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Dear Ladies and Gentlemen:

The purpose of this letter is to reflect the remaining items from our July 10, 2007
meeting.
415 Testing

Enclosed you will find a new print reflecting the revised 415 retroactive testing. This
chart shows that 102 participants have at some point in their retirement exceeded the 415 limit.
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For that group, the chart shows each year post-retirement and the amount the benefits exceeded
the limit that year (if at all). Those amounts have been run out through 6/30/07. Subsequent
years' excess benefits (from July 1, 2007) will be billed to the City on the timetable required in
the Preservation of Benefits Plan.

We have also enclosed 2 new Exhibit A showing the revised retrospective testing
methodology. You will notice this assumes the IRS accepts the DROP ordering concept (DROP
benefits paid count first toward 415(b) limit, monthly annuity benefits paid count second toward
415(b) limit) and the use of SDCERS's assumption of 8% to adjust the benefit forms. We have
also enclosed a new Exhibit 2, revised to reflect the Final Regulations and other comments

provided during our meeting on July 10",

The total excess benefits, with interest to 6/30/07, totai $8,160,027.

Presidential Leave

In our August 6, 2007 submission, we noted that we needed to confirm Mr. Farrar's
benefit if union salary is not used. That amount is $3,858.38, for a total of $1,839.23 per month

loss.

As to the Collins and Farrar employee contributions, Mr. Collins has confirmed that his
contributions were deducted on a pre-tax basis. We have been unable to reach Mr. Farrar to
obtain similar confirmation, although SDCERS will assume, for purposes of its reporting
obligations, that the answer is the same, as both served with the same union.

Cashless Leave Conversion

We recognize that the IRS does not accept our initial proposed resolution on this issue,
i.e. billing the City of the cost of the service granted. Consequently, with respect to the cashless
leave conversion issue, we would like to propose that rather than billing the City for the cost of
the leave granted under this program, SDCERS will provide the affected individuals with the
opportunity to either pay for the service credit obtained through the conversion or forfeit that
service credit. Members who choose to pay for the service granted would be treated, pursuant to
SDCERS normal administrative procedure, in the same manner as members who have underpaid
for a service purchase due to an administrative error. That is, those members would be permitted
to pay an amount calculated as of the time of the original purchase. The affected members could
choose the manner in which they wish to finance the payment (i.e., a rollover, a transfer, or after-
tax installment payments). Obviously, the one affected member who has already retired would
be unable to pay in a manner which would result in annual additions under Code Section 415(c),
but would be offered the opportunity to rollover or transfer to make the purchase.

The affected members would then be free to reach an independent agreement with the
City regarding the value of the leave surrendered in exchange for SDCERS service credit. We
believe this approach would result in the elimination of the cashless leave conversion, both
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retroactively in practice and prospectively due to the amendments contained in the Technical
Compliance Ordinance, but without causing undue injury to the affected members.

Settlement Amounts

We have enclosed a schedule showing the Settlement Amounts as well as the amounts
above the ARC the City has been paying since the VCP filings started.

Draft VCP Compliance Statement

We have enclosed a draft of an insert to the compliance statement for your consideration.

Comments on Technical Compliance Ordinance

We are waiting for comments from Mr. Hogan on the Technical Compliance Ordinance,
which is critical because it resolves all of the plan design failures raised in SDCERS' filings. We

look forward to receiving those.

We hope this is helpful to you in considering this final resolution to our submissions,
Very truly yours,

ICE MILLER LLP

WW@W

Mary Beth Braitman

% A
Terry A.M. Mumford

/ ‘ )
//} @, &MWWW i,

Katrina M. Clingerman

MBB/KMC:mif/kwe

ce: David Wescoe
Roxanne Story Parks
Bob Wilson
Chris Waddell
David Arce
Ken Kent ~
Gene Kalwarski
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SDCERS CONTRIBUTION SCHEDULE AND SETTLEMENT AMOUNTS

Amounts Due from City per IRS

Amount Paid

ARC is for Fiscal Valuation Amount Paid
Year Report Date Prepared By ARC Amount | Payment Dates to Date (Ameunts Due Established Per IRS Settiement) OYer the ARC
Since 7/12/05
7/1/2005 to 6/30/2006 6/30/2004 GRS $156.0 M 7/1/2005 $163.0M (Note: Initial IRS filing made 7/12/05. Additional
filings proposing additional City contributions made
Extra City Contribution 6/22/2006 $100.0M 4/19/06, 5/9/06, 6/7/06, 6/13/06, 6/19/06, and 6/22/06.)"
Received (Note: Cheiron
) teplicated o) 401(h) for First Period:
Extra City Contribution numbers) 6/29/2006 $8,298,430 $31,618,356 .
Received $108,298,430
Retiree Health Administrative Expenses:
$2,211,895
10% Disability Overpayment:
$1,221,543
71172006 to 6/30/2007 6/30/2005 Cheiron $162.0M 7/1/2006 $162.0M (Note: IRS filing on 415 made 8/6/06) ***
Extra City Contribution 6/29/07 $6.2M 415 Excess Benefits:
Received $8,160,027 $7,008,977
Extra City Contribution 6/30/07 $808,977
Received
7/1/2007 to 6/30/2008 6/30/2006 Cheiron $137.7M 7/212007 $137.7TM
Extra City Contribution 7/272007 $27,334,773 527,334,773
Received
GRAND TOTALS $455,700,000 $605,342,180 343,211,821 $142,642,180

" Settlement amounts in this group calculated as of June 30, 2006, Includes interest at 8% to June 30, 2006.

" Did not include difference between $163 and $156 M since paid 7/1/05 prior to first filing with IRS on 7/12/05.
*#¥ Settlement amounts calculated as of June 30, 2007. Includes interest at 8% to June 30, 2007.
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VOLUNTARY CORRECTION PROGRAM

COMPLIANCE STATEMENT

Date:

Re:  San Diego City Employees' Retirement System

Contro]l Number: 911659038
EIN: 20-1800126

The Board of Administration of the San Diego City Employees' Retirement System
("Applicant") administers the San Diego City Employees' Retirement System ("SDCERS") and
has submitted a request to the Internal Revenue Service ("the Service") under the Voluntary
Correction Program for a compliance statement relating to qualification failures under Section
401(a) of the Internal Revenue Code ("Code"). SDCERS uses the twelve-month period that ends

on June 30 as its plan year.

SDCERS is a governmental defined benefit plan.

The Submissions

Applicant has made a series of filings with respect to plan design failures and operational
failures, which are listed below. These original filings were supplemented by various responses
that have been filed with the Service (collectively, the "Submissions"). Final Compliance
Reports submitted with each of the Submissions are made a part of this compliance statement.

Applicant's Description of QOualification Failures — Plan Design Failures

SDCERS has identified and described certain plan design failures in filings dated as
follows:

e July 12, 2005 (relating to the Presidential Leave Program — impermissible participation
by non-governmental employers),

e June 19, 2006 (relating to Code Section 401(a)(2) and cashless leave conversion —
impermissible deferrals),

e June 22, 2006 (relating to Code Section 401(h) — impermissible use of pension assets),
and

e March 14, 2007 (relating to retroactive amendments — failure to amend the plan for Code
requirements).




Applicant's Description of Qualification Failures — Operational Failures

SDCERS has identified and described certain operational failures in filings dated as

follows:

April 19, 2006 (relating to Code Section 401(a)(9) — failure to make distributions by the
required beginning date),

April 19, 2006 (relating to Code Section 401(a)(17) — failure to limit compensation
pursuant Code limits),

May 8, 2006 (relating to Code Section 401(a)(31) — failure to provide required notices),

June 13, 2006 (relating to Code Section 401(a)(2) and disability benefits — failure to
follow the terms of the plan), and

August 9, 2006 (relating to Code Section 415(b), (¢) and (m) — failure to implcmcnt
contribution and benefit limitations under the Code).

