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MEMORANDUM
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TO: SDCERS Audit Committee
Mark Hovey, SDCERS Chief Executive Officer
Marcelle Rossman, SDCERS Chief Benefits Officer
Johnny Tran, SDCERS Interim General Counsel
Michelle Corbin, San Diego Unified Port District
Ellen Gross, San Diego Unified Port District
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FROM: Lee Parravano, SDCERS Internal Auditor

SUBJECT: Retirement Benefit Calculations and Setup Audit

Enclosed is the Retirement Benefits Calculations and Setup Audit. Overall, retirement
allowances tested were calculated with 99.86% accuracy. Additionally, retirement
benefits tested were accurately calculated with 99.93% accuracy. Opportunities for
improvement were also identified that should be addressed to further strengthen controls.

Based on this audit, there were ten findings and fifteen recommendations made related to
retirement benefit calculations and setups. Nine of the findings, and fourteen of the
recommendations, required a response from SDCERS’ management. SDCERS’
management agreed with eight of the nine findings and SDCERS’ management agreed to
twelve of the fourteen recommendations. SDCERS’ management disagrees with finding
number two and the CEO has directed the Interim General Counsel to obtain an opinion
from outside fiduciary counsel before deciding on an appropriate response to the two
recommendations contained in finding number two. One finding and one
recommendation required a response from the San Diego Unified Port District. The San
Diego Unified Port District agreed to the finding and the recommendation. Details can be
found in the Audit Results section of this report.

I would like to thank SDCERS staff for all of the assistance and cooperation provided
during this audit. Everyone involved was very helpful and willing to provide the
information needed. Their valuable time and efforts spent on this audit is greatly
appreciated.
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EXECUTIVE SUMMARY

SDCERS has procedures in place for retirement benefit calculations and setup. Control strengths
identified during the audit include:
e Appropriate segregation of duties
¢ Required Minimum Distributions were correctly calculated
e Corbett and unpaid retirement benefits, payable to a continuance, were correctly calculated
e Members terminating DROP annuity accounts were accurately calculated and the remaining
balances of their DROP accounts were distributed
Taxability of benefit payments were accurately classified
e All Surviving Spouses of Members that selected maximum benefit and retired, or entered
DROP after September 19, 2008, that were receiving a continuance were married continuously
from date of retirement to date of death
e Due process and procedures related to Member underpayment/overpayments are adhered to
¢ Retirement allowances for benefit enhancements occurring during a Member’s break in service
were accurately calculated

It was also noted:

e Retirement allowance benefits tested were accurately calculated with 99.86% accuracy.
e Total retirement benefits tested were accurately calculated with 99.93%? accuracy.

However, the following issues were identified that should be addressed to further strengthen controls
over retirement benefit calculations and setups.

Retirement Benefit Calculations and Setup Procedures

Comprehensive written policies and procedures to complete retirement benefit calculations and setups in
IRIS are not completed.

Cost of Living Adjustment Calculation with Cost of Living Annuity and Surviving Spouse Annuity

A City of San Diego Member is eligible to receive a Cost of Living Adjustment (COLA) on his or her
retirement allowance. A retirement allowance is equal to a Member’s Age Based Retirement Factor
multiplied by their Service Credit multiplied by their Final Compensation. For Member’s that received
an initial COLA subsequent to July 1, 1992 SDCERS staff has been interpreting retirement allowance
for the purpose of calculating the COLA, to also include the Cost of Living Annuity (COL Annuity) and
Surviving Spouse Annuity (if applicable).

! Percentage based on the total dollar amount of the 25 Members randomly selected. Legal Opinions, Board Rules and
Plan change impact are excluded from this percentage (Findings 2, 3, 9 and 10).
2 Percentage based on the total dollar amount of the 25 Members randomly selected. Legal Opinions, Board Rules, Plan
change impact and DROP annuity termination payments are excluded from this percentage (Findings 2, 3, 9 and 10).
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EXECUTIVE SUMMARY (Continued)

Part-Time Members

The calculation of Final Compensation for City Members who are considered to be in a part-time status
is not clearly defined in either SDCERS’ Board Rules or the San Diego Municipal Code. Currently
SDCERS’ staff doubles a Member’s Base Compensation to arrive at a Final Compensation amount for a
half time Member. This interpretation; however, is necessary to provide a retirement benefit for a half
time Member that is 50% of a full-time Member.

Cost of Living Adjustment Banks

Members receiving a monthly retirement allowance are eligible to have their monthly retirement
allowance increased or decreased each June 30™ by the percentage of annual increase or decrease in the
cost of living which has occurred between the two previous January firsts, as shown by the Bureau of
Labor Statistics Consumer Price Index, United States—All items up to a threshold. Any amounts
exceeding the threshold are eligible to be “banked” for future years.

The percent change per SDCERS pension administration system does not agree to the Bureau of Labor
Statistics Consumer Price Index, United States — All items for 11 of 45 years. Additionally, information
available to Members on SDCERS website regarding cost of living banks is not accurate.

No Member benefits have been impacted by this information.

Social Security Integration Option

SDCERS is providing an 8% retirement interest in a Member's retirement benefit to a former spouse
based on a Judgement SDCERS received.

The Social Security Integration Option, selected by the Member at retirement, pays the Member an
increased benefit from date of retirement until the first month the Member turns 65. When the Member
turns 65, his retirement benefit is reduced. The month the Member turned 65, the Member's retirement
benefit was reduced by the full amount of the Social Security Integration Option. The former spouse’s
benefit should have been reduced when the Member turned 65, but was not.

Based on the Judgement on file, the total benefit payments made incorrectly to the former spouse total
$14,196.00 at June 30, 2015, prior to interest. Both the Member and former spouse will require a
correction.

Forfeiture of Retirement Accounts

The forfeiture of a retirement allowance or amounts due to a Participant occurs after one year of the
event triggering payment of funds to the Participant when certain events occur. For one Member tested,
the certain events occurred; however, the Member’s retirement account was not forfeited.




EXECUTIVE SUMMARY (Continued)

Cost of Living Adjustment Bank for a Former Spouse

SDCERS was providing a retirement interest in a Member's retirement benefit to a former spouse. The
amount of cost of living adjustments “banked” by the Member during the Member’s active DROP
period equaled 2.3%. The former spouse should have a corresponding cost of living adjustment bank
equal to 2.3%. The former spouse’s cost of living adjustment bank incorrectly did not include the 2.3%.
As a result, the former spouse did not receive a 2% cost of living adjustment in a year which she was
eligible to receive it. The total amount underpaid to the former spouse is $1,084.56 as of June 30, 2015.
This amount does not include interest.

Retirement Allowance

A Member’s retirement allowance, setup in December 1992, was incorrectly calculated because an
incorrect Service Credit amount and retirement factor was used. As a result, this Member has been
underpaid by $7,877.20 as of June 30, 2015. This amount does not include interest.

13" Check

Eligibility for the 13th Check when a retiree or survivor beneficiary dies in October was ambiguous.
Due to this ambiguity, SDCERS’ management programmed IRIS to eliminate potential overpayments to
eligible retirees for the 13th Check. Based on a recent legal opinion, Members or survivors that died
during October 2014 were underpaid.

San Diego Unified Port District Plan

The San Diego Unified Port Plan language allows a Safety Member to choose either: (1) the Retirement
Calculation Factors in effect under the SDCERS Plan on January 1, 2002, with no change in his or her
Final Average Salary, or (2) the Retirement Calculation Factors in effect under the SDCERS Plan on
December 31, 2001, with a 10% increase to his or her Final Average Salary. Both of the Retirement
Calculation Factors in effect as of January 1, 2002 and December 31, 2001 are 3% and would result in a
Member choosing between the 3% Retirement Calculation Factor, or the 3% Retirement Calculation
Factor with a 10% increase to his or her Final Average Salary.

*hkkkk

Based on this audit, there were ten findings and fifteen recommendations made related to retirement
benefit calculations and setups. Nine of the findings, and fourteen of the recommendations, required a
response from SDCERS’ management. SDCERS’ management agreed with eight of the nine findings
and SDCERS’ management agreed to twelve of the fourteen recommendations. SDCERS’ management
disagrees with finding number two and the CEO has directed the Interim General Counsel to obtain an
opinion from outside fiduciary counsel before deciding on an appropriate response to the two
recommendations contained in finding number two. One finding and one recommendation required a
response from the San Diego Unified Port District. The San Diego Unified Port District agreed to the
finding and the recommendation. Details can be found in the Audit Results section of this report.

The information in this report is intended solely for the use of SDCERS’ Audit Committee, Board of
Administration, and management and is not intended to be, and should not be, used by anyone other than
these specified parties.
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AUDIT OBJECTIVES, SCOPE & METHODOLOGY
Audit Objectives

The objective of the audit was to evaluate the operational controls used to calculate retirement benefits
and to verify the accuracy of retirement benefits.

Audit Scope & Methodology

This audit was performed for retirement benefits set up during the period from May 29, 2014 through
March 31, 2015 and any retirement benefit currently being paid as of March 31, 2015:

» Reviewed the San Diego County Regional Airport Authority Retirement Plan, the San Diego
Unified Port District Retirement Plan & Trust, and the San Diego City Employees’ Retirement
System Plan, including any amendments to those Plans.

» Reviewed policies and procedures utilized by staff to complete retirement benefit calculations and
setups.

» Interviewed staff responsible for retirement benefit calculations and setups to determine if there is
appropriate segregation of duties.

» Randomly selected twenty-five benefit payments for any Member, Continuance or Beneficiary
being paid as of March 31, 2015. For each benefit payment selected:

o0 Recalculate the retirement benefit amount for consistency with the applicable Retirement Plan
for accuracy.
o Determine if the taxability of the retirement benefit was accurate.

» Reviewed the procedures for individuals subject to the Required Minimum Distribution rules.

» Reviewed 100% of the Surviving Spouse Continuance benefit population, after September 19,
2008, that was receiving a Surviving Spouse Continuance benefit when the Member selected
maximum benefit.

» Reviewed procedures for unpaid retirement benefits.

» Reviewed procedures for Members terminating the annuity of their DROP accounts.

» Reviewed procedures for Members subject to the underpayment/overpayment Board Policies.

» Reviewed procedures for accounts subject to forfeiture.

» Reviewed procedures for Members subject to blended benefits.

This audit was conducted in accordance with the International Standards for the Professional Practice
of Internal Auditing. Those standards requires that Internal Audit plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for the findings and conclusions based on
the audit objectives. Internal Audit believes the evidence obtained provides a reasonable basis for the
findings and recommendations.

Internal Audit would like to thank SDCERS’ management and staff for their assistance and numerous
courtesies extended during the completion of this audit.




INTRODUCTION
Background

SDCERS administers three separate defined benefit pension plans for the City of San Diego (City), the
San Diego Unified Port District (Port), and the San Diego County Regional Airport Authority (Airport).
SDCERS provides service retirement, disability retirement, death and survivor benefits to its
participants.

SDCERS’ Benefits Administration Division oversees the calculation and setup of retirement benefits.
Since inception in 1927 there have been over 100 Ordinances, Plan changes or Amendments that have
impacted SDCERS retirement benefits. Ordinances or changes to the Plan have resulted in 28 different
tiers of benefits.

