29, 2002 — There were no specific comments in the minutes about the funded
ratio although “Mr. Uberuaga said the matter at hand is a request to amend the
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trigger that is in the System stating if we get below 82.3% where the City would
be required to pay additional money.”

e June 21, 2002 - In response to a question about the anticipated 2002 funding ratio
Mr. Roeder stated that “it would be a reasonable guess to say that you might be
looking at something in the 80 to 84 percent area.” Mr. Roeder also made
statements about the fact that the June 30, 2001 funded ratio based on EAN was
84.6%.

e July 11, 2002 — Although there was extensive discussion about what would
happen if the 82.3% trigger were hit, there was little discussion about whether it
was hit as of June 30, 2002. Mr. Roeder indicated that there was a probability the
trigger would be hit as of the June 30, 2002 valuation. Mr. Roeder also said “...if
the market malaise continued through 6/30/03...the 75 percent target could be hit
say as of 6/30/03.” Mr. Roeder presented graphs and analyses which showed the
funded ratio to be above 80% but it cannot be determined from these graphs
whether the estimate he prepared was above or below 82.3%.

In Navigant Consulting’s interview of Larry Grissom, Mr. Grissom said that by February
2002 he and Mr. Roeder had discussed that the funded ratio would fall close to the
trigger by June 30, 2002. He stated that they had several discussions about the ongoing
investment losses over the next several months. Mr. Grissom stated that he instructed
Mr. Roeder not to discuss the funded ration with others since it was uncertain until the
June 30, 2002 actuarial valuation was completed.

Navigant Consulting also addressed this matter with Mr. Roeder during his interview.
Mr. Roeder stated that he was in the best position to know whether the funded ratio
trigger was hit and he did not know with any certainty during the June and July 2002
time period. He said that he did not know definitively until he had received all of the
necessary financial and member demographic information from SDCERS and the City to
prepare the actuarial valuation. The valuation dated January 9, 2003, which he said was
one of the earliest dates GRS had issued a valuation report for SDCERS. He also noted
that a draft report would not have been complete more than a week in advance of the
issuance of the final report. Mr. Roeder sent an email to Mr. Grissom on October 10,
2002 discussing the June 30, 2002 valuation (in process). By this point, GRS appeared to
have had information about the assets noting that they decreased from $2.67 billion to $
2.59 billion and experienced an actuarial loss of $327.9 million. Mr. Roeder concluded
this email by noting, “If the City accrued liabilities are $3 billion, the funded ratio will
likely be in the 80-82% range.” When the final June 30, 2002 valuation report was issued
the valuation assets were $2.44 billion, accrued actuarial liabilities were $3.17 billion, the
actuarial loss was $365 million (of which investment experience represented $313
million) and the funded status was 77.3%.
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6. Involvement of City Personnel, SDCERS’ Staff, Fiduciary Counsel,
Actuary and Board Members

It appears that Ms. Lexin and Mr. Grissom developed a strategy to obtain SDCERS’
Board approval for MP2. Mr. Grissom requested fiduciary counsel to prepare a legal
opinion and the SDCERS’ actuary to prepare an analysis prior to the June 21, 2002 Board
meeting. Mr. Grissom coordinated with Ms. Lexin on these letters to the Board. In Ms.
Lexin’s memo on June 14, 2002 to the Mayor and City Council, she stated:

“Based upon conversations with the Administrator this week, it appears that the
Board’s outside fiduciary counsel is “‘uncomfortable” expressing an opinion that
approval of this proposal is within the Board’s reasonable discretion as
fiduciaries of the System.”

In light of the negative opinion from SDCERS’ fiduciary counsel, Ms. Lexin directed the
proposal to be changed by requesting that the City’s ramp up in contribution be revised
from 0.50% to 1.00% a year.”" Her letter stated:

“It is clear that the current arrangement whereby the City’s contribution rate
increases by a fixed 0.50% per year will not accomplish full funding as
contemplated in the plan.”

“Therefore, it is recommended that the City Council authorize the City manager

to amend the proposal to be presented on June 21, 2002, by increasing the annual
increase in City contribution from 0.50% per year to 1.00% per year beginning in

FY05.”

This was made a permanent change in the June 18, 2002 revised City Manager’s
proposal by Deputy City Manager, Bruce Herring. Mr. Herring recommended in the
proposal that the agreement sunset on June 30, 2009. Additionally, he recommended
“that the City and SDCERS’ Administrator and actuary continue discussions over the
next six months to develop a long term, comprehensive funding policy.”