Applicant's Correction for Plan Desion Failures

The Applicant's proposed methods of correction and revision of the plan document to address
plan design failures are appropriate for the failures identified. The Applicant has submitted to
the San Diego City Council for adoption an ordinance containing the following revisions to the
plan document:

Establishing that the Board will adopt member contribution rates by rule.

Requiring that the Board establish by rule employer contribution rates based on the
advice of the actuary, rather than such rates being agreed upon in a Memorandum of
Understanding or any other means.

Providing that certain Board rules are incorporated into the Municipal Code by reference,
if so designated by the Board, and thus are a part of the SDCERS plan document.

Adding extensive new provisions on compliance and qualification. This involved the
addition of a number of provisions relating to compliance with the Internal Revenue
Code. In addition, existing provisions were extensively revised to bring them up to date
and to properly reflect required remedial amendments.

Adding a provision to ensure that the Presidential Leave program would not be re-
established and that no member would receive service credit or base contributions on
employment with a union.

Removing all provisions relating to the Cashless Leave Conversion program, thus
eliminating that program.
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e Deleting the 401(h) account and any discussion or payment of retiree medical benefits
and language related to funding that account (see additional discussion below).

Adoption of the proposed ordinance and adoption of specified Board rules are
requirements of this Compliance Statement.

With respect to failures relating to Code Section 401(h), the funding of retiree health care
benefits by the City and SDCERS operated differently from time to time; and, therefore,
different issues were raised during three distinct time periods.

e During the first period (July 1, 1982 through June 30, 1991), it is undisputed that retiree
health benefits were impermissibly paid with pension assets in the amount of $8,227,271.
This use of pension assets violated the exclusive benefit rule. Applicant has sought the
repayment of this amount from the City. This amount is included in the Settlement
Amount described below.

e During the second period (July 1, 1991 through June 30, 1997), the City directly funded
retiree health benefits from City assets (not pension assets) and no issues were raised.

e During the third period (July 1, 1997 through June 30, 2005), retiree health benefits were
paid from the 401(h) account, but funding of these benefits was achieved in a manner
which resulted in underfunding of the pension plan. In addition, the flow of funds was
structured in a manner which made it extremely difficult, if not impossible, to resolve that
there was no direct or indirect inappropriate use of pension funds. Consequently, the City
has agreed to resume direct funding of retiree health benefits, and the 401(h) account has
been completely eliminated.

SDCERS realizes that 401(h) accounts must be funded by separately designated
employer contributions, and cannot be funded from pension assets. In addition the expense of
administering retiree health benefit through a 401(h) account or otherwise must not be borne by
pension assets. To codify this position, the proposed Municipal Ordinance must be adopted,
striking the language related to funding the 401(h) account, as well as the authorization for the
account itself.

Applicant's Correction of Operational Failures

The Applicant's proposed methods of correction and revision of administrative
procedures set forth in the Submissions are appropriate for the operational failures identified.

Full Settlement with reeard to Emplover Contributions

As a result of the failures described in the Submissions, the Applicant has sought
additional employer contributions for the trust fund. These employer contributions are in
addition to the amounts specified by the actuary for the actuarial required contribution ("ARC")
to SDCERS. The City of San Diego has paid, in full settlement of all issues involved in the
Submission, including but not limited to the issues surrounding the 401(h) account,
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$142,642,180 in employer contributions over the ARC to SDCERS, as determined by SDCERS
current actuary, since the filing of the first Submission (July 12, 2005).

The Applicant nor the City will neither attempt to amortize, deduct, or recover from the
Internal Revenue Service any compliance fee paid in connection with this compliance statement,
nor receive any Federal tax benefit on account of payment of such compliance fee.

Enforcement Resolution

The Service will not pursue the sanction of plan disqualification on account of the
qualification failures described in the Submissions.

This compliance statement considers only the acceptability of the correction method(s)
and the revision(s) to administrative procedures described in the Submissions and does not
express an opinion as to the accuracy or acceptability of any calculations or other material
submitted with the application. The compliance statement should not be construed as affecting

the rights of any party under any other law.

This compliance statement is conditioned on (1) there being no misstatement or omission
of material facts in connection with the Submissions, and (2) the completion of all corrections
described in the Submissions and in this Compliance Statement, including adoption of the
Technical Compliance Ordinance by the City Council, within one hundred fifty (150) days of the
date of the compliance statement.

By signing this compliance statement, the Applicant hereby agrees to its terms.
The Board of Administration of SDCERS

By:

Title:

Date:

Approved:
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SUPPLEMENTAL AGREEMENT

The City of San Diego ("Sponsor") is the sponsor of SDCERS. The Sponsor realizes the
Compliance Statement between SDCERS ("Applicant”) and the Service results in a full
resolution of all issues raised in the Submissions and ensures that the Service will not pursue the
sanction of plan disqualification on account of the qualification failures described in the
Submissions. The City understands that any monetary responsibility it may have as a result of
the failures described in the Submissions has been resolved in full through its payment of
additional employer contributions over the Annual Required Contribution ("ARC") to SDCERS
since the filing of the first Submission on July 12, 2005. The City agrees to use its best efforts to
ensure the adoption of the Technical Compliance Ordinance by the City Council within one
hundred fifty (150) days of the date of the Compliance Statement and recognizes that the
protection provided for the qualified status of SDCERS is conditioned upon satisfaction of this

requirement.

By signing this Supplemental Agreement, the City hereby agrees to its terms.
The City of San Diego

By:

Title:

Date:

Approved:

1/1996659.2
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RETIREMENT SYSTEM

415(b), (¢), and (n) Compliance Strategy Report

Mary Beth Braitman
Terry A.M. Mumford
Katrina M. Clingerman
Ice Miller LLP
One American Square, Suite 3100
Indianapolis, IN 46282-0200

Origipally Issued: August9, 2006

Revised: August ____, 2007
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L
INTRODUCTION

Ice Miller LLP ("Ice Miller") has been retained to provide a compliance review with
regard to the Internal Revenue Code of 1986, as amended ("Code"), requirements applicable to
the status of the San Diego City Employees' Retirement System ("SDCERS") as a qualified

retirement plan under Code Section 401(a).

Ice Miller is not considering tax reporting and withholding under the Code nor any other
federal law. We are also not deliberating any state law issues. Where state law must be
considered, we are relying on interpretations provided by SDCERS counsel.

This report pertains to Code Section 415(b) and 415(c), and to Code Section 415(n) as it
is related to 415(b) and 415(c). We have touched on Code Section 415(m) only with respect to
the treatment of excess benefits under Code Section 415(b). We have prepared a separate

briefing document for SDCERS on the topic of 415(m).

We have based this report on the material provided to us by SDCERS. We have not
independently verified what has been provided to us. We are relying on SDCERS to provide us
with documents, forms, and information necessary for this review.

This report was issued as part of the VCP supplement that was submitted to the IRS on
August 9, 2006. In response to comments and questions by the IRS, this report has been revised.
In addition, this report has been updated to reflect changes made by the Pension Protection Act
of 2006 ("PPA") and the Final Regulations issued under Code Section 415 on April 5, 2007.

IL
IMPORTANCE OF CODE SECTION 415 COMPLIANCE

A. SDCERS AS A QUALIFIED GOVERNMENTAL PLAN

Retaining "qualified plan" status under Code Section 401(2) is an important requirement
for retirement plans. The primary advantages in retaining "qualified" status are that (i) employer
contributions are not taxable to members as they are made (even when vested) and taxation only
occurs when plan distributions are made, (ii) earnings and income are not taxed to the trust or the
members; (iii) certain favorable tax treatments are available to members when they receive plan
distributions, e.g., ability to rollover amounts; (iv) employers may "pick up" employee

contributions; and (v) employer contributions to, and benefits from, the plan are never subject to
employment taxes (ie., FICA taxes). These advantages would generally not apply to a non-

qualified plan.

