OFFICE OF CIVIL DIVISION

1200 THIRD AVENUE, SUITE 1620
THE CITY ATTORNEY SAN DIEGO, CALIFORNIA 92101-4178
CITY OF SAN DIEGO TELEPHONE (619) 236-6220

FAX (619)236-7215

MICHAEL J. AGUIRRE

CITY ATTORNEY

September 7, 2007

Honorable Jerry Sanders, Mayor
City of San Diego

202 C Street, 10" Floor

San Diego, CA 92101

Dear Mayor Sanders:

L.
BACKGROUND

On 14 November 2006 the U.S. Securities & Exchange Commission (SEC) issued a
cease and desist order finding that San Diego City officials violated the anti-fraud provisions of
the federal securities laws.! The SEC determined that San Diego City officials and employees
withheld information concerning hundreds of millions of dollars of pension and retiree health
debt from investors in the City’s bonds. The SEC made numerous findings regarding the
conduct of City officials:

The SEC found that the City of San Diego faced a “financial crisis,” and in failing
to disclose critical facts about its pension and retiree health care debt violated “the
antifraud provisions of the federal securities laws in connection with the offer and
sale of over $260 million in municipal bonds in 2002 and 2003. At the time of
these offerings, City officials knew that the City faced severe difficulty funding
its future pension and health care obligations unless new revenues were obtained,
pension and health care benefits were reduced, or City services were cut.”™
(emphasis added.)

The SEC found the “City’s looming financial crisis resulted from (1) the City’s
intentional under-funding of its pension plan since fiscal year 1997; (2) the City’s

' 14 November 2006 SEC Cease and Desist Order p. 2 (“SEC Cease & Desist Order”). (Exhibit

1)

? SEC Cease and Desist Order p. 2, attached as Exhibit 1.
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granting of additional retroactive pension benefits since fiscal year 1980; (3) the
City’s use of the pension fund’s assets to pay for the additional pension and
retiree health care benefits since fiscal year 1980; and (4) the pension plan’s less
than anticipated earnings on its investments in fiscal years 2001 through 2003.”
(emphasis added.)

The SEC found City officials did not disclose the “gravity of the City’s financial
problems” including that the “City’s unfunded liability to its pension plan was
expected to dramatically increase, growing from $284 million at the beginning of
fiscal year 2002 and $720 million at the beginning of fiscal year 2003 to an
estimated $2 billion at the beginning of fiscal year 2009.” Also not disclosed was
the fact that the City’s “projected annual pension contribution would continue to
grow, from $51 million in 2002 to $248 million in 2009.” Also not disclosed was
the fact that the “estimated present value of the City’s liability for retiree health
benefits was $1.1 billion.”

The SEC found that the City used the improper practice of applying ““surplus
earnings—i.e., earnings above the actuarially projected 8% return rate -- to fund
an ever-increasing amount of additional benefits for San Diego City Employees’
Retirement System members.”

The SEC found that in “fiscal year 1996, the City agreed to increase significantly
and retroactively all employees’ pension benefits. The City, however, could not
afford to fund the cost of the benefit increases. The City, therefore, made the
pension benefit increases contingent on CERS’s agreement to the City’s under-
funding of its annual contribution to CERS.” (emphasis added.)

The SEC found that in “March 2000, the City again retroactively increased
pension benefits. Specifically, the City and CERS settled a class action lawsuit
brought by CERS members, with Corbett as the named class plaintiff. Under the
Corbett settlement, the City retroactively gave increased pension benefits to both
current and retired City employees, increasing CERS’s liabilities.”’

SEC Cease and Desist Order p. 2. (Exhibit 1.)

* SEC Cease and Desist Order pp. 2-3. (Exhibit 1.)

5

SEC Cease and Desist Order pp. 6-7. (Exhibit 1.)
SEC Cease and Desist Order p. 7. (Exhibit 1.)

SEC Cease and Desist Order pp. 7-8. (Exhibit 1.)
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o The SEC found that in “April 2002, the City received a warning that the City’s
pension and retiree health care liabilities would continue to grow and that the City
was not adequately planning to meet those liabilities.” The warning, according to
the SEC, came in the form of a report from “the City’s Blue Ribbon Committee to
the City Council.”®

o The SEC found that in “fiscal year 2003, the City again increased its pension
liability by granting additional retroactive benefits, used additional CERS assets
to pay for additional pension and retiree health care benefits and an increased
portion of the employees’ contribution, and obtained additional time to underfund
its annual CERS contribution.”