As Mr. Grissom continued to work with fiduciary counsel, Mr. Blum, on his opinion
letter, Mr. Grissom informed Ms. Lexin of progress that would affect the outcome at the
July 11, 2002 Retirement Board meeting. They used this information to obtain other
permanent changes to the City Manager’s proposal that were introduced by Mr. Saathoff
in a substitute motion at the July 11 meeting. In a subsequent memo to the Mayor and
City Council dated July 8, 2002, she stated:

71 Using the fiscal year 2003 valuation payroll contained in the June 30, 2002 actuarial valuation,
this increase represented an increase to the City’s contribution of approximately $2.4 million.
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“While we still have not seen the fiduciary counsel’s final report, conversations
with the Administrator lead us to be optimistic about a favorable report. The
Manager’s Office intends to present the modified proposal at the SDCERS
meeting of July 11, and respond to any addition questions which may arise.”

Ms. Lexin continued with:

“Based on our conversations with the Administrator, we anticipate a motion
from a Board member which would further modify the proposal before the
Board, by eliminating the request to lower the funded ratio floor, and including
the five year phase-in if the trigger (82.3% funded ratio) is effectuated.”

After the substitute motion was made at the July 11, 2002 Board meeting, the
Administrator, SDCERS’ Staff, City Manager, SDCERS’ fiduciary counsel and actuary
continued to work together on the City Manager’s proposal. Larry Grissom
collaborated with SDCERS’ Staff, fiduciary counsel and the SDCERS’ actuary on their
letters. Mr. Blum and Mr. Grissom then worked with Rick Roeder to draft Mr. Roeder’s
letter to the Board. In an email exchange between the three parties regarding Mr.
Roeder’s letter, Mr. Blum wrote:

“Rick, you had signed off on this exact language before. So lots of people would
be very unhappy if you are unwilling to sign off on it now.””?

Mr. Roeder responded:
“I can live with the language just not optimum. No huge deal at my end.”

Mr. Grissom stated that he did not direct Mr. Roeder or Mr. Blum to reach a prescribed
opinion but did tell them to formulate an opinion and state it clearly one way or another.

During the course of the investigation, Navigant Consulting identified limited
involvement by Lori Chapin in MP2. Based on the interview of Roxanne Story Parks,
Assistant General Counsel, Ms. Chapin and her staff in the SDCERS” General Counsel’s
office, recused themselves from providing advice to the Board regarding MP2 due to the
personal benefit the individuals would receive from the enhanced benefits.

Meanwhile, City Attorneys drafted the agreement between the City and the Board by
collaborating with Bob Blum to ensure that provisions on the City Manager’s proposal
were captured accurately. Specifically, Assistant City Attorney Les Girard, assigned

72 Written in response to Mr. Roeder’s concern over the language “then the transition period is
reasonable”.
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Elmer Heap to draft the agreements with Mr. Blum. According to Mr. Heap, he was told
by Mr. Girard that the assignment was of utmost importance and timing was critical.

7. Discussions at SDCERS’ Retirement Board Meetings
a. June 21, 2002

When the proposal was discussed publicly at the June 21, 2002 Board meeting, Board
members, actuary and fiduciary counsel alike voiced enough concern over the
implications of the proposal that caused the motion to be continued to a future meeting.
Mr. Roeder, warned the Board to be cautious when enhanced benefits were introduced
at the same time as contribution relief. He also warned of the increasing gap between
EAN/PUC rates and the City’s contribution levels. He expressed concern over SDCERS’
funding status. Mr. Blum stated that a judge could find the approval of MP2 not a
prudent exercise by the Board as new developments in law have strengthened a Board’s
responsibility to ensure integrity and security of the financial status of a fund. He
advised the Board to conduct due diligence to fully understand the implications of the
proposal and not to negotiate benefits. Although the proposal was expected to be
approved by SDCERS at this meeting, it was delayed for additional consultation and
review by SDCERS’ actuary and fiduciary counsel. Although a motion was made to
approve the proposal, there was extensive discussion and concerns raised by Board
members and no vote was taken. Instead, it was voted that “the president schedule a
special meeting within the next two weeks and during that time period, that any
Trustees submit their concerns to staff so the Board will be prepared to make a decision
on this item as soon as possible.”

b. July 11, 2002

After much discussion at the July 11* meeting surrounding the actuarial analysis
provided by Mr. Roeder, (see Actuary Analysis below), Ron Saathoff proposed the
amended motion developed by Ms. Lexin and Mr. Grissom. The motion included the
following provisions:

e Allow the City’s repayment schedule to be the difference between the current
rate and the actuarial PUC rate if the 82.3% trigger is hit.

e This amount would be phased in incrementally on an annual basis from that
point to 2009.