B. CODE SECTION 415 LIMITS

One key qualification requirement applicable to qualified plans is the Code Section 415
limits. Code Section 415 benefit and contribution limits must be followed to protect the tax
qualified status of a retirement plan under Code Section 401(a). These limits must be met by all
plan members. If even one member is paid an annual benefit greater than Code Section 415

Revised 8/20/07
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allows, or contributes more than Code Section 415 allows, theoretically, the entire plan will be
disqualified.

C. FINAL REGULATIONS

Final Regulations under Code Section 415 were issued by the IRS April 5, 2007. The
Final Regulations are effective for governmental plans for all limitation years that begin more
than 90 days after the close of the first regular legislative session of the legislative body with
authority to amend the plan that begins on or after July 1, 2007. However, a governmental plan
may apply the provisions of the Final Regulations as early as the limitation year beginning on or

after July 1, 2007.

III.
OVERVIEW OF LAW WITH RESPECT TO
DEFINED BENEFIT LIMITATIONS

This Section of our Compliance Strategy Report provides an overview of the federal law
with regard to Code Section 415(b). The impact of Code Section 415(b) on SDCERS and our
specific recommendations for a compliance strategy are included in the next Section of this

Report.
A. BASIC BENEFIT LIMITS

1. Current Limits

As amended by the Economic Growth and Tax Relief Reconciliation Act of 2001
("EGTRRA"), the basic requirement of Code Section 415(b) is that the annual benefit in the form
of a single life annuity provided to a member who is between the ages of 62 and 65 may not
exceed the lesser of: (1) $160,000 as adjusted for inflation in $5,000-increments (the "Dollar
Limit"), or (2) 100% of average compensation (the "Salary Limit"). Code Section 415(b)(1).
The Salary Limit does not apply to governmental plans such as SDCERS. Therefore, the
following discussion and our methodology do not include the Salary Limit.

2. Limitation Year

The annual benefit is tested in a "limitation year." Unless an election is made by the
employer, the limitation year is the calendar year. Treas. Reg. § 1.415(j)-1. An employer that
maintains more than one qualified plan may elect to use different limitation years for each such

plan. Treas. Reg. § 1.415(j)-1(c):

Retrospectively, the IRS is requiring that SDCERS use a July 1 fiscal year for testing.
The analysis of 415(b) limits in the context of the Fiscal Year is summarized in the following

regulatory provision:

The adjusted dollar limitation applicable to defined benefit plans.and the adjusted
compensation limit applicable to a participant are effective as of January 1 of each
calendar year and apply with respect to limitation years ending with or within that
calendar vear. However. benefit pavments (and, in the case of plans that are
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subject to the requirements of section 411, accrued benefits for a limitation year)
cannot exceed the currentlv applicable dollar limitation or compensation
limitation (as in effect before the January 1 adjustment) prior to January 1. Thus,
where there is an increase in the limitation under section 415(b)(1), anv increase
in a participant's benefits associated with the limitation increase is permitted to
occur as of a date no earlier than January 1 of the calendar year for which the
increase in the limitation is effective. and can only be applied for pavments due
on or after Januarv 1 of such calendar year. For example, assume that a participant
in a defined benefit plan is currently receiving a benefit in the form of a straight
life annuity, payable monthly, in an amount equal to the section 415(b)(1)(A)
dollar limit, and the defined benefit plan has a limitation year that runs from July
1 to June 30. If the plan is amended to reflect the section 415(d) increase to the
section 415(b)(1)(A) dollar limit that is effective as of January 1, 2009, the
associated increase in the participant's monthly benefit payments is only effective
for payments due on or after January 1, 2009, and the participant's benefit cannot
be increased to reflect the section 415(d) increase that is effective January 1,
2009, with respect to any monthly payment due prior to January 1, 2009.

Treas. Reg. § 1.415(d)-1(a)(3) (emphasis added). Applying this -regulation to the SDCERS
situation, we come up with the following example:

As of July 1, 2005, the limitation on the annual benefit is $170,000, but assume that the
member's annual benefit for the Fiscal Year would be $175,000 under the applicable
formula. (For purposes of this example we are assuming a single straight life annuity
with no after-tax contributions and no rollovers to consider.) The monthly benefit that is
paid from July 1, 2005, through December 31, 2005 cannot exceed 1/12 of $170,000.
However, starting January 1, 2006, when the annual limit goes to $175,000, the monthly
benefit can increase so it is 1/12 of $175,000. Under this approach, no excess would be
paid out of an excess benefit plan in 2005 and the make-up payment would be paid in

2006.

Prospectively, as of January 1, 2008, SDCERS will move to a calendar year for 415
testing, assuming a technical ordinance is adopted to amend the San Diego Municipal Code.

B. TAMRA ELECTION

Section 415(b)(10) of the Code was added by the Technical and Miscellaneous Revenue
Act of 1988 (sometimes called TAMRA) to offer state and local government plans a means of
complying with the Section 415 limits without violating state anti-cutback laws. Under this
Section, the defined benefit limit for an employee who became a participant in the plan before
January 1, 1990, would not be less than his or her accrued benefit determined without regard to
any plan amendment adopted after October 14, 1987. However, for a state or local government
to take advantage of Section 415(b)(10), each employer maintaining the plan was required to
elect, before the close of the plan year beginning in 1990, to apply the defined benefit limits
applicable to private plans to employees who first became participants after 1990. However,
there were also special provisions for state-wide statutory changes. For plans that made a
TAMRA election, the qualified participants would still have their TAMRA protection.
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Revocation of a TAMRA election is permitted pursuant to Code Section 415(b)(10)(C)(ii),
effective for all plan years to which the election applied and to all subsequent plan years,
provided the revocation is accomplished by the last day of the third plan year beginning after

August 20, 1996.

C. AMOUNTS EXCLUDED FROM TESTING

For purposes of Code Section 415(b), the annual benefit means the benefit payable
annually in the form of a straight life annuity (with no ancillary benefits), without considering
payments made from a qualified excess benefit arrangement, after-tax employee contributions,

and any rollover contributions. Code Section 415(b)(2).

1. Ancillarv Benefits

"Ancillary benefits" do not count toward the benefits subject to Code Section 415. Asa
result, any benefit that is an ancillary benefit can exceed the 415 limits without the plan being
disqualified. Generally, "ancillary benefits" are benefits not directly related to retirement income
benefits. Ancillary benefits include "pre-retirement disability benefits and death benefits (such
as in-service death benefits)." Code Section 415(b)(2)(B); Treas. Reg. § 1.415(b)-1(c)(4).

a. Pre-Retirement Disability Benefits

Pre-retirement disability benefits "not in excess of the qualified disability benefit" may be
disregarded for purposes of 415(b) testing. However, any pre-retirement disability benefits
which exceed the "qualified disability benefit" limitations established in Code Section 411(a)(9)
must be included in the benefit tested against the 415(b) limitation. Treas. Reg. § 1.415(b)-
1(c)(4)(i)(B). In contrast, post-retirement disability benefits must be taken into account for
purposes of complying with the Code Section 415 limitations. Thus, (1) pre-retirement disability
benefits which exceed the qualified disability benefit, (2) post-retirement disability benefits, (3)
line of duty disability benefits paid post normal retirement date, and (4) pre-retirement disability
benefits payable post normal retirement age will be tested under Code Section 415(b).

b. Pre-Retirement Death Benefits

Pre-retirement death benefits provided under a governmental plan are also exempt from
the Code Section 415 limits. Treas. Reg. § 1.415(b)-1(c)(4)(D)(B). The Final Regulations make
it very clear that pre-retirement death benefits must meet the incidental benefit requirements of
Code Section 401 and the regulations thereto in order to be excluded from 415(b) testing.
Generally speaking, death benefits are incidental where the plan provides a pre-retirement death
benefit that is no greater than 100 times the monthly annuity benefit provided under the plan, or
the cost of the death benefit does not exceed 25% of the total cost of all benefits for that
participant. (This latter test would be one that would be analyzed by an actuary.) Revenue

Ruling 74-307, 1974-2 C.B. 126.

