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SAN JOSE

CAPITAL OF SILICON VALLEY

Office of the City Auditor

Honorable Mayor and Members
of the City Council

200 East Santa Clara Street

San Jose, CA 95113

Sharon W. Erickson, City Auditor

August 27, 2008

Honorable Chair and Members of the
Boards of Administration of the Federated
City Employees’ Retirement System and the
Police and Fire Department Retirement Plan

1737 North First Street, Suite 580

San Jose, CA 95112

Transmitted herewith is the report An Audit of Retirement Services’ Travel Expenses.
This report is in accordance with City Charter Section 805. An Executive Summary is
presented on the blue pages in the front of this report. Responses to the audit are shown on the
yellow pages before the appendices. The City Clerk has indicated her agreement with
Recommendations #19 and #20, and upon adoption by the City Council will proceed with their

implementation.

I will present this report at the following meetings:

e September 4, 2008 meeting of the Police and Fire Retirement Board,
e September 11, 2008 meeting of the Federated Retirement Board, and
e September 18, 2008 meeting of the Public Safety, Finance and Strategic Support

Committee

If you need any additional information, please let me know. The City Auditor’s Office
staff members who participated in the preparation of this report are Steve Hendrickson,
Jorge Oseguera, and Michael Houston.

Respectfully submitted,

Sharon W. Erickson
finaltr City Auditor
SE:bh
cc:  Russell Croshy Rick Doyle Scott Johnson
Debra Figone Mollie Dent Lee Price
Christine Shippey Veronica Niebla Russell Richeda
Deanna Santana Alex Gurza

200 E. Santa Clara Street, San José, CA 95113
Telephone: (408) 535-1250 Fax: (408) 292-6071 Website: www.sanjoseca.gov/auditor/
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Executive Summary

Finding III Improvements Are Needed To Address Ethics,
Transparency, And Perceived Conflicts Of
Interest

While traveling on official business, Boardmembers are subject to local and State
regulations that are intended to ensure ethical and transparent behavior. These
regulations limit and define the gifts that City employees and decision-makers can
receive, and provide guidelines for acceptance and reporting of gifts. These
regulations also limit instances in which Boardmembers can gather outside of
regularly scheduled meetings — a potential issue when traveling in groups. During
our review, we noticed examples of travel activities that could be perceived as out
of compliance with the City’s gift ordinance and State law. Absent controls to
ensure compliance, Boardmembers may be at greater risk of running afoul of
critical legal provisions and creating the perception of impropriety.

Recommendation #16

Recommendation #17

Recommendation #18

Recommendation #19

Recommendation #20

We recommend the Boards:

Establish controls to ensure compliance with the San José
Municipal Code Chapter 12.08 Prohibition of Gifts. (Priority 2)

We recommend the Police and Fire Boards:

Consult with the Boards’ legal counsel to determine how to handle
the conference registration expense of $595. (Priority 2)

We recommend the Boardmembers and Staff:

Complete and submit outstanding Statements of Economic Interest,
and consider the need to amend previously submitted Statements of
Economic Interest. (Priority 1)

We recommend the City Clerk:

Consult with the FPPC to determine whether Boardmembers, the
RSD Director, the Chief Investment Officer, and other RSD
investment staff should be treated as covered by Government Code
Section 87200. (Priority 2)

Follow-up on outstanding Statements of Economic Interests and
report filing violations to the oversight entity and the appropriate
enforcement agency as required by the PRA. (Priority 2)
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Recommendation #21

Recommendation #22

Recommendation #23

Vi

We recommend the Boards:

Develop and enforce travel report guidelines for all board-funded
travel activities per AB 1234. (Priority 2)

Develop and publicly post periodic travel expense summaries.

(Priority 3)

Adopt supplemental policies to limit the number of Boardmembers
traveling together and post events as required by the Brown Act.

(Priority 3)



Introduction

In accordance with the City Auditor’s 2007-08 Audit Workplan, we have
completed An Audit of Retirement Services Travel Expenses. We conducted
this performance audit in accordance with generally accepted government
auditing standards. Those standards require that we plan and perform the
audit to obtain sufficient, appropriate evidence to provide a reasonable basis
for our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives. We limited our work to those
areas specified in the Audit Objective, Scope, and Methodology section of
this report.