Benefit Payments (Dollars in Thousands)

For the Fiscal Year Ended June 30, 2014

Benefit Type City Port Airport Total

Retirement and Disability Allowances $311,238 $16,933 $1,563 $329,734
DROP Payments 37,996 1,037 1,114 40,147
13" Check 5,626 250 27 5,903
Corbett Benefit 5,334 - - 5,334
Death Benefit 311 9 30 350
Total Benefit Payments $360,505 $18,229 $2,734 $381,468

Source: SDCERS — Comprehensive Annual Financial Report as of June 30, 2014

Membership Totals

As of June 30, 2014

Member Status City Port Airport Total

Active 7,272 385 362 8,019
Terminated Vested 2,920 285 90 3,295
Disabled 1,197 64 2 1,263
Retirees 6,414 375 59 6,848
Beneficiaries 1,211 79 6 1,296
Total 19,014 1,188 519 20,721

Source: SDCERS — Actuarial Valuations as of June 30, 2014

A retirement benefit is comprised of several components and as a result the dollar amount received by a
Member can vary depending on items such as the Member’s tier of benefit, Service Credit, Final
Compensation, age at retirement, Surviving Spouse Contributions, retirement date, and Cost of Living
contributions.




In general a Member’s retirement benefit is calculated as follows:
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Retirement Benefit Example

1. Frank decided to retire when he is 55 years old. Frank’s Age-Based Factor Retirement Factor

is 2.5%.

2. At age 55, Frank has 20 years of Service Credit.

3. Frank’s highest one-year period of pensionable salary is $80,000. This represents his Final

Compensation.

Frank’s Base Retirement Benefit is calculated as follows:

Age-Based Retirement Factor =2.5%

2.5% x 20 years of Service Credit = 50%, so

50% x $80,000 Final Compensation = $40,000 Retirement Allowance
COL Annuity = 2,450

Surviving Spouse Annuity (If Applicable) = 1,250

j \ J \ contributions j

Retirement Benefit = $43,700 Per Year, paid $3,641.66 per month




In 2002 SDCERS began utilizing computer software to setup and calculate Member retirement benefits.
The utilization of computer software allows SDCERS to reduce human errors associated with
overseeing the 28 different tiers of benefits and various mathematical calculations. In May 2014,
SDCERS began using a new pension administration system (IRIS) that significantly enhanced
functionality, accuracy and internal controls. SDCERS’ staff spent 9 months testing and verifying data
and retirement benefit calculations.

Priority Rating Process

To assist management in its evaluation, the findings have been assigned a qualitative assessment of the
need for corrective action. Each item is assessed a high, medium, or low priority as follows:

High - Represents a finding requiring immediate action by management to mitigate risks associated with
the process being audited.

Medium - Represents a finding requiring timely action by management to mitigate risks associated with
the process being audited.

Low - Represents a finding for corrective action by management to mitigate risks with the process being
audited.

Impact of IRIS Implementation on Audit Finding
To assist management, the Audit Committee and the Board of Administration, the findings contain

information indicating if the current configuration of IRIS would provide reasonable assurance that the
Retirement Benefit error would be prevented from occurring in the future.




AUDIT RESULTS

Based on detailed testing, control strengths were identified, as well as issues that should be addressed to
further strengthen controls.

Control Strengths Identified

Listed below are the control strengths identified:
e Appropriate segregation of duties
¢ Required Minimum Distributions were correctly calculated
e Corbett and unpaid retirement benefits, payable to a continuance, were correctly calculated
e Members terminating DROP annuity accounts were accurately calculated and the remaining
balances of their DROP accounts were distributed
Taxability of benefit payments were accurately classified
e All Surviving Spouses of Members that selected maximum benefit and retired, or entered
DROP after September 19, 2008, that were receiving a continuance were married continuously
from date of retirement to date of death
e Due process and procedures related to Member underpayment/overpayments are adhered to
¢ Retirement allowances for benefit enhancements occurring during a Member’s break in service
were accurately calculated

Below are issues that were identified and should be addressed to further strengthen controls over the
retirement benefit calculations and setups.

Finding #1: SDCERS does not have comprehensive written policies and procedures to complete
retirement benefit calculations and setups in IRIS.

Priority Rating: Medium

Would Implementation of IRIS Prevent Benefit Error in the Future: N/A — Policy & Procedures

SDCERS’ current written retirement benefit calculations and setup procedures were reviewed to
determine if they were adequate and included necessary elements for strong internal controls. SDCERS
currently does not have comprehensive written policies and procedures to complete retirement benefit
calculations and setups in IRIS. The policies and procedures should:

1. Bereadily available to all employees who need it

2. Delineate the authority and responsibility of all employees

3. Indicate which employees are to perform which procedures

4. Determine when follow-up actions are needed

5. Explain the design and purpose of controls related procedures to increase employee

understanding and support for controls

Internal controls will be strengthened by specifying these requirements in written procedures for the
retirement benefit calculations and setup and requiring Benefits Administration staff to follow them.

Management was aware of this issue and it is listed as a Fiscal Year 2015-2016 priority on the
Management Action Plan.

Recommendation #1: Written policies and procedures should be completed for retirement benefit
calculations and setups in IRIS.




Finding #2: SDCERS is incorrectly calculating Cost of Living Adjustments for all City of San Diego
Members that received an initial Cost of Living Adjustment July 1, 1992 or thereafter.

Priority Rating: High

Would Implementation of IRIS Prevent Benefit Error in the Future: N/A - Legal Opinion

This finding and related conclusions were based on supporting documentation examined by the Internal
Auditor including but not limited to: correspondence from SDCERS’ staff to SDCERS Business &
Procedures Committee, San Diego Municipal Code changes, correspondence from SDCERS’ staff to
Members, and IRIS generated reports. These items have been summarized below, but have been
included in more detail in Appendix I.

*khkk

Beginning July 1, 1973 every Member makes survivor contributions in addition to Normal
Contributions. SDCERS, based upon advice of the actuary, calculates the survivor contributions as a
percentage of Normal Contributions. If, at the time or retirement, a Member who has selected the
maximum benefit does not have a spouse who is eligible for benefits, SDCERS will pay the Member the
Accumulated Contributions including interest he or she made or treat these contributions as voluntary
additional contributions made to provide a larger Annuity benefit. This is known as the Surviving
Spouse Annuity.

Beginning July 1, 1971 every Member, except Safety Members represented by the San Diego Police
Officers Association who initially began City employment after July 1, 2012, makes Cost of Living
Annuity (COL Annuity) Contributions in addition to their Normal Contributions and their Surviving
Spouse Contributions. SDCERS, based upon the advice of the actuary, calculates the COL Annuity
Contributions as a percentage of Normal Contributions. Upon retirement, SDCERS will pay a COL
Annuity to Members who have made COL Annuity Contributions.

On January 1, 1971 The San Diego City Council passed Ordinance 10479 that contained a new Division
titled Division 5-B Cost of Living Adjustment and two new sections. The two new sections 24.0531 and
24.0532 were contained under Division 5-B. The new sections granted a cost of living increase or
decrease to the retirement allowance then being received as shown by the Bureau of Labor Statistics
Consumer Price Index, United States—All items. Such change, however, could not exceed 1.5% per
year and no decrease could reduce the monthly retirement allowance below the amount being received
by any person on the effective date of his retirement. This is known as the Cost of Living Adjustment
(COLA). The amount of any cost of living increase or decrease in any year which is not met by the
maximum annual change of 1.5% in allowances would be accumulated to be met by increase or
decreases in allowances in future years. The cost of living increase that exceeds the annual maximum
change of 1.5% is known as the COLA Bank.

Ordinance 10479 shared the cost of the COLA benefit equally between the Member and the City.
Member contributions were increased by 15%.

Ordinance 10479 provided that the COL Annuity is added to the normal monthly retirement allowance
of the retired Member. The COLA was not granted until the amounts exceed the additional fixed sum
the retired Member is receiving from the COL Annuity.




Finding #2 (Continued): SDCERS is incorrectly calculating Cost of Living Adjustments for all City of
San Diego Members that received an initial Cost of Living Adjustment July 1, 1992 or thereafter.
Priority Rating: High

Would Implementation of IRIS Prevent Benefit Error in the Future: N/A - Legal Opinion

Ordinance 10479 also detailed what a retirement allowance was comprised of. Ordinance 10479
provided that upon retirement for service, a Member is entitled to receive a retirement allowance which
consisted of:

(1) A service retirement annuity.

(2) A pension.

The service retirement annuity is an annuity which is the actuarial equivalent of the
member's accumulated normal contributions at the time of his retirement.

The pension is derived from the contributions of the City, sufficient, when added to the
service retirement annuity to equal the age-based retirement factor multiplied by Service
Credit earned multiplied by Final Compensation.

Ordinance 16449, effective June 30, 1985, increased the maximum COLA for all active Members on the
payroll of the City after June 30, 1985 and who retire on or after July 1, 1985 to 2.0%.

Ordinance 16679, effective June 30, 1986, increased the maximum COLA for all general and safety
Members who retired between the Dates October 6, 1980 and July 30, 1985 to 2.0%.

For all City of San Diego Members that received an initial COLA prior to July 1, 1992 SDCERS staff
has been interpreting retirement allowance for the purpose of calculating the COLA to include:

(1) A service retirement annuity.

(2) A pension.

The calculation used by SDCERS was as follows:

Calculation of COLA for Member receiving an initial
COLA prior to July 1, 1992

Total Benefit
Payment
(761.55+COL
Fiscal 2% of Annuity +
Year Retirement Retirement Cumulative | Cumulative
Beginning | Retirement | Allowance | Cumulative | Allowance | COL COLA COLA
July 1, Allowance (COLA) COLA plus COLA | Annuity | Payment Payment)
1988 $761.55 $- $,—9 $761.55 | $37.01 $- $798.56
A,//
/
1989 76155 [~ 15.23 15.23 776.78 | 37.01 - 798.56
1990 776.78 15.54 30.77 792.32 37.01 - 798.56
1991 792.32 15.85 46.61 808.16 37.01 9.60 808.16
1992 808.16 16.16 62.77 824.32 37.01 25.76 824.32
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Finding #2 (Continued): SDCERS is incorrectly calculating Cost of Living Adjustments for all City of
San Diego Members that received an initial Cost of Living Adjustment July 1, 1992 or thereafter.
Priority Rating: High

Would Implementation of IRIS Prevent Benefit Error in the Future: N/A - Legal Opinion

In the above example, the Member’s COLA is calculated on the Retirement Allowance, which does not
include the COL Annuity.

Ordinance 17770, effective June 30, 1992, modified San Diego Municipal Code Section 24.0532. The
last sentence of San Diego Municipal Code Section 24.0532(a) was removed. Previously it stated, “The
cost of living adjustment provided for in Section 24.0531 will not be applied until the amounts required
exceed the additional fixed sum the retired member is receiving from the annuity value of his cost of
living contributions.”

Ordinance 17770 removed the connection between the COLA and the COL Annuity. The COL Annuity
was now a separate benefit that was granted. Members retiring subsequent to Ordinance 17770 would
receive a greater benefit than Members retiring prior to Ordinance 17770. Ordinance 17770, however,
did not change the definition of retirement allowance to include the COL Annuity or the Surviving
Spouse Annuity.

For all City of San Diego Members that received an initial COLA subsequent to July 1, 1992 SDCERS
staff has been interpreting retirement allowance for the purpose of calculating the COLA to include:

(1) A service retirement annuity.

(2) A pension.

(3) The COL Annuity.

(4) The Surviving Spouse Annuity.

The calculation is as follows:

Calculation of COLA for Member receiving an initial
COLA on or after July 1, 1992

2% of
Fiscal Year Retirement Retirement
Beginning Retirement Allowance | Cumulative | Allowance | COL Total Benefit
July 1, Allowance (COLA) COLA plus COLA | Annuity Payment
1992 $983.31 $- - $983.31 | $20.57 $1,003.88
—— m

1993 1,003.88 |~ 20.08 20.08 | 1,023.96 | 20.57 1,044.53
1994 1,023.96 20.48 40.56 1,044.44 20.57 1,065.01

As shown in the example above, SDCERS was now including the COL Annuity into the COLA
calculation. This leads to a higher total benefit payment to Members.

