SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM
MEMORANDUM
DATE:

March 14, 2017

TO:

SDCERS Audit Committee

CC:

SDCERS Board of Administration
Mark Hovey, SDCERS Chief Executive Officer
Marcelle Rossman, SDCERS Chief Benefits Officer
Johnny Tran, SDCERS Chief Compliance Officer/General Counsel

FROM:

Lee Parravano, SDCERS Internal Auditor

SUBJECT:

Update on Finding #2 - Cost of Living (COL) Annuity Audit

On January 11, 2017 the Cost of Living Annuity Audit was released. Finding #2 and
Recommendation #2a of that report stated the following:
Finding #2
“SDCERS has used incorrect interest rates to calculate COL Annuity
benefits for the time period July 1, 2014 through August 2016 resulting in
approximately 840 COL Annuity retirement benefits incorrectly setup.”
Recommendation #2a
“SDCERS’ Board should determine whether or not staff’s calculation of
the COL Annuity is correct for the time period July 1, 2014 through August
2016. If the Board determines staff’s calculation of the COL Annuity is
incorrect, for this time period, SDCERS should recalculate and correct the
COL Annuity for all impacted Members.”
On January 13, 2017, subsequent to the Cost of Living Annuity audit release, SDCERS
Board determined the calculations made by staff were correct for the time period July 1,
2014 through August 2016. As a result, no corrections are required.

SAN DIEGO CITY EMPLOYEES’ RETIREMENT SYSTEM
MEMORANDUM
DATE:

January 11, 2017

TO:

SDCERS Audit Committee

CC:

SDCERS Board of Administration
Mark Hovey, SDCERS Chief Executive Officer
Marcelle Rossman, SDCERS Chief Benefits Officer
Johnny Tran, SDCERS Chief Compliance Officer/General Counsel

FROM:

Lee Parravano, SDCERS Internal Auditor

SUBJECT:

Cost of Living (COL) Annuity Audit

Enclosed is the COL Annuity Audit. Overall, SDCERS has procedures in place for the
COL Annuity and control strengths were identified during the audit. Opportunities for
improvement and consideration were also identified.
Based on this audit, there were nine total recommendations. The recommendations are
directed to the parties as follows:
 Seven recommendations are directed to SDCERS’ Board of Administration.
 One recommendation is directed to SDCERS’ Board of Administration, Port, and
Airport.
 One recommendation is directed to the Port and Airport.
Details can be found in the Audit Results section of the report. SDCERS’ management
comments are attached to this report. The City, Port, and Airport were not asked to
formally comment on these recommendations.
I would like to thank SDCERS’ management and staff for all of their 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 are
greatly appreciated.

Internal Audit Report

Cost of Living Annuity

Prepared by:
Lee Parravano, Internal Auditor
Cost of Living Annuity – January 2017
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INTRODUCTION
BACKGROUND
All Members 1 pay Cost of Living (COL) Annuity Contributions in addition to their Normal
Contributions and Surviving Spouse or Domestic Partner Contributions. The components of a
Member’s contribution account are separately accounted for within SDCERS and are shown below.

Member Contribution Components
Normal
Contributions
Funds Retirement
Allowance

Surviving Spouse
Contributions
Funds Surviving
Spouse Annuity,
Lump sum pay out,
or Continuance

COL Annuity
Contributions
Funds COL Annuity

Total
Member
Contribution

Member contributions are used to fund the retirement benefits SDCERS provides.
Retirement Benefit, in general, is comprised of the three components as shown below.

A Service

Member Retirement Benefit Components
Retirement
Allowance
Factor x Service
Credit x Final
Compensation
Example: 2.5% x
30 years x $50,000
= $37,500

Surviving Spouse
Annuity
(If Applicable)

COL Annuity
A Member’s
Accumulated Cost
of Living Annuity
Contributions
converted into an
annuity

Retirement
Benefit

A Member’s
Accumulated
Surviving Spouse
Contributions
converted into an
annuity

In a traditional defined benefit, a Member is guaranteed a benefit based on a formula, generally
reflecting the Member’s age, final compensation and years of service at retirement (See Retirement
Allowance Above). In a hybrid benefit plan, a Member’s future retirement benefit is determined based
on the balance of an account. A Member’s COL Annuity is determined based on a Member’s COL
Annuity contribution account at retirement.
Members receive both a Retirement Allowance and a
COL Annuity at retirement as shown above. The average COL Annuity benefit for Fiscal Year 2016
retirees was $183.17 per month.

1

Excludes sworn San Diego Police Officers who began City Employment after July 31, 2012, Port non-PEPRA
Miscellaneous Members, and City Elected Officers.
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Calculating
g the COL Annuity
A
Generally th
here are threee items need
ded to calcullate a Membber’s COL A
Annuity. Theyy are as folloows:
1) The balance of a Member’s COL Annuity Contributtion accountt at retiremennt.
 A larger COL
C
Annuitty Contributtion accountt at retirem
ment will ressult in a largger COL
Annuity.
2) The time period
d over whicch the beneffit is projeccted to be ppaid. This is the time between
d
retirrement and death.
 A longer time
t
period will result in
i a smallerr monthly COL Annuityy, but can reesult in a
larger totall amount paiid.
i
rate.
3) An interest
 A higher in
nterest rate will
w result in
n a larger CO
OL Annuity bbenefit.
t COL An
nnuity
History of the
In 1971 SD
DCERS begaan collecting
g COL Annu
uity Contribbutions from
m Members. From 1971 to 1992
COL Annu
uity Contribu
utions were initially ussed to fund a portion of a Membber’s Cost oof Living
Adjustmentt (COLA). The
T COLA allows
a
for a maximum inncrease to a Member’s rretirement bbenefit up
2
to 2% . Beg
ginning in 1992 the COL
LA was no lo
onger partiaally funded w
with COL Annnuity Contrributions.
COL Annuity Contribu
utions contin
nued to be collected annd were now
w used to pprovide an aadditional
benefit calleed the COL Annuity. Th
he COL Ann
nuity is addeed to a Mem
mber’s Retireement Allow
wance and
is part of a Member’s Retirement
R
Benefit
B
as shown
s
abovee. The COL Annuity is eligible to rreceive a
ually.
COLA annu

1971 to
1992

COL Annnuity
Contributtions
are usedd to
fund thhe
COLA
A.

19922 to
Pressent

CO
OL Annuity
is a separate
bennefit. COL
A
Annuity
Conntributions
funnd the COL
A
Annuity.

PRIORIT
TY RATIN
NG PROC
CESS
To assist management
m
and the Boaard in its ev
valuation, thhe findings hhave been aassigned a quualitative
assessment of the need for correctiv
ve action. Each
E
item is assessed a hhigh, mediuum, or low priority as
follows:
High - Represents a fin
nding requirring immediiate action too mitigate rrisks associaated with thee process
being auditeed.
Medium - Represents
R
a finding requiring timeely action too mitigate riisks associaated with thee process
being auditeed.
Low - Reprresents a fin
nding for co
orrective action to mitiggate risks asssociated with the proceess being
audited.
Information
nal – Represeents a findin
ng to educatee the Board oor managemeent.