J The SEC found that the City received two reports from CER’s actuary that
provided “the City with negative information regarding the present and projected
status of CER’s funded ratio and the City’s unfunded liability to CERS.”
According to the SEC, one report showed that the pension had “suffered an
actuarial loss of $364.8 million and that as of the end of fiscal year 2002, CER’s
funded ratio was 77.3% and the City’s unfunded liability to CERS was $720
million.”"" The second report, according to the SEC, showed that the “City’s
contribution rate was projected to more than quadruple-9.83% of payroll in fiscal
year 2002 ($51 million) to 35.27% of payroll in fiscal year 2009 ($248
million).”"!

e The SEC found the City’s financial adviser gave City officials “additional
information regarding the projected growth of its future pension liabilities and the
possible negative effect those liabilities would have on the City’s credit rating and
ability to issue municipal securities.” According to the SEC, in April 2003, the
financial adviser informed City officials that the “City’s unfunded liability to
CERS would grow to $1.9 billion at the end of fiscal year 2009 and to $2.9 billion
at the end of fiscal year 2021, and CERS’s funded ratio would fall to 66.5% at the
end of fiscal year 2009 and would be 67% at the end of fiscal year 2021.”"

® SEC Cease and Desist Order p. 9. (Exhibit 1.)
® SEC Cease and Desist Order p. 9. (Exhibit 1.)
' SEC Cease and Desist Order p. 10. (Exhibit 1.)
' SEC Cease and Desist Order p. 10. (Exhibit 1.)

12 SEC Cease and Desist Order pp. 13-14. (Exhibit 1.)
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o The SEC found that the “City, through certain of its officials, knew that its
Disclosures were misleading. The Mayor and Council were responsible for
approving the issuance of the bonds and notes, including issuance of the
preliminary official statements and official statements.”"

On 5 September 2003, SDCERS Trustee Diann Shipione sent an e-mail to SDCERS’
Administrator Lawrence Grissom warning that bond offering documents being used by the City
of San Diego to sell sewer bonds were inaccurate."* Ms. Shipione called special attention to the
statements made in the disclosure document that the SDCERS actuary had determined that the
funding method being used by the City in its pension plan was “an excellent method for the City
and it will be superior to the PUC method.” In fact, the funding method was being used to hide
hundreds of millions of dollars of pension benefits that had been illegally created by City
officials.

Ms. Shipione’s e-mail caused the City’s bond offering to be halted. On 27 January 2004
the City was required to disclose to its current bond investors hundreds of millions of dollars of
debt not properly disclosed by the City previously. These disclosures prompted the SEC
investigation mentioned above beginning in February 2004. Following the disclosures of the
pension and retiree health care debt, the City of San Diego essentially lost its credit rating and
has been unable to access the public securities markets.

With this record it is imperative that the City of San Diego restore reliable internal
controls in order to ensure that investors in City bonds receive information necessary to make
informed decisions relevant to San Diego City bonds. As indicated in the SEC cease and desist
order the City is required to increase revenues, decrease pension and retiree health care debt, or
cut city services. City officials know that revenues have not been materially increased nor have
debt or service levels been materially lowered. Moreover, there are several remedial actions
necessary, but not yet adopted, to place the city on a sound financial footing that would permit
the City to return to the public securities markets.

II.
REMEDIATION

1. Rescind MP-1 and MP-2 Benefits

As discussed in the SEC cease and desist order the City awarded retroactive benefits in
exchange for funding the pension fund below the required actuarial level. These benefits were
awarded for work already performed and without funding. These benefits constitute gifts of

" SEC Cease and Desist Order p. 17. (Exhibit 1.)

'*" 5 September 2003 e-mail from Diann Shipione, SDCERS Board Trustee, to Lawrence
Grissom, administrator with SDCERS. Subject: “Incorrect Pension Materials in Bond
Solicitation Circular.” (Exhibit 2.)
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public funds’, prohibited payments for work already performed, and were given in violation of
the liability limit laws. Under the State Constitution and City Charter the benefits are illegal and
must be rescinded.

2. Actual Value of Purchase Service Credits

City employees were permitted to buy purchase service credits but they were allowed to
do so at below the full value. Granting purchase service credits at prices below the value
received by the City employees constitutes a gift of public funds and violates the liability limit
law both of which are prohibited by the City Charter and State Constitution. The 17,000 years of
purchase services credits must be reduced to actual value.

3. Actual Value of DROP

City employees were permitted to enter into a deferred retirement option plan that
allowed them to receive a retirement distribution while still working and receiving their salary.
DROP was also supposed to be cost neutral but in fact the program has been administered at a
cost to the City of several hundred million dollars. Granting DROP on its current terms is a gift
of public funds and a violation of the liability limit law. The DROP program must be reduced to
a cost neutral level.

4. Purchase Service Credits 10 and 20 vear Vesting

The City Charter requires employees work for 10 years to vest in the City’s pension plan
and 20 years to retiree with additional benefits. The City Council adopted a provision that allows
city employees to purchase 5 years of purchase service credits to satisfy the 10 year vesting, after
only working for 5 years. A practice has been adopted by the City pension system allowing
employees to buy years of purchase service credits to satisty the 20 year vesting provision that
allows for additional benefits. These programs violate the Charter and should be discontinued.