11




Finding #2 (Continued): SDCERS is incorrectly calculating Cost of Living Adjustments for all City of
San Diego Members that received an initial Cost of Living Adjustment July 1, 1992 or thereafter.
Priority Rating: High

Would Implementation of IRIS Prevent Benefit Error in the Future: N/A - Legal Opinion

Ordinance 18392, which was effective March 31, 1997, first introduced the definition of the COL
Annuity as “an amount to be added to the retirement allowance of a Member or Officer, calculated by
computing the actuarial equivalent of the accumulated contributions in the cost of living annuity account
of the Member or Officer at the time or retirement of the Member or Officer.” The current San Diego
Municipal Code definition of the COL Annuity has remained largely unchanged. Currently the San
Diego Municipal Code states the, “Cost of Living Annuity means the amount added to the retirement
allowance of a Member who has made Cost of Living Contributions as set forth in section 24.1507(b).”

San Diego Municipal Code 824.0402 and 824.0403, which defines the term retirement allowance, has
been amended several times. The items included in retirement allowance, however, has only changed
slightly. The current items included in retirement allowance are:

(1) A Service Retirement Annuity, and

(2) A Creditable Service Pension
A Service Retirement Annuity is defined as the Annuity that is the Actuarial Equivalent of the
Member’s Accumulated Normal Contributions at the time of the Member’s retirement. A Creditable
Service Pension is defined as the pension derived from the City’s contributions, that when added to the
Member’s Service Retirement Annuity, equals the Unmodified Service Retirement Allowance.

As described above a retirement allowance is equal to a Service Retirement Annuity plus a Creditable
Service Pension. This is also known as an Unmodified Service Retirement Allowance. San Diego
Municipal Code 824.0103 defines Unmodified Service Retirement Allowance as, “the monthly
allowance paid to a Member based on a formula using the Member’s age at retirement, the Member’s
final Compensation, and the applicable Retirement Calculation Factor in accordance with this article.”
The definition of retirement allowance does not include the COL Annuity and therefore is not eligible
for the COLA.

An exact calculation of the overpayment made to Members, Survivors and Beneficiaries that received a
COLA on the COL Annuity was unable to be performed; however, based on calculations performed by
the Internal Auditor it is estimated 6,878 individuals are impacted totaling $1.6 Million as of March
2015.

Additionally, based on calculations performed by the Internal Auditor including the COL Annuity in the
COLA calculation is estimated to cost $260,000.00 for fiscal year 2015. The $260,000.00 does not
account for Members or Beneficiaries that no longer receive benefits as of March 31, 2015,
continuances where the COL Annuity information has been combined in IRIS or any Corbett benefits
that have been paid using COLA as a component of the calculation.
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Finding #2 (Continued): SDCERS is incorrectly calculating Cost of Living Adjustments for all City of
San Diego Members that received an initial Cost of Living Adjustment July 1, 1992 or thereafter.
Priority Rating: High

Would Implementation of IRIS Prevent Benefit Error in the Future: N/A - Legal Opinion

As detailed above, a City of San Diego Member’s retirement allowance, as defined by the San Diego
Municipal Code, does not include the Surviving Spouse Annuity and therefore is also not eligible for the
COLA. An exact calculation of the overpayment made to Members and Beneficiaries that received a
COLA on the Surviving Spouse Annuity was unable to be performed; however, based on calculations
performed by the Internal Auditor it is estimated 1,239 individuals are impacted totaling $.1 Million as
of March 2015. The $.1 Million does not account for Members that no longer receive Surviving Spouse
benefits as of March 31, 2015, interest on the overpayment, or any Corbett benefits that have been paid
using COLA as a component of the calculation.

The San Diego County Regional Airport Authority and San Diego Unified Port District both include the
COL Annuity in the definition of a retirement allowance. Additionally, both the Airport and Port Plan’s
state that the Surviving Spouse Annuity can be used to provide a larger monthly retirement allowance.

SDCERS former legal counsel was requested, by the Internal Auditor, to provide a legal opinion on this
issue. That opinion disagreed with the analysis performed by the Internal Auditor. That opinion;
however, determined that the calculation of the COLA was incorrect for the period January 1, 1971
through May 25, 1992 because staff excluded the COL Annuity from the COLA calculation; this would
lead to an underpayment to Members for the time period indicated. Furthermore the legal opinion
determined that the COLA was incorrectly calculated for the period May 26, 1992 to February 24, 1997
because staff was including an annuity of the COL Contributions rather than applying only the COLA.
This could result in either an underpayment or overpayment to a Member. The legal opinion also stated
that the methodology of the COLA calculations from February 25, 1997 to present was correct. Lastly,
SDCERS former legal counsel concluded the Surviving Spouse Annuity was eligible to receive the
COLA.

The calculation of COLA benefits impacts the vast majority of SDCERS’ City Members. Because of
the potential impact this would have on SDCERS’ City Members, and the inconsistency in conclusions
reached between the Internal Auditor and SDCERS former legal counsel, SDCERS should carefully
consider available options.

Recommendation #2a: SDCERS should determine what components of a Member’s retirement benefit
are eligible to receive a COLA.

Recommendation #2b: If SDCERS concludes that any Member benefits have been incorrectly
calculated, SDCERS should recalculate the Member’s benefit and make any corrections as required.

13




Finding #3: The calculation of Final Compensation for City Members who are considered to be in a
part-time status is not clearly defined in either SDCERS Board Rules or the San Diego Municipal Code.

Priority Rating: High
Would Implementation of IRIS Prevent Benefit Error in the Future: N/A — Board Rule and/or
Legal Opinion Required

SDCERS Board Rule 5.15 states, "Retirement benefits earned by members during periods of part-time
employment for the number of years of service credit that are earned during periods of part-time
employment are credited on a pro-rata basis in the same proportion as a full time member. An employee
is considered to be in a part-time status when he/she is officially assigned to a one-half time (ex. 40
hours on an 80 hour standard) standard hours work schedule."

SDCERS Board Rule 2.10 states, "Retirement contributions for eligible part-time employees will be
calculated on their part-time pensionable salary prorated in proportion to the contribution that is
calculated on the equivalent full-time pensionable salary.”

SDCERS Board Rule 2.120 states, “Any City Member who renders service for compensation at any
time during a biweekly pay period shall make full contributions based on that Member's Base
Compensation as defined in the City Plan.” In addition it states, “Any City Member who makes a full
biweekly contribution as provided in paragraph 1 of this Rule shall receive full service credit for that
biweekly pay period.”

San Diego Municipal Code Section 24.0104 (c) states, “Members who are salaried employees and
regularly work at least half-time, but less than full-time, accrue service credit in the same proportion to
full benefits as their service relates to the service of a full-time Member.”

San Diego Municipal Code Section 24.0103 states, “Base Compensation™ means and includes the base
salary or wages paid (standard hours multiplied by the hourly rate) on a regular bi-weekly basis to an
employee for his or her services in any given pay period, including (by way of example) but not limited
to such items of compensation such as: time during which the employee is excused from work for
holidays, annual leave taken, compensatory time off taken, industrial leave taken, discretionary or
furlough leave taken, and pay for out-of-class assignments."

In general, Final Compensation means the Member's highest one or three year period of Base
Compensation.

San Diego Municipal Code 24.0103 states, “Unmodified Service Retirement Allowance means the
monthly allowance paid to a Member based on a formula using the Member's age at retirement, the
Member's Final Compensation, and the applicable Retirement Calculation Factor in accordance with this
article.”

When active, a part-time Member’s Base Compensation, for retirement contributions under Board Rules
2.1 and 2.120, is interpreted to mean the hours the employee is regularly scheduled to work. For
example, if a Member is half time (scheduled to work 40 hours in an 80 hour pay period), this Member’s
retirement contribution is based on 40 hours per pay period.
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Finding #3 (Continued): The calculation of Final Compensation for City Members who are considered
to be in a part-time status is not clearly defined in either SDCERS Board Rules or the San Diego
Municipal Code.

Priority Rating: High
Would IRIS Implementation Prevent Benefit Error in the Future: N/A - Board Rule and/or Legal
Opinion Required

When calculating a Member’s Unmodified Service Retirement Allowance, for a half time Member, Base
Compensation is interpreted to mean 80 hours per pay period. SDCERS staff annualizes a half time
Members salary as if they were a full time Member. For a half time Member this means staff doubles the
Members Base Compensation to arrive at Final Compensation.

Currently there is no SDCERS Board Rule or San Diego Municipal Code that directs SDCERS staff to
double Base Compensation to arrive at a Final Compensation for a half time Member.  This
interpretation, however, is necessary to provide a retirement benefit for a half time Member that is 50%
of a full-time Member. Example 1, shown below, details why this interpretation is necessary.

Example 1
Half Time Full Time
Service Service
Year Credit Salary Credit Salary

1 0.5 $18,959.20

0.5 18,959.20
3 0.5 18,959.20
4 0.5 18,959.20
5 0.5 18,959.20
6 0.5 18,959.20
7 0.5 18,959.20
8 0.5 18,959.20
9 0.5 18,959.20
10 0.5 18,959.20 1 $ 37,918.40
11 0.5 18,959.20 1 37,918.40
12 0.5 18,959.20 1 37,918.40
13 0.5 18,959.20 1 37,918.40
14 0.5 18,959.20 1 37,918.40
15 0.5 18,959.20 1 37,918.40
16 0.5 18,959.20 1 37,918.40
17 0.5 18,959.20 1 37,918.40
18 0.5 18,959.20 1 37,918.40
19 0.5 18,959.20 1 37,918.40
20 0.5 18,959.20 1 37,918.40

10 $379,184.00 10 $379,184.00
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Finding #3 (Continued): The calculation of Final Compensation for City Members who are considered
to be in a part-time status is not clearly defined in either SDCERS Board Rules or the San Diego
Municipal Code.

Priority Rating: High

Would IRIS Implementation Prevent Benefit Error in the Future: N/A - Board Rule and/or Legal
Opinion Required

Half Time Full Time
Final Compensation $18,959.20 $37,918.40
Service Credit 10 10
Factor 2.5% 2.5%
Unmodified Service Retirement Allowance $4,739.80 $9,479.60

In the Example above, both Members have a total of 10 years of Service Credit and have earned
$379,184.00. These Members would have paid retirement contributions to SDCERS based on the
$379,184.00. The Unmodified Service Retirement Allowance for the full-time Member is $9,479.60 per
year whereas the Unmodified Service Retirement Allowance of a part-time Member results in a benefit
of $4,739.80 per year. The part-time Member would receive one half of the benefit of a full-time
member even though they have paid SDCERS the same retirement contributions and have the same
Service Credit.

Recommendation #3: SDCERS should adopt a Board Rule to clarify how Final Compensation is
calculated for Members that are considered to be in a part-time status.
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Finding #4: The Cost of Living Adjustment used to determine a Member’s COLA Bank do not match
the cost of living which has occurred between the two previous January firsts, as shown by the Bureau
of Labor Statistics Consumer Price Index, United States — All items for 11 of 45 years subsequent to
July 1, 1971.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

Per San Diego Municipal Code §24.1505 except those special class safety Members whose retirement
allowances are based upon % the amount of the current salary of their retired rank, every person
receiving a monthly retirement allowance shall have his (or her) monthly retirement allowance then
being received increased or decreased each June 30™ by that percentage determined by the Board to
approximate the nearest 1/10™ of one percent of the percentage of annual increase or decrease in the cost
of living which has occurred between the two previous January firsts, as shown by the Bureau of Labor
Statistics Consumer Price Index, United States—All items.