2. Qualified Excess Benefit Arrangement ("OEBA")

Effective for years after December 31, 1994, state and local government employers may
maintain "qualified governmental excess benefit plans" ("QEBA") under Code Section 415(m).
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Excess Plans are plans that provide benefits that cannot be provided under a qualified plan due to
the limits on contributions and benefits. - Excess Plans permit state and local government

employers to provide benefits to their employees:

(1)  without jeopardizing plan qualification because of the limits on contributions and
benefits under Code Section 415,

(2) without jeopardizing a plan's status under Code Section 457 as an "eligible
deferred compensation plan," and

(3) without the income that accrues to the qualified governmental excess benefit plan
being taxable to the plan's government sponsor.

As we have discussed, we will not be addressing Code Section 415(m) and QEBAS in
detail in this report, but in a separate report. However, for the purposes of determining
retrospective benefit testing protocols, we think that it is relevant to consider the following

provisions that accompanied the enactment of Code Section 415(m):

Nothing in the amendments made by this section shall be construed to imply that
a governmental plan (as defined in section 414(d) of the Internal Revenue Code of
1986) fails to satisfy the requirements of section 415 of such Code for any taxable

year beginning before January 1, 1993.

P.L. 104-188, § 1444(c)(2). Under this grandfather section, retroactive testing for plan
qualification purposes does not need to consider payments made prior to January 1, 1995.

3. Allocation of Benefits to After-Tax Emplovee Contributions

Treasury Regulation § 1.415(b)-1(b)(1)(ii) provides that the benefit attributable to
"Employee Contributions" is not included in the benefit which is tested against the 415(b)
limitation. In general, this is because these contributions are deemed to be annual additions and
subject to Code Section 415(c) limits (discussed below in more detail). Therefore, because the
benefits have already been tested under Code Section 415(c), any portion of a defined benefit
attributable to those after-tax contributions may be subtracted from the annual benefit before it is
tested under Code Section 415(b). However, it is important to note that benefits that would be
attributable to excess 415(c) contributions would not be "subtracted" from the annual benefit for

415(b) testing purposes.

a. Definition of Employee Contributions

Only certain employee contributions are treated as Employee Contributions for purposes
of 415(b) testing. In particular, the following items are not treated as Employee Contributions
and therefore the benefit attributable to these items is included for purposes of 415(b) testing:

e Contributions picked up by the employer pursuant to Code Section 414(h).
¢ Any repayment of a loan from the plan to the participant.
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e Certain repayments amounts previously distributed upon the participant's
termination of participation in the plan.

° Certain repayments of a withdrawal of employee contributions.

b. Mandatory Employee Contributions

Treasury Regulation § 1.415(b)-1(b)(2)(iii) provides that the annual benefit attributable to
mandatory contributions is determined by using the factors described in Code Section
411(c)(2)(B) "regardless of whether the requirements of sections 411 and 417 apply to that plan."
Treasury Regulation § 1.411(c)-1(c) establishes the required method for allocating a portion of
the defined benefit to the after-tax employee contributions for purposes of excluding this amount
from the final annual benefit to be tested. The method requires calculation of the after-tax (not
picked up) employee contributions (both mandatory employee contributions and any voluntary
after-tax payments for service purchases unless tested under Code Section 415(n)), plus interest,
at rates specified by the regulations. See Treas. Reg. § 1.411(c)-1(c). Generally, interest is
computed at the rate provided by the plan until the last plan year before Code Section 411(a)(2)
does not apply. Id. Thereafter, a plan should use a 5% interest rate factor.

In general, Code Section 411(a)(2) does not apply to a governmental plan, such as
SDCERS. However, the Final Regulations provide that Code Section 411 should be treated as
applicable to this calculation even if the section is not applicable to the plan. The Explanation of
Provisions in the Final Regulations states that a plan not subject to Code Section 411(a)(2), such
as a governmental plan, should determine what the effective date of Code Section 411(a)(2)
would have been if 411 applied to the plan and then apply the specific interest rates
appropriately. Therefore, only the benefit attributable to employer contributions using 411

factors can be excluded from 415(b) testing.

Treasury Regulation § 1.415(b)-1(b)(2)(iii) clearly indicates that the Code Section 411
factors should be applied to a governmental plan for purposes of determining the benefit
attributable to employee contributions for purposes of Code Section 415(b) testing. The 411
factors are the following: for contributions prior to 1976, use the interest rate in the plan
document, if any; for contributions between 1976-1987, use 5%; for contributions from 1988
through the date the benefit commences or the annuity starting date (the determination date), use
120% of the mid-term applicable federal rate; and for contributions from the determination date
to the normal retirement date (the date at which unreduced benefits are paid), use the applicable
417(e) interest rate. For plan years beginning before January 1, 2008, the applicable 417(e) rate
is the annual rate on 30-year Treasury securities for the month before the distribution. For plan
years beginning on and after January 1, 2008, the applicable 417(e) rate is the adjusted first,
second and third segment rates for the month before the distribution. The segment rates are
based on the corporate bond yield curve based on varying maturities. The IRS announces all this

monthly.

Thus, SDCERS must determine what the effective date of Code Section 411(a)(2) would
have been, had that provision applied to SDCERS, and then apply the appropriate 411 factors
from that date forward in order to determine the benefit attributable to after-tax employee
contributions. For that purpose, the vesting rules of Code Section 411(a)(2) were generally
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applicable to plan years beginning after September 1, 1976. However, for a plan in existence on
January 1, 1974, Code Section 411(a)(2) was applicable for plan years beginning after 1975.

As noted above, this would be the same approach that would be followed in testing the
bhenefit attributable to rollovers and transfers that are used to purchase service.

¢. Voluntary After-Tax Contributions

Where a plan permits voluntary after-tax employee contributions, the portion of the plan
to which such contributions are made is treated as a defined contribution plan. Therefore,
voluntary after-tax contributions are subject to the 415(c) contribution limits and not the 415(b)
benefit limits. Treas. Reg. § 1.415(b)-1(b)(2)(iv). The benefit attributable to voluntary after-tax
contributions is not subject to 415(b) testing. However, that calculation is done using 411 factors

as above.

4., Emplovee After-Tax Contributions for Permissive Service Credit

Code Section 415(n) establishes a limitation structure for "permissive service credit"
purchases, instead of relying on the existing Code Section 415(c) defined contribution
limitations. This subsection allows Code Section 415 to be satisfied by a purchase of permissive
service credit if either a modified 415(b) limit is met or a modified 415(c) limit is met. These
limits can be applied on a participant-by-participant basis rather than choosing to apply the limit
on a plan-wide basis. For example, some participants could satisfy the modified defined benefit
limit when making a purchase of permissive service credit, while others could satisfy the

modified defined contribution limit.
a. Modified 415(b) Limit

For purposes of Code Section 415(n), the defined benefit limit in Code Section 415(b)
may be met by treating the accrued benefit derived from all permissive service credit as part of
the member's annual benefit. Code Section 415(n)(2)(A) provides that, where the dollar limit
under 415(b) is reduced for retirement before age 62, "the plan shall not fail to meet the reduced
dollar limit under Subsection (b)(2)(C) [the age-reduced dollar limit] solely by reason of this
subsection." Thus, the plan will not fail to meet the age-reduced dollar limit solely because the
accrued benefit derived from the permissive service credit purchase is included in the 415(b) test.

b. Modified 415(c) Limit

For purposes of Code Section, only the dollar limit under Code Section 415(c) applies
(340,000 (adjusted for inflation)) by treating all permissive service contributions as an annual
addition under that limit.