5. City Attorney Counsel for Pension System

The San Diego City Charter and Municipal Code §24.0910 provide that the City Attorney
appoints the attorney for the City’s pension system. The City Attorney has not been permitted to
name the pension system’s attorney. The City Attorney under the Charter and Municipal Code
should be reinstated as the attorney for the pension system.

6. Reform Management of Pension System

The management of the pension system must be reformed in order to restore the internal
controls of the City’s financial system. Recently, the City Attorney’s office discovered that the
Internal Revenue Service in March 2007 determined that the City must immediately pay $100
million into the pension fund liability to replace funds used to pay for health benefits. This
information has not been disclosed in the City’s financial statements. Moreover, the trustees
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who were appointed are not dedicated to establishing reliable internal controls within the pension
system. Responsible trustees must be appointed before the City can represent to investors that it
has put in place proper internal controls.

7. Remove Surplus Earnings

The pension system uses a discredited and improper method known as ““surplus earnings”
to distribute pension assets to pay for “contingent” benefits. Despite repeated efforts to repeal the
surplus earnings provisions from the Municipal Code a majority of the City Council, under
direction from the pension board administration, has failed to act. Again, this provision must be
removed from the Municipal Code and the practice stopped.

8. Misrepresentation in IRS 5300 Determination Letter

The pension system has applied for an IRS Determination Letter under the voluntary
compliance program that allows pension systems to correct prior misconduct and receive a
determination letter from the IRS that the system is operating within IRS rules. The City
Attorney has reviewed two letters from the pension system to the IRS dated 14 March and 20
March 2007. These letters fail to disclose pertinent information to the IRS. For example, in
regards to the former trustee who received an unfunded increase in his retirement benefit no
mention 1s made of the relationship between his increased benefit and his role in securing
approval of the City’s continued underfunding of the pension plan. Also no mention is made of
the fact that funds were not withheld for a portion of his benefit to cover the costs of his
increased benefits. Again, the City, as plan sponsor must review the representations made by the
pension system representatives to ensure that there are no material misrepresentations.

9. Confirm DROP Purchase Service Credit Ended 2005

Two legal opinions have been sent to the pension system administrators confirming the
fact that DROP and Purchase Service Credit benefits were ended as of July 2005. The system
administrator has informed the City that the pension system does not recognize the end date for
these benefits as July 2005. The pension system is refusing to follow the clear language of the
Municipal Code. This issue must be resolved so that accurate information about the City’s
pension liabilities can be provided in our financial statements.

10. Reduce and fund pension deficit of $1 billion within 15 year amortization

The City must take all reasonable steps to reduce the $1 billion pension deficit by
removing the benefits that were granted unlawfully. Court rulings have shown that the City must
act affirmatively to delete retroactive benefits, DROP benefits given at levels above actual costs,
and purchase of service credits granted above actual value. Removing these benefits will reduce
the pension deficit by hundreds of millions of dollars. As for the remaining debt it must be
amortized under our Charter within 15 years as directed by voters in 2004. The Mayor has
adopted the position of the pension board while ignoring the written advice letter provided by the



Honorable Jerry Sanders -7- September 7, 2007

City Attorney’s office. These steps must be taken if the City is to avoid a massive tax increase to
pay for these illegal benefits.

11. Reduce and Fund Retiree Health Care Deficit

In a series of agreements made without providing same year funding City officials have
created a $1.4 billion health care benefit deficit for retirees. This deficit must be reduced by
deleting the benefits conferred without proper funding e.g. indexing retiree health benefits to
federal actuarial increases. The deficit based upon legitimate health care benefits for retirees
must be paid and not simply pushed off to future generations.

12. Retain City Actuary

The City must retain an actuary in order to have an independent source of information to
make informed decisions about the pension debt crisis the City faces.

13. Continue Litigation to Remove lllegal Pension Benefits

City officials have a fiduciary duty to remove the illegal pension benefits and to take all
necessary and appropriate legal action related to avoiding the illegal portion of the pension debt.
Recent emails from City union leaders make it clear that a campaign has been and is underway to
pressure the City Attorney from dropping the pension cases aimed at removing illegal pension
debt from the City’s books. Certain council members have appeared to join in that campaign.
The Mayor and City Council must take all steps necessary to remove the illegal debt including
pursuing pension related litigation.