2

Prior to Ordiinance 16449 the maximum COLA
C
increasee was 1.5%.
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EXECUTIVE SUMMARY
SDCERS has procedures in place for Cost of Living (COL) Annuity Contributions and the COL
Annuity. Control strengths identified during the audit period include:
 COL Annuity Contributions are reported to SDCERS consistent with the Plan and SDCERS’
management is correctly administering the collection of COL Annuity Contribution offsets.
 SDCERS has adopted Board Rules documenting the amount of interest credited annually to
Member accounts.
 A certification for the Port’s Miscellaneous Plan was obtained from SDCERS’ actuary
confirming the benefit formula provided to miscellaneous non-safety PEPRA Members has a
lower normal cost and a lower factor at retirement age than the formula provided by PEPRA.
The following issues, however, were identified that should be addressed.
Appropriateness of the COL Annuity Interest Rate
The Plans require the COL Annuity to be the actuarial equivalent of a Member’s accumulated COL
Annuity Contribution account. Per the Plan Documents, an actuarial equivalent is a benefit of equal
value when computed upon the basis of mortality, interest and other tables adopted by the Board.
It is the Internal Auditor’s opinion that the interest rate used to calculate the COL Annuity is too high.
SDCERS credits interest to COL Annuity Contribution accounts at the assumed rate of return on assets,
currently 7.125% and calculates the COL Annuity using an interest rate of 7.125%. The interest rate
used to calculate the COL Annuity of 7.125%, while not required, is not consistent with the interest rate
used by SDCERS when calculating a Members DROP Annuity (2.8%) or an Active Death Benefit
(2.8%) when paid as an annuity. Additionally, using the 7.125% as the interest rate to calculate a
Member’s COL Annuity does not recognize: (1) the difference between the fund’s investment duration
as a whole and the time period a Member is expected to collect a COL Annuity, (2) the appropriateness
of calculating the COL Annuity with an interest rate that includes a risk premium when the Member is
not taking the investment risk, and (3) the COL Annuity is eligible for up to a 2% COLA annually.
A reduction in the interest rate used to calculate the COL Annuity by 1% would result in an estimated
$48,000,000 fewer COL Annuity payments over a payment period of approximately 23 years. A
reduction in the COL Annuity interest rate to the current DROP annuity interest rate would result in an
estimated $180,000,000 fewer COL Annuity payments. Increasing or decreasing the interest rate used
to calculate the COL Annuity for the sole purpose of increasing or decreasing benefits is improper and
the Board has a fiduciary duty to deal fairly and in good faith with its Members.
COL Annuity Calculations from July 1, 2014 through August 2016
It is the Internal Auditor’s opinion that SDCERS incorrectly calculated the COL Annuity for the time
period July 1, 2014 to August 2016 because an incorrect interest rate was used. It is estimated by the
Internal Auditor approximately 840 COL Annuity retirement benefits have been setup incorrectly. The
average overpayment per Member, as estimated by the Internal Auditor, is between $3.65 and $5.46 per
month. The total estimated overpayment to all Members as of August 2016 is approximately $45,000,
not including interest, the COLA, or Members that no longer receive a benefit from SDCERS.
COL Annuity Contribution Percentage
The Plan Documents state that SDCERS’ Board can adjust the COL Annuity Contribution percentage.
Setting the COL Annuity Contribution percentage determines a Member’s benefit. Setting Member
benefits is the responsibility of the Plan Sponsor not SDCERS.
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EXECUTIVE SUMMARY (Continued)
COL Annuity Contribution Offsets
The Plans require the COL Annuity to be the actuarial equivalent of a Member’s accumulated COL
Annuity Contribution account. SDCERS does not credit a Member’s COL Annuity Contribution
account for amounts that are offset by the San Diego Unified Port District (Port) or San Diego County
Regional Airport Authority (Airport). Since SDCERS does not credit the offset to a Member’s COL
Annuity Contribution account, the Member receives no retirement benefit from the offset. Because
there are no additional benefits accumulated by the Member, or cost to the plan, the Airport and Port
should not be required to fund COL Annuity Contribution offsets. Current Plan documents, however,
require the Airport and Port pay into SDCERS the COL Annuity Contribution offsets. In 2015,
$652,701.44 was collected by SDCERS related to Port and Airport COL Annuity Contribution offsets.
COL Annuity and PEPRA
SDCERS is prohibited from offering a supplemental defined benefit plan to PEPRA Members. The
defined benefit plan offered to Port Safety and Airport PEPRA Members provides the defined benefit
formula allowed by PEPRA and it provides a COL Annuity. The COL Annuity is a defined benefit that
is calculated based on a Member’s balance in their COL Contribution Account at retirement. While not
a separate defined benefit plan, the COL Annuity is a defined benefit that supplements the PEPRA
defined benefit formula offered.
SDCERS’ General Counsel’s opinion is that the COL Annuity is probably not prohibited for PEPRA
Members. It is the Internal Auditor’s opinion that offering the COL Annuity to PEPRA Members is
probably not, but could be, prohibited by PEPRA. By continuing to offer the COL Annuity to PEPRA
Members, SDCERS, the Airport and Port accept the risk a court could rule that offering the COL
Annuity violates PEPRA.
SDCERS’ tax counsel believes the COL Annuity is not a separate defined benefit plan. Additionally,
SDCERS’ fiduciary counsel does not believe the COL Annuity is a supplemental defined benefit plan.
SDCERS’ Board, Airport, and Port should be mindful of the COL Annuity benefit and the various
PEPRA provisions.
*****
Based on this audit, there were nine total recommendations. The recommendations are directed to the
parties as follows:
 Seven recommendations are directed to SDCERS’ Board of Administration.
 One recommendation is directed to SDCERS’ Board of Administration, Port, and Airport.
 One recommendation is directed to the Port and Airport.
Details can be found in the Audit Results section of this report. SDCERS’ management comments are
attached to this report. The City, Port, and Airport were not asked to formally comment on these
recommendations.
The information in this report is intended solely for the use of the City of San Diego (City), Port,
Airport, 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 determine:
1. If the correct interest rate was used to calculate the COL Annuity from Fiscal Year 2009 to
August 2016.
2. The appropriateness of the interest rate used when crediting Member interest on COL Annuity
Contributions and when calculating the COL Annuity.
3. The impact of PEPRA on the COL Annuity.
4. The appropriateness of funding the COL Annuity for Members with offsets.
Conclusions to these objectives are listed on page 24 and 25 of this report.

AUDIT SCOPE & METHODOLOGY
This audit was performed for the period from January 1, 2015 through December 31, 20153 by using
the following methods:
 Reviewed the Plan and SDCERS’ Participation and Administration Agreement.
 Reviewed SDCERS’ Charters, Policies, Resolutions and Rules of the Board of Administration.
 Reviewed various documents and statutes related to the California Public Employees’ Pension
Reform Act of 2013 (PEPRA).
 Reviewed policies and procedures utilized by staff to credit interest to Member accounts and to
calculate the COL Annuity.
 Interviewed staff responsible for crediting interest to Member accounts and calculating the COL
Annuity.
 Requested various Legal Opinions on the COL Annuity.
 Examined SDCERS’ Board and Committee meeting materials related to the COL Annuity.
 Examined PEPRA Member Contribution components.
 Discussed with SDCERS’ Actuary to determine if they have provided a recommendation to
SDCERS’ Board regarding the COL Annuity Contribution rate.
 Examined interest rates used by public pension systems that offer either a cash balance plan or
allow Members to annuitize contributions.
 Selected one Member each fiscal year to determine what interest rate was used to calculate the
COL Annuity from Fiscal Year 2009 to August 2016.
 Selected five PEPRA Members to determine if COL Annuity Contributions are reported to
SDCERS consistent with the Plan.
This audit was conducted in accordance with the International Standards for the Professional Practice
of Internal Auditing. Those standards require 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.

3

The performance period was Fiscal Year 2009 to August 2016 for the determination of the COL Annuity interest rate used.
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AUDIT RESULT
R
TS
Based on deetailed testin
ng, control strengths
s
werre identifiedd, as well as issues that should be adddressed.
Listed below
w are the con
ntrol strengths identified
d:





COL
L Annuity Contributionss are reported
d to SDCER
RS consistentt with the Plan
SDC
CERS’ manaagement is correctly adm
ministering thhe collectionn of COL A
Annuity Conttributions
offseets.
SDC
CERS has adopted Boarrd Rules do
ocumenting tthe amount of interest credited annnually to
Mem
mber accoun
nts.
A certification
c
for the Po
ort’s Miscelllaneous Plaan was obttained from
m SDCERS’’ actuary
conffirming the benefit
b
form
mula provideed to miscelllaneous nonn-safety PEP
PRA Membeers has a
loweer normal co
ost and a low
wer factor at retirement
r
aage than the fformula provvided by PE
EPRA.

owever, werre identified that should bbe addressedd.
The followiing issues, ho
Finding #1: The Plan
ns4 do not prrovide specific guidancee on the inteerest rate thhat should bee used to
calculate thee COL Annu
uity.
Priority Ra
ating: High
Backgroun
nd
COL Annuiity Contribu
utions are 20
0% of the su
um of a Mem
mber’s Norm
mal Contribuutions plus S
Surviving
Spouse or Domestic
D
Parrtner Contrib
butions. COL
L Annuity C
Contributionss are set asidde into the M
Member’s
account. At retirement a Member receives
r
a CO
OL Annuityy that is a life
fetime guarannteed defineed benefit
based on the balance off their COL Annuity Contribution acccount. Members receivve both a Reetirement
Allowance and a COL Annuity. The
T average COL Annuiity benefit fo
for Fiscal Yeear 2016 retiirees was
$183.17 perr month. Below is the liffe cycle of th
he COL Annnuity.

Em
mploymeent
• Member maakes COL Annuity
A
Conttributions to SDCERS
• Member co
ontributions are
a credited with interestt annually

At Retirem
ment
• COL Annuiity is calculaated based on
n:
• Accumulated COL Annuity Contrributions (Inncludes Mem
mber Contribbutions and
Interest)
• Interest Rate
R
• Mortality
y Tables

Retireement to Death
• Member Reeceives COL
L Annuity
o receive upp to a 2% CO
OLA
• COL Annuiity eligible to

4

As written by
y the City, Portt and Airport
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Finding #1 (Continued): The Plans do not provide specific guidance on the interest rate that should
be used to calculate the COL Annuity.
Priority Rating: High

The COL Annuity is
based on accumulated
COL
Annuity
Contributions made.