The percent change in the Consumer Price Index (CPI) per IRIS does not agree to the Bureau of Labor
Statistics Consumer Price Index, United States — All items for 11 of 45 years. No Member benefits have
been incorrectly calculated due to SDCERS using an amount that did not match the amounts as shown
by the Bureau of Labor Statistics Consumer Price Index, United States—All items. The chart below
compares the percent change in CPI in IRIS and the Bureau of Labor Statistics Consumer Price Index,
United States — All items for those 11 years.

CPI HISTORY?®

Variance between %
Change in CPI per IRIS

Bureau of Labor to Bureau of Labor

Statistics Consumer Statistics Consumer

% Change in CPI per Price Index, United Price Index, United

Year IRIS States — All Items States — All Items

7/1/1971 5.5% 5.6% -.1%
7/1/1974 8.8% 8.7% 1%
7/1/1975 16.4% 12.3% 4.1%
7/1/1976 7.0% 6.9% 1%
7/1/1977 4.8% 4.9% -.1%
7/1/1978 6.8% 6.7% 1%
7/1/1980 13.8% 13.3% 5%
7/1/1981 12.4% 12.5% -.1%
7/1/1983 3.9% 3.8% 1%
7/1/1985 4.0% 3.9% 1%
7/1/1994 2.8% 2.7% 1%

% There are no differences between IRIS and the Bureau of Labor Statistics Consumer Price Index, United Stated — All

Items for years not shown.
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Finding #4 (Continued): The Cost of Living Adjustment used to determine a Member’s COLA Bank
do not match the cost of living which has occurred between the two previous January firsts, as shown by
the Bureau of Labor Statistics Consumer Price Index, United States — All items for selected years
subsequent to July 1, 1971.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

Per San Diego Municipal Code 824.1505 The maximum COLA amount a retiree or active DROP
member can receive is limited based on when the member retired as shown in the chart below. The
amount of any cost of living increase or decrease in any year which is not met by the maximum annual
change is accumulated to be met by increases or decreases in allowances in future years. This is known
as the Cost of Living Adjustment Bank (COLA Bank).

Maximum COLA Allowed Per Period”
Member Retiring
Member Retiring prior | between to October 6, Member Retiring after
Year to October 6, 1980 1980 and July 1, 1985 to July 1, 1985

7/1/1971 1.5%

7/1/1972 1.5%

7/1/1973 1.5%

7/1/1974 1.5%

7/1/1975 1.5%

7/1/1976 1.5%

7/1/1977 1.5%

7/1/1978 1.5%

7/1/1979 1.5%

7/1/1980 1.5% 1.5%

7/1/1981 1.5% 1.5%

7/1/1982 1.5% 1.5%

7/1/1983 1.5% 1.5%

7/1/1984 1.5% 1.5%

7/1/1985 1.5% 1.5%

7/1/1986 1.5% 2.0% 2.0%
7/1/1987 1.5% 2.0% 2.0%
7/1/1988 1.5% 2.0% 2.0%
7/1/1989 1.5% 2.0% 2.0%
7/1/1990 1.5% 2.0% 2.0%
7/1/1991 1.5% 2.0% 2.0%
7/1/1992 2.0% 2.0% 2.0%

* Per Ordinance 17770 the maximum COLA is 2.0% for July 1, 1992 and subsequent years.
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Finding #4 (Continued): The Cost of Living Adjustment used to determine a Member’s COLA Bank
do not match the cost of living which has occurred between the two previous January firsts, as shown by
the Bureau of Labor Statistics Consumer Price Index, United States — All items for selected years
subsequent to July 1, 1971.

Priority Rating: Low
Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

SDCERS website contains information on COLAs and Member’s COLA Banks. Included on SDCERS
website is a “Letter from Cheiron, SDCERS actuary, regarding schedule for 2015 COLA” and a “COLA
letter sent to all retirees.” The “Letter from Cheiron, SDCERS actuary, regarding schedule for 2015
COLA” contains Exhibit I which shows the historical annual CPI and SDCERS adjustments made since
June 30, 1971 based on historical information provided by SDCERS. Exhibit | also contains a footnote
stating, “CPI Information earlier than 2005 is based on prior actuarial information obtained by
SDCERS.” The COLA Bank by retirement date as shown in Exhibit I; however, does not match IRIS.
The table below details the COLA Bank in Exhibit I and IRIS.
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Finding #4 (Continued): The Cost of Living Adjustment used to determine a Member’s COLA Bank
do not match the cost of living which has occurred between the two previous January firsts, as shown by
the Bureau of Labor Statistics Consumer Price Index, United States — All items for selected years
subsequent to July 1, 1971.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

COLA Bank’
Exhibit | per Letter
Year from Cheiron Per IRIS® Variance
7/1/1971 120.9% 113.4% -71.5%
7/1/1972 118.4% 109.4% -9.0%
7/1/1973 116.1% 107.6% -8.5%
7/1/1974 113.7% 105.7% -8.0%
7/1/1975 105.9% 98.4% -7.5%
7/1/1976 90.5% 83.5% -7.0%
7/1/1977 84.5% 78.0% -6.5%
7/1/1978 80.7% 74.7% -6.0%
7/1/1979 74.9% 69.4% -5.5%
7/1/1980 66.9% 61.9% -5.0%
7/1/1981 54.6% 47.1% -7.5%
7/1/1982 51.6% 36.2% -15.4%
7/1/1983 40.2% 28.8% -11.4%
7/1/1984 32.3% 26.4% -5.9%
7/1/1985 29.3% 24.1% -5.2%
7/1/1986 27.1% 21.6% -5.5%
7/1/1987 24.1% 20.7% -3.4%
7/1/1988 23.2% 20.7% -2.5%
7/1/1989 23.2% 18.3% -4.9%
7/1/1990 20.8% 15.9% -4.9%
7/1/1991 18.4% 13.3% -5.1%
7/1/1992 15.8% 9.2% -6.6%
7/1/1993 11.7% 8.1% -3.6%
7/1/1994 7.6% 7.2% -4%
7/1/1995 6.7% 6.4% -.3%
7/1/1996 5.9% 5.7% -.2%
7/1/1997 5.2% 5.2% -%
7/1/1998 4.2% 4.6% 4%

> There are no differences between Exhibit | per Letter from Cheiron and IRIS for years subsequent to 7/1/1998.

® The COLA Bank is prior to corrections relating to the variances between IRIS and the Bureau of Labor Statistics
Consumer Price Index, United States — All Items
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Finding #4 (Continued): The Cost of Living Adjustment used to determine a Member’s COLA Bank
do not match the cost of living which has occurred between the two previous January firsts, as shown by
the Bureau of Labor Statistics Consumer Price Index, United States — All items for selected years
subsequent to July 1, 1971.

Priority Rating: Low
Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

The “COLA letter sent to all retirees” contained a chart showing the COLA Bank for Members retired
before 7/1/2006 that stated, “Varies by retirement year; at 1.3% or more.” This information is correct.
The “COLA letter sent to all retirees” also referred the Member to the analysis completed by SDCERS
actuary.

No Member benefits have been incorrectly calculated due to SDCERS using a COLA amount that did
not match the amounts as shown by the Bureau of Labor Statistics Consumer Price Index, United
States—All items.

Recommendation #4a: Management should require the Bureau of Labor Statistics Consumer Price
Index, United States—All items that occurred between the two previous January firsts is used when
calculating the COLA as required in the San Diego Municipal Code.

Recommendation #4b: Management should make corrections, where necessary, to Member’s COLA
Banks to reflect the COLA calculation required by the San Diego Municipal Code.

Recommendation #4c: Management should update the information contained on SDCERS website
related to COLAs and COLA Banks.
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Finding #5: A former spouse receiving a set percentage of a Member’s retirement benefit did not have
her retirement benefit reduced when the Member turned 65 and received a reduction in his retirement
benefit.

Priority Rating: Low
Would Implementation of IRIS Prevent Benefit Error in the Future: Yes

One of the individuals selected for testing was a former spouse of a Member that retired in 1997.
SDCERS was providing a retirement interest in the Member's retirement benefit to the former spouse
based on a Judgement SDCERS received.

The Judgement entitles her to receive an 8% interest in the Member’s retirement benefit. When the
Member retired he selected the Social Security Integration Option. This option pays the Member an
increased benefit from the date of retirement until the first month the Member turns 65. When the
Member turns 65, his retirement benefit is reduced. The former spouse received an 8% interest in the
Member's retirement benefit with the increased Social Security Integration Option benefit included. The
month the Member turned 65, the Member's retirement benefit was reduced by the full amount of the
Social Security Integration Option. Her benefit was not reduced when the Member turned 65.

Based on the Judgement on file, the total benefit payments made incorrectly to the former spouse totaled
$14,196.00 at June 30, 2015. This does not include interest, COLAs, or Corbett. Both the Member and
Former Spouse will require a correction.

IRIS does not identify Members that have previously selected the Social Security Integration Option at
retirement. They are identified in IRIS as having selected the Maximum Benefit Option. Members that
previously selected the Social Security Integration Option; however, do receive a pay type in their
retirement benefit payment that indicates they selected the Social Security Integration Option. A report
was generated for all Members that received the Social Security Integration Option pay type. All
Members with this pay type had a corresponding reduction in their retirement benefit payments.
Additionally, no former spouses of Members that selected the Social Security Integration Option, other
than the one identified above, had an interest in a Members retirement benefit.

Since the introduction of IRIS no Members have selected the Social Security Integration Option.

Internal Audit believes management has taken adequate steps to prevent the issue identified above
occurring in the future. Additionally there were no further Members or other individuals identified that
should have a reduction applied when the Member turned 65.

Recommendation #5: SDCERS should make appropriate corrections to the individuals impacted.
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Finding #6: For one Member selected for testing SDCERS did not forfeit amounts due to a Member as
required under Board Rule 2.70, Forfeiture of Retirement Funds.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

SDCERS has established procedures to ensure that distributions are made to Members and reasonable
efforts are taken to locate missing Members, survivors and designated beneficiaries as quickly as
possible and to provide for the treatment of any remaining dormant accounts after all reasonable means
of locating the individuals have been exhausted. Accounts where the Member cannot be located by
SDCERS are referred to as "dormant accounts”. When SDCERS does not have current contact
information for a Member, Survivor or Beneficiary, staff is instructed to follow the steps listed in Board
Rule 2.70.

SDCERS Board Rule 2.70 titled "Forfeiture of Retirement Funds™ finds that reasonable and good faith
efforts for the purposes of locating a missing Participant have been satisfied when all of the following
efforts have been made:
1) Send a certified letter by U.S. Mail to the Participants last known address
2) Send a certified letter by U.S. Mail to the Participant's designated beneficiary, if any
3) Attempt to locate the Participant through contacting the Member’s Plan Sponsor
4) Attempt to locate the Participant through an Internet search
5) Attempt to locate and contact by letter or phone relatives of the Participant, to determine the
whereabouts of the Participant or identities and whereabouts of any other Legal Successor(s)
6) If SDCERS is unable to locate the Participant by the above means within three months of the
event triggering payment to the Participant, SDCERS will list the Participant with the National
Registry of Unclaimed Retirement Benefits

Per Board Rule 2.70 the forfeiture of any amounts due to any Participant will occur after one year of the
event triggering payment of funds to the Participant if after reasonable and good faith efforts, any of the
following events occurs:

1) The Participant to whom the funds are due cannot be located,

2) The Participant refuses to accept a distribution of the funds,

3) The Participant fails to complete any form required by SDCERS to facilitate distribution of the

funds,
4) The Participant fails to make a necessary election relating to payment of funds.