14, False or Misleading Statements About City Financial Condition

The Mayor" and certain City Council members have made statements that could be
interpreted as false and misleading concerning the City’s financial condition. These statements
suggest that the City has resolved its financial problems. Unfortunately, based, in part, on last

" In August the Mayor told San Diego Magazine in a published interview that the City was “in
much better shape.” The Mayor stated: “We’ve got payment schedules worked out with this
five-year plan and the budget we just adopted for fixing most of the major financial issues.” The
Mayor also stated that “we’re actually paying in more than we’re required to.” He then went on
to say with regard to the retiree health care that “no body even anticipated.” (Exhibit 3.) These
statements were false and misleading. There are no payment schedules “worked out.” The five
year plan assumes wage increases at rates below those given. The payments to the pension plan
are back-loaded for years after the Mayor’s term would expire. The City is required under law to
pay within a 15 year amortization schedule the Mayor is using a 20-year amortization which
means the City is paying less than required not more as he has represented. Finally, the retiree
health care deficit has been known for several years and, like the Mayor’s plan, pushed off to
future generations.
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year’s salary increases and also on the failure to take needed corrective action of decreasing
pension and retiree health debt the City is still in critical financial condition.

II.
CONCLUSION

City officials destroyed the City’s credit rating by increasing pension and retiree health
care benefits without proper funding and in violation of local and state laws. The SEC issued a
cease and desist order finding these City officials engaged in securities fraud. The SEC identified
the massive debt facing the City and noted that the only way to solve the problem created was by
decreasing the debt, increasing the revenues, or cutting services.

Rather than do the work needed to get rid of the illegal debt and fund the remaining
obligations, the Mayor and certain members of the City Council have opted to continue the past
practices of relying on the pension system’s phony numbers and pushing the debt off to future
generations. The City must reverse course and make the hard choices needed to return the City to
financial health before it can re-enter the public financial markets.

All of the points listed above must be dealt with by swift and decisive council action or
our great City will find itself even more at peril than it presently is.

Very truly yours,

MICHAEL J. AGUIRRE, City Attorney
MJA:meb
cc: Honorary Councilmembers
Congressman Barney Frank, Chairman, House Financial Services Committee

Linda Chatman Thomsen, Securities and Exchange Commission
Kelly Bowers, Securities and Exchange Commission
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8751 / November 14, 2006

SECURITIES EXCHANGE ACT OF 1934
Release No. 54745 / November 14, 2006

ADMINISTRATIVE PROCEEDING
File No. 3-12478

In the Matter of ORDER INSTITUTING CEASE-
AND-DESIST PROCEEDINGS,
City of San Diego, California, MAKING FINDINGS, AND
IMPOSING A CEASE-AND-DESIST
Respondent. ORDER PURSUANT TO SECTION

8A OF THE SECURITIES ACT OF
1933 AND SECTION 21C OF THE
SECURITIES EXCHANGE ACT OF
1934

I

The Securities and Exchange Commission (“Commission”) deems it appropriate that
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the
Securities Act of 1933 (“Securities Act”) and Section 21C of the Securities Exchange Act of
1934 (“Exchange Act”), against the City of San Diego, California (the “City” or “Respondent”).

1L

In anticipation of the institution of these proceedings, the City has submitted an Offer of
Settlement (“Offer’), which the Commission has determined to accept. Solely for the purpose of
these proceedings and any other proceedings brought by or on behalf of the Commission or to
which the Commission is a party, and without admitting or denying the findings herein, except as
to the Commission’s jurisdiction over it and the subject matter of these proceedings, which are
admitted, the City consents to the entry of this Order Instituting Cease-and-Desist Proceedings,
Making Findings, and Imposing a Cease-and-Desist Order Pursuant to Section 8A of the
Securities Act of 1933 and Section 21C of the Securities Exchange Act of 1934 (“Order™), as set
forth below.



HI.
On the basis of this Order and the City’s Offer, the Commission finds that:'
A. SUMMARY

This matter involves the City of San Diego’s violations of the antifraud provisions of the
federal securities laws in connection with the offer and sale of over $260 million in municipal
bonds in 2002 and 2003. At the time of these offerings, City officials knew that the City faced
severe difficulty funding its future pension and health care obligations unless new revenues were
obtained, pension and health care benefits were reduced, or City services were cut. The City’s
looming financial crisis resulted from (1) the City’s intentional under-funding of its pension plan
since fiscal year 1997; (2) the City’s granting of additional retroactive pension benefits since fiscal
year 1980; (3) the City’s use of the pension fund’s assets to pay for the additional pension and
retiree health care benefits since fiscal year 1980; and (4) the pension plan’s less than anticipated
earnings on its investments in fiscal years 2001 through 2003.

Despite the magnitude of the problems the City faced in funding its future pension and
retiree health care obligations, the City conducted five separate municipal bond offerings, raising
more than $260 million, without disclosing these problems to the investing public. In each of these
offerings, the City prepared disclosure documents that are used with municipal securities
offerings—that is, preliminary official statements and official statements—and made presentations
to rating agencies.” In addition, in 2003 it prepared and filed information pursuant to continuing
disclosure agreements under Exchange Act Rule 15¢2-12 with respect to $2.29 billion in
outstanding City bonds and notes.” Although the City provided some disclosure about its pension
and retiree health care obligations, it did not reveal the gravity of the City’s financial problems,
including that:

e The City’s unfunded liability to its pension plan was expected to dramatically
increase, growing from $284 million at the beginning of fiscal year 2002 and $720

' The findings herein are made pursuant to the City’s offer of settlement and are not binding on
any other person or entity in this or any other proceeding.