The COL Annuity 5 is based on accumulated COL Annuity
Contributions made. This is similar to a hybrid plan that expresses
future retirement benefits as account balances. 6 Per the
Government Finance Officers Association (GFOA) one of the
most common hybrid plans are cash balance plans. The Internal
Revenue Service classifies cash balance plans as defined benefit
plans.

All or part of a non-PEPRA Member’s retirement contribution is
subject to possible offset. An offset occurs when the City, Port or Airport pays a Member’s required
contribution on a Member’s behalf. Offsets are credited to the Plan Sponsor’s account and not to a
Member’s account. Offsets reduce the amounts that would have otherwise been credited to Member
COL Annuity Contribution accounts. Beginning in 2014 the City no longer offsets Member
contributions.7 Therefore, Member COL Contribution accounts are expected to increase, resulting in a
larger COL Annuity benefit for future City retirees.

5

See Appendix I for complete definition of the COL Annuity.
Outside tax counsel has stated that the COL Annuity is part of each defined benefit plan administered by SDCERS.
Therefore, the COL Annuity is not a separate plan. Because the COL Annuity was not setup as a separate plan it is not a
cash balance plan; however, the COL Annuity has attributes of a cash balance plan. The COL Annuity defines the promised
defined benefit in terms of a stated account balance, similar to a cash balance plan.
7
Port and Airport Plans contain offsets for certain employees.
6
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Finding #1 (Continued
d): The Plaans do not prrovide speciific guidance on the inteerest rate thaat should
be used to calculate
c
the COL Annuiity.
Priority Ra
ating: High
COL Annu
uity Contrib
bution Accou
unt Interestt Rate
The COL Annuity
A
Con
ntribution account interest rate is appplicable to M
Members prrior to retirement. A
Member’s COL
C
Annuitty contributions are sepaarately accouunted for annd interest iss credited annnually to
that accountt.

Employme
E
ent
• Member makes COL
L Annuity Co
ontributions to SDCERS
S
• Member contribution
ns are crediteed with interrest annuallyy

Att Retiremeent
• COL Ann
nuity is calcu
ulated based
d on:
• Accum
mulated COL Annuity Co
ontributions (Includes
(
Membeer Contributiions and Inteerest)
• Interestt Rate
• Mortaliity Tables

Retirrement to Death
• Member Receives
R
CO
OL Annuity
• COL Annu
uity eligible to receive up
u to a 2% COLA.

The innterest rate applied to Member
accounnts is determ
mined by thhe Board8
in Boaard Rules 2.4409 and 2.4110.
In Fisscal Year 22017, COL Annuity
Contriibution accoounts will bee credited
with innterest at 7.1125%. A com
mparison
of thee COL Annnuity Conntribution
accounnt interestt rate too other
SDCE
ERS’ proggrams andd other
System
ms can be seeen at the taable titled
Comparison to Other S
SDCERS
Prograams and Othher Systems on page
11 of tthis report.

SDCE
ERS is requuired to creedit City
Membbers accounnts with ann interest
rate that relates to the assumed
a
ratee of return on
n Plan assetts.11 This proovision, how
wever, is not included
in the Airpo
ort or Port Pllans.
In 2009, SD
DCERS crediited interest to Member accounts at the Board appproved ratee of 7.75%; hhowever,
this rate did
d not match the
t assumed rate of returrn on Plan asssets of 8.000%.12 Creditting interest at 7.75%
instead of 8.00%
8
woulld reduce th
he balance of
o a Membeer’s COL A
Annuity Conntribution acccount at
retirement, resulting in
n a lower COL Annuity
y. 13 Based oon a legal oopinion from
m SDCERS’ General
o Member accounts
a
aree required to
t be correccted becausee the Plan language alllows the
Counsel, no
Board’s actiions.

8

See Appendiix I for compleete definition of Crediting of Interest.
I
See Appendiix I for more in
nformation on Board
B
Rule 2.4
40.
10
See Append
dix I for more information
i
on
n Board Rule 2..41.
11
San Diego Municipal
M
Cod
de§24.0901 stattes, “From time to time, the B
Board will alsoo determine by Rule the assum
med rate of
interest earnin
ngs for the Rettirement Fund. The Rule ad
dopted for thiss purpose will be used to determine interest rates for
Member contrribution accoun
nts and is incorrporated into th
his Article as ppart of the Plann Document.”
12
Additional information iss contained in Appendix I comparing the assumed rate of return on aassets from thhe actuarial
valuation, the interest rate Member
M
contrib
butions are baased upon, the interest rate inn Board Rule 22.41 and the innterest rate
used by SDCE
ERS to calculatte the COL An
nnuity since Fisscal Year 20077.
13
Any additio
onal impact is outside
o
the scop
pe of this auditt.
9
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Finding #1 (Continued
d): The Plaans do not prrovide speciific guidance on the inteerest rate thaat should
be used to calculate
c
the COL Annuiity.
Priority Ra
ating: High
COL Annu
uity Interestt Rate
A
interest rate is ap
pplicable for Members o n the date off their retirem
ment.
The COL Annuity

Employme
E
nt
• Member makes
m
COL Annuity
A
Conntributions to
o SDCERS
• Member contributions
c
s are creditedd with intereest annually

Att Retiremeent
• COL Ann
nuity is calcu
ulated based on:
• Accumu
ulated COL Contribution
C
ns (Includes Member
Contribu
utions and In
nterest)
• Interest Rate
• Mortalitty Tables

The CO
OL Annuityy is calculateed as the
actuarial equivaleent of a M
Member’s
COL A
Annuity Coontribution account.
An actuuarial equivvalent14, as ddefined in
the Plaan Documeents, is a benefit of
equal vvalue when computed uupon the
basis oof mortalityy, interest aand other
tables aadopted by tthe Board. 155

SDCER
RS has adoppted Board R
Rule 2.90
to calcculate an aactuarial eqquivalent.
Board Rule 2.90 w
was first introoduced in
Retirrement to Death
D
mortality
2008 aand only inncluded a m
assump
ption.
It
d
did
not
inc
clude
an
• Member Receives
R
CO
OL Annuity
interestt assumptioon.
As ddescribed
• COL Annu
uity eligible to receive up
u to a 2% COLA.
C
above, an actuarial equivaleent is a
benefitt of equal vaalue when ccomputed
upon the baasis of morttality, intereest and otheer tables adoopted by thee Board. B
Board Rule 22.90 was
revised in Fiscal
F
Year 2013
2
to inclu
ude updated mortality
m
asssumptions annd, for the fi
first time, inccluded an
interest assu
umption to calculate
c
an actuarial
a
equ
uivalent. Thee interest asssumption inccluded in Booard Rule
2.90 was now
n
connectted to Board Rule 2.41
1, requiring the COL A
Annuity to be calculateed at the
assumed ratte of plan asssets, currentlly 7.125%.
The Fiscal Year
Y 2013 staff report, which
w
recom
mmended revvising Boardd Rule 2.90 tto include ann interest
16
6
assumption,, mentioned
d Optional Settlements
S
when disccussing an aactuarial equuivalent, butt did not
discuss the impact the new
n interestt assumption
n would havve on the CO
OL Annuity. It is unknow
wn if the
Board understood the im
mpact Board
d Rule 2.90 would
w
have on the COL
L Annuity w
when it was rrevised to
include the interest assu
umption in 2013.
A comparisson of the in
nterest rate used
u
to calcu
ulate the CO
OL Annuity to other SD
DCERS progrrams and
other Systems can be seen at the table titled
d Comparisoon to Otherr SDCERS P
Programs annd Other
Systems on page 11 of this
t report.

14

See Append
dix I for complete definition of
o Actuarial Eq
quivalent.
The San Diego Municipall Code does no
ot capitalize thee words first leetters in the term
m “Actuarial E
Equivalent”, thherefore the
n Document would
w
not necessarily be usedd. Per Cheironn, there is no uuniform definittion for the
formal definittion in the Plan
term “actuariaal equivalent” in the pension
n industry but the
t term generrally means thee measurementt or present vaalue of two
benefits is suffficient equal on
n a given set of actuarial assu
umptions.
16
An Optionaal Settlement iss applicable when
w
a Memberr selects a bennefit option othher than “maxximum benefit.” In these
situations, a Member’s
M
beneefit is reduced
d so that the benefits
b
paid too the Memberr and the contiinuance are thhe actuarial
equivalent of what
w would haave been paid to
o the Member had the Membber not selectedd one of the Opptional Settlem
ments.
15