¢. Definition of Permissive Service Credit

The special testing rules apply only if the service being purchased qualifies as permissive
service credit. Code Section 415(n)(3) defines "permissive service credit" as follows:

(3)  PERMISSIVE SERVICE CREDIT.~For purposes of this subsection—
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A IN GENERAL.—-The term "permissive service credit" means
. . p
service credit—

e recognized by the governmental plan for purposes of calculatmo a
participant's benefit under the plan,

(i)  which such participant has not received under such governmental
plan, and ‘

(iii)  which such participant may receive only by making a voluntary
additional contribution, in an amount determined under such governmental plan,
which does not exceed the amount necessary to fund the benefit attributable to

such service credit.

Such term may include service credit for periods for which there is no
performance of service, and, notwithstanding clause (ii), may include service
credited in order to provide an increased beneﬁt for service credit which a

participant is receiving under the plan. -

Code Section 415(n)(3)(A). The proper interpretation of the Code Section 415(n) definition of
permissive service credit is not a settled term. The Final Regulations do not address 415(n)
issnes. However, the PPA did clarify that benefit enhancement purchases (buying a higher
multiplier on service a member already has in a plan) or airtime purchases (buying service credit
for a period for WhJCh there is no performance of service) both qualify as permissive service

credit.

d. Nonqualified and Qualified Permissive Service

Permissive service credit can be categorized into two types. First, the Code defines "non-
qualified service credit" as all permissive service credit that does not fall within one of the
itemized types listed in Code Section 415(n)(3)(C). Although the Code does not use this term,
we have termed the types of service included in this list as "qualified permissive service." :

Code Section 415(n)(3)(C) defines "nonqualified service" as all permissive service except
for the following types of service (which we have designated "qualified permissive service"):

e Service (including parental, medical, sabbatical, and similar leave) for the US
government, any state or political subdivision thereof, or any agency or

instrumentality of any of the foregoing.

¢ Service (including parental, medical, sabbatical, and similar leave) for an
educational organization which is a public, private, or sectarian school which
provides elementary or secondary education (through grade 12) as determined

under state laws.

e Service for an association of employees of the U.S., state or political subdivision
thereof, or an agency or instrumentality of the foregoing.
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e Military service (non-USERRA covered) recognized by the governmental plan.

~ However, service under the first three (3) points above will be nonqualified service if
recognition of the service would cause the member to receive a retirement benefit for the same
service under more than one plan. Code Section 415(n) does not permit a plan to take more than
five (5) years of nonqualified service into account, or to give members credit for any
nonqualified service before the member has at least five (5) years of participation in the plan.
Code Section 415(n)(3)(B). The PPA clarified that these limits do not apply to trustee-to-trustee
transfers from a 457(b) plan or a 403(b) plan for the purchase of permissive service credit.

It is important to note that "nonqualified service" is still one type of permissive service
that is described in Section 415(n)(3)(A). Therefore, nonqualified service is available for
purchase and may be tested under Code Section 415(n) special testing provisions.

e. [Effective Dates

, The service purchase testing provisions for permissive service credit under Code Section
415(n) are subject to a transition rule. The transition rule provides that the defined contribution
limits of Code Section 415(c) will not be used to reduce the amount of permissive service credit
an "eligible participant" can purchase below what they were allowed to purchase under the terms
of the plan as in effect on the enactment date, August 5, 1997. An "eligible participant” is an
individual who first becomes a participant in the plan before the first plan year beginning after
the last day of the calendar year in which the next regular session (following the date of
enactment) of the governing body with authority to amend the plan ends.

Because the term "permissive service" is used in the grandfather provision, we believe
that the IRS would apply a consistent definition of permissive service credit to the transition rule.
As a result, the transition provision could permit greater purchases of nonqualified service and
could permit permissive service purchases that exceed 415(c) and (b) limits, but would not
extend to the purchase of service that did not meet the definition of permissive service credit.

5. Picked-Up Contributions

It is important to note that pre-tax contributions ("picked-up contributions"), whether
mandatory or voluntary, are not treated as post-tax contributions. The benefit attributable to
picked-up contributions is subject to 415(b) testing. Treas. Reg. § 1.415(b)-1(b)(2)(1)(A).

6. Amounts Attributable to Rollovers

Rollovers to a defined benefit plan are treated similarly to employee contributions for
purposes of 415(b) testing:

If the benefit under the plan is payable in any form other than the form described
in subparagraph (A), or if the employees contribute to the plan or make rollover
contributions (as defined in sections 402(c), 403(a)(4), 403(b)(8), 408(d)(3), and
457(e)(16), the determinations as to whether the limitation described in paragraph

(1) has been satisfied shall be made, in accordance with regulations prescribed by
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the Secretary, by adjusting such benefit so that it is equivalent to the benefit
described in subparagraph (A).

Code Section 415(b)(2(B). The Final Regulations treat rollovers in a manner similar to after-tax
contributions, so that the benefit attributable to the rollover must be converted in accordance
with prescribed 411 factors. This is true only to the extent the plan provides for a benefit based
upon the rollover contributions. That is, if the benefit attributable to the rollover contributions is
based upon a separate account, in which the rollover contributions are credited with actual
earnings and losses, then the separate account is treated as a defined contribution plan. Treas.

Reg._§ 1.415(b)-1(b)(2)(v).
7. Amounts Attributable to Transfers between Qualified Plans

Under the Final Regulations, the treatment of transferred benefits for purposes of the
415(b) limits depends upon the types of plans involved and whether there is any relationship
between them. Where the transfer is from one defined benefit plan to another defined benefit
plan, the receiving plan must include the transferred benefits for purposes of applying the 415(b)

limitations. Treas. Reg. § 1.415(b)-1(b)(3)(A)(C).

Where the transfer occurs between two plans which must be aggregated, the transferred ‘
benefits must be included by the receiving plan for 415(b) testing purposes. Where the transfer
occurs between two plans which are not aggregated, the transferor plan is required to include the
transferred benefits by treating the benefits as if provided as an annuity from a separate plan
which must be aggregated with the transferor plan. Treas. Reg. § 1.415(b)-1(b)(3)(1)(A), (B).

8. Plan-to-Plan Transfers from a 457(b) or 403(b) Plan

Amounts accepted in a plan to plan transfer from a 457(b) or 403(b) plan should be
treated in the same manner as a rollover, as discussed above.

9. . Restoration of Confributions

* Code Section 415(k)(3) provides that any repayment of contributions (including interest)
will not be taken into account for Code Section 415 purposes if the repayment is to a
governmental plan with respect to an amount previously refunded on a forfeiture of service credit
under that plan or any other governmental plan maintained by the state or any local
governmental employer within the same state. Thus, so long as the amount repaid does not
exceed the amount refunded, plus interest, Code Section 415 should not apply. However, the
Final Regulations do provide that the restored benefit is to be treated for testing purposes as the

original benefit would have been treated.
D. AGE-BASED ADJUSTMENT TO LIMITS

1. Benefits Before Age 62

When the benefit begins before the participant reaches age 62, the Dollar Limit benefit
limit generally must be actuarially adjusted so that the limit (as reduced) equals an annual benefit
that is payable when the retirement benefit begins, and which is the equivalent of the Dollar
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Limit beginning at age 62. Code Section 415(b)(2)(C). The actuarial adjustments must be made
in accordance with Code Section 415(b)(2)(E). Treas. Reg. § 1.415(b)-1(d). Pre-EGTRRA,
Code Section 4135(b)(2)(F) limited the actuarial reduction for governmental plans to a $75,000
benefit payable at age 55 or, if the benefit began before age 35, the actuarial equivalent of a

$75,000 benefit beginning at age 55.
a. Exception for Public Safety and Military

However, no age-based actuarial reduction is required for benefits beginning prior to age
62 for qualified participants. A qualified participant is defined as a participant:

(i) in a defined benefit plan which is maintained by a State, Indian tribal
government (as defined in section 7701(a)(40)), or any political subdivision of a
state or Indian tribal government,

(ii) with respect to whom the period of service taken into account in determining
the amount of the benefit under such defined benefit plan inciudes at least 15
years of service of the participant —

(I) as a full-time employee of any police department or fire department
which is organized and operated by the State, Indian tribal government, or
political subdivision maintaining such defined benefit plan to provide
police protection, firefighting services, or emergency medical services for
any area within the jurisdiction of such State, Indian tribal government, or

political subdivision, or
(II) as a member of the Armed Forces of the United States.