* An official statement is a document prepared by an issuer of municipal bonds that discloses
material information regarding the issuer and the particular offering. A preliminary official
statement is a preliminary version of the official statement that is used to describe the proposed
new issue of municipal securities prior to the determination of the interest rate(s) and offering
price(s). The preliminary official statement may be used to gauge interest in an issue and is often
relied upon by potential purchasers in making their investment decisions.

* Continuing disclosures are disclosures of material information relating to prior years’ municipal
bond offerings that are periodically provided to the marketplace by the bonds’ issuer pursuant to
contractual agreements and Exchange Act Rule 15¢2-12.



million at the beginning of fiscal year 2003 to an estimated $2 billion at the
beginning of fiscal year 2009;

e The City’s total under-funding of the pension plan was also expected to increase
dramatically, growing tenfold from $39.2 million in fiscal year 2002 to an
estimated $320 to $446 million in fiscal year 2009;

e The City’s projected annual pension contribution would continue to grow, from $51
million in 2002 to $248 million in 2009; and

e The estimated present value of the City’s liability for retiree health benefits was
$1.1 billion.

The City’s enormous pension and retiree health liabilities and failure to disclose those
liabilities placed the City in serious financial straits. When the City eventually disclosed its
pension and retiree health care issues in fiscal year 2004, the credit rating agencies lowered the
City’s credit rating. The City also has not obtained audited financial statements for fiscal years
2003, 2004, and 2005.

Consequently, the City violated Section 17(a) of the Securities Act, Section 10(b) of the
Exchange Act and Rule 10b-3 thereunder, which prohibit the making of any untrue statement of
material fact or omitting to state a material fact in the offer or sale of securities. *

B. THE RESPONDENT

City of San Diego, California is a California municipal corporation with all municipal
powers, functions, rights, privileges, and immunities authorized by the California Constitution and
laws, including the power to issue debt. The City is the seventh most populous city in the country,
with approximately 1.3 million residents.

C. RELATED PARTY

San Diego City Employees’ Retirement System (“CERS”) is a defined benefit plan’
established by the City to provide retirement, disability, death, and retiree benefits to its members,

* The Commission acknowledges that in the City’s offering documents for sewer revenue bonds
issued in 1995, 1997, and 1999 and sewer revenue bonds that were offered but not issued in 2003,
in its continuing disclosures, and in its communications with rating agencies, the City failed to
disclose that the City’s wastewater fee rate structure did not comply with certain federal and state
clean water laws, that the City was not in compliance with the terms of certain government grants
and loans, and that the City could have been required to repay those grants and loans due to such
non-compliance. The offerings in the 1990s, however, predate the offerings that are the subject of
this Order, and the City did not consummate the 2003 offering because issues arose regarding the
adequacy of its pension disclosure. In addition, in 2004, the City came into compliance with the
federal and state clean water laws and the grant and loan covenants by adopting a new fee rate
structure. The City thereby avoided having immediately to repay the government grants and loans.

* A defined benefit plan is a traditional pension plan under which pre-determined retirement
benefits are based on a formula established by factors such as age, years of service, and



i.e., City employees and their beneficiaries. CERS is administered by the CERS Board, which
during the relevant period included eight City employees, including the City Treasurer and the
Assistant City Auditor and Comptroller, one retiree, and three non-employee City citizens
appointed by the City Council as CERS Board members.

D. FACTS
1. Background
a. Structure of the City’s Government

Until January 2006, the City’s form of government was a city manager system.® Legislative
powers of the City were vested in the City Council (“Council”), which made policies and
appointed a professional city manager to carry out those policies. The Council was composed of
nine full-time Council members who served for staggered four-year terms. Eight of the Council
members represented the City’s eight districts. The Mayor, who was elected at large, presided at
the meetings of the Council and served as the official head of the City for ceremonial purposes.
The Mayor and each Council member had one vote; the Mayor had no veto power.

Prior to 2006, the City Manager (“Manager’) was the City’s chief administrative officer
and had substantial control over local government decisions. The Manager, appointed by the
Mayor and Council, advised the Council of the City’s present and projected financial condition,
appointed and removed all city department heads (except the City Auditor and Comptroller (“City
Auditor™), City Attorney, and City Clerk), prepared the City’s budget, and carried out the
Council’s budget plan. During the relevant time period, the City’s general fund budget was less
than $900 million. The City Manager had several Deputy City Managers, one of whom was in
charge of the Financing Services Department, which had responsibility for overseeing the City’s
issuance of municipal securities.