9

Finding #1 (Continued): The Plans do not provide specific guidance on the interest rate that should
be used to calculate the COL Annuity.
Priority Rating: High
Interest Rate Comparison to SDCERS’ Deferred Retirement Option Plan (DROP)
The interest rate applied to DROP17 accounts, while the employee is working, is determined by Board
Rule 6.10. Since 2009, the DROP contribution interest rate has been less than the assumed rate of
return on plan assets. Currently the DROP contribution interest rate is 1.50%.
When an employee exits DROP, the Member is allowed to receive the balance of their DROP account
in a variety of ways including an annuity over 20 years. Board Rule 6.40 dictates the interest rate to be
used when calculating a Member’s DROP distribution, when taken as an annuity. Since 2009, the
DROP annuity interest rate has been less than the assumed rate of return on plan assets. Currently the
DROP annuity interest rate is 2.8%.
DROP, when paid as an annuity, is not eligible for a 2% COLA.
A comparison of the DROP interest rate to other SDCERS programs and other Systems can be seen in
the Table titled Comparison to Other SDCERS Programs and Other Systems on page 11 of this report.
Interest Rate Comparison to SDCERS’ Active Death Benefit
If a Member dies before they are eligible to retire, and the death is not work related, SDCERS pays an
Active Death Benefit to the named beneficiary. The Active Death Benefit consists of the Member’s
accumulated retirement contributions (which include COL Annuity Contributions) plus one month of
pay for each year of service credit, not to exceed one-half of a Member’s final compensation.
A Member may elect to have all or part of the Active Death Benefit paid to their beneficiary in a lump
sum or in equal monthly installments (i.e., an annuity) for up to 120 months. If the Active Death
Benefit is paid out in equal monthly installments, the interest rate used to calculate the annuity is the
DROP annuity interest rate, currently 2.8%.
The Active Death Benefit, when paid as an annuity, is not eligible for a 2% COLA.
A comparison of the Active Death Benefit annuity interest rate to other SDCERS programs and other
Systems can be seen in table titled Comparison to Other SDCERS Programs and Other Systems on
page 11 of this report.
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DROP was a voluntary program to provide Members with an alternative way to accrue benefits in SDCERS. Members
are eligible to participate in DROP when they are eligible for a service retirement. A DROP participant continues to work,
up to a maximum of 5 years, for the plan sponsor and collect a regular paycheck; however, the participant’s retirement
allowance is credited to the Member’s DROP account. The program is no longer available to employees hired on or after
July 1, 2005 for the City, October 1, 2005 for the Port, and October 3, 2006 for the Airport.
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Finding #1 (Continued): The Plans do not provide specific guidance on the interest rate that should
be used to calculate the COL Annuity.
Priority Rating: High
Comparison to Other SDCERS Programs and Other Systems
The table below compares the interest rates used by SDCERS to other Systems that allow a Member to
annuitize contributions and governmental cash balance plans.
Comparison to Other SDCERS Programs and Other Systems
Contribution Interest Rate
Annuity Interest
Rate
SDCERS
1.50%18
N/A
7.125%19

DROP
Active Death
Normal Contributions

2.80%
2.80%
7.125%19

SYSTEMS THAT ALLOW A MEMBER TO ANNUITIZE CONTRIBUTIONS
Oregon Employees Retirement System20

Market

City and County of San Francisco Employees
Retirement System22
Wisconsin Department of Employee Trust Funds24

4.00%23

Calculated as
Account Balance /
Life Expectancy21
7.5%

5.00% or Market25

5%26

Greater of 5% or the Fed midterm rate plus 1.5%

Greater of 5% or
the Fed mid-term
rate plus 1.5%
5.00%
5.00%

CASH BALANCE PLANS
Nebraska State Employees and County Employees
Pension Plan
Texas County and District Retirement System
Texas Municipal Retirement System

5.00%
Member Contributions -5%
Employer Contributions - Market
4.00%27
4.00%28
3.00%29

Kansas Public Retirement System
Kentucky Retirement System
California State Teachers’ Retirement System

18

4.00%27
4.00%28
3.00%29

Interest is applied quarterly to DROP accounts.
Interest Rate does not impact the retirement benefit a Member will receive. Funds the Retirement Allowance as detailed
on page 1 of this report.
20
As of January 2, 2003 no new Members can participate.
21
Value of Monthly Annuity Payment varies depending on market returns.
22
Withdrawal benefit only – Available to Miscellaneous Members with less than 5 or 10 years of service credit. Can elect
to take refund of Member Contributions with Interest OR Deferred retirement benefit equal to actuarial equivalent of 150% 200% of Member Contributions after age 50 or 53.
23
Minimum of 4%, Maximum of Actuarial Rate depending on Average Yield of 5 year CD.
24
Member either receives the benefit formula (e.g.2% at 55) or the Money Purchase Method shown (Consists of Member
and Employer Contributions, plus interest, converted to an annuity).
25
5.00% for Members employed 1981-1984, Market for all others.
26
Initially calculated at 5% (adjusted based on actual returns).
27
If the 5-year average of actual returns is greater than 6% employees get 75% of the excess.
28
If the 5-year average of actual returns is greater than 4% employees get 75% of the excess.
29
Interest Rate based on 30-year U.S. Treasury bond rate for the previous year (March to February). Only available to
employees that made retirement contributions from 1/1/01 to 12/31/10.
19
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Finding #1 (Continued): The Plans do not provide specific guidance on the interest rate that should
be used to calculate the COL Annuity.
Priority Rating: High
When compared to SDCERS’ DROP program, SDCERS’ Active Death Benefit, other systems that
allow a Member to annuitize contributions, and other governmental cash balance plans, only one
system calculates an annuity at an interest rate that exceeds SDCERS’ COL Annuity interest rate. The
interest rate used to credit COL Annuity Contribution accounts exceeds all other non-SDCERS
guaranteed rates shown above.
Investment Information
The investment information is presented to illustrate SDCERS’ investment experience and risk
premiums compared to the interest rate used to calculate the COL Annuity.
The table below shows SDCERS’ investment results as of June 30, 2016 compared to the Fiscal Year
2017 Board approved interest rate used to calculate the COL Annuity.

SDCERS Investment Returns - Net of Fees
10%
9%
8%
7%
6%
5%
4%
3%
2%
1%
0%

8.80%
6.80%
Returns
- Net
-SDCERS
FY 2017Investment
COL Annuity
Rate

5.80%

of Fees
7.125%

1.10%
1 Year

5 Year

10 Year

Since Inception

Source: AON Hewitt Total Fund Performance Report June 30, 2016. Returns prior to July 1, 2010 are gross of investment management fees.
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Finding #1 (Continued
d): The Plaans do not prrovide speciific guidance on the inteerest rate thaat should
be used to calculate
c
the COL Annuiity.
Priority Ra
ating: High
The table below shows SDCERS’ assumed ratte of return on assets (C
COL Annuityy Rate), yield on the
10-Year Treeasury (conssidered a risk
k free investm
ment) and thhe associatedd Implied Riisk Premium
m.
Rissk Premium
m
12%
10%
8%
Implied Riisk Premium
Yield on 10-Year Treasury

6%
4%
2%

-

Assumed
d Rate of Return on 0%
Assets (COL
L Annuity Rate)

-2%

1985

19995

2005

19995
8.000%
6.211%
1.799%

2005
8.00%
4.06%
3.94%

2015

-4%

Assumed Rate of Return
n on Assets
Yield on 10
0-Year Treassury
Implied Rissk Premium

1985
8.00%
10.19%
-2.19%

20015
7.1225%
1.9880%
5.1445%

Source: Cheiron Presentation
P
on th
he Actuarial and In
nvestment Implicattions of SDCERS bbeing a partially cclosed plan Februaary 18, 2016

