APPENDIX A

PUBLIC PENSION PRINCIPLES

In Los Angeles County, there are 277 public pension systems that offer a wide variety of
pension alternatives to local government jurisdictions. These systems generally fall into one of
three categories:

1) The County of Los Angeles provides pension benefits to its employees under the County
Employees Retirement Law of 1937 (CERL). This law sets forth the policies and regulations
governing the actions of county retirement systems. The County’s pension plan, LACERA,
was established under CERL in 1938.

2) Some cities and special districts have established individual pension plans created by
charter. For example, the City of Los Angeles operates three plans for its miscellaneous
employees, its fire and police employees, and its Department of Water and Power
employees. As with the County, the City’'s plans were established in 1938. Dates when
individual pension plans were established in other jurisdictions vary.

3) Some cities and special districts choose to participate in the California Public Employees
Retirement System (CalPERS) plan, which is governed by State law. Local government
jurisdictions were permitted to join the State pension system through the State Employees
Retirement System (SERS) beginning in 1939. SERS later became CalPERS.

PENSION LAWS AND STANDARDS OF REPORTING

Within the context of enabling constitutional and statutory permissions, jurisdictions may tailor
the benefits it provides to its employees. Typically, this is done through the collective bargaining
process. Once benefits are defined for active employees or pensioners, the law generally
prohibits public agencies from unilaterally reducing such benefits, except for new employees.
According to the United States Government Accountability Office (USGAQ):

All states have legal protections for their pensions. The majority of states have constitutional
provisions describing how pension trusts are to be funded, protected, managed or governed. The
remaining states have pension protections in their statutes or recognize legal protections under
common law. Legal protections usually apply to benefits for existing workers or benefits that have
already accrued; thus, state and local government generally can change the benefits for new
hires. In contrast to pensions, retiree health benefits generally do not have the same
constitutional or statutory protections. Instead, to the extent retiree health benefits are legally
protected, it is generally because they have been collectively bargained and are subject to current

labor contracts.” *

¥V January 2008, GAO-08-223 State and Local Government, Report to the Committee on Finance, U.S. Senate, State
and Local Government Retiree Benefits Current Funded Status of Pension and Health Benefits

' Article 16, Section 17 of the California Constitution defines the fiduciary and investment roles, powers and
authorities of public pension boards. The California Government Code generally governs public pension systems for
State and local government employees, including Section 31450 et al, also known as the County Employee
Retirement Law, or CERL
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In addition, various sections of California State law require that public pension systems
annually prepare financial statements that conform to professional auditing standards.
For example, California Government Code Section 31598 establishes the following
financial statement requirement for counties that have retirement systems governed by
CERL and retirement trust funds managed by county treasurers: “The annual statement
shall be prepared in accordance with generally accepted accounting principles on the
basis of pronouncements of the Government Accounting Standards Board (GASB) or its
successor organization.”

Further, the USGAQO has made the following observation, “many state laws require local
governments to follow GASB standards, and bond raters do consider whether GASB standards
are followed. Also, to receive a ‘clean’ audit opinion under generally accepted accounting
principles, state and local governments are required to follow GASB standards. These
standards require reporting financial information on pensions, such as contributions and the

ratio of assets to liabilities.”"

These practices are followed in California to ensure financial reporting transparency with public
pension plans. Generally, we found this to be the practice in Los Angeles County, but we also
found that access to this information is sometimes difficult. As mentioned previously in this
report, approximately 25 jurisdictions did not respond to repeated telephone calls to try and
obtain needed documents, and research indicated that in some jurisdictions, such as the City of
Bell, current financial statements were not available. In a small number of cases, we found
inconsistencies between the jurisdictions’ financial statements and those prepared by the plan,
which could not be explained by representatives from the jurisdictions. Lastly, our experience
with CalPERS makes us question whether that organization may have purposely created
administrative hurdles when detailed information was requested for their member agencies (see
the Introduction to this report).

Despite the difficulties experienced when collecting data for this assessment, in California, the
laws have been structured in a manner that provides a strong foundation for pension system
governance and transparent reporting, as summarized below:

e The roles, powers and authorities of public pension system boards are defined in the
State Constitution.

o State statutes have been enacted that define the structure and provide for the regulation
of public pension systems in California, including those related to: 1) CalPERS and its
role providing pension services to local governments; 2) CERL, which defines the
authorities and rules surrounding individual county pension systems; and, 3) various
sections that establish minimum financial reporting requirements for public pension plans
established within the State.