Prior to 2006, the City Auditor was also appointed by the Council, and was required to file
at least monthly with the City Manager and Council a summary statement of revenues and
expenses for the preceding accounting period.” The Auditor was the City’s chief financial officer
and was responsible for the preparation and issuance of the City’s Comprehensive Annual
Financial Reports, also referred to as CAFRs. The City’s Comprehensive Annual Financial
Reports included audited financial statements prepared pursuant to standards established by the

compensation, and in which the employer bears risk if the employer and employee contributions
and the investment return on those contributions are not sufficient to fund the pension benefits.

® In January 2006, the City transitioned from a City Manager / Council form of government to a
strong Mayor form of government. Under the new system, the Mayor became the City's chief
executive officer and the City Manager’s position was eliminated. The Council continues to act
as the legislative body. City of San Diego City Charter, Article XV,

" City of San Diego City Charter, Article V, Section 39.



Government Accounting Standards Board (“GASB”)® and various statistical, financial, and other
information about the City.” Portions of the Comprehensive Annual Financial Reports for the years
ended June 30, 2001, and June 30, 2002 were attached as appendix B to the preliminary official
statements and the official statements. The Comprehensive Annual Financial Reports for 2001 and
2002 were also filed as continuing disclosures.

The elected City Attorney served as the chief legal officer for the City. The City
Attorney’s office advised the Council, City Manager, and all City departments on legal matters,
including disclosure in the City’s securities offerings. The City Attorney was responsible for
preparing all ordinances, resolutions, contracts, and other legal documents.

b. The City’s Pension Plan

The City provided a defined benefit pension plan and retiree health care benefits to its
employees through CERS. CERS functioned as a trust for the benefit of its members (i.e.,
approximately 18,500 current and former City employees and officials). The City was the
creator of the trust and determined its terms, including the members’ required contributions and
the levels of benefits. CERS was administered by a Board of Administration, which controlled
the investment of CERS’s funds and which owed fiduciary duties to CERS members. CERS’s
assets consisted of past contributions by the City and CERS members and investment earnings
on those funds. CERS’s liabilities consisted of operating expenses and the future pension
benefits that were owed to members.

Each year, CERS hired an actuary to determine the value of the plan’s assets and liabilities
based on certain actuarial assumptions and the amount that needed to be contributed to the plan so
that the plan accumulated sufficient assets to pay pension (but not health care) benefits when due.’
Pursuant to the City Charter, the City was to contribute half of that amount, which was expressed
in terms of a percentage of payroll expenses, with the other half to be contributed by the
employees, which amount was determined as a percentage of compensation based on the
employee’s age upon entry into CERS.

At least three concepts were particularly important in the disclosure to the public of the
City’s pension obligations and funding of those obligations: (1) CERS’s funded ratio; (2) the

® GASB is the organization that establishes standards of state and local governmental accounting
and financial reporting.

’ An actuarial valuation is a determination by an actuary, as of a specified date, of the normal
cost, actuarial accrued liability, actuarial value of the assets, and other relevant values for a
pension plan based on certain actuarial assumptions. The actuarial value of assets refers to the
value of cash, investments, and other property belonging to a pension plan as used by the actuary
for the purpose of preparing the actuarial valuation for the pension plan. The actuarial accrued
liabilities are what is owed in connection with past services, as determined by one of the
actuarial cost methods. Actuarial assumptions are estimates of future events with respect to
certain factors affecting pension costs, including rates of mortality, disability, employee
turnover, retirement, rates of investment income, and salary increases. Actuarial assumptions are
generally based on past experience, often modified for projected changes in conditions.



City’s unfunded liability to CERS; and (3) the City’s net pension obligation, also called the
NPO. CERS’s funded ratio was the ratio of its assets to liabilities. The City’s unfunded liability
to CERS was the dollar shortfall between CERS’s assets and liabilities. The City’s net pension
obligation was the cumulative difference between what the City actually contributed to CERS
and the amount that the City would have contributed had it conformed to a funding method
recognized by GASB.

2. The City’s Pension and Retiree Health Care Benefits and Funding of
CERS

The City failed to disclose material information regarding substantial and growing
liabilities for its pension plan and retiree health care and its ability to pay those obligations in the
future in the disclosure documents for its 2002 and 2003 offerings, in its continuing disclosures
filed in 2003, and in its presentations to the rating agencies. As more fully described below, the
City’s substantial and growing pension and retiree health care liabilities resulted from several
factors, including: (1) the City’s intentional under-funding of its annual pension contribution; (2)
the City’s granting of new retroactive pension benefits; (3) the City’s use of certain CERS earnings
to pay for various additional pension and retiree health care benefits and to pay a portion of
employees’ pension contributions; and (4) CERS’s earning less than anticipated returns on its
investments.