Treas. Reg. § 1.415(b)-1(d)(3). Historically, there has been some concern over the interpretation
of the statutory provision. For example, it was not entirely clear whether the qualified
participant had to be a sworn officer of a police department or whether any employee of a police
department would be covered by this provision. However, the Final Regulations offer some
clarification, making it clear that the application of the rule depends on whether the employer is a
police department or fire department of the state or political subdivision, rather than on the job

classification of the individual participant.

This exception is very beneficial to public safety officers and to other employees of police and
fire departments, including non-public safety personnel. However, this definition does not cover
all public safety employees. The examples in the Final Regulations make it clear that an
employee of a police division of an agency may be a qualified participant, but that an ambulance
driver who works for an emergency medical services agency rather than a police or fire
department cannot. While the name of the agency is not important, it is necessary that the
employer (or at least the appropriate division of the employer) function as a police or fire
department. Also, it is helpful to note that the examples in the Final Regulations do make 1t clear
that the 15 years can be satisfied with a combination of police/fire service and military service.
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b. Exception for Disability and Death Benefits

In addition, the actuarial reduction for benefits beginning before age 62 does not apply to
disability benefits or survivor benefits payable in the event of the disability or death of the
member provided under a governmental plan. Code Section 415(b)(2)(I). The benefit must be
paid "on account of the participant's becoming disabled by reason of personal injuries or
sickness, or as a result of the death of the participant." Treas. Reg. § 1.415(b)-1(d)(4). This
provision will mitigate the IRS position that post-retirement disability benefits must be tested

under 415(b).

c. Exception for Permissive Service Credit Procedures

A purchase of permissive service credit may be tested under Code Section 415(b) without
regard to the reduction for early retirement.

2. Benefits After Age 65

For all members, if the retirement benefit under the plan begins after age 65 and is
actuarially increased due to the delayed starting date, the Dollar Limit is increased so that it is the
actuarial equivalent of an annual benefit beginning at age 65. Code Section 415(b)(2)(D). The
actuarial assumptions used to make this conversion are set forth in Code Section 415(b)(2)(E).
However, under the Final Regulations, this adjustment in the Dollar Limit is only available

where the benefit is also increased post age 65

E. ADDITIONAL SPECIAL RULES

Code Section 415(b) has a number of additional special rules that may impact
governmental employers.

1. Small Benefits

Code Section 415(b)(4) provides that defined benefit limits will not be applied to reduce
a participant's benefits when total annual distributions are $10,000 or less. However, this
limitation only applies "if the employer has not at any time maintained a defined contribution
plan in which the employee has participated." Code Section 415(b)(4)(B); Treas. Reg. §
1.415(b)-1(f). The $10,000 test is measured against actual distributions — not the actuarial

equivalent of a straight life annuity.

2. Less than 10 Years of Participation

When an employee has less than ten years of participation in a defined benefit plan, the
basic Code Section 415(b) Dollar Limit (or the minimum $10,000 exemption from testing) is
reduced by 10% for each year less than ten in which the employee participated in the defined
benefit plan for other than death and disability benefits (but not below 1/10™ of the Dollar Limit).
Code Section 415(b)(5) and Treas. Reg. § 1.415(b)-1(g).
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F. OPTIONAL FORMS OF BENEFITS — BENEFITS OTHER THAN A STRAIGHT LIFE ANNUITY

Benefits in a form other than a straight life annuity must be actuarially adjusted to a
straight life annuity beginning at the same age in accordance with the otherwise applicable rules.
For example, annuity benefit forms including a post-retirement death benefit or an annuity
providing for a guaranteed number of payments must be adjusted for purposes of applying the
Code Section 415(b) limit. See Treas. Reg. § 1.415(b)-1(c).

1. 417(e)(3) Benefits and Non-417(e)(3) Benefits

Code Section 415(b)(2)(E)(i) provides that "for purposes of adjusting any limit under
subparagraph (C) [adjustment to dollar limit before age 62] and ... for purposes of adjusting any
benefit under subparagraph (B) [adjustment for other forms of benefits], the interest rate
assumption shall not be less than the greater of 5% or the rate specified in the plan." With
respect to adjusting a different form of benefit (under Code Section 415(b)(2)(B)), different
interest rate assumptions are used in the case of a form of benefit subject to Code Section
417(e)(3). Code Section 415(b)(2)(E)(ii). However, prior to the Final Regulations, because a
governmental plan is not subject to Code Section 417(e)(3), these different interest rate
assumptions were not considered to be applicable to governmental plans. Rev. Rul. 98-1,
Q&A-3, concluded that plans that are not subject to Code Section 417(e)(3), such as
governmental plans, were not subject to the interest rate requirement under Section

415(0)(2)(E) ().

However, with the Final Regulations this position has been changed for governmental
plans on and after the effective date. The Explanation of Provisions to the Final Regulations
states that because Code Section 415(b)(2)(E) applies based on the form of the benefit rather
than the status of the plan, the rules set forth in Treasury Regulations § 1.415(b)-1(b)(c) that
dictate the manner of adjusting forms of benefit to which 415(e)(3) does or does not apply must
be used regardless of whether Code Section 417(e)(3) otherwise applies to the plan. Thus, a
governmental plan must follow these rules, presumably as if 417(e)(3) applied.

Code Section 417(e)(3) generally applies to full and partial lump sum distributions and
period certain annuities. In a governmental plan, this may include DROP distributions and level
income options which do not qualify as Social Security options. Treasury Regulation § 1.415(b)-
1(c)(2) provides that if 417(e)(3) does apply to the form of benefit, then the actuarially
equivalent straight life benefit is the greatest of:

. The annual amount of a straight life annuity beginning on the same date as the
form of benefit actually being paid and which has the same actuarial present value
as the benefit being paid, computed using the interest rate and mortality table (or

tabular factor) specified by the plan;

° The annual amount of a straight life annuity beginning on the same date as the
form of benefit actually being paid and which has the same actuarial present value
as the benefit being paid, computed using a 5.5% interest rate and the appropriate
mortality table from Treasury Regulation § 1.417(e)-1(d)(2) for that starting date;

or :
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. The annual amount of a straight life annuity beginning on the same date as the
form of benefit actually being paid and which has the same actuarial present value
as the benefit being paid, computed using the interest rate specified in Treasury
Regulation § 1.417(e)-1(d)(3) and the appropriate mortality table from Treasury
Regulation § 1.417(e)-1(d)(2), divided by 1.05.

Code Section 417(e)(3) does not apply to straight-life annuities or qualified joint and
survivor annuities. If 417(e)(3) does not apply to the form of benefit, then the actuarially

- equivalent straight life benefit is the greater of:

° The annual amount of the straight life annuity payable under the plan, if any,
starting on the same date as the form of benefit actually being paid; or

° The annual amount of a straight life annuity beginning on the same date as the
form of benefit actually being paid and which has the same actuarial present value
as the benefit being paid, computed using a 5% interest rate and the appropriate
mortality table from Treasury Regulation § 1.417(e)-1(d)(2) for that starting date.