These state laws are supplemented by the rules that are found in many city charters, as well as
the contractual agreements that jurisdictions enter into as part of their collective bargaining
process with employee unions.

v January 2008, GAO-08-223 State and Local Government, Report to the Committee on Finance, U.S. Senate, State
and Local Government Retiree Benefits Current Funded Status of Pension and Health Benefits. At the time of the
USGAO report, GASB was just beginning to require public sector agencies to “quantify and report” on the size of
retiree health care benefit liabilities (GASB 43 and 45). All financial statements reviewed as part of this assessment
are now reporting AAL, UAAL and Annual Required Contributions (ARC) for their OPEB plans.
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FINANCIAL AFFECT OF BENEFIT DESIGN AND ACTUARIAL ASSUMPTIONS

Most public pension plans in the County are defined benefit plans, with the exception of certain
plans established for part-time, seasonal and some management employees, which are typically
defined contribution plans.

Defined benefit plans require that jurisdictions contribute an actuarially determined amount to
fund guaranteed member benefits at retirement. The contribution amount can vary significantly
from year to year due to economic conditions and various factors affecting actuarial estimates of
liabilities and assets, including changes to actuarial cost methods; investment return, cost of
living, and retirement age assumptions; amortization policies used to account for unfunded
liability; and other factors. Defined contribution plans merely require jurisdictions to contribute a
set amount per employee (e.g., 3% of salaries). Like a private sector 401(k) plan, under defined
contribution systems, risks associated with investment gains and losses are borne entirely by
the employee with no guaranteed pension at retirement.

Defined Benefit Design Variables Affecting Costs

Various factors can influence estimates of funded status, contribution requirements and the
ultimate cost of defined benefit plans. Some of the more significant factors are described below:

Base Compensation Formula | Most plans compute the base retirement benefit by multiplying
a percentage of the employees’ final average salary (FAS)
times the number of years of service credit. For example, an
employee who has 30 years of service credit and received 2%
of salary for each year of service at retirement age, would
receive a retirement benefit of 60% of his or her final salary.

Normal Retirement Age Plans specify the age at which employees may retire with full
benefits. If an individual retires before or after attaining that
age, the percentage of salary is often adjusted. For example, if
an employee is a member of a “2% at 60" plan, and is credited
with 30 years of service, she may have her benefit reduced if
she retires earlier or increased if she retires later. As one
example, the CalPERS 2% at 60 Miscellaneous Pooled Plan
discounts the percentage rate to 1.460% at 55 but increases it
to 2.418% at 63 or older.

Years of Service Depending on the plan, the years of service used to compute
retirement may be increased above the number of years that
the employee actually worked for the agency. Typical factors
allowing years of service credit to be increased include: a) sick
leave buy-back, up to the maximum allowed by federal law; b)
military time credit; c) other government service time; and d)
“air time”, which is additional un-worked time that may be
purchased at cost by the employee (a critique of air time and
public agency financial exposure is discussed later in Section 1
of this report).
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Final Average Salary

Different methods of calculating Final Average Salary (FAS)
can impact the amount of pensionable salary’ that is used to
compute employee benefits. Three different methods are
typical: a) the average pensionable salary earned during the
final 12-months of employment; b) the average of the 12
highest months of pensionable salary earned during the final
36-months of employment; and c) the average of the 12 highest
consecutive months of pensionable salary earned during the
retiree’s career. Instances of “pension spiking” may be more
frequently encountered with the formulas that use the final
twelve month salary period as the base.

Pensionable Salary

Federal law restricts the categories of salary that can be used
for recruiting pension benefits. For example, with the exception
of overtime earned under the Fair Labor Standards Act (FLSA),
overtime that is generally excluded. However, other types of
income may be included, such as reported income for pay
differentials (e.g., “longevity pay”, special certification pay, etc.)
and the taxable income reported to the Internal Revenue
Service when assigned a take home vehicle. As a result, there
can be different impacts on pension costs for employees that
fall into employee groups that receive special categories of pay,
such as uniformed personnel and executive management
groups. Often, individual retirees who receive the highest levels
of compensation relative to their base salary fall into one of
these groups.