Additional Analysis
In Fiscal Year 2017, SD
DCERS’ asssets are expeected to earnn 7.125% neet of investm
ment expensses. This
d to change to
t 7.00% in Fiscal Year 2018.
assumption is scheduled
The value of
o the COL Annuity
A
is highly
h
sensitive to the innterest rate uused. As of A
April 2016 tthere was
approximateely $149,000
0,000 in Mem
mber COL Annuity
A
Conntribution acccounts. Bassed on an esttimate by
the Internal Auditor, as of June 201
16, $575,000
0,000 in futuure COL Annnuity paym
ments will bee made to
curren
nt Members who have not yet rettired for ann average
paymeent period oof approxim
mately 23 yeears for eachh current
Memb
ber. A reduuction in thhe COL Annnuity interesst rate by
A reducction in th
he COL
1% would
w
result in an estim
mated $48,0000,000 few
wer COL
Annuitty paymentss. A reduction in the C
COL Annuityy interest
Annuity interest ratte to the
rate to
o the DROP
P annuity innterest rate would resuult in an
DROP interest rate would
estimaated $180,0000,000 feweer COL Annnuity paymeents. The
00 fewer
result in $180,000,00
Internaal Auditorr’s estimatted numbeers containn many
COL Annuity paym
ments.
assump
ptions and do not acccount for fu
future COL Annuity
Contriibutions or aany changes to the intereest rate usedd to credit
COL Annuity
A
Conntributions.
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Finding #1 (Continued): The Plans do not provide specific guidance on the interest rate that should
be used to calculate the COL Annuity.
Priority Rating: High
The Board could consider a variety of options when setting the interest rate used to credit COL Annuity
Contributions 30 and the interest rate used to calculate a Member’s COL Annuity 31 other than the
assumed rate of return on plan assets. Using the assumed rate of return on plan assets as the interest
rate to calculate a Member’s COL Annuity does not recognize: (1) the difference in investment duration
between the fund as a whole and the Member’s COL Annuity, (2) the appropriateness of calculating the
COL Annuity with an interest rate that includes a risk premium when the Member is not taking the
investment risk, and (3) the COL Annuity is eligible for up to a 2% COLA annually. For example,
SDCERS’ assumed rate of return on assets is based on long-term earnings expectations, presumably
greater than 30 years, whereas the duration a Member is expected to collect a COL Annuity is
approximately 23 years. The risk premium SDCERS must take to attempt to earn the assumed rate of
return on assets is shown in the chart above titled Risk Premium.
Interest rate options include, but are not limited to: a fixed interest rate, a rate tied to an outside index,
or a rate tied to actual investment returns. SDCERS currently uses a weighted composite of the twentyyear treasury, twenty-year HQC Bond Rate and twenty-year PBGC Immediate Annuity Rate to set the
DROP Annuity interest rate.
While not required, the interest rate used by SDCERS to calculate a Member’s COL Annuity is not
consistent with the interest rate used by SDCERS when calculating a Members DROP Annuity or an
Active Death Benefit when paid as an annuity. It is unknown if this is the Board’s intent. Establishing
a stand-alone Board Rule that details the interest rate to be used for Member COL Contribution
accounts and the interest rate to be used when calculating a Member’s COL Annuity will clearly
document the Board’s intent.
SDCERS’ actuary, Cheiron, states32 that they do not believe that the assumptions used for actuarial
equivalence necessarily have to be the same as the valuation assumptions. Additionally, they note that
a significant number of pension plans, both private and governmental, utilize actuarial equivalence
factors that are not based on the actuarial assumptions as used in the actuarial valuations. Cheiron finds
that giving a Board some discretion in setting the actuarial equivalence factors is preferable to having
an automatic mandate that actuarial equivalence is always based on the actuarial valuation assumptions.
Lastly, Cheiron notes that, providing this discretion allows for more flexibility in dealing with unique
situations, such as DROP where the Board elected with good reason to credit such accounts with an
interest rate more indicative of current interest rates available in the market place.
Non-governmental defined benefit plans that use lump-sum based benefit formulas, including hybrid
plans, require that the interest crediting rate must not exceed a market rate of interest. The regulations
provide that a fixed interest crediting rate of up to six percent satisfies this requirement. It is important
to note that SDCERS is a governmental plan and is not subject to this requirement.

30

For non-City Members
For all Members
32
Based on a December 2016 memo to Mark Hovey
31
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Finding #1 (Continued): The Plans do not provide specific guidance on the interest rate that should
be used to calculate the COL Annuity.
Priority Rating: High
The granting of retirement benefits is a power resting exclusively with the Plan Sponsors whereas it is
SDCERS’ Board’s responsibility to administer the benefits set by the Plan Sponsor. As stated above,
increasing or decreasing the interest rate used to calculate the COL Annuity would increase or decrease
benefits. The Plan, however, recognizes the Board may make decisions, to administer the Plan, that
impact Member benefits.
It is SDCERS’ General Counsel’s opinion that the plan documents do not require the interest rate used
to credit Members COL Annuity Contribution account for Port and Airport Members to match the
assumed rate of return on plan assets. The interest rate is subject to actuarial and financial soundness
and the Board’s fiduciary duties. He notes that increasing or decreasing the interest rate used to credit a
Member’s COL Annuity Contribution account for the sole purpose of increasing or decreasing benefits
would be improper and that the Board has a fiduciary duty to deal fairly and in good faith with its
Members.
It is also SDCERS’ General Counsel’s opinion that the plan documents do not require the interest rate
used to calculate the COL Annuity to match the assumed rate of return on plan assets. The interest rate
is subject to actuarial and financial soundness and the Board’s fiduciary duties. The interest rate must
also achieve actuarial equivalence. He notes that increasing or decreasing the interest rate used to
calculate the COL Annuity for the sole purpose of increasing or decreasing benefits would be improper
and that the Board has a fiduciary duty to deal fairly and in good faith with its Members.
Recommendation #1a: The Board should consider other interest rate options used to calculate the
COL Annuity other than the assumed rate of return on plan assets such as using a fixed interest rate, a
rate tied to an outside index, or a rate tied to actual investment returns.
Recommendation #1b: SDCERS’ Board should consider changing the interest rate used to credit
Member’s COL Annuity Contribution accounts other than the assumed rate of return on plan assets
such as using a fixed interest rate, a rate tied to an outside index, or a rate tied to actual investment
returns for Port and Airport Members.
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Finding #2: SDCERS has used incorrect interest rates to calculate COL Annuity benefits for the time
period July 1, 2014 through August 2016 resulting in approximately 840 COL Annuity retirement
benefits incorrectly setup.
Priority Rating: High
The COL Annuity is calculated as the actuarial equivalent of a Member’s COL Annuity Contribution
account. An actuarial equivalent33, as defined in the Plan Documents, is a benefit of equal value when
computed upon the basis of mortality, interest and other tables adopted by the Board. 34
SDCERS has adopted Board Rule 2.90 to calculate an actuarial equivalent. Board Rule 2.90 was first
introduced in 2008 and only included a mortality assumption. It did not include an interest assumption.
As described above, an actuarial equivalent is a benefit of equal value when computed upon the basis of
mortality, interest and other tables adopted by the Board. Board Rule 2.90 was revised in November
2012 (Fiscal Year 2013) to include updated mortality assumptions and, based on the Internal Auditor’s
opinion, for the first time, included an interest assumption to calculate an actuarial equivalent.
SDCERS’ actuary, Cheiron, provides “factors” that are used by SDCERS to calculate an actuarial
equivalent. A factor is the numerical value that is used to determine an actuarial equivalent based on
mortality and an interest rate. The factor is multiplied to a Member’s COL Annuity Contribution
account balance, at retirement, to determine the Member’s monthly benefit. As shown below, the
interest rate used impacts the factor used to determine an actuarial equivalent, which then impacts the
monthly benefit a Member receives:
COL Annuity Contribution
Account Balance at Retirement
$23,000
$23,000

Age
60
60

Class
General Healthy
General Healthy

33

Interest
Rate
7.5%
7.25%

Factor
.0079342
.0074984

Monthly
Benefit
$182.49
$178.84

See Appendix I for complete definition of Actuarial Equivalent.
The San Diego Municipal Code does not capitalize the words first letters in the term “Actuarial Equivalent”, therefore the
formal definition in the Plan Document would not necessarily be used. Per Cheiron, there is no uniform definition for the
term “actuarial equivalent” in the pension industry but the term generally means the measurement or present value of two
benefits is sufficient equal on a given set of actuarial assumptions.
34
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Finding #2 (Continued): SDCERS has used incorrect interest rates to calculate COL Annuity benefits
for the time period July 1, 2014 through August 2016 resulting in approximately 840 COL Annuity
retirement benefits incorrectly setup.
Priority Rating: High
As stated above, prior to November 2012 (Fiscal Year 2013), there was no rule stating what interest
rate to use when calculating an actuarial equivalent for the COL Annuity. When Board Rule 2.90 was
revised in November 201235 the Board directed staff to use the interest rate in Board Rule 2.41 to
calculate an actuarial equivalent for the COL Annuity. The interest rate in Board Rule 2.41 and the
interest rate used by SDCERS to calculate the COL Annuity since Fiscal Year 2013 are shown below:

Fiscal Year
2013 - November 2012 and Prior
2013 - After November 2012
2014
2015
2016
2017 – August 2016 and Prior
2017 –After August 2016

Interest Rates 35,36
Board Rule 2.41 Interest
Rate
7.50%
7.50%
7.50%
7.25%
7.25%
7.125%
7.125%

COL Annuity Interest
Rate Used by SDCERS
8.00%
7.50%
7.50%
7.50%
7.50%
7.50%
7.125

It is the Internal Auditor’s opinion that SDCERS incorrectly calculated the COL Annuity for the time
period July 1, 2014 (Fiscal Year 2015) through August 2016 (Fiscal Year 2017) because the interest
rate in Board Rule 2.41 and the interest rate used to calculate the COL Annuity did not agree. In
August 2016, SDCERS correctly changed the interest rate used to calculate the COL Annuity to match
the interest rate in Board Rule 2.41.
It is SDCERS’ General Counsel’s opinion that there is ambiguity and confusion in Board Rule 2.90 and
that the Board should determine whether or not staff’s calculation of the COL Annuity is correct.
It is also the Internal Auditor’s opinion that SDCERS’ staff did not understand the connection between
the interest rate and the calculation of the COL Annuity when Board Rule 2.90 was revised in 2013 to
include an interest rate assumption because of the ambiguity and confusion as detailed in SDCERS’
General Counsel’s opinion.
It is estimated by the Internal Auditor approximately 840 COL Annuity retirement benefits have been
setup incorrectly. The average overpayment per Member, as estimated by the Internal Auditor, is
between $3.65 and $5.46 per month. The total estimated overpayment to all Members as of October
2016 is approximately $45,000, not including interest, the COLA, or Members that no longer receive a
benefit from SDCERS.

