
CITY OF ~

SAN JOSE
CAPITAL OF SILICON VALLEY

,Distributed on:

Sent to Council: JAN 1 2 2010

by City Manager’s Office

Memorandum
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Please find attached the Early Distribution Council Packet for the January 26, 2010 Council
Meeting.

BoX Actions related to the board governance for the Federated City Employees’
Retirement System and Police & Fire Department Retirement Board.

Recommendation:

(a)

(b)

CEQA:

Approve the following revisions to the governance structure of the City’s
retirement plans and direct the City Attorney to draft an ordinance with the
necessary revisions to the San Jos4 Municipal Code:
(1)    For the Federated City Employees’ Retirement System, replace the two

City Council Board members and Civil Service Commission Board
member with three public members in addition to the one existing public
board member.

(2) For the Police and Fire Department Retirement Board, replace the two
City Council Board members, the Civil Service Commission Board

member and City Administration Board member with four public board
members.

(3) Establish qualification criteria, term, stipend, appointment process,
selection process, and removal process for the public board members for
both retirement plans.

Direct the City Administration to continue to evaluate the other retirement board
governance recommendations prepared by the consultant and return to the City
Council with recommendations.
Not a Project. (City Manager’s Office)
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4oX Actions Related to Public Entertainment Ordinance.

Recommendation:
(a)    Adopt an urgency ordinance amending Chapter 6.60 of Title 6 of the San Josd

Municipal Code to amend the definition of Public Entertainment to limit the
application of the ordinance to venues with occupancy greater than 100, limit the
discretion of the Chief of Police in approving applications for permits and
licenses, limit the discretion of the Chief of Police in setting conditions on permits
and licenses, specify time lines by when an application for a permit or license
must be acted upon, clarify various provisions to ensure consistency throughout
the Code, and setting forth the facts constituting such urgency.

(b) Adopt an urgency ordinance amending Chapters 20.40, 20.70 and 20.200 of Title
20 of the San Jos~ Municipal Code to eliminate the regulation of entertainment
establishments in the Zoning Code and setting forth the facts constituting the
urgency.

(c) Adopt a resolution initiating amendments to Chapter 20.40, 20.70 and 20.200 of
Title 20 of the San Jos~ Municipal Code to eliminate the regulation of
entertainment establishments in the Zoning Code, referring said ordinance to the
Planning Commission for its report and recommendation, and setting a public
hearing on the ordinance.

(d) Direct the City Manager and City Attorney to continue their work to seek f~rther
input of stakeholders on the structure of the entertainment permit system and other
alternatives which would serve the goals of providing a safe environment for
patrons and residents while promoting a vibrant nightlife environment for the City.

(City Attorney’s Office/City Manager’s Office)
TO BE DISTRIBUTED SEPARATELY

8oX Report on Bids and Award the Construction Contract for the Fire Station No. 36
Project to the Lowest Responsive Bidder, Applegate Johnston, Inc.

Recommendation: Report on bids and award the construction contract for the Fire
Station No. 36 Project to the lowest responsive bidder, Applegate Johnston, Inc., to
include the base bid and Add Alternate Nos. 2 and 3, in the anaount of $4,008,500, and
approve a contingency in the amount of $601,275. CEQA: Exempt, File Nos. PPO6=009
and PPO9-150. Council District 8. (Public Works/Fire/City Manager’s Office)

These items will also be included in the Council Agenda Packet with item numbers.

Assistant to the City Manager
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Retirement Board Governance

FROM: Debra Figone

DATE: January 12, 2010

RECOMMENDATION

COUNCILDISTRICT: City-Wide
SNI AREA: N/A

It is recommended that:

1) The City Council approve the following revisions to the governance structure of the
City’s retirement plans and direct the City Attorney to draft an ordinance with the
necessary revisions to the San Jose Municipal Code.

go For the Federated City Employees’ Retirement System, replace the two City Council
Board members and Civil Service Commission Board member with three public
members in addition to the one existing public board member.

No For the Police and Fire Department Retirement Board, replace the two City Council
Board members, the Civil Service Commission Board member and City
Administration Board member with four public board members.

c. Establish qualification criteria, term, stipend, appointment process, selection process,
and removal process for the public board members for both retirement plans.

2) The City Council direct the City Administration to continue to evaluate the other
retirement board governance recommendations prepared by the consultant and return to
the City Council with recommendations.