¢ This modification would be based on the current actuarial projections with the
City to increase its contribution rate 1.00% per year.

¢ The City would reach the PUC rate in 2009 as included in the first City
Manager’s proposal sunset language.

¢ Transfer $25 million into the Health Care Trust to pay retiree health benefits
without lowering the funding floor to 75%.
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¢ Provisions are contingent upon a written agreement between the City and
Retirement Board.

Although it appears that Ms. Lexin drafted Ron Saathoff’s substitute motion, she urged
the Board to consider the original proposal with a 75% funding floor. Mr. Herring also
encouraged the Board to vote on the City Manager’s proposal as benefit increases were
to be effective for the pay period ending July 15, 2002 and to vote in favor of it by stating
that future benefits would not incur any additional unfunded liabilities.

Mr. Saathoff’s substitute motion was passed in an 8-3 vote. Board members Tom
Rhodes and David Crow voted against the proposal while Ray Garnica abstained. Mr.
Crow was not comfortable voting on the motion, stating that approving it would be
premature. Mr. Garnica stated that although the ideas were good, he did not feel the
Board should rush into action and would prefer the Board to consider further analysis of
the situation. Richard Vortmann and Diann Shipione left the meeting prior to the vote
but had previously expressed their opposition to the proposal. Mr. Vortmann said the
City caused problems by not paying its bills when it incurred the costs and the vicious
cycle of providing City rate relief was becoming harder to break. Ms. Shipione did not
feel it was necessary for the Board to vote on the proposal that day and like Mr. Garnica,
would have preferred more time to evaluate the funding scenarios. As the proposal was
contingent upon a written agreement between the City and the SDCERS’ Board, the City
Manager’s proposal was not officially adopted until the Board meeting on November 15,
2002.

During the July 11, 2002 meeting, Michael Aguirre, an attorney in private practice at the
time, issued a letter to the Retirement Board dated June 20, 2002 threatening a lawsuit
for breach of fiduciary duty if the Board approved the original proposal. As a result, the
Board raised the question of indemnification for its actions. Board President Fred Pierce
stated that the City and Board could agree to indemnify trustees in any lawsuits arising
out of actions taken by the Board. Cathy Lexin stated that the City Charter could be
amended to allow indemnification of Board members under the City’s policy. The
indemnification issue was ultimately brought before the City Council on November 18,
2002 and passed. The City Charter was subsequently amended. The fact that Board
members felt a need for indemnification may an indication that they had concerns about
MP2.

C. Activity Between July 11, 2002 and November 15, 2002
Between July 11, 2002 and November 15, 2002 while Mr. Grissom, Mr. Blum, Mr.
Roeder, and City personnel worked together in finalizing the agreement, discussion

around the City Manager’s proposal at the Board meetings ceased. The only mention of
the City Manager’s proposal was made at the October 18, 2002 meeting by Ms. Lexin,
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who inquired from Mr. Blum whether his opinion on the proposal would be ready in
two weeks.

During this period, the City Council approved the MOUs between the City and the labor
unions. Navigant Consulting understands that at the October 21, 2002 City Council
meeting,” the City Council unanimously approved the benefits negotiated during the
2002 meet and confer process. During the interview of Ann Smith, counsel to MEA, Ms.
Smith explained that after October 21st, the MOU became a binding agreement with no
contingencies. She further explained that if the City had reneged after October 21+,
MEA was entitled to injunctive relief. However, if the City had reneged prior to the
unanimous approval on October 21%, Ms. Smith would have only been able to pursue an
unfair labor practice charge against the City. According to her, the benefits in the
approved MOU were a “done deal” regardless of SDCERS’ Board approval of the 2002
City Manager’s proposal.

d. November 15, 2002

Ultimately, the SDCERS’ Board approved MP2 on November 15, 2002, and the City
Council approved it on November 18, 2002, five months after its introduction. The
motion to approve was put forth by Ron Saathoff and seconded by Ray Garnica. It was
passed in a 10-2 vote. Diann Shipione and Tom Rhodes voted in opposition. Ms.
Shipione stated the City’s request for funding relief was linked to increased benefits,
which she thought was “unethical, if not outright corrupt.” It is unclear from Mr.
Rhodes’ statements during the November 15, 2002 Board meeting why he voted against
the proposal.”* During Mr. Rhodes’ testimony at the preliminary hearing on November
30, 2005, he testified that he voted against the proposal because it was inappropriate for
the Board to be involved with a proposal that set benefits.