Benefit Caps

Plans cap the amount of benefit payments that retirees may
receive at a percentage of FAS. In many cases, this
percentage cap is set at 100% of the FAS. Other plans may set
it lower. For example, the Los Angeles Police and Fire Plan
sets a cap of between 66 2/3% and 90% of FAS depending on
benefit tier and years of service. Pension benefits may be
raised above these levels if employees made contributions
through payroll deductions during employment.

Optional Benefits

Some plans offer optional benefits to employees, including
survivor benefits. Depending on how these optional benefits
are designed, the exposure to the agency may differ. For
example, some plans do not offer survivor benefits or merely
provide a refund of the employees’ payroll contributions to
spouses or other beneficiaries when the retiree dies. Other
plans may provide pension continuation provisions for spouses
as a standard benefit, typically set at 50% or more of the
retiree’s benefit amount.

Cost of Living Adjustments

Most plans include cost of living adjustment (COLA)
guarantees for their retirees. These can significantly impact the
future cost of benefits if the COLA exceeds actual inflation. For
example, CalPERS provides member agencies with a baseline

vV By federal law, only certain categories of salary may be used to calculate pension benefits. For example, most
overtime pay is excluded, significantly limiting the pensionable salary for police and fire employees.

A4 2010 — 2011 LOS ANGELES COUNTY CIVIL GRAND JURY




2% COLA for retirees, but agencies may elect to purchase
COLAs of up to 5% per year. Generally, COLAs are a
negotiated part of benefits chosen through the collective
bargaining process with employees.

Employee Contribution Pickup

Many jurisdictions have agreed to “pick-up” the cost of all or a
portion of employee contributions. These costs can be
significant. For example, CalPERS charges miscellaneous
employees 7% of salaries and safety employees 9% of
salaries. If picked up by the member agency, this cost is no
longer borne by the employee.

Financial Affect of Actuarial Assumptions and Methodologies

In addition to benefit design, actuarial assumptions and methodologies can impact the total
assets and liabilities being projected for a jurisdiction. The following table describes some of the
key assumptions considered by actuaries when conducting the analysis.

Investment Return

When projecting forward, actuaries will use an assumed rate of
investment return to estimate long term growth in fund assets.
These investment returns essentially reduce, or discount, the
required contribution to be made by the jurisdiction to fund
benefits for its employees. During the period of this
assessment, CalPERS member agencies had an assumed rate
of return of 7.75% on assets, while many other funds had
assumed interest rates of return of 8.00%. Additionally, after a
formal review of its assumed rate of return, LACERA
maintained its assumption of 7.75% in an October 2010
decision. Reductions in the assumed rate of return, as
implemented by LACERA, will require offsetting increases in
jurisdiction contributions, as discussed later in this report.

Investment Smoothing

Short-term investment earnings are “smoothed” by actuaries to
moderate fluctuations in actual returns. Such smoothing
effectively distributes investment gains and losses over periods
longer than a year so that the impact of annual gains and
losses are spread over a longer period. Many non-CalPERS
plans have set the smoothing period at 5 years, but the range
of smoothing can differ. For example, until 2009, LACERA
smoothed its investment returns over 3 years, but then
changed its policy to 5 years. In 2005, CalPERS changed from
a 5 year smoothing policy to 15 years in response to member
agency concerns about contribution rate stabilization.

Smoothing Corridors

Smoothing corridors are established by some plans to ensure
that abnormal investment gains and losses are recognized
more immediately and not smoothed over longer periods. This
avoids instances where large actuarially valued asset balances
may accumulate or losses may threaten plan solvency, with the
goal of moderating contribution rates for the sponsoring
agency. For instance, CalPERS policy prior to 2009 was to
smooth investment gains and losses over 15 years when they
fell within 80% and 120% of the assumed rate of return. When
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actual investments returned a 24% loss in 2009, the CalPERS
Board temporarily broadened the smoothing corridor: (a) to
between 60% and 140% for FY 2010, and (b) 70% to 130% for
FY 2011. CalPERS will return to the 80% to 120% corridor in
FY 2012.

Amortization of UAAL Annual gains and losses experienced by pension plans are
typically amortized over periods ranging from 15 years to 30
years, depending on the plan. These are generally segregated
by cause, including impacts from plan amendments, changes in
actuarial assumptions and methodology, and gains and losses.
This can have a significant impact on a jurisdiction’s
contribution rate. For example, the City of Hermosa Beach plan
for miscellaneous employees will require that the employer
contribute 16.036% of pensionable salaries in FY 2011-12. Of
this amount, 7.832%, or nearly half of the City's required
contribution, was due to the amortization of unfunded liability.