2. QJSA Benefits

No adjustment is required for the actuarial value of a qualified joint and survivor annuity
("QISA™) (a 50%-100% joint and survivor annuity with the spouse as designated beneficiary)
that is fully or partially subsidized. See Treas. Reg. § 1.415(b)-1(c)(4).

G. COST-OF-LIVING ADJUSTMENT OF CODE SECTION 415(b) LIMITS

Automatic benefit increases (e.g., cost of living adjustments) to a member's benefits are
permitted under Code Section 415(d). However, unless the cost of living adjustment meets the
requirements of Treasury Regulation § 1.415(b)-1(c)(5), the value of the future cost of living
adjustments must be included in converting the value of the total benefit to a single life annuity.
That is, the value of all future cost of living increases must be annuitized over the recipient's life
expectancy for 415(b) purposes. This method is more likely to result in violations of the limit
than the method provided for COLAs which meet the requirements of Treasury Regulation
§ 1.415(b)-1(c)(5). That method essentially permits annual testing of the benefit, as increased by
the COLA that year, against the 415(b) limit, as increased by 415(d) for that year.

Cost of living adjustments to which no adjustment is required for purposes of 415(b)
testing are described as automatic, periodic adjustments applied in the following situations:

* A benefit paid in a form to which 417(e)(3) does not apply (that is, an annuity
form of benefit is covered by these new rules);

. A benefit that satisfies 415(b) without regard to the COLA; and
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o The plan provides that the benefit payable in any year will not exceed the 415(b)
limit applicable at the annuity starting date, as increased annually pursuant to
Code Section 415(d). :

If the cost of living (or other post-retirement adjustment) is not automatic but rather is ad hoc,
then the above is not available and benefits must be retested. Under the Final Regulations,
automatic, periodic increases include annual increases according to a "specified percentage or
objective index" or automatic increases to "share favorable investment returns on plan assets."

Treas. Reg. § 1.415(b)}-1(c)(5)(i1).

For purposes of the 415 VCP filing, SDCERS has agreed that for retrospective testing, all
fixed COLAs will be considered as part of the annual benefit for 415 testing purposes, included
in the conversion to a single life annuity, and tested against the full 415(b) limit in accordance
with Cheiron testing protocols. See Exhibit A (revised). Prospectively, SDCERS will test the
annual benefit and COLA against the 415(b) limit for that year as permitted by the Final
Regulations. See Exhibit B; see SDMC §24.1004 (amendment pending). -

H. CONSIDERATION OF AN ALTERNATE PAYEE'S BENEFITS FOR TESTING PURPOSES

Benefits payable to an alternate payee under a qualified domestic relations order are
treated as part of the member's benefit for purposes of applying the benefit limits under Code
Section 415. IRS Notice 87-21, Q& A-20; see also Announcement 95-99, Q&A-17.

I TESTING OF THE SURVIVOR PORTION OF A BENEFIT

The rules which apply to a member's benefit also apply to a survivor's benefit. Under
Code Section 415(b)(1), the annual benefit may not exceed the applicable dollar limit ($170,000
for 2005). The Code defines "annual benefit" as "a benefit payable annually in the form of a
straicht life annuity (with no ancillary benefits) under a plan to which employees do not
contribute and under which no rollover contributions ... are made." Code Section 415(b)(2)(A)
(emphasis added). If a benefit under the plan is payable in any form other than this form,

the determinations as to whether the [415(b)] limitation ... has been satisfied
shall be made, in accordance with regulations prescribed by the Secretary, by
adjusting such benefit so that it is the equivalent to the benefit described in
subparagraph (A). For purposes of this subparagraph, any ancillary benefit
which is not directly related to retirement income benefits shall not be taken into
account; and that portion of any joint and survivor annuity which constitutes a
qualified joint and survivor annuity (as defined in section 417) shall not be taken

mto account.

Code Section 415(b)(2)(B).

Thus, the benefit that is subject to testing is a straight life annuity, and any other benefit
under a plan which is payable in a form other than a straight life annuity (other than a qualified
joint and survivor annuity) must be converted to a straight life annuity in order to pass 415(b)
testing. In essence, even if a benefit actually being paid is not a straight life annuity, it still
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should have been converted to a straight life annuity and tested under Code Section 415(b).
Thus, upon the death of the retiree, there would be no need for a "conversion" of the survivor's
benefit or a change to the existing 415(b) limit as applied to the retiree's benefit. Rather, upon
the death of a retiree, the survivor's benefit continues to be tested against the retiree's benefit
limit. (This would also be true of a qualified joint and survivor annuity, even though it is not
converted to a straight life annuity for testing purposes, because such benefit is exempted from

the conversion requirement.)

J. AGGREGATION OF TOTAL SDCERS BENEFITS FOR TESTING PURPOSES

Under a multiple employer plan, two (2) or more employers that are not part of a related
group participate in the same plan. In applying the Code Section 415 limits to such multiple
employer plans, Treas. Reg. § 1.415(a)-1(e) provides that for a participant in a multiple employer
plan, benefits or contributions under the plan attributable to such participant from all of the
emplovers maintaining the plan and compensation from all the participating employers must be
taken into account. Generally, if the employers had maintained separate plans this rule would
not apply, and the Code Section 415 limits would be separately determined for each employer

because they are not part of a related group.

Iv.
APPLICATION OF CODE SECTION 415(b) TO SDCERS
AND RECOMMENDATIONS

The purpose of this Section of this Compliance Strategy Report is to relate the
requirements of Code Section 415(b) as outlined in the previous Section to SDCERS.

A, PLAN DOCUMENT PROVISIONS

SDMC § 24.1004(h) (per pending amendment) provides that employee contributions to,
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further confirms the fiscal vear as the testing year retrospectively,
and the calendar vear as the limitation year beginning on January 1, 2008. SDMC § 24.1004(h)
permits SDCERS to modify contributions as necessary to ensure compliance with Code Section

415.
B. OPERATIONAL COMPLIANCE

1. Definition of the Annual Benefit for 415(b) Testing

Under Code Section 415(b), the benefit that is subject to testing is the benefit payable
annually in the form of a straight life annuity ("SLA") with no ancillary benefits to which
employees do not contribute and no rollover contributions are made. Code Section 415(b)(2)(A).

a. Straight Life Annuity

The benefit that will be tested is the SLA plus the value of the DROP benefit (if
applicable) on a straight life basis.
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For purposes of calculating the SLA, the value of any subsidy provided as part of a
qualified joint and survivor annuity was included only when the beneficiary was other than a
qualified spouse. We understand that using the SDCERS "maximum benefit" would generally

| accomplish this purpose.
b. Post-Retirement Increases

SDCERS members receive two post-retirement adjustments: a fixed COLA and a 13"
Check. Certain groups receive additional adjustments: a Supplemental COLA and benefit
increases under the Corbett settlement. The protocols in Exhibit A treat the fixed COLA as part

of the annual benefit for retrospective testing purposes. The protocols in Exhibit B allow
benefits to increase as 415(b) limits increase. With respect to the Supplemental COLA, 13
Check and Corbett Settlement, these benefits will also be treated as part of the annual benefit for
both prospective and retrospective testing. However, the value of the post-retirement $2000

death benefit is not included for 415(b) testing. Treas. Reg. § 1.415-3(a)(2)(1)(B).