35

For Fiscal Years 2008 through part of FY 2013 SDCERS calculated the COL Annuity using an interest rate of 8.00%
even though the interest rate used for the assumed rate of return on assets was reduced below 8.00%. Based on a legal
opinion from SDCERS’ General Counsel, SDCERS did not incorrectly calculate the COL Annuity for Fiscal Years 2008 to
November 2012 because the Board did not provide an interest rate required to calculate an actuarial equivalent until Fiscal
Year 2013.
36
Additional information is contained in Appendix I comparing the assumed rate of return on assets from the actuarial
valuation, the interest rate Member contributions are based upon, the interest rate in Board Rule 2.41 and the interest rate
used by SDCERS to calculate the COL Annuity since Fiscal Year 2007.
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Finding #2 (Continued): SDCERS has used incorrect interest rates to calculate COL Annuity benefits
for the time period July 1, 2014 through August 2016 resulting in approximately 840 COL Annuity
retirement benefits incorrectly setup.
Priority Rating: High
The Internal Auditor’s estimate above does not include Fiscal Year 2013 calculations that were
performed prior to the Board adopting a specific interest rate used to calculate the COL Annuity
(November 2012). It is the Internal Auditor’s opinion that it was staff’s intention to apply the new
interest rate assumption prospectively. Board Rule 2.90, which was drafted by staff, however, states
the interest rate was effective for all of Fiscal Year 2013.37
It should be noted that in 2012 SDCERS asked Cheiron to determine if staff was appropriately using
the Mortality tables described in Board Rule 2.90. Cheiron reviewed the annuity factors in use by
Pension Gold, SDCERS’ former pension administration software. Cheiron stated that staff’s
calculations were within a 2% margin and “adequately” applied Board Rule 2.90 as it applied to COL
Annuity computations.
The factor IRIS uses to calculate a Member’s COL Annuity is based on a Member’s age at retirement
broken down into quarter year increments. IRIS rounds a Member’s age down to the nearest quarter
year to determine what factor to use. Rounding a Member’s age down to the nearest quarter year is
consistent when calculating a Member’s Service Retirement Allowance. SDCERS’ Board Rules,
however, are silent on how to round when calculating a Member’s COL Annuity.
Recommendation #2a: SDCERS’ Board should determine whether or not staff’s calculation of the
COL Annuity is correct for the time period July 1, 2014 through August 2016. If the Board determines
staff’s calculation of the COL Annuity is incorrect, for this time period, SDCERS should recalculate
and correct the COL Annuity for all impacted Members.
Recommendation #2b: SDCERS’ Board should consider establishing a stand-alone Board Rule that
details the interest rate to be used when calculating a Member’s COL Annuity.
Recommendation #2c: SDCERS’ Board should clarify in Board Rule 2.90 the interest rate
assumption that should be used to calculate the COL Annuity from July 1, 2012 to November 2012.
Recommendation #2d: SDCERS’ Board should consider including in either Appendix C, or in a
Board Rule, direction on how to round a Member’s age to determine the retirement factor used to
calculate the COL Annuity.

37

SDCERS’ General Counsel’s opinion is that staff’s FY 2013 calculation of the COL Annuity is correct because there is no
evidence the Board adopted the specific interest rate assumption retroactively when 2.90 was amended.
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Finding #3: The Plan Documents state that SDCERS’ Board can adjust the COL Annuity Contribution
percentage. Setting the COL Annuity Contribution percentage determines a Member’s benefit. Setting
Member benefits is the responsibility of the Plan Sponsor not SDCERS.
Priority Rating: Medium
In 1971, the City Council passed Ordinance 10479 granting a Cost of Living Adjustment (COLA) to
retirees up to a maximum of 1.5%. The cost of the COLA benefit was shared between the Member and
City and as a result Member contributions were increased by 15%. These additional contributions are
referred to as COL Annuity Contributions.
Ordinance 10479 stated that a COL Annuity is added to the normal monthly retirement allowance of
the retired Member. The COLA was not granted until the COLA amount exceeded the COL Annuity.
For instance, in the first year of a Member’s retirement, if the Member’s COL Annuity was $15.00 and
the COLA was $14.00, the Member would not receive a COLA. If the COL Annuity was $15.00 and
the COLA was $16.00 the Member would receive $1 in COLA.
In 1985 and 1986 the City passed ordinances that increased the maximum COLA to 2%. Member
Contributions were increased to 20% of the sum of a Member’s Normal Contributions plus Surviving
Spouse or Domestic Partner Contributions.
In 1992 the connection between the COLA and the COL Annuity was eliminated.38 COL Annuity
Contributions continued to be collected and the COL Annuity became a separate benefit.
As a result of the COL Annuity becoming a separate benefit, any increase or decrease in COL Annuity
Contributions directly result in a benefit change. Increasing the COL Annuity Contribution percentage
increases the dollar amount contributed to a Member’s COL Annuity Contribution account which
results in a larger COL Annuity at retirement.
The San Diego Municipal Code and the Airport’s Plan state that until adjusted by the Board upon
recommendation of the Actuary, the COL Annuity Contributions are 20% of the sum of the Member’s
Normal Contributions plus the Member’s Surviving Spouse Contributions.39
SDCERS’ actuary, Cheiron, has never made a recommendation to SDCERS’ Board to set the COL
Annuity Contribution percentage at 20%. Additionally, Cheiron has stated they have no basis to
recommend a different percentage.
The granting of retirement benefits is a power resting exclusively with the Plan Sponsors whereas it is
SDCERS’ Board’s responsibility to administer the benefits set by the Plan Sponsor. As stated above,
increasing or decreasing the COL Annuity Contribution percentage would increase or decrease benefits.
The Plan, however, does recognize the Board may make decisions, to administer the Plan, that impact
Member benefits. The COL Annuity Contribution rate has not changed since 1985.

38

Ordinance 17770 eliminated the following sentence, “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.”
39
SDMC §24.1507 and Airport Plan §202.5. The Port contribution rate is 20%; however this is not memorialized in the
Plan document. See Plan Sponsor Contribution and Reporting Audit - San Diego Unified Port District for the period July 1,
2014 through June 30, 2015 for recommendation on including COL Annuity Contribution rate in the Plan document.
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Finding #3 (Continued): The Plan Documents state that SDCERS’ Board can adjust the COL
Annuity Contribution percentage. Setting the COL Annuity Contribution percentage determines a
Member’s benefit. Setting Member benefits is the responsibility of the Plan Sponsor not SDCERS.
Priority Rating: Medium
Recommendation #3: SDCERS should request the City and Airport amend their respective Plan
Documents to shift the responsibility for setting COL Annuity Contribution percentages from the Board
and its Actuary to the Plan Sponsor.
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Finding #4: The Port and Airport are remitting offsets related to COL Annuity Contributions which do
not fund the COL Annuity.
Priority Rating: Medium
The COL Annuity is the actuarial equivalent of a Member’s COL Annuity Contribution account at
retirement.
The Airport and Port Plans both allow the employer to pay for Member contributions on their behalf.
These are known as offsets. The Airport Plan states, “The Airport Authority shall pay certain required
employee contributions to the Plan, which payments shall be known as the Authority’s offset.” The
Port’s Salary Ordinance states, “In addition to the employer and administrative contributions, the
District will make an employee contribution into the retirement plan for all eligible employees. This
amount is to be known as the offset or pickup. These amounts so paid and contributed shall be credited
to the District’s account in the Retirement System and not to the account of any individual employees.”
The Port’s Salary Ordinance states the offset is a percentage of a full time-time employee’s
compensation subject to retirement contributions.
SDCERS does not credit a Member’s COL Annuity Contribution account for amounts that are offset by
the Port or Airport.40 Offsets are credited to the Plan Sponsor’s account. Since SDCERS does not
credit the offset to a Member’s COL Annuity Contribution account, the Member receives no retirement
benefit from the offset. Because there are no additional benefits accumulated by the Member, or cost to
the plan, the Airport and Port should not be required to fund COL Annuity Contribution offsets. The
chart below details the COL Annuity Contribution offsets collected by SDCERS in 2015.41 The City
currently does not offset any Member Contribution amounts.
Plan Sponsor
Port
Airport
Total

Amount
$ 376,723.84
$ 275,977.60
$ 652,701.44

SDCERS’ pension administration system, IRIS, has been properly programmed to calculate an amount
due for COL Annuity Contribution offsets as prescribed in the Plan documents.
Recommendation #4: The Airport and Port should consider amending their respective Plan
documents removing the requirement to pay into SDCERS offsets related to COL Annuity
Contributions. SDCERS should make modifications to IRIS as necessary if the Plan documents are
amended.