a. The City’s Historical Practice of Using “Surplus
Earnings” to Fund Pension and Retiree Health Care
Benefits

In fiscal year 1980, the City began instructing CERS to use “surplus earnings™—i.e.,
earnings above the actuarially projected 8% return rate'*—to fund an ever-increasing amount of
additional benefits for CERS members. Pension plans typically retain surplus earnings to support
the plan’s financial soundness and to make up for years in which earnings fall short of the assumed
return rate. Rather than retaining its surplus earnings, the City began using surplus earnings in
fiscal year 1980 to fund an annual extra or “13™ check” to retirees. The City continued using
surplus earnings to pay for retiree health care benefits in fiscal year 1982 and to pay an ever-
increasing amount of the employees” CERS contributions in fiscal year 1998.""

In total, the City used surplus earnings to pay pension benefits and employees’
contributions totaling $150 million as of the end of fiscal year 2001 and an additional $25 million
as of the end of fiscal year 2002. According to a 2005 CERS audit, the City’s use of surplus

' Without regard to its actual historical rate of return on investments, the CERS Board assumed
an annual rate of investment return of 8%, which the actuary incorporated into his calculations.
CERS defined surplus earnings as the amount of realized investment earnings in excess of the
actuarially projected 8% return rate.

"'In fiscal years 2003 and 2004, the City used CERS’s surplus earnings from prior years to pay
up to 27% of the employees’ contributions.



earnings accounted for 17% of the increase in the City’s unfunded liability to CERS from fiscal
year 1997 through fiscal year 2003.

b. Manager’s Proposal 1: The City Proposes Additional
Benefits in Exchange for Contribution Relief

In fiscal year 1996, the City agreed to increase significantly and retroactively all
employees’ pension benefits. The City, however, could not afford to fund the cost of the benefit
increases. The City therefore made the pension benefit increases contingent on CERS’s agreement
to the City’s under-funding of its annual contribution to CERS.

in fiscal year 1997, the City and CERS entered into an agreement, which was referred to
as Manager’s Proposal 1, that set the City’s annual contribution at gradually increasing rates
through fiscal year 2008. This funding method, which the City termed “Corridor” funding, was
not recognized by GASB and set annual funding rates that were not actuarially determined and
were projected to be below GASB-recognized funding rates through fiscal year 2006. In other
words, under Corridor funding, the City would be intentionally under-funding its annual liability
to CERS in fiscal years 1997 through 2006."* After fiscal year 2006, it was estimated that the
funding rate of Manager’s Proposal 1 would equal a GASB-accepted rate. Manager’s Proposal |
also contained a provision intended to protect CERS’s financial soundness. Specifically, if
CERS’s funded ratio fell below 82.3%, the City would have to increase its CERS contribution
rate.

In fiscal years 1996 and 1997, the City estimated that under Manager’s Proposal 1, by the
end of fiscal year 2008, the City’s net pension obligation would be $110.35 million. Because the
City’s Corridor funding method was not GASB-recognized, GASB required that the City
disclose its net pension obligation in its annual financial statements.

c. The Corbert Litigation Requires the City to Fund
Additional Retroactive Benefits

In March 2000, the City again retroactively increased pension benefits. Specifically, the
City and CERS settled a class action lawsuit brought by CERS members, with Corbett as the
named class plaintiff.”> Under the Corberr settlement, the City retroactively gave increased
pension benefits to both current and retired City employees, increasing CERS’s liabilities. Under

"> Manager’s Proposal 1 was viewed skeptically by some members of the CERS Board who were
not City employees. The majority of the CERS Board, however, consisted of City officials who
received benefit increases that were contingent on the Board’s approval of Manager’s Proposal 1.
Moreover, CERS’s actuary informed the CERS Board that Manager’s Proposal 1 was a sound
proposal and CERS’s fiduciary counsel opined that the Board would be acting within the ambit
of its fiduciary discretion in approving Manager’s Proposal 1.

" The Corbett plaintiffs raised various claims based on a 1997 California Supreme Court
decision which held that an employee’s salary for purposes of calculating basic pension benefits
included the value of overtime and accrued leave.



Manager’s Proposal 1, however, the City’s contributions to CERS did not increase. Asa result, the
City’s unfunded liability to CERS increased by $185 million.