For one Member selected for testing, a Required Minimum Distribution was required to be made by
April 1, 2014 and December 31, 2014. The Internal Revenue Service’s Required Minimum Distribution
rules require a minimum distribution to a Member no later than the Member’s Required Beginning Date,
which is the later of: (1) April 1 of the year following the year in which the Member turns 70% or (2)
April 1 of the year following the year in which the Member retires. This Member left his retirement
contributions on account at SDCERS when he terminated service with the City of San Diego in 1977.

SDCERS attempted to send the Member correspondence on January 21, 2014 to the address SDCERS
had on file. This correspondence was to inform the Member SDCERS was required to make a
Required Minimum Distribution no later than April 1, 2014 based on his account balance as of
December 31, 2012. This mail came back as undeliverable.
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Finding #6 (Continued): For one Member selected for testing SDCERS did not forfeit amounts due to
a Member as required under Board Rule 2.70, Forfeiture of Retirement Funds.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

In February 2014 SDCERS staff attempted to send the Member a Change of Address form to an
alternate address identified by staff using an Internet Search in the hopes of locating the Member. The
Member could not be reached at the alternate address.

On December 18, 2014 a letter sent by SDCERS informed the Member a Required Minimum
Distribution was required to be made prior to December 31, 2014. The address on the December letter
was the same as the January 21, 2014 letter that came back as undeliverable. The December 18, 2014
letter was undeliverable.

The Required Minimum Distribution that was required to be distributed by April 1, 2014 did not occur
because the Member could not be located. The December 31, 2014 Required Minimum Distribution
did occur, but was mailed to the address on both the January 21, 2014 and December 18, 2014 letters.
The December 31, 2014 Required Minimum Distribution check has not been cashed and as of July 22,
2015 is an outstanding check.

Since SDCERS’ efforts to locate the Member within three months of the event triggering payment to the
Member were unsuccessful, SDCERS should have listed the Member with the National Registry of
Unclaimed Retirement Benefits. Additionally, since the Member could not be located within one year
of the event triggering payment of funds, the amounts due to the Member are subject to forfeiture.

SDCERS currently has 2,031 inactive Members as of August 24, 2015. The chart below provides
details on the 2,031 inactive Members.

Age & Number of Inactive Members
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Finding #6 (Continued): For one Member selected for testing SDCERS did not forfeit a Member’s
account as required under Board Rule 2.70, Forfeiture of Retirement Funds.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: N/A No Benefit Error Occurred

As depicted in the charts above SDCERS has 2,031 inactive Members who terminated City, Port or
Airport employment and still have money on account. There are many reasons why an inactive Member
would leave their contributions on account such as Members who have the service credit required to
retire from SDCERS but are not age eligible, or the Member may simply prefer to have SDCERS hold
their retirement contributions. Some of the Members; however, may have left their contributions on
account and simply forgot, or never knew, they had the right to have the money distributed to them
and/or have it rolled over into another qualified retirement account of their choice.

These Members, as they age, will be subject to Required Minimum Distribution rules described earlier.
Locating the missing or lost Members that could be subject to the procedures in Board Rule 2.70 will
require SDCERS staff to be proactive.

Recommendation #6a: SDCERS should adhere to Board Rule 2.70, Forfeiture of Retirement Funds.

Recommendation #6b: SDCERS should strategically commit resources to locate missing or lost
Members.
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Finding #7: One individual selected for testing did not have their retirement allowance adjusted by the
correct COLA amount when the retirement allowance was setup in 1997.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: Yes

One of the individuals selected for testing was a former spouse of a Member. SDCERS is correctly
providing a retirement interest in the Member's retirement benefit to the former spouse.

The maximum COLA amount a retiree or active DROP Member can receive is limited based on when
the Member retired. The amount of any cost of living increase or decrease in any year which is not met
by the maximum annual change is accumulated to be met by increases or decreases in allowances in
future years. This is known as the Cost of Living Adjustment Bank (COLA Bank).

During the Member’s active DROP period he accumulated a COLA Bank of 2.3%. The former spouse
should have had a corresponding COLA Bank equal to 2.3%. The former spouse’s COLA Bank, set up
prior to IRIS, incorrectly did not include the 2.3% COLA Bank. As a result, the former spouse did not
receive a 2% COLA in a year which she was eligible to receive it. The COLA Bank and accumulated
COLA totals in IRIS were converted from previous pension administration systems. The total amount
underpaid to the individual tested is $1,084.56 as of June 30, 2015. This amount does not include
interest.

Based on a report obtained from IRIS there were a total of 713 community property cases. In 568 of
those cases the Member’s COLA Bank and former spouse’s COLA Bank agreed or would not agree
based on items such as the Member’s death or the former spouse’s death. The remaining 145
community property cases contained differences between the Member’s COLA Bank and former
spouses COLA Bank that should be investigated to determine if the amounts are accurate. A Domestic
Relations Order, between the Member and former spouse, can dictate terms that could lead to a variance
in COLA Bank’s that is accurate.

IRIS has built in functionality linking a Member’s account to a former spouse. This ensures the former

spouse and Member’s COLA Banks are identical, when applicable. Internal Audit believes management
has taken adequate steps to address the issue identified from occurring in a new retirement benefit setup.

Recommendation #7a: SDCERS should adjust the identified former spouse’s COLA Bank and
accumulated COLA.

Recommendation #7b: SDCERS should determine if COLA Banks and accumulated COLAS have
been properly calculated for all Members with a former spouse.
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Finding #8: One individual selected for testing did not have their retirement allowance correctly
calculated when the retirement allowance was setup in 1992.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: Yes

One individual selected for testing was a Member with service credit in more than one class of
membership in the City’s Plan. When a Member has service credit in more than one class of
membership in the City’s Plan, SDCERS’ staff must calculate an Unmodified Service Retirement
Allowance for each class of membership in the City’s Plan. Staff then combines these calculations to
create a single Unmodified Service Retirement Allowance. This is known as a blended benefit. The
Member selected for testing was a Member of both Safety Lifeguard and Safety Fire.

Effective December 1987 the retirement allowance for safety Members who are not eligible for Social
Security benefits is equal to the fraction set forth in the following table opposite said safety member’s
age at retirement, taken to the preceding completed quarter year, multiplied by the same of 1/50th of
final compensation for each year, and fractions thereof, to which the safety member is entitled to be
credited at retirement.

The retirement allowance for eligible safety Members who are eligible for Social Security benefits is
equal to the fraction set forth in the following table opposite his or her age at retirement, taken to the
preceding completed quarter year multiplied by the sum of

(i)  1/50th of final compensation, multiplied by the number of years, and fractions thereof,
of creditable service prior to the integration date, plus

(i) 1/75th of final basic compensation, multiplied by the number of years, and fractions
thereof, of creditable service subsequent to the integration date through April 29, 1982,
plus

(iii)  1/50th of final excess compensation multiplied by the number of years and fractions
thereof, of creditable service subsequent to the integration date, plus

(iv)  1/50th of final compensation, multiplied by the number of years, and fractions thereof,
of creditable service commencing and subsequent to April 30, 1982.
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Finding #8 (Continued): One individual selected for testing did not have their retirement allowance
correctly calculated when the retirement allowance was setup in 1992,

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: Yes

Age of Retirement Fraction
50 1.0000
50 Y4 1.0130
50 % 1.0259
50 % 1.0387
51 1.0516
51 Y% 1.0656
51 % 1.0796
51% 1.0937
52 1.1078
52 Y4 1.1231
52 % 1.1384
52 % 1.1538
53 1.1692
53 % 1.1859
53% 1.2028
53 % 1.2195
54 1.2336
o4 Ya 1.2547
94 V> 1.2730
54 % 1.2913
55 1.3099

Effective May 1992, with Ordinance 17770, the fraction used to calculate a safety retirement allowance
was amended for Fire and Police. The fraction used to calculate a retirement allowance for Lifeguards
were not impacted. Ordinance 17770 also amended how a retirement allowance was calculated for a
Safety Member. A retirement allowance, subsequent to Ordinance 17770, was equal to the fraction set
forth in the following table opposite his or her age at retirement, taken to the preceding completed
quarter year multiplied by the sum of:
(1) 1/50th of final compensation, multiplied by the number of years, and fractions thereof,
of creditable service prior to the integration date, plus
(i) 1/50th of final excess compensation multiplied by the number of years and fractions
thereof, of creditable service subsequent to the integration date.

SDCERS’ staff when setting up this Member’s benefit in December 1992 correctly used the retirement
fraction for Lifeguards above. Staff however incorrectly used 1/75th of final basic compensation,
multiplied by the number of years, and fractions thereof, of creditable service subsequent to the
integration date through April 29, 1982. Staff should have used 1/50 of final basic compensation.

Additionally, this Member changed his retirement date several times and as a result, when calculating
final basic compensation, staff used an incorrect number for his Safety Lifeguard Service Credit.
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Finding #8 (Continued): One individual selected for testing did not have their retirement allowance
correctly calculated when the retirement allowance was setup in 1992,

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: Yes

As a result, this Member has incorrectly been underpaid by $21.64 per month since his retirement date.
This Member would also be eligible for Corbett and COLASs on the $21.64 per month. The total amount
underpaid to this Member is $7,877.20 as of June 30, 2015. This amount does not include interest.

SDCERS’ staff correctly calculated the Fire portion of this Member’s retirement allowance.
IRIS has built in functionality to calculate a Member’s retirement benefit including a blended benefit.
Internal Audit believes management has taken adequate steps to address the issue identified from

occurring in a new retirement benefit setup.

Recommendation #8: SDCERS should determine the amount due to the Member with interest, make
any appropriate changes to the Member’s account, and remit the payment required.

29




Finding #9: Eligibility for the 13" Check when a retiree or survivor beneficiary dies in October was
ambiguous. Due to this ambiguity, SDCERS’ management programmed IRIS to eliminate potential
overpayments to eligible retirees for the 13™ Check. As a result, Members or survivors that died during
October 2014 were underpaid.

Priority Rating: Low
Would IRIS Implementation Prevent Benefit Error in the Future: N/A Board Rule Required

The Annual Supplemental Benefit or “13™ Check” benefit is paid to eligible retirees in years when the
qualification specified in the Municipal Code is satisfied. When satisfied, SDCERS will calculate and
pay the 13" Check to all eligible retirees. SDMC Section 24.1503 in part states, “The retiree must be on
the retirement payroll for the month of October of any year in which benefits are to be paid...” The
Airport and Port Plans also contain this language. The amount of the 13" Check ranges from $30 to $75
for each year of service credit with SDCERS depending on the Member’s retirement date.

The phrase “on the retirement payroll” is not defined in the San Diego Municipal Code, Airport Plan or
Port Plan. This could lead to different interpretations. Due to the ambiguity, SDCERS’ staff requested a
legal opinion to determine eligibility for the 13" Check.

SDCERS’ has interpreted the definition of “on the retirement payroll”, prior to IRIS, to mean the retiree
would be entitled to the 13™ Check if they died at any time in October. SDCERS’ staff intentionally
programmed IRIS to not pay the 13" Check to a retiree if they died during the month of October. This
was done to eliminate a possible overpayment to a Member or Beneficiary that SDCERS would be
required to collect at a later point in time, pending the legal opinion requested.