40

Airport Executive Members COL Annuity Contributions are funded by the Airport and credited to the Executive
Member’s account. Port Miscellaneous non-PEPRA Members do not have a Member contribution amount and therefor no
COL Annuity Contributions are calculated and available to be offset. See Plan Sponsor Contribution and Reporting Audit San Diego Unified Port District for the period July 1, 2014 through June 30, 2015 for recommendation on miscellaneous
non-PEPRA Members.
41
For the pay periods January 9, 2015 through January 7, 2016.
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Finding #5: SDCERS could be prrohibited fro
om offering tthe COL Annnuity to Porrt Safety andd Airport
PEPRA Meembers.
Priority Ra
ating: Inform
mational
Effective Jaanuary 1, 2013, PEPRA impacted all Airport annd Port Mem
mbers. PEPRA
A also creatted a new
tier of mem
mbership. Members
M
of this new tieer are comm
monly referr
rred to as P
PEPRA Mem
mbers. In
general, a PEPRA
P
Mem
mber is a Member
M
who
o first becam
me a Membber of SDCERS or a reciprocal
system on or
o after Januaary 1, 2013.
PEPRA Meembers may only particip
pate in the defined
d
beneefit formula that conform
ms to PEPRA
A or in a
defined ben
nefit formulaa that has beeen determineed and certiffied by the rretirement syystem’s chieef actuary
and the retirement boarrd to have no
n greater rissk and no grreater cost tto the emplooyer than thee defined
benefit fo rmula requirred by PEPR
RA.42
“…Each Public
P
Emp
ployer and public
p
retiremen
nt system that offers a
defined benefit plan shall only offer
the
deffined
ben
nefit
form
mulas
established by sectio
ons 7522.20
0 and
7522.25 to
o new memb
bers.”

PEPRA aalso restrictss what definned benefit formulas
can be ooffered to nnew Membbers. PEPRA
A states,
“Except aas providedd in subdiviision (d) annd (e) of
Section 77522.02, eacch public eemployer annd public
retirementt system thaat offers a defined bennefit plan
shall onlly offer tthe definedd benefit formulas
establisheed pursuantt to sectioons 7522.200 43 and
7522.25444 to new mem
mbers.”

PEPRA’s definition oof a defined bbenefit form
mula is, “a
formula uused by the rretirement syystem, to dettermine a
retirement benefit
b
based
d on age, yeaars of servicee, and pensioonable comppensation eaarned by an eemployee
up to the limit defined in Section 7522.10.” For
F examplee, a System may offer a retirementt formula
equal to 2.5% of a Mem
mber’s final compensatio
c
on per year oof service creedit. The deffined benefitt formula
offered to Port
P Safety45 and Airport PEPRA Meembers matcches the maxximum PEPR
RA formula aallowed.

The defin
ned benefit plan offerred to
Port Saffety and Airport
A
PE
EPRA
Memberss offers the maxiimum
defined benefit
b
form
mula alloweed by
PEPRA and it prrovides a COL
Annuity.

The definned benefit plan offeredd to Port Saafety and
Airport P
PEPRA Meembers provvides the m
maximum
defined bbenefit form
mula allowedd by PEPRA
A and it
provides a COL Annuuity.
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See Append
dix I for additio
onal informatio
on on Californiia Governmentt Code Sectionn 7522.02.
Applicable for non-safety members. Seee Appendix I fo
or information on Governmennt Code Sectioon 7522.20.
44
Applicable for safety mem
mbers. See App
pendix I for infformation on G
Government Coode Section 75222.25.
45
Non-safety Port PEPRA Members
M
(Misccellaneous Plan
n) begin to earnn service crediit the first day oof his or her siixth year of
employment. SDCERS’ Acctuary, Cheiron
n, certified on December 12, 2012 at SDCE
ERS’ Board off Administratioon meeting
that the Port Miscellaneouss Plan offers a benefit formu
ula that resultts in a lower nnormal cost annd has a loweer factor at
retirement agee than the form
mula provided by
b PEPRA. SDCERS’ Board approved that recommendatiion.
43
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Finding #5 (Continued
d): SDCERS could be prohibited
p
frrom offeringg the COL A
Annuity to Poort Safety
and Airport PEPRA Meembers.
Priority Ra
ating: Inform
mational
The table beelow is an example of th
he annual retirement bennefit a PEPR
RA Member is eligible to receive
at age 52 orr 62 from thee Airport and
d Port.46
Retirement Age
Defined Ben
nefit Formulla
(Retiremeent Allowancce)
COL Annu
uity
Total Retireement Beneffit

Aiirport PEPR
RA Memberr
52
62
$ 15,445.00
$ 2,761.32
$ 18,206.32

$ 46,335.000
$ 7,795.880
$ 54,130.880

Portt Safety PEP
PRA Memb
ber
52
62
$ 38,026.12
$ 6,,201.60
$ 44,227.72

$ 70,002.663
$ 17,508.660
$ 87,511.223

y is not based on age, yeears of servicce, and penssionable com
mpensation eearned by
Since the COL Annuity
an employeee, the COL Annuity is not includeed in PEPRA
A’s definitioon of a defined benefit formula.
Therefore, while not a separate defined
d
beneefit plan, thhe COL Annnuity is a defined bennefit that
supplements the PEPRA
A defined beenefit formulla offered.

PEPRA prohibits
p
offfering
a
or
providing
supplemeental
defined
d
benefit pllan.

mployer offering or prooviding a
PEPRA prohibits a public em
mployee hirred on or
supplemeental definedd benefit pllan to any em
after Jan
nuary 1, 2013. The term
m “supplemeental defined benefit
plan”, ho
owever, is not a definned term in PEPRA. T
The COL
Annuity benefit is ouutlined in thhe San Diegoo Municipall Code in
Division 15 which iss titled “Invvestment Earrnings, Suppplemental
ments.”
Benefits and Adjustm