8. Actuary Analysis, Legal Opinion, and Board Members” Concerns
with MP2

a. SDCERS’ Actuary Analysis
During the June 21, 2002 Board meeting, Mr. Roeder made a presentation in which he

highlighted concerns he had about MP2. Some of the key concerns he cited are listed
below.

73 Navigant Consulting understands from Ann Smith that the City still had to do the second
reading of the ordinance to change the San Diego Municipal Code to conform to the MOU. She
also said that the participants needed to vote for the changes to become law.

74 Mr. Rhodes’ primary comment at the July 11, 2002 Board meeting was “...it's way improper for
a trustee to make a proposal that’s their job to do. I don’t think that’s the role of a trustee at all.”
He made little to no comment at the November 15, 2002 Board meeting.
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e The SDCERS’ Board should be cautious about enhanced benefits at the same time
as contribution relief.

¢ The SDCERS’ Board should be independent of setting benefits levels.

¢ Existing benefit levels are below average compared to other public systems in
California or nationally.

e SDCERS has one of the lowest funded ratios on an EAN basis in California.

¢ The funded ratio is the lowest it has been since the 1980s.

¢ The gap between the computed PUC actuarial rate and the City contribution rate
has been growing since the implementation of MP1.

e MP1 did not contemplate subsequent benefit increases.

Mr. Roeder provided graphs that showed the widening gap between City contributions
and the actuarially determined rates under PUC and EAN and the declining funded
ratio. His presentation elicited much discussion at the meeting.

Mr. Roeder, with input from Mr. Grissom and Mr. Blum, prepared an analysis to show
the impact of two proposals for MP2 as compared to the “original manager’s proposal,”
which did not reflect a balloon payment. This presentation was made to the SDCERS’
Board at the July 11, 2002 meeting. The presentation included four scenarios: 8% Actual
Earnings, 8% Actual Earnings With “Pipeline,” 4% actual earnings, and 12% actual
earnings showing City contribution percents and dollars, and funded ratio reflecting
actual results through 2001 and projections for 2002 through 2009. The scenario with
“pipeline” was the only one that reflected the methodology actually used by the actuary
for purposes of preparing the actuarial valuation. The term “pipeline” referred to the
practice of smoothing investment gains and losses over a five year period. GRS
consistently used this practice during its tenure as SDCERS’ actuary. It is unclear why
three of the scenarios did not reflect this practice, even though that is what had been
used and would continue to be used to determine the funded ratio and City
contributions. The notes at the bottom of the three scenarios based on actual earnings
stated that they did not reflect a $225 million “negative pipeline,” which would be
incorporated into the valuation over the next four years. Navigant Consulting noted
that Mr. Roeder originally proposed preparing four interest rate scenarios consisting of
0%, 4%, 8% and 12%. In Navigant Consulting’s interview of Mr. Roeder, he stated he
could not recall why the scenarios presented were different from what he originally
proposed.

The projections, other than the 12% earnings scenario, showed the funded ratio
declining below 80%. Each of these scenarios showed modest increases in City
contributions in terms of percent of payroll as well as dollar amount for the first few
years after 2002, but then rapidly escalating contributions thereafter. The scenario based
on 8% with pipeline showed that City contributions under the revised MP2 would grow
from $48.4 million in 2002 to over $100 million by 2006 and over $200 million by 2008.

Prepared by Navigant Consulting, Inc. Page 78 of 115



Attorney Work Product
Privileged & Confidential

Mr. Roeder did not include the Corbett contingent liability, reserve accounts, or
administrative expenses in his projections. As justification for his assumptions, Mr.
Roeder stated: “Any time you have any benefit which will siphon off money during
your good years, retiree medical or some other benefit, what they call shaving off the
mountain tops. If you're taking off money during the good years, other things equal,
that should lower your long-term expectation of the (years remaining to finance the)
pension benefits.” 7°