Inflation When projecting future pension cost increases, actuaries
estimate rates of inflation. Depending on the jurisdiction, these
inflation rates can vary. For example, CalPERS estimates
inflation at 3.0%, while LACERA estimates inflation at 3.5%.

Salary Growth In addition to inflation, actuaries include assumptions related to
salary growth for plan members. These are generally based on
category of employee, entry age into the plan and duration of
service. In addition to increases in salary due to promotions
and longevity, the increases typically include an assumed per
annum rate of increase in the general wage level of
membership. For example, LACERA actuaries assumed annual
salary growth of between 4.26% and 10.24% in its most recent
actuarial analysis.

In addition to these key variables, there are many others that actuaries use to assess plan
assets and liabilities. For example, the number of years between normal retirement age and
assumed mortality can have a dramatic affect on costs, such as when many safety plans in
CalPERS moved from their 3% at 55 retirement plans to 3% at 50 retirement plans in the early
part of the 2000’s. This essentially added five benefit years for individuals who chose to retire
earlier than they may have under their prior plan, increasing contribution requirements.

OTHER NON-REPORTED COSTS

In addition to pension costs, jurisdictions may offer employees retirement benefits or incur costs
that are not administered or reported as part of the retirement system. These fall into three
general groupings.

Other Post Employment Benefits (OPEB)

OPEB are retiree health insurance benefits that, like pensions, may be structured as (a) defined
contribution plans, where employees will have an account that can be used to subsidize health
insurance costs after retirement; or, (b) defined benefit plans, where the jurisdiction promises to
pay the full cost or a percentage of the full cost of health insurance benefits for the employee
after retirement. Until 2008, jurisdictions were not required to prepare actuarial analyses of
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OPEB liability. Beginning in that year, jurisdictions began reporting this information in
accordance with GASB Statements 43 and 45.

In many instances, unfunded OPEB liabilities are significant. As discussed in this report, most
jurisdictions in Los Angeles County are only contributing amounts equal to their annual cost of
benefits (i.e., pay as you go) and are not contributing amounts for reserves to fund future costs.
This approach has the potential to create a crisis for public jurisdictions. First, as employees
with this benefit retire at faster rates due to “baby boomer” aging spikes, the current cost of
benefits will increase proportionately. Second, health care and insurance costs continue to
escalate at a much faster rate than inflation, particularly for older persons, increasing the
likelihood that individual employee retiree health benefit costs will outpace inflation. Third, the
uncertainty surrounding the impacts from national health care make estimates of future cost
increases difficult to predict, so it would be prudent to set aside reserves to ensure that future
costs are covered under the new dynamics in health care.

For each jurisdiction in the County, we have reported the UAAL for OPEB benefits, which
presently amounts to at least $33.9 billion for all jurisdictions. In this report, we recommend
strategies that might be employed by these jurisdictions to reduce the future cost for this benefit.

Pension Obligation Bonds (POBs)

Since approximately 1985, some jurisdictions have borrowed funds using Pension Obligation
Bonds to pay down the unfunded liability in their pension funds. POBs are typically general
obligation debt, meaning that the borrowing is secured by the general taxing authority of the
jurisdiction.” The intent is to borrow funds at interest rates that are lower than the pension funds’
assumed and actual rate of return and to earn net pension fund investment earnings that
exceed the total cost of the POB borrowing. If this occurs as planned, over the term of the POB,
the total cost to the jurisdiction will be lowered.

The Government Finance Officers Association of the United States and Canada (GFOA) warns
public agencies to use caution when deciding to borrow funds using Pension Obligation Bonds.
[n an Advisory entitled Evaluating the Use of Pension Obligation Bonds, the GFOA states:

Governments issuing pension obligation bonds should compare the bond’s debt service schedule to the
pension system’s current UAAL amortization schedule, using the true interest cost of the bond issue as the
discount rate to calculate the estimated net present value savings. Additionally, issuing governments should
consider the amount of the net present value savings, the spread between the true interest cost of the
bonds, and the actuarial investment return assumption of the pension plan.

Even if the analysis indicates that financial benefits appear to outweigh the risks, government should
evaluate other issues that may arise if the bonds are issued, such as the loss of flexibility in difficult
economic times because of the need to make timely payments of principal and interest in order not to default
on the bonds, potential misunderstanding by policy makers regarding the possibility that an unfunded liability
may appear in the future, and potential pressure for additional benefits for government employees if plans
are fully funded and the government’s contribution as a percentage of payroll has declined relative to
neighboring jurisdictions.