= Fixed COLA

As indicated in Exhibit A, retrospectively, the 415(b) limit is adjusted for age and the
Fixed COLA in order to identify the initial group which requires further testing. From there, the
Fixed COLA will be included with the benefit for purposes of testing those who fail the initial
screen. Prospectively, SDCERS will test the benefit and Fixed COLA annually against the

415(b) limit as adjusted by Code Section 415(d), in accordance with the Final Regulations.

« 13" Check

In our various meetings, the question has arisen how to treat the 13" Check for testing

purposes because under the Municipal Code, the 13™ Check is treated as a contingent benefit. In

order to respond to the question, we considered the history of the 13™ Check. From 1/1/95 to
now, in all but two years the 13® check was paid in full. In 2003 no.13" Check was paid and in
another year over 99% of the 13® Check was paid. Based upon this history, it was decided that
for 415(b) testing purposes, the 13™ Check will be treated as an additional annual benefit. (Note:
This is consistent with the treatment described in the Rollover Compliance Report and VCP

Filing.)
= Supplemental COLA

For 415(b) testing purposes, the supplemental COLA 1is already treated as part of the
annual benefit. This benefit is referred to in the testing chart as the "Star COLA."

= Corbett Settlement Amounts

For purposes of 415(b) testing, the Corbett settlement amount will be treated as part of
the annual benefit.

The Corbett-covered group is a closed group.
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= Andrecht Settlement Amounts

The Andrecht Settlement amounts were included in the calculation of the annual benefit
provided by SDCERS. Therefore, no additional adjustment is required for this settlement (in
contrast to the Corbett Settlement, which is a post-retirement adjustment).

¢. Factors used in Calculating Actuarial Equivalents

Where necessary to calculate actuarial equivalents, the applicable mortality assumptions
of GAM 83 through December 31, 2002, and thereafter GAR 94, pursuant to Rev. Rul. 2001-62,
2001-2 C.B. 632, were used. An eight percent (8%) interest assumption was used pursuant to
SDMC § 24.0902 and Proposed Board Rule 8.41. However, a 5% interest rate was applied to
post-retirement adjustments to the maximum dollar limit where benefits begin after the member

reaches age 65.

. Upon implementation of the Final Régulations, the mortality and interest assumptions for
417(e)(3) and non-417(e)(3) benefits set forth above in IILF.1. will be used.

d. Exclusion of Recipients of Ancillary Benefits

It has been determined that individuals who are receiving benefit payments that are not
retirement benefits will be excluded from testing. Therefore, SDCERS will not test pre-
retirement disability benefits (to the extent not in excess of the qualified disability benefit) or

pre-retirement death benefits.

For the pre-retirement disability benefits, SDCERS will still have to apply the 100% of
compensation screen. In addition, for the combined pre-retirement disability benefit and the pre-
retirement death benefit, SDCERS will apply an incidental benefit test, the 25% of cost test.
This will be in addition to, and separate from, the 415 limits.

2. TAMRA Election

SDMC § 24.1010(b) (prior to pending amendment) purports to make the TAMRA
election for SDCERS benefits. However, the pending amendment to SDMC § 24.1004 would
remove the language referencing the TAMRA election, as it is not clear that the requirements of

the election were satisfied.

3. Age Adjustments Made in 415(b) Testing

a. Benefits After Age 65

For all members whose retirement benefit begins after age 65, the Dollar Limit was
appropriately adjusted, as described in Exhibit A with respect to retrospective testing and Exhibit
B with respect to prospective testing.
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b. Benefits Before Age 62 ~ Other than Qualified Participants

For all members other than Qualified Participants whose retirement benefit begins before
age 62, the Dollar Limit was appropriately adjusted, as described in Exhibit A with respect to
retrospective testing and Exhibit B with respect to prospective testing.

c. Definition of Qualified Participants

As discussed above, the reduction in the dollar limitation for benefits which begin before
age 62 does not apply to Qualified Participants. It is important to keep in mind that the group of
public safety employees who may take advantage of this exception is not necessarily consistent
with SDCERS' public safety member classification. For example, since EMTs were moved into
the fire department several years ago, they could be included as a Qualified Participant (if they
meet the service requirements). However, lifeguards were moved into the fire department fewer
than 15 years ago; therefore, they do not clearly fall within the exception.

We note that the Final Regulations provide further ‘guidance as to the public safety
employees who may take advantage of the exception. Following is a suggested checklist for
identifying Qualified Participants:

e Is the member credited in SDCERS with at least 15 years of service as an
employee of any police department or fire department of the employer? If no,
then apply pre-age 62 screen. If yes, proceed to next question. Note: The 15
years must be with an SDCERS employer, not via reciprocity.’

e Was the member a full-time employee of any police department or the fire
department for all of those 15 years of service? If no, then apply pre-age 62
screen. If yes, do not apply pre-age 62 reduction. Count a person as a full-time
employee of the department even if they are not a public safety officer. For
example, if a person was a secretary in the fire department, they are a Qualified
Participant. Service with the departments should be counted, including all periods
of service, e.g., count such service that occurred before termination and
reemployment. For example, if a member worked on probation for his first six
months and then purchased that time, it should be included. A second example is
a person who worked for one of the departments for three years, then left and took
a refund. He then returned to the department and purchased those three years.

They should be included.

SDCERS staff has asked whether this exception for public safety officers requires that all
fifteen (15) years of service be with the same department, or whether the service might be spread
among two or more departments. In addition, SDCERS staff has asked whether police and
military service can be combined to meet the 15-year requirement. The language of the Code 1s
ambiguous on this point. However, an example in the Final Regulations makes it clear that a
combination of police department and military service can be used to satisfy the 15 year

! If the City plan, the Airport plan, and the Port plan are considered as separate plans, the Proposed Regulations may not permit
combining service.
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requirement. Given this, we think it is reasonable to take the position that any combination of
police department and/or fire department service (that otherwise qualifies) may also be used to
meet the 15 year requirement. We therefore are comfortable with the testing being done using
the combination of all San Diego police and fire department service and military service.

Park Rangers, who are not in the police department, but who exercise police powers in
the City parks will not be treated as qualified participants, as agreed during the VCP process.

d. Exclusion of Pre-Age 62 Reduction for Disability or Death Benefits

The pre-age 62 reduction would not be applied to 2 SDCERS disability benefit or to a
death benefit.

4. 10-Year Adjustment

SDCERS must identify those retirees who have fewer than ten (10) years of service with
SDCERS, exclusive of reciprocity and exclusive of service purchases. Those retirees would
have a reduced 415(b) test amount — for example, if the retiree only had five (5) years of service
with SDCERS (exclusive of reciprocity and service purchases), the retiree's age-adjusted limit
would be 50% of the age—adjusted limit. The limit can never be lower than 10% of the otherwise
applicable limit. We realize this could create failures because of several design elements (Le.,
the Port and Airport Plans have a five year vesting schedule, reciprocity provisions that allow for
crediting service in other plans, a pre-1992 group who had less than 10 years of service but were
vested as a mandatory retirement age group, and the SPSP "5+5" group). These adjustments are
described in Exhibit A with respect to retrospective testing and Exhibit B with respect to

prospective testing.
C. AMOUNTS EXCLUDED FROM TESTING

Following is a discussion of the elements that have been considered for exclusion in the
screening and testing process.

1. After-Tax Emplovee Contributions

For 415(b) testing purposes, the portion of the annual benefit that is attributable to after-
tax employee contributions may be "subtracted" from the annual benefit. In order to perform this
calculation, SDCERS would have to be able to identify mandatory employee contributions that
were made prior to the adoption of the pick-up and any voluntary post-tax contributions
(including after-tax contributions for service purchases). However, based upon the changes
made by the PPA with regard to service purchases and the difficulty in performing 415(c)
testing, we ultimately recommend that in the testing protocol the benefit attributable to after-tax
employee contributions not be excluded from 415(b) testing, which would be consistent with

Code Section 415(n) testing.
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