Mr. Roeder subsequently sent a letter to the Board dated November 5, 2002. His letter
contained approximately ten statements, but was unclear in his support of the proposal.
For instance, his first point stated that the agreement “provides for better funding of
SDCERS than does the existing Manager’s Proposal, if the 82.3% trigger point is not hit,”
even though at this point in time it was apparent that the trigger was hit as of June 30,
2002. It also stated: “From a pure actuarial viewpoint, it would be best to hold the City
to the existing Manager’s Proposal and the 82.3% trigger.” His final point stated that the
Board may choose to support the proposal but his support was never clearly stated:

“If the Board decides that a transition period [to ramp up contributions to the
PUC and/or EAN rates] is needed, then the transition period chosen is reasonable
as the City will commit to contribute an additional amount each year starting in
July 2004; if the 82.3% accelerated funding trigger is hit the ramp up to full PUC
rates will be accelerated; the City will continue the full PUC rate starting in July
2008; the entire agreement will sunset on June 30, 2010; and the City and Board
agree to move to the EAN rate rapidly after that date.”

b. SDCERS’ Fiduciary Counsel Opinion

In connection with approving MP2, the SDCERS’ Board requested an opinion of
fiduciary counsel, Bob Blum. Mr. Blum corresponded with Mr. Grissom, on his opinion
letter” that would later be discussed and relied on by Board members. He sent Mr.
Grissom, Ms. Chapin, and Mr. Roeder, a draft version of his letter dated June 12, 2002.7
In his draft opinion letter, Mr. Blum stated a number of concerns, including the System’s
funded ratio was the lowest it had ever been in 14 years. Together with the continued

75 “_..years remaining to finance the...” was noted as inaudible in the July 11" Board meeting
transcript but quoted in the July 11* Board meeting minutes.

76 During the Gleason litigation, SDCERS’ Assistant General Counsel sent an email to SDCERS’
General Counsel that Mr. Grissom had notified Mr. Blum and his partner, Connie Hiatt, Seltzer
Caplan wanted “to sue them for malpractice”. During their interviews, Mr. Grissom said that
was untrue and Ms. Chapin said that Mr. Grissom told her after the email that the statement was
untrue.

77 During Navigant Consulting’s interview of Mr. Roeder, he stated that he did not deem any of
his letters issued in connection with MP2 as an opinion letter for MP2.
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expected volatility of the stock market and the increased costs associated with the
Corbett settlement, “SDCERS will effectively have no ‘surplus’ earnings at the year
ending June 30, 2002, to fund new benefits or to make up contribution shortfalls.” Mr.
Blum also expressed concerns regarding breach of fiduciary duties that included the
following;:

¢ “SDCERS funding status has fallen by an estimated 14 percentage points in the
last two years and is the lowest in 14 years. It is estimated to be approximately 8
percentage points below the funding ratio in 1996. The contributions under the
Manager’s Proposal are less than the actuarially determined contribution rates
under the annual actuarial valuation. The contributions under the Manager’s
Proposal (including member contributions) do not cover normal cost plus
interest on past service liabilities.”

¢ “Inlight of the current proposed amendment to the Manager’s Proposal, it
appears that neither of these key structural elements [safeguard floor and
contribution ramp-up] of the Proposal works. The safeguard floor is not a
safeguard precisely because the City has asked that it be lowered. Further, it
appears that an important reason that the City has asked it to be lowered is that,
under the existing structure, a substantial balloon payment may be required in
the next three years, when the City wants stability for its budget.”

e “Inlight of the current proposed amendment to the Manager’s Proposal, it
appears that the City’s position as a borrower from SDCERS is not as strong as in
1996. This is precisely because the City has stated that it wishes not to meet its
obligations under that Proposal, and instead wishes to renegotiate the
agreement, or debt (which is now a greater amount) to alleviate financial
hardship for the City. Such actions indicate the City’s unwillingness or inability
to budget in advance for anticipated obligations to SDCERS under the Manager’s
Proposal. Such actions at least raise questions about ‘borrower’s’, or the City’s,
commitment to pay the contributions as promised in the Manager’s Proposal, or
in an amendment to such agreement. In light of the change in the funding status
of SDCERS, the Board arguably must place greater weight on this issue since the
‘debt” is much larger.”

He summarized his opinion with:

“...it is our opinion that there is a material risk that a court would find that
approval by the Retirement Board of the proposed amendment including the
reduction in the ‘floor” in the Manager’s Proposal to 75% was not a prudent
exercise of the Board’s fiduciary responsibilities, particularly if insufficient
mitigating actions were taken by the Board.”
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