The City Auditor’s Office thanks the Retirement Services Department
(RSD), the Boardmembers of the Federated City Employees’ Retirement
System and the Police and Fire Department Retirement Plan, staff of the
City Clerk’s Office, and staff of the Finance Department who gave their
time, information, insight, and cooperation during the audit process.

Background

The City’s Pension Plans

City of San José employees are served by two pension plans — the Federated
City Employees’ Retirement System (Federated) and the Police and Fire
Department Retirement Plan (Police and Fire).

Both pension plans use investment income and employer and employee
contributions to provide eligible retirees with defined-benefit pensions
based on their years of service and highest compensation. The plans also
provide eligible retirees with medical benefits, and ““...survivor benefits and
permanent disability benefits to qualified members and their beneficiaries.”

While they serve the same function, the two pension plans differ from each
other in some key ways including their retirement eligibility requirements;
employee and employer contribution rates; eligibility for benefits for
retirees’ spouses, dependents, and beneficiaries; and compensation
formulas.

At the close of fiscal year 2006-07, the fair value of Federated’s
investments exceeded $1.86 billion. The fair value of Police and Fire’s
investments exceeded $2.7 billion.
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According to its 2006-07 Comprehensive Annual Financial Report (CAFR),
the time-weighted rates of return for Federated’s assets during fiscal year
2006-07 was 16.22 percent versus the Benchmark return of 15.69 percent,
which placed Federated’s total return in the second quartile of the Trust
Universe Comparison Service Public Fund (TUCS®) and in the third
quartile of the TUCS Master Trust Universe. Over long term periods, the
portfolio has earned total annualized returns of 11.74 percent over the past
three years and 11.78 percent over the past five years, and ranked in the 51st
and the 26th percentiles, respectively, of the TUCS Public Fund Universe.
During fiscal year 2006-07, Police and Fire earned a time-weighted rate of
return of 19.3 percent on investments, compared to 18.8 percent for its
benchmark and 17.6 percent for the Trust Universe Comparison Service
Public Fund Median.*

The Boards Of Administration

Per the San José Municipal Code, the two pension plans are managed,
administered, and controlled by their respective Boards of Administration.
The Boards’ specific duties include:

e Considering requests for retirement;

e Holding exclusive control of the administration and investment of
the retirement funds;

e Determining employees’ eligibility for membership in the pension
plans; and

e Determining employees’ eligibility for retirement benefits.

The Boards hold sole fiduciary responsibility for the security of members’
pension resources. In fulfilling their fiduciary responsibilities, the Boards
enlist outside consultants for an array of professional services. The Boards
possess broad and flexible investment authority. They also possess the
authority to make and enforce reasonable rules and regulations for the
administration, management, and control of the pension plans. The
following exhibitions detail the Boards’ composition.

! According to the current RSD Director, “Different consultants lead to different asset allocations based on
their return/risk assumptions. The index returns for each of those allocations roll up to a unique trust fund
benchmark. Not unusual in the trust fund world, where even within families of funds, different boards lead to
very different results.”
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Exhibit 1: Membership Of The Two Boards Of Administration

Federated City Employees’ Police And Fire Department
Retirement System Retirement Plan

2 City of San José Councilmembers | 2 City of San José Councilmembers

1 Fire Department Employee

2 City Employees
1 Police Department Employee

1 Plan Retiree 1 Plan Retiree

1 Employee of the City of San José

1 Public Member Administration

1 Civil Service Commissioner 1 Civil Service Commissioner

Source: Generated using the San José Municipal Code.

Exhibit 2: Board Committees

Federated City Employees’ Police And Fire Department
Retirement System Retirement Plan

Joint Committee

Solutions to Retiree Health Care Committee

Committee Committee
Investment Committee Investment Committee
Real Estate Committee Real Estate Committee

Investment Committee of the Whole Investment Committee of the Whole

Audit Committee

Source: Generated from information provided by RSD Staff.

The Retirement Services Department

RSD’s core service is to “Administer Retirement Plans” by implementing
“policies and procedures to deliver retirement benefits and maintain the
retirement plans.” In delivering this core service, RSD performs the
following key functions:

Supervises the Investment of Plan Assets. RSD’s investment staff
work with and monitor external investment managers and ensure
that they are complying with the Boards’ investment policies and
guidelines.

Provides Retirement Planning and Counseling. RSD advises
current and former City employees and their beneficiaries on their
retirement benefits. RSD provides these services through in-person
consultations as well as through seminars, courses, and other group
educational events.