A recent SDCERS legal opinion has determined that a retiree or survivor is eligible for the 13™ Check if
he or she dies at any time during the month of October. In the instance when a retiree dies in October,
the retiree’s survivor should not receive his or her own 13" Check. The legal opinion also
recommended the Board adopt a Board Rule for clarification.

Recommendation #9: SDCERS’ staff should identify the Member’s or survivors who were not paid

the 13" Check that died during October 2014 and make the payments consistent with the Board Rule
adopted.
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Finding #10: The retirement calculation factors described in the San Diego Unified Port District Plan
are not used by SDCERS when a Safety Member selects the retirement factor with a ten percent increase
in Final Average Salary.

Priority Rating: High

Would IRIS Implementation Prevent Benefit Error in the Future: N/A Plan Change Required

The Andrecht lawsuit, filed April 7, 2000, alleged that the retirement benefits paid by SDCERS, as a
result of employment by the Port, had not been properly calculated. The lawsuit alleged certain
payments made to Members over and above their basic salaries as compensation earnable should be
included in final compensation used to calculate retirement benefits. This lawsuit was settled and as a
result certain Members received benefit enhancements depending on their date of retirement and if the
member was a General Member or Safety Member.

Per the Andrecht Settlement, Safety Members, at the time of their retirement, can make an election to
have their retirement benefit calculated using the “Settlement Factor” or the “Current 1/1/02 Factor”
with a ten percent increase in Final Average Salary as shown below.

Retirement Age Current 1/1/02 Factor Settlement Factor
50 2.5% 3.0%
51 2.54% 3.0%
52 2.58% 3.0%
53 2.62% 3.0%
54 2.66% 3.0%
55+ 2.70% 3.0%

The “Current 1/1/02 Factor” listed in the Andrecht Settlement were, in actuality, the factors in effect at
6/30/00.

The Amended and Restated San Diego Unified Port District Retirement Plan and Trust 8302(h) states,

“A Safety Member may choose at the time of his or her retirement either: (1) the
Retirement Calculation Factors in effect under the SDCERS Plan on January 1, 2002,
with no change in his or her Final Average Salary, or (2) the Retirement Calculation
Factors in effect under the SDCERS Plan on December 31, 2001, with a 10% increase
to his or her Final Average Salary.”

RETIREMENT CALCULATION FACTORS FOR SAFETY MEMBERS
[Retirement Calculation Factors are prorated in quarterly increments to reflect the
Member’s age at retirement.]

Retirement Age | Retirement Calculation Factor Retirement Calculation

in Effect 6/30/00 Factor in Effect 7/1/00
50 2.5% 3.0%
51 2.54% 3.0%
52 2.58% 3.0%
53 2.62% 3.0%
54 2.66% 3.0%
55+ 2.70% 3.0%
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Finding #10 (Continued): The retirement calculation factors described in the San Diego Unified Port
District Plan are not used by SDCERS when a Safety Member selects the retirement factor with a ten
percent increase in Final Average Salary.

Priority Rating: Low

Would IRIS Implementation Prevent Benefit Error in the Future: N/A Plan Change Required

The “Retirement Calculation Factor in Effect 6/30/00” shown above matches the “Current 1/1/02
Factor” shown in the Andrecht Settlement. The Port Plan however, includes the language allowing a
Safety Member to choose either: (1) the Retirement Calculation Factors in effect under the SDCERS
Plan on January 1, 2002, with no change in his or her Final Average Salary, or (2) the Retirement
Calculation Factors in effect under the SDCERS Plan on December 31, 2001, with a 10% increase to his
or her Final Average Salary. Since both of the Retirement Calculation Factors in effect as of January 1,
2002 and December 31, 2001 are 3%, this would result in a Member choosing between the 3%
Retirement Calculation Factor, or the 3% Retirement Calculation Factor with a 10% increase to his or
her Final Average Salary. This is not what was intended with the Andrecht Settlement.

As of August 6, 2015 only one Safety Member has selected the Retirement Calculation Factor with a
10% increase to his or her Final Average Salary. SDCERS used the “Retirement Calculation Factor in
Effect 6/30/00” column to calculate this Member’s Retirement Benefit.

SDCERS’ staff has identified the issue above and correspondence was sent to the Port in September
2013. As of August 10, 2015 the Port Plan has not been amended to correct the issue identified.

Recommendation #10: The San Diego Unified Port District should amend 8302(h) of the Retirement
Plan to the correct dates. The dates in the paragraph should be amended to match the dates in the table.
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INHERENT LIMITATIONS

Because of the inherent limitations of internal controls, errors or irregularities may occur and may not
be detected. Also, projections of any evaluation of the internal control structure to future periods are
subject to the risk that procedures may become inadequate due to changes in conditions, or that the
degree of compliance with the procedures may deteriorate.

CONCLUSION

| have concluded work on the audit objectives of the Retirement Benefit Calculations and Setup Audit.
Based on the audit work performed, | have determined the following:

SDCERS is meeting the objectives in the flowing areas:

e Retirement allowance benefits were accurately calculated with 99.86%’ accuracy.
e Total retirement benefits tested were accurately calculated with 99.93%?® accuracy.

SDCERS is not meeting the objectives in the flowing areas:

e Maintaining a comprehensive set of Policies and Procedures detailing the operational
controls used by staff to complete retirement benefit calculations and setups.
e Complying with Board Rule 2.70 for Retirement accounts subject to forfeiture.

Implementation of the recommendations contained in this Audit Report should assist SDCERS
management in improving the retirement benefit calculation and setup process. Additionally, legal
opinions and Board Rules should be obtained when necessary to correctly calculate retirement benefits.

" Percentage based on the total dollar amount of the 25 Members randomly selected. Legal Opinions, Board Rules and
Plan change impact are excluded from this percentage (Findings 2, 3, 9 and 10).
8 percentage based on the total dollar amount of the 25 Members randomly selected. Legal Opinions, Board Rules, Plan
change impact and DROP annuity termination payments are excluded from this percentage (Findings 2, 3, 9 and 10).
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APPENDIX |

Additional Information related to Finding #2

Ordinance 10479

On January 1, 1971 The San Diego City Council passed Ordinance 10479 that amended Chapter II,
Article 4 of the San Diego Municipal Code. Ordinance 10479 contained a new Division titled Division
5-B Cost of Living Adjustment and two new sections. The two new sections 24.0531 and 24.0532 were
contained under Division 5-B. The new sections added the following:
§ 24.0531
The Board shall before July 1, 1971 and before each July 1 thereafter determine whether
there has been an increase or decrease in the cost of living as provided in this section.
Excepting those special class safety members whose retirement allowances are based upon
% the amount of the current salary of their retired rank, every person receiving a monthly
retirement allowance from this system on June 30, 1971 and each June 30 thereafter shall,
on and/or effective July 1, 1971 and each July 1 thereafter, have his (or her) monthly
retirement allowance then being received increased or decreased by that percentage
determined by the Board to approximate the nearest 1/10™ of one percent of the percentage
of annual increase or decrease in the cost of living which has occurred between the two
previous January firsts, as shown by the Bureau of Labor Statistics Consumer Price Index,
United States—All items. Such change, however, shall not exceed 1.5% per year and no
decrease shall reduce the monthly retirement allowance below the amount being received by
any person on the effective date of his retirement or the effective date of the application of
this section, whichever is later. The amount of any cost of living increase or decrease in any
year which is not met by the maximum annual change of 1.5% in allowances shall be
accumulated to be met by increase or decreases in allowances in future years.

8§ 24.0532

The cost of any anticipated cost of living increase in allowances which is based upon
services rendered after the applicable date of this Division 5-B shall be shared equally
between the employer and the contributing member or safety member, with the individual
member’s contributions based upon his sex and age at his nearest birthday at time to
entrance into the Retirement System.

Commencing July 1, 1971 and until adjusted by the Board upon the recommendation of the
Actuary, the contribution requirements of members and safety members as contained in
Sections 24.0202 and 24.0302, respectively, shall be increased by 15%. These “cost of
living contributions” will be separately totaled upon the retirement of members and safety
members after July 1, 1971, and based upon the lifetime annuity value of that total as
determined by the Actuary, a fixed sum will be added to the normal monthly retirement
allowance of the retired member or safety member as provided for in this chapter. The cost
of living adjustment provided for in Section 24.0531 will not be applied until the amounts
required exceed the additional fixed sum the retired member is receiving from the annuity
value of his cost of living contributions.
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Ordinance 10479 also contained amended language for sections 24.0402 and 24.0403. These two
sections define retirement allowances. The sections read as follows:

§ 24.0402
(a) The Board of Administration shall provide that upon retirement for service, a member,
other than a safety member, is entitled to receive a retirement allowance which shall consist
of:

(1) A service retirement annuity.

(2) A current service pension,

(3) A prior service pension.

The service retirement annuity is an annuity which is the actuarial equivalent of the
member's accumulated normal contributions at the time of his retirement.

The current service pension is the pension derived from the contributions of the City,
sufficient, when added to the service retirement annuity that is derived from the
accumulated normal contributions of the member at the date of his retirement, to equal the
fraction set forth in the following table opposite his age at retirement, taken to the preceding
completed quarter year, in the column applicable to his sex multiplied by the sum of:
(i) 1/60th of final compensation multiplied by the number of years, and fractions thereof,
of current service prior to the integration date plus
(i) 1/90th of final basic compensation, multiplied by the number of years, and fractions
thereof, of current service subsequent to the integration date plus
(iii) 1/60th of final excess compensation multiplied by the number of years, and fractions
thereof, of current service subsequent to the integration date.

(b) The prior service pension for a member is a pension derived from the contributions of
the City equal to the following: A fraction of 1/60th of his final compensation set forth
opposite his age at retirement taken to the preceding completed quarter year, in the
following table in the column applicable to his sex multiplied by the number of years of
prior service with which he is entitled to be credited at retirement:

(table omitted)

8§ 24.0403
The Board of Administration shall provide that upon retirement for service a safety member
or an eligible safety member is entitled to receive a retirement allowance which shall consist
of:

(1) A service retirement annuity.

(2) A pension.

The service retirement annuity is an annuity which is the actuarial equivalent of the safety

member's accumulated normal contributions or the eligible safety member's accumulated
normal contributions at the time of his retirement.
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The pension for safety members who are not eligible for Social Security benefits is a
pension derived from the contributions of the City, sufficient, when added to the service
retirement annuity that is derived from the accumulated normal contributions of the
member, to equal the fraction set forth in the following table opposite his age at retirement,
taken to the preceding completed quarter year, in the column applicable to his sex multiplied
by the sum of 1/50th of his final compensation for each year, and fractions thereof, to which
he is entitled to be credited at retirement.
The pension for eligible safety members is a pension derived from the contributions of the
City, sufficient, when added to the service retirement annuity that is derived from the
accumulated normal contributions of the member at the date of his retirement, to equal the
fraction set forth in the following table opposite his age at retirement, taken to the preceding
completed quarter year, in the column applicable to his sex multiplied by the sum of:

(i) 1/50th of final compensation, multiplied by the number of years, and fractions thereof,

of service prior to the integration date, plus

(ii) 1/75th of final basic compensation, multiplied by the number of years, and fractions

thereof, of service subsequent to the integration date, plus

(iii) 1/50th of final excess compensation multiplied by the number of years, and fractions

thereof, of service subsequent to the integration date:

(table omitted)
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Retirement Certificates prior to July 1, 1992

Previously when a member retired they were given a Certificate of Retirement Allowance.

This

Certificate of Retirement Allowance contained information about their benefits including any COLA
they might be entitled to. Below is an excerpt from a Retirement Certificate for a City of San Diego
Member that received an initial COLA prior to July 1, 1992.