In negotiating the Corbeit settlement, however, the City purposefully structured certain of
the increased Corbett benefits to avoid having those benefits adversely affect CERS’s reported
funded ratio and the City’s reported unfunded liability to CERS. Specifically, the City structured
the Corbett settlement so that the increased benefits for retired CERS members were to be paid in a
given year only if there were sufficient surplus earnings from that year to pay the benefit. If there
were insufficient surplus earnings in a given year to pay the increased benefit, then the cost of the
increased benefit would become CERS’s liability and would eventually be paid from future years’
surplus earnings. The City and CERS treated the increased benefits to retired CERS members as
contingent liabilities that were not taken into account in determining CERS’s funded ratio or the
City’s unfunded liability to CERS. As of June 30, 2001, according to CERS’s actuary, if the
contingent portion of the Corbett settlement had been included in CERS’s valuation, the City’s
unfunded liability to CERS would have increased by $70 to $76 million and CERS’s funded ratio
would have decreased by 2% to 2 Y2 % from what was actually reported by the City. Thus, the
City’s pension situation was even more dire than the numbers, as they were reported by the City,
indicated.

d. CERS’s Actuary Report for Fiscal Year 2001 Shows a
Dramatic Increase in the City’s Pension Liabilities

In fiscal year 2001, CERS’s investment return began to fall short of its anticipated 8%
annual return. The City was informed of CERS’s declining performance in February 2002, when it
received CERS’s annual actuarial valuation for fiscal year 2001. This report stated that as of the
end of fiscal year 2001, CERS’s funded ratio was 89.9% and the City’s unfunded liability to CERS
was $284 million, as compared to a funded ratio of 97.3% and an unfunded liability of $69 million
only one year earlier. Moreover, the report noted that if the Corbett contingent benefit to CERS
retired members were included, the City’s unfunded liability to CERS would have increased to at
least $354 million and CERS’s funded ratio would have fallen to at least 87.9%.

CERS’s actuary attributed these changes to a number of factors, including CERS’s
actuarial investment losses' of $95.6 million (and warned that there would be further actuarial
investment losses in fiscal year 2002 unless the markets improved during the remaining five
months of the fiscal year). In his report, CERS’s actuary also warned that “all parties” should be
“acutely aware that the current practice of paying less than the [actuarial] computed rate of
contribution ... will help foster an environment of additional declines in the funded ratio in
absence of healthy investment returns.”

In May 2002, the City learned that CERS would likely not have any surplus earnings from
fiscal year 2002 to pay for the contingent benefits—specifically, retiree health care benefits, the
13" check, and the Corbett increase to retirees.

" Actuarial investment losses are the difference between the assumed investment rate, which in
the City’s case was 8% annually, and the actual investment results.



e. The Blue Ribbon Committee Report Puts the City on
Notice about its Growing Pension and Retiree Health
Care Liabilities

In April 2002, the City received a warning that the City’s pension and retiree health care
liabilities would continue to grow and that the City was not adequately planning to meet those
liabilities. This came in the form of a report from the City’s Blue Ribbon Committee to the City
Council.” The report stated that the Blue Ribbon Committee had three principal concerns
regarding CERS. First, the City was granting retroactive retirement benefit increases but pushing
the cost of those benefit increases into the future, long after the individuals involved in the
decisions were gone. Second, the City’s budgetary process did not adequately comprehend the
steadily growing annual expense of the pension contribution, “particularly given the uncontrollable
and non-discretionary nature of this liability.” The Committee stated that the City’s pension
contribution would substantially increase and warned that any future benefit increases, particularly
retroactive increases, would “significantly exacerbate this problem.” Third, the City’s budgetary
process did not recognize that retiree health care costs were a non-discretionary expense that would
grow at an increasing rate and that the City was not paying out of its current year’s budget the full
cost for their future retiree health benefits. This report thus squarely put the City on notice that it
had substantial future pension and healthcare liabilities it would probably be unable to pay under
the current system.

f. Manager’s Proposal 2: The City Again Proposes
Additional Pension Benefits in Exchange for
Relief from an Impending Lump Sum Payment

In fiscal year 2003, the City again increased its pension liability by granting additional
retroactive benefits, used additional CERS assets to pay for additional pension and retiree health
care benefits and an increased portion of the employees’ contribution, and obtained additional time
to under-fund its annual CERS contribution.

In the second half of fiscal year 2002, the City agreed to increase pension benefits for fiscal
year 2003. From as early as October 2001, however, the City was concerned that CERS’s funded
ratio would fall below the 82.3% floor established by Manager’s Proposal 1, which would require
the City, at the very least, to increase its contributions to CERS by at least $25 million to be at a
higher GASB-accepted rate.

Concerned about having to pay the additional $25 million, the City sought to condition the
pension benefit increases on the City’s obtaining from CERS relief from the floor of Manager’s
Proposal 1. In November 2002, the City and CERS agreed to Manager’s Proposal 2 and the City

" In April 2001, the Mayor had appointed a nine-member committee of San Diego citizens,
known as the Mayor’s Blue Ribbon Committee on City Finances, to independently evaluate the
City’s fiscal health and make any appropriate recommendations. In February 2002, the Blue
Ribbon Committee presented its report to the Council’s Rules Committee, identifying nine areas
of concern, two of which related to the City’s pension fund. The same report was made to the
full Council in April 2002.






















