It is for these and other reasons that POB debt should be reported as a pension obligation that
falls outside of the normal reporting responsibilities of the pension system.

¥ March 2011, Pension Obligation Bond Financing, Orrick, Harrington & Sutcliffe, LLP. According to Orrick, POBs
“are issued under the local agency refunding law . . . and considered valid without a vote under a judicially created
exception to the State constitution Article XVI, Section 18 debt limitation referred to as ‘obligations imposed by law”.
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SOCIAL SECURITY CONTRIBUTIONS

When evaluating the cost of public pension benefits for Los Angeles County government
employees, it is important to recognize that many of these employees are exempt from Social
Security. The impact of these exemptions are twofold: (1) The exempt employee will not be able
to rely on Social Security benefits to supplement other pension income at retirement, since the
employee will not be eligible to receive credit for Social Security benefits for those years spent
working for the exempt government agency; and, (2) neither the employee nor the employer are
required to pay Social Security payroll taxes, saving the exempt employee and employer
considerable amounts in payroll taxes each year.

Since 1990, Social Security payroll taxes have been set at 6.2% of payroll for both employers
and employees, up to a maximum earnings limit.¥ In 2011, this earnings limit is $106,800. As
part of the Recovery and Reinvestment Act of 2010, the rate of contributions for employees was
reduced to 4.2% in 2011, returning to 6.2% in 2012. However, for employers, the rate remains
at 6.2% throughout this period.

For government agencies whose workers are exempt from social security, the budget savings
from this exemption can be significant. For example, County of Los Angeles employees are
exempt from Social Security payroll taxes, as are uniformed employees of fire and police
agencies in other jurisdictions within the County. Assuming 80 percent of LACERA’s $6.7 billion
in pensionabie payroll feli below the $106,800 income cap in 2010, the County was exempted
from paying over $332 million in Social Security taxes in that year. Accordingly, the pension
contribution cost being incurred by public agencies within the County, should be balanced
against this substantial offset.

INDICATORS OF PENSION SYSTEM STRENGTH

It is because of the many reasons cited in this Appendix that it is difficult to make direct
comparisons of the population of pension plans across jurisdictions. The USGAO, when making
this same observation in 2008, stated that “Because a variety of methods and actuarial
assumptions are used to calculate the funded status, different plans cannot be easily
compared.”™

In that same report, the USGAO made two other important observations.

First, the USGAO stated that there are “three key measures “that help to understand different
aspects of the funded status of state and government pension and other retiree benefits.”

1. Whether jurisdictions have been making their required annual contribution, as a sign that
they are capable of funding the benefits promised to employees;

2. The strength of a plan’s funded ratio, as a measure of the percentage of actuarially
accrued liabilities that are covered by actuarially valued assets; and,

Y April 20, 1983, Public Law 98-21, and as summarized in the 7983 Greenspan Commission on Social Security
Reform, Appendix K, Table 2A

" January 2008, GAQ-08-223 State and Local Government, Report to the Committee on Finance, U.S. Senate, State
and Local Government Retiree Benefits Current Funded Status of Pension and Health Benefits
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3. The unfunded actuarially accrued liabilities reported in dollars, which can be compared
with a jurisdiction’s total covered payroll."

Second, that these three measures “should be reviewed over time to understand how the
funded status is improving or worsening.” The USGAO further states that, “Many experts
consider a funded ratio of 80 percent or better to be sound for government pensions.”

In our view, these last two observations are key to understanding the severity of the current
pension “crisis” spoken about in the press. While the current challenges facing local government
are serious, most plans in the County have demonstrated a history of maintaining funded status
well above this 80 percent threshold; and already, after the first full year of investment recovery,
many plans have risen back above this mark, including LACERA (83.3% in 2010), the Los
Angeles Fire and Police Pension Plan (91.6% in 2010), the Los Angeles Department of Water
and Power Retirement Plan (81.5% in 2010), and others.

¥ For example, in 2010, the Los Angeles Department of Water and Power Retirement System reported UAAL of over
$1.6 billion, which was 192.6% of its annual covered payroll of $856 million. LACERA, on the other hand, reported
much greater UAAL of $7.8 billion. However, this amount was only 116.6% of its covered payroll of $6.7 billion.
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