SDCERS
S’ General C
Counsel’s oppinion is thatt the COL A
Annuity is
probably no
ot prohibited
d for PEPRA
A Members. He acknow
wledges that
at the COL A
Annuity suppplements
the PEPRA
A retirement formula. However,
H
in his opinionn the COL Annuity is a componennt of the
existing deffined benefitt plan and is not a supp
plemental deefined beneffit plan as ddescribed in PEPRA.
Additionally
y, he adds that
t
the COL
L Annuity does
d
not cleearly violate any provisiions of PEP
PRA. He
does note th
hat PEPRA puts
p the resp
ponsibility on
n the Port annd Airport too revise theirr plans to coonform to
PEPRA, and it is their responsibiliity to elimin
nate the COL
L Annuity if they believve the COL Annuity
PRA.
violates PEP
SDCERS’ tax
t counsel believes
b
the COL Annu
uity is not a separate deffined benefitt plan. Addditionally,
SDCERS’ fiduciary
f
cou
unsel does no
ot believe th
he COL Annuuity is a suppplemental ddefined beneffit plan.
or’s opinion that
t
offering
g the COL A
Annuity to PE
EPRA Mem
mbers is probbably not,
It is the Inteernal Audito
but could be,
b prohibited
d by PEPRA
A. By offerring the CO
OL Annuity, SDCERS, tthe Airport, and Port
accept the riisk a court could
c
rule thaat offering th
he COL Annnuity violatees PEPRA.
Recommen
ndation #5: SDCERS’ Board, Airrport, and Poort should bbe mindful oof the COL Annuity
benefit and the various PEPRA pro
ovisions. If any changees to the CO
OL Annuity bbenefit are m
made, the
Plan Docum
ments should
d be amended
d accordinglly.
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Numbers baased on averag
ge pay per actiive member an
nd Member Coontribution Raates from the 22014 Actuariall Valuation
with an Entry
y Age of 32 an
nd 20 years off service creditt. Assumed annnual interest ccredited to COL Annuity Coontributions
equals 7%. Asssumed life exp
pectancy used 78.8. Does no
ot assume any w
wage increasess or actuarial chhanges.
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INHERENT LIMITATIONS
Because of the inherent limitations of internal controls and because samples were selected, 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
I have concluded work on the audit objectives of the COL Annuity Audit. Based on the audit work
performed, I have determined the following:
COL Annuity Calculations from Fiscal Year 2009 to August 2016
The accuracy of the calculation of the COL Annuity is broken down into the time periods as follows:
 Prior to November 2012 there was no rule stating what interest rate to use when calculating an
actuarial equivalent for the COL Annuity; therefore, staff’s use of an interest rate that exceeded
the rate of return on plan assets was not prohibited.
 From November 2012 to June 30, 2014 staff correctly calculated the COL Annuity because the
interest rate used matched the Board approved rate.
 From July 1, 2014 through August 2016 staff incorrectly calculated the COL Annuity because
the interest rate used did not match the Board approved rate.
Appropriateness of Interest Rate Used to Calculate the COL Annuity
The interest rate used to credit COL Annuity Contribution accounts exceeds all other guaranteed rates
shown in Finding #1; however, the Board is prohibited from changing the interest rate credited to
Member accounts to a rate that is more or less than the assumed rate of return on plan assets for City
Members. For this reason, it is my opinion the interest rate used by SDCERS to credit Member COL
Annuity Contribution accounts is correct for City Members. The Board should consider changing the
interest rate used to credit COL Annuity Contribution accounts for Port and Airport Members.
It is the Internal Auditor’s opinion that the interest rate used to calculate the COL Annuity is too high
and the Board should consider changing it. When compared against other systems (See Finding #1),
only one system calculates an annuity at an interest rate that exceeds SDCERS’ COL Annuity interest
rate. SDCERS is currently using the rate of return on plan assets to calculate the COL Annuity.
Using the assumed rate of return on plan assets as the interest rate to calculate a Member’s COL
Annuity is not consistent with the interest rate used by SDCERS when calculating a Members DROP
Annuity or an Active Death Benefit when paid as an annuity. Additionally, it does not recognize: (1)
the difference in investment duration between the fund as a whole and the Member’s COL Annuity, (2)
the appropriateness of calculating the COL Annuity with an interest rate that includes a risk premium
when the Member is not taking the investment risk, and (3) the COL Annuity is eligible for up to a 2%
COLA annually.
The Board could consider a variety of options when setting the interest rate used to credit COL Annuity
Contributions and the interest rate used to calculate a Member’s COL Annuity other than the assumed
rate of return on plan assets, which is currently used.
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Impact of PEPRA on the COL Annuity
SDCERS is probably not, but could be, prohibited from offering Port Safety and Airport PEPRA
Members a COL Annuity. SDCERS’ Board, Airport, and Port should be mindful of the COL Annuity
benefit and the various PEPRA provisions.
Appropriateness of Funding the COL Annuity for Members with Offsets
Current Plan documents require the Airport and Port pay SDCERS’ COL Annuity Contribution offsets.
Therefore, SDCERS is correctly administering the collection of those offsets. The Airport and Port,
however, should consider amending their respective Plan documents removing this requirement
because no additional benefits are accumulated by the Member.
*****
Implementation of the recommendations contained in this Audit Report will provide additional clarity
to Members and the Plan Sponsors regarding the COL Annuity.
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APPENDIX I
California Government Code Section 7522.02
PEPRA states, “If a public employer, before January 1, 2013, offers a defined benefit pension plan that
provides a defined benefit formula with a lower benefit factor at normal retirement age and results in a
lower normal cost than the defined benefit formula required by this article, that employer may continue
to offer that defined benefit formula instead of the defined benefit formula required by this article, and
shall not be subject to the requirements of 7522.10 for pensionable compensation subject to that
formula. However, if the employer adopts a new defined benefit formula on or after January 1, 2013,
that formula must conform to the requirements of this article or must be determined and certified by the
retirement system’s chief actuary and the retirement board to have no greater risk and no greater cost to
the employer than the defined benefit formula required by this article and must be approved by the
Legislature. New members of the defined benefit plan may only participate in the lower cost defined
benefit formula that was in place before January 1, 2013, or a defined benefit formula that conforms to
the requirements of this article or is approved by the Legislature as provided in this subdivision.”
Senate Bill 24 removed the requirement to receive Legislature approval to offer a defined benefit
formula with a lower benefit factor at normal retirement age that result in a lower normal cost than the
PEPRA formula.
COL Annuity Definitions
City of San Diego
“Upon retirement, the System will pay a Cost of Living Annuity to Members who have made Cost of
Living Annuity Contributions. The Cost of Living Annuity will be the actuarial equivalent to the
Members accumulated Cost of Living Contributions on the date of the Member’s retirement.”
San Diego Regional Airport Authority
“means the payment described in §300(c)(3).”
San Diego Regional Airport Authority §300(c)(3)“the Cost of Living Annuity (the lifetime payment derived from the Member’s COL Annuity
Contributions, which is added to the Member’s Basic Allowance, and calculated by computing the
Actuarial Equivalent of the Member’s Accumulated Cost of Living Annuity Contributions).”
San Diego Unified Port District
“The Cost of Living Annuity is the lifetime payment derived from the Member’s Cost of Living
Contributions, which is added to the Member’s Basic Allowance, and is calculated by computing the
Actuarial Equivalent of the General47 Member’s Accumulated Cost of Living Contributions.”

47

Definition is the same for Miscellaneous Members and Safety Members.
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California Government Code Section 7522.20
For a PEPRA nonsafety member, PEPRA states, “Each retirement system that offers a defined benefit
plan for nonsafety members of the system shall use the formula prescribed by this section. The defined
benefit plan shall provide a pension at retirement for service equal to the percentage of the member’s
final compensation set forth opposite the member’s age at retirement, taken to the preceding quarter
year, in the following table, multiplied by the number of years of service in the system as a nonsafety
member.”
California Government Code Section 7522.25
For a PEPRA safety member 48 PEPRA states the defined benefit plan “shall provide a pension at
retirement for service equal to the percentage of the member’s final compensation set forth opposite the
member’s age at retirement, taken to the preceding quarter year, in the following table, multiplied by
the number of years of service in the system as a safety member.”
Actuarial Equivalent Definitions
City of San Diego
“Actuarial Equivalent means a benefit of equal value when computed upon the basis of mortality,
interest, and other tables adopted by the Board by Rule. These Board Rules, as the same may be
amended or adopted by the Board from time to time, are incorporated into this Article as part of the
Plan document. This definition is effective July 1, 1989.”
San Diego Regional Airport Authority
“Actuarial Equivalent means a benefit of equal value when computed based on the mortality, interest,
and other tables duly adopted by the Administrator by Board Rule, which Board Rule is incorporated
by reference into this Plan. This definition is effective January 1, 2003.”
San Diego Unified Port District
“Actuarial Equivalent means a benefit of equal value when computed based on the mortality, interest,
and other tables adopted by the Administrator by rule, which rule is incorporated by reference into this
Plan. This definition is effective January 1, 2003.”
Interest Crediting Definitions
City of San Diego
“The Board credits interest to the contribution accounts of Members and the City at a rate determined
by the Board, compounded each June 30th.”
San Diego Regional Airport Authority
“The Administrator credits interest to the accounts for Employee Contributions and Employer
Contributions at a rate determined by the Administrator, compounded each June 30th.”
San Diego Unified Port District
“The Administrator credits interest to the contribution accounts for Employee Contributions and
Employer Contributions at a rate determined by the Administrator, compounded each June 30th.”

48

PEPRA contains three options a Basic Safety Plan, Safety Option Plan One, and Safety Option Two. These options
contain a different % of final compensation depending on retirement age.
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Board Rule 2.40
Board Rule 2.40 states, “[T]he Board will credit the contribution accounts of all Members and the
employer with interest compounded annually at a rate to be determined by the Board.”
Board Rule 2.41
Board Rule 2.41 states, “The Board has adopted the following actuarially assumed investment returns
per annum, compounded annually, for each of the following fiscal years for each of the City, the
Unified Port District, and the Airport Authority plans. The Board will credit the contribution accounts
of all Members and the employer with interest compounded annually at the rates stated below.
SDCERS will continue to use the most recent interest rates specified below until this rule is amended
by further action by the Board.” The chart is omitted.
Interest Rates
The assumed rate of return on assets from the actuarial valuation, the interest rate Member
contributions are based upon, the interest rate in Board Rule 2.41 and the interest rate used by SDCERS
to calculate the COL Annuity since Fiscal Year 2007 are shown below:

Fiscal
Year
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
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Assumed Rate of Return
on Assets from
Actuarial Valuation
8.00%
7.75%
7.75%
7.75%
7.50%
7.50%
7.25%
7.25%
7.125%
7.00%49
-

Interest Rates
Member
Board Rule 2.41
Contributions
Interest Crediting
Based on
Rate
8.00%
8.00%
8.00%
8.00%
8.00%
7.75%
7.75%
7.75%
7.75%
7.75%
7.75%
7.75%
7.50%
7.50%
7.50%
7.50%
7.25%
7.25%
7.25%
7.25%
7.125%
7.125%

COL Annuity Interest
Rate Used by
SDCERS
8.00%
8.00%
8.00%
8.00%
8.00%
8.00%
8.00% and later 7.5%
7.5%
7.5%
7.5%
7.5% and later 7.125%

Scheduled to decline to 7%. Fiscal Year 2016 Actuarial Valuation not received at time of report issuance.
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