“In accordance with provisions of the Charter of the City of San Diego and applicable
ordinance provisions, you have been granted a monthly service retirement allowance
effective July 20, 1988, in the amount of $798.56, which includes $37.01 representing your
initial cost-of-living annuity. Of this amount, $242.98, including the $37.01 initial cost-of-
living annuity, represents an annuity payment based on the amount of contributions you
have made to the Retirement Fund. The balance of your allowance $555.58, represents a
pension payment based on contributions made to the Retirement Fund by the City of San
Diego. Your Contributions to the Retirement Fund of $20,460.83 plus interest credits of
$9,362.78, amount to $29,823.61.

You have contributed $4,142.32 to the cost-of-living adjustment program and as a
consequence, you are receiving an additional $37.01 per month, which when added to your
basic retirement allowance of $761.55 results in a total monthly retirement allowance of
$798.56. Two percent (2%) of your basic retirement allowance of $761.55 amounts to
$15.23. In accordance with present ordinance provisions, you will not be eligible for the
two percent (2%) cost-of-living adjustment or any portion of it until the accumulated annual
cost-of-living adjustment exceeds the $37.01 you initially received. You will receive a
partial increase in July 1991 to your monthly allowance amounting to $9.60 and each July
thereafter your monthly allowance will be increased the full two percent (2%).”

The calculation used by SDCERS was as follows:

Calculation of COLA for Member receiving an initial COLA
prior to July 1, 1992

Fiscal 2% of
Year Retirement Retirement Total
Beginning | Retirement | Allowance | Cumulative | Allowance | COL COLA Benefit
July 1, Allowance (COLA) COLA plus COLA | Annuity | Payment | Payment
1988 $761.55 $- 3 $761.55 | $37.01 $- | $798.56
4'/
— |
1989 761557  15.23 15.23 776.78 37.01 - 798.56
1990 776.78 15.54 30.77 792.32 37.01 - | 798.56
1991 792.32 15.85 46.61 808.16 37.01 9.60 | 808.16
1992 808.16 16.16 62.77 824.32 37.01 25.76 | 833.92

In the above example, the Member’s COLA is calculated on the Retirement Allowance, which does not
include the COL Annuity.

37




COLA Calculation Correspondence to SDCERS Business and Procedures Committee

A memorandum dated November 12, 1991 from Lawrence Grissom, SDCERS previous Retirement
Administrator, to SDCERS Business and Procedures Committee with a Subject “Calculation of COLA”
stated:

“This subject was first brought to the Committee at its September, 1990 meeting. It
involves the manner in which the COLA is calculated each July 1%, It all hinges upon a set
of administrative procedures (and related computer programs) put in place to implement the
following statement in SDMC 24.0532(a),... The cost of living adjustment provided for in
Section 24.0531 will not be applied until the amounts required exceed the additional fixed
sum the retired member is receiving from the annuity value of his cost of living
contributions....

The procedure is extraordinarily cumbersome and difficult to explain. | will attempt to do
so through examples. First we need to understand the annuity portion of the calculation
procedure. A portion, 20%, of the employee contribution is captured by the contribution
tracking system in a separate “bucket”. At the time of retirement, the total of these
accumulated contributions is annuitized based on straight life factors provided by the
actuary.

To satisfy the language of the Code, the difference between this annuity and two percent of
the base benefit is calculated. If the annuity is more than 2% of the base benefit, it works

like this:™!
Cost of
Living
Costof | Adjustment Total
Base 2% X Living (COLA) Benefit
Year Benefit Base Annuity Payment Payment

1 $980.00 $20.00 $0.00 $1000.00
2 980.00 $19.60 20.00 0.00 1000.00
3 999.60 19.99 20.00 0.00 1000.00
4 1019.59 20.39 20.00 41 1020.00
5 1020.00 20.40 20.00 20.40 1040.40

As you can see, the retiree in this circumstance waits until the fourth July 1% after his or
her retirement before they receive any increase in benefit. If the COLA annuity is less than
2% of base benefit, the retiree receives a COLA payment of the difference between the
two alternatives on that first July 1% and the full 2% thereafter.”

® The following table is for illustrative purposes only. The calculation of the Cost of Living Adjustment (COLA) Payment
and Total Benefit Payment shown are not how SDCERS was calculating the benefit. The table is presented to illustrate
that the 2% x Calculation is based on the Base Benefit column, which does not include the COL Annuity.
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The November 12, 1991 memorandum also contained a recommendation which stated:

“There are many possible means of correcting this situation. We could change the method
of calculation, or we could calculate the COLA on a different base in an attempt to
equalize the above inequity. Staff feels that the following represents the best, most
equitable and simplest way of handling the situation.

1. Modify the Code to eliminate the last sentence of Section 24.0532 (a). This would
mean that each retiree would receive a COLA increase of 2% of base benefit,
compounded, beginning on the first July 1% after the effective date of their retirement.

We have had numerous and extensive discussions of this proposal with the actuary in
order to determine if there might be any increase in cost as a result. What we have
determined is that we submit to the actuary for each annual valuation the actual amount
paid to each retiree. In the valuation, they are assumed to receive a 2% (or 1.5%) COLA
compounded through the balance of the appropriate mortality assumptions. This means
that the valuation is projecting benefits on a basis much closer to what we propose that
what we actually do. Thus, there will be no cost increase as a result of the change.”

In Recommendation 1 above he states that, “each retiree would receive a COLA increase of 2% of base
benefit”. The amount eligible for a COLA, as shown in Lawrence Grissom’s example, does not include
the COL Annuity.

A memorandum dated April 10, 1992 from Lawrence Grissom to SDCERS Business and Procedures
Committee stated:

“This item has been before the Committee on several occasions. It has to do with the
method of calculating the COLA after retirement. Staff has recommended changing the
existing method on the basis of equity since some retirees were required to wait a period
of perhaps several years before receiving an increase. Our recommendation was to simply
pay the COLA on the first July 1 after the effective date of retirement. The actuary had
indicated that there would be no significant increased cost since this was the way in which
benefits were projected in the valuation.

Mr. West had expressed some concern over the mechanics of the recommended change
from the standpoint of assurance that the retiree would receive their entire COLA
contribution in benefits. Staff and Mr. West have met several times. We have discussed
the issue thoroughly, and Mr. West has developed several spreadsheets showing
alternative methods of handling these mechanics.

Recommendations

1. In the final analysis, it is our recommendation that we set up the COLA payment so
that the retiree receives the full 2% on the first July 1% following the effective date of
retirement and that the COLA be paid against the individual COLA contribution until
it is exhausted. This will not effect in any way the amount paid as outlined in our
original recommendation, but will provide assurance that the retiree will receive all of
their COLA contributions back in benefits.

2. There remains the question of retroactivity. Staff had previously recommended that
the change be made prospectively. We again recommend against retroactivity.”
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Ordinance 17770, effective June 30, 1992, modified San Diego Municipal Code Section 24.0532. The
last sentence of San Diego Municipal Code Section 24.0532(a) was removed. Previously it stated, “The
cost of living adjustment provided for in Section 24.0531 will not be applied until the amounts required
exceed the additional fixed sum the retired member is receiving from the annuity value of his cost of
living contributions.” This is what was recommended by Lawrence Grissom in the November 12, 1991
memorandum to the Business and Procedures Committee.

Mr. Grissom’s letter to the Business and Procedures Committee on April 10, 1992 stated in the
recommendations section, “In the final analysis, it is our recommendation that we set up the COLA
payment so that the retiree receives the full 2% on the first July 1% following the effective date of
retirement and that the COLA be paid against the individual COLA contribution until it is exhausted.
This will not effect in any way the amount paid as outlined in our original recommendation, but will
provide assurance that the retiree will receive all of their COLA contributions back in benefits.” When
SDCERS implemented Ordinance 17770 the amount paid; however, did change.
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Retirement Certificates subsequent to July 1, 1992

Below is an excerpt from a Retirement Certificate for a City of San Diego Member that received an
initial COLA on or after July 1, 1992,

“In accordance with provisions of the Charter of the City of San Diego and applicable
ordinance provisions, you have been granted a monthly service retirement allowance
effective January 4, 1993, in the amount of $1003.88, which includes $20.57 representing
your initial cost-of-living annuity. Of this amount, $117.80, including the $20.57 initial
cost-of-living annuity, represents an annuity payment based on the amount of
contributions you have made to the Retirement Fund. The balance of your allowance
$886.06, represents a pension payment based on contributions made to the Retirement
Fund by the City of San Diego. Your Contributions to the Retirement Fund amount of
$12,883.43 plus interest credits of $611.42, amount to $13,444.85.

On July 1, following your retirement date and each July thereafter, you will receive an
annual cost-of-living adjustment not to exceed two percent (2%).

The calculation is as follows:

Calculation of COLA for Member receiving an initial COLA on or after July 1, 1992
Fiscal Retirement 2% of
Year Allowance | Retirement Basic Total
Beginning | (For COLA | Allowance | Cumulative | Allowance | COL Benefit
July 1, Calculation) (COLA) COLA plus COLA | Annuity | Payment
1992 $983.31 $- - $983.31 | $20.57 | $1,003.88
'/
A/
//
//
1993 1,003.88 [ 20.08 20.08 | 1,023.96 [ 20.57 | 1,044.53
1994 1,023.96 20.48 40.56 1,044.44 20.57 | 1,065.01

As shown in the example above SDCERS was now including the COL Annuity into the COLA
calculation. This leads to a higher total benefit payment to Members.
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Example of COLA Calculations

The chart below details the difference in the COLA when the COL Annuity in included in the COLA
calculation for a member with a Retirement Allowance of $1,050.00 and a COL Annuity of $20.00

assuming a 2% COLA is granted each year.

COLA Calculation Comparison

COLA calculated without COL
Annuity included in Retirement

COLA calculated with COL Annuity
included in Retirement Allowance

Allowance
2% of
Retirement 2% of Retirement Retirement
Allowance Retirement | Allowance Allowance | Difference | Difference
(For COLA COL Allowance | (For COLA COoL for (COLA in COLA in COLA
Year | Calculation) | Annuity (COLA) Calculation) | Annuity | Calculation) | per month per Year
1 $1,050.00 | $20.00 $21.00 $1,070.00 | $20.00 $21.40 $.40 $4.80
2 1,071.00 20.00 21.42 1,091.40 20.00 21.83 41 4.92
3 1,092.42 20.00 21.85 1,113.23 20.00 22.26 41 4.92
4 1,114.27 20.00 22.29 1,135.49 20.00 22.71 42 5.04
5 1,136.56 20.00 22.73 1,158.20 20.00 23.16 43 5.16
6 1,159.29 20.00 23.19 1,181.36 20.00 23.63 44 5.28
7 1,182.48 20.00 23.65 1,204.99 20.00 24.10 45 5.40
8 1,206.13 20.00 24.12 1,229.09 20.00 24.58 46 5.52
9 1,230.25 20.00 24.61 1,253.67 20.00 25.07 46 5.52
10 1,254.86 20.00 25.10 1,278.74 20.00 25.57 A7 5.64
11 1,279.96 20.00 25.60 1,304.31 20.00 26.09 49 5.88
12 1,305.56 20.00 26.11 1,330.40 20.00 26.61 .50 6.00
13 1,331.67 20.00 26.63 1,357.01 20.00 27.14 51 6.12
14 1,358.30 20.00 27.17 1,384.15 20.00 27.68 51 6.12
15 1,385.47 20.00 27.71 1,411.83 20.00 28.24 .53 6.36
16 1,413.18 20.00 28.26 1,440.07 20.00 28.80 .54 6.48
17 1,441.44 20.00 28.83 1,468.87 20.00 29.38 .55 6.60
18 1,470.27 20.00 29.41 1,498.25 20.00 29.97 .56 6.72
19 1,499.68 20.00 29.99 1,528.22 20.00 30.56 57 6.84
20 1,529.67 20.00 30.59 1,558.78 20.00 31.18 .59 7.08
Total $116.40

Over a twenty year period, including the COL Annuity in the COLA calculation increases the total
benefits paid to a Member by $116.40.
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IRIS Information

SDCERS current pension administration system, IRIS, contains information converted from previous
pension administration systems. In a previous pension administration system, when a Member died, the
continuance benefit would be set up as a combined amount as shown in the table below:

Continuance Benefit Setup™®
Member Benefit | Member Dollar Continuance Continuance
Component Amount Benefit Dollar Amount
Base Pension $945.75 Base Pension $1,832.88
Base Pension 750.58 Base Pension -
COL Annuity 136.55 COL Annuity -
Total $1,832.88 $1,832.88

Because the continuance benefit was set up as a combined amount in a previous pension administration
system an exact calculation of the COLA that has been calculated on COL Annuities was not able to be

performed.**

10 Example Shown is Optional Settlement 2
1 Based on a report obtained from SDCERS pension administration system there were 1,164

Members/continuances/beneficiaries with a benefit effective date of July 1, 1992 to June 30, 2014 with a COL Annuity

value of $0 as of March 31, 2015.
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Impact for Members receiving a COLA on COL Annuity

The table below shows the estimated impact for Members or beneficiaries receiving COLA on COL
Annuity benefits as of March 31, 2015.

Impact for Members or Beneficiaries receiving COLA on COL Annuity Benefits as of
March 31, 2015"

Benefit Average
Effective Date Number of Average COL Total COLA Overpayment
(Fiscal Year) Members Annuity Overpaid per Member

1993 212 $55.93 $77,683.12 $366.43
1994 89 37.13 20,448.67 229.76
1995 91 50.77 26,939.00 297.58
1996 105 53.50 30,791.34 293.25
1997 130 65.62 43,835.90 337.20
1998 132 69.68 43,118.87 326.66
1999 156 85.42 58,747.48 376.59
2000 131 81.49 44,513.46 339.80
2001 191 89.17 65,293.82 341.85
2002 219 102.12 78,286.17 357.47
2003 226 110.98 80,965.71 358.26
2004 270 118.15 93,517.44 343.36
2005 312 142.22 118,037.82 378.33
2006 355 142.55 119,286.15 336.02
2007 301 141.80 89,212.18 296.39
2008 353 149.41 96,310.83 272.84
2009 870 172.71 194,406.52 223.46
2010 324 170.75 72,560.69 223.95
2011 578 179.70 98,383.83 170.21
2012 685 198.35 101,954.92 148.84
2013 531 200.31 42,311.17 79.68
2014 617 199.64 22,598.68 36.63
Total 6,878 $149.57 | $1,597,771.69 $232.30

The table above does not account for Members or Beneficiaries that no longer receive benefits as of
March 31, 2015, interest on the overpayment, continuances where the COL Annuity has been combined
in Base Pension, or any Corbett benefits that have been paid using COLA as a component of the
calculation™.

12 Table was created by the Internal Auditor based on information obtained from SDCERS pension administration system.
The table contains City, Port and Airport Members. The COL Annuity could not be separated for each of the Plan
Sponsors.
13 Corbett is calculated by multiplying the Base Retirement Benefit by 7%. Base Retirement benefit includes the
Unmodified Service Retirement Allowance, the COL Annuity, the COLA and the SS Annuity.
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Impact for Members receiving a COLA on Surviving Spouse Annuity

The table below shows the impact for members or beneficiaries receiving COLA on Surviving Spouse
Annuity benefits as of March 31, 2015.

Impact for Members or Beneficiaries receiving COLA on Surviving Spouse Annuity
Benefits as of March 31, 2015
Benefit Average Total Surviving Average
Effective Date Number of Surviving Spouse Annuity | Overpayment
(Fiscal Year) Members Annuity Overpaid per Member
1998 1 $2.21 $10.61 $10.61
1999 2 16.91 149.11 74.55
2000 1 52.65 218.52 218.52
2001 8 18.22 558.81 69.85
2002 16 45.75 2,788.52 174.28
2003 23 46.26 3,425.07 148.92
2004 45 54.99 7,436.43 165.25
2005 44 67.48 7,825.17 177.84
2006 60 65.45 9,194.22 153.24
2007 81 65.97 11,427.28 141.08
2008 89 71.89 11,678.31 131.22
2009 198 84.92 21,255.87 107.35
2010 87 76.12 9,521.32 109.44
2011 131 84.13 10,263.47 78.35
2012 163 93.36 11,398.78 69.93
2013 126 92.23 4,497.81 35.70
2014 164 92.70 2,736.51 16.69
Total 1,239 80.41 114,237.70 92.20

The table above does not account for Members that no longer receive Surviving Spouse benefits as of
March 31, 2015, interest on the overpayment, or any Corbett benefits that have been paid using COLA
as a component of the calculation.

 Table was created by the Internal Auditor based on information obtained from SDCERS pension administration system.
The table contains City, Port and Airport members. The Surviving Spouse Annuity could not be separated for each of the
Plan Sponsors.
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SDCERS

SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM

MEMORANDUM

DATE: August 28, 2015
TO: Lee Parravano, Internal Auditor
FROM: Marcelle Voorhies Rossman, Chief Benefits Officer

SUBJECT: Management’s responses to the findings and recommendations in the SDCERS
Internal Report — Retirement Benefit Calculation and Setup

Finding #1: SDCERS does not have comprehensive written policies and procedures to complete
retirement benefit calculations and setups in IRIS.

Recommendation #1: Written policies and procedures should be completed for retirement
benefit calculations and setups in IRIS.

Response: Management agrees with the finding and recommendation. This is included in the
SDCERS Fiscal Year 2016 action plan.

Finding #2: SDCERS is incorrectly calculating Cost of Living Adjustments for all City of San
Diego Members that received an initial Cost of Living Adjustment July 1, 1992 or thereafter.

Recommendation #2a: SDCERS should determine what components of a Member’s retirement
benefit are eligible to receive a COLA.

Recommendation #2b: If SDCERS concludes that any Member benefits have been incorrectly
calculated, SDCERS should recalculate the Member’s benefit and make any corrections as
required.

Response: Management disagrees with the finding. The CEO has directed the Interim General
Counsel to obtain an opinion from outside fiduciary counsel before deciding on an appropriate
response to the recommendations.

Finding #3: The calculation of Final Compensation for City Members who are considered to be
in a part-time status is not clearly defined in either SDCERS Board Rules or the San Diego
Municipal Code.

Recommendation #3: SDCERS should adopt a Board Rule to clarify how Final Compensation is
calculated for Members that are considered to be in a part-time status.

Response: Management agrees with the finding and recommendation and will work with legal
counsel to develop a Board Rule.
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Finding #4: The Cost of Living Adjustment used to determine a Member’s COLA Bank do not
match the cost of living which has occurred between the two previous January firsts, as shown
by the Bureau of Labor Statistics Consumer Price Index, United States — All items for 11 of 45
years subsequent to July 1, 1971.

Recommendation #4a: Management should require the Bureau of Labor Statistics Consumer
Price Index, United States—All items that occurred between the two previous January firsts is
used when calculating the COLA as required in the San Diego Municipal Code.

Recommendation #4b: Management should make corrections, where necessary, to Member’s
COLA Banks to reflect the COLA calculation required by the San Diego Municipal Code.

Recommendation #4c: Management should update the information contained on SDCERS
website related to COLAs and COLA Banks.

Response: Management agrees with the finding and recommendations. The incorrect
information on the SDCERS website (Recommendation #4c) has been removed. SDCERS will
make the necessary updates to Member COLA banks in Fiscal Year 2016.

Finding #5: A former spouse receiving a set percentage of a Member’s retirement benefit did
not have her retirement benefit reduced when the Member turned 65 and received a reduction in
his retirement benefit.

Recommendation #5: SDCERS should make appropriate corrections to the individuals
impacted.

Response: Management agrees with the finding and recommendation and will review the
payments made to both the Member and their former spouse to determine the appropriate
correction.

Finding #6: For one Member selected for testing SDCERS did not forfeit amounts due to a
Member as required under Board Rule 2.70, Forfeiture of Retirement Funds.

Recommendation #6a: SDCERS should adhere to Board Rule 2.70, Forfeiture of Retirement
Funds.

Recommendation #6b: SDCERS should strategically commit resources to locate missing or lost
Members.

Response: Management agrees with the finding and recommendations. Staff is in the process of
forfeiting the amount due to the Member.

Finding #7: One individual selected for testing did not have their retirement allowance adjusted
by the correct COLA amount when the retirement allowance was setup in 1997.

Recommendation #7a: SDCERS should adjust the identified former spouse’s COLA Bank and
accumulated COLA.

Recommendation #7b: SDCERS should determine if COLA Banks and accumulated COLAs
have been properly calculated for all Members with a former spouse.

Response: Management agrees with the finding and recommendation and will review the
payments made to the former spouse identified to determine the appropriate correction. In
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addition, staff will confirm Member and former spouse COLA buckets are in sync and make any
further corrections necessary to former spouses.

Finding #8: One individual selected for testing did not have their retirement allowance correctly
calculated when the retirement allowance was setup in 1992.

Recommendation #8: SDCERS should determine the amount due to the Member with interest,
make any appropriate changes to the Member’s account, and remit the payment required.

Response: Management agrees with the finding and recommendation and will review the
payments made to the Member to determine the appropriate correction.

Finding #9: Eligibility for the 13th Check when a retiree or survivor beneficiary dies in October
was ambiguous. Due to this ambiguity, SDCERS’ management programmed IRIS to eliminate
potential overpayments to eligible retirees for the 13th Check. As a result, Members or survivors
that died during October 2014 were underpaid.

Recommendation #9: SDCERS’ staff should identify the Member’s or survivors who were not
paid the 13™ Check that died during October 2014 and make the payments consistent with the
Board Rule adopted.

Response: Management agrees with the finding and recommendation. All beneficiaries eligible
for a 13™ Check based on the legal opinion received, have had the amounts calculated and will
receive payment on or before September 14, 2015. In addition, staff will work with legal
counsel to develop a Board Rule as recommended in the legal opinion received.

Y

Marcelle Voorhies Rossman
Chief Benefits Officer

cc: Mark Hovey, CEO
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of San Diego

August 28, 2015

Lee M. Parravano

Internal Auditor

San Diego City Employees’ Retirement System
401 West A Street, Suite 400

San Diego CA 92101

Dear Mr. Parravano,

The San Diego Unified Port District (District) is in receipt of your letter dated August 24,
2015 regarding Draft Audit Finding #16. This finding indicated that the Retirement
Calculation Factors described in the District's plan are not being used by San Diego
City Employees’ Retirement System (SDCERS) staff when a Safety Member selects
the Retirement percent increase in Final Average Salary. The finding indicated that the
“Current 1/1/02 Factors” listed in the Plan document were in fact the factors in effect as
of June 30, 2000.

The District believes that this is a typographical error in the District’s plan document and
it is our intent to correct this error by amending our plan document. This amendment
should be signed and submitted to SDCERS no later than September 30, 2015.

Thank you for bringing this matter to our attention. Please let me know if you have any
questions.

Michelle Corbin

San Diego Unified Port District
Director, Human Resources

San Diego Unified Port District
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