OUTCOME

Approval of the recommendations shall establish a new governance model for the Federated City
Employees’ Retirement System and the Police and Fire Department Retirement Plan by adding
public members to each retirement board who:

1. Have specific education and experience, and are
2. :independent of the City.
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The additional public members would replace the two City Council members and the one Civil
Service Commission member on each board, as well as the member of the City Administration
on the Police and Fire Department Retirement Board.

EXECUTIVE SUMMARY

Taxpayers Bear 100% of the Investment Risk for Pension Benefits

The risks are not shared equally in the current structure of the City’s retirement plans. Although
employees do contribute to the pension fund during their careers with the City, taxpayers are
responsible for 100% of any unfunded pension liability. This means, for example, that if the
investment decisions made by the retirement boards do not result in earnings that are at least as
much as the assumptions set by the boards, it results in an unfunded pension liability that must be
entirely paid by the City. Consequently, there is currently no investment risk to employees or
retirees for the pension benefits they receive. Taxpayers bear 100% of the risk.

Experience and Expertise of Retirement Board Members

Board members make investment decisions involving a combined total of approximately $3.5
billion.1 In addition to investment decisions, board members must make decisions on actuarial
assumptions. The decisions made by members of the retirement boards necessitate expertise,
however only one member on each board currently is required to have any relevant experience.

Potential Conflicts of Interest

Board members make decisions that directly affect employees and the City. For example, the
boards make decisions on actuarial assumptions that affect the amount of money that employees
and the City are required to contribute into the retirement plans.

Recommendation to Add Additional Public Members to Both Retirement Boards

Given the combined size of the City’s two retirement systems, their importance to employees
and retirees, and their impact on the finances of the City, the Administration recommends that
the first step in changes to the retirement system governance be to add public members with
specific education and experience to each retirement board. To minimize the2Potential for
conflicts of interest, these public members should be independent of the City.

Each board would maintain the current number of employee and retiree members: two
employees who are members of the plan and one retiree who is a beneficiary of the plan. The
additional public members would replace the two City Council members and the one Civil
Service Commission member on each board. For the Police & Fire Department Retirement Plan,
a public member would also replace the City Administration board member.

1 As of June 30, 2009.
2 The required education and experience of public members serving on the retirement boards, as well as the criteria

for being independent of the City, are set forth in the Analysis section of this memorandum.
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These recommendations would not require a change in the City Charter, but replacement of the
current designated members with public members would necessitate changes to the Municipal
Code. It is recommended that these changes be implemented as soon as the necessary changes to
the Municipal Code are adopted by the City Council.

BACKGROUND

Information Available on the Internet

A substantial amount of information related to the City’s retirement plans, including the issue of
retirement board governance, is available on the City’s internet site:

Board Governance:

~//www.sanjoseca.gov/RetirementBoardGovernance.asp_

FAQ’s related to Board Governance are attached. (Attachment A)

Retirement Benefits Information:

ht~ ://www. san’~~v_/emplo yeeRelati ons/RetirementB enefits, as~

Retirement Benefits FAQ’ s:

~www.sanj oseca.g~!employeeRelations/retirementbene fits/RetirementFAQs_.l?df

Department of Retirement Services:

http://www.si retirement.corn

Gen eral Backgro un d

The City of San Jose has two retirement systems: the Federated City Employees’ Retirement
System and the Police and Fire Department Retirement Plan. These plans are defined benefit
retirement plans serving the employees and retirees of the City of San Jose. A defined benefit
pension plan provides a specific benefit to eligible employees at the time of retirement. Both
retirement plans use investment income and employer and employee contributions to provide
eligible retirees with pensions based on years of service and highest average annual salary.

The City Charter determines the cost sharing between employees and the City for what is
referred to as "normal cost", which is the cost of funding the retirement benefits for each year of
service as it is earned by employees. Those costs are split between the City and employees based
on an 8:3 ratio. Thus, for every $3 contributed by employees, the City contributes $8. Unfunded
pension liabilities, however, are currently 100% paid by the City.
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The plans also provide retiree healthcare benefits, survivor benefits, and permanent disability
benefits to eligible members and beneficiaries. Retiree healthcare benefits have a different ’Cost
sharing arrangement. Retiree medical benefits, for example, are shared 50/50 between the City
and employees and approximately 75/25 for dental.

The retirement benefit is the most expensive benefit provided to City employees. Based upon
the current contribution rates, the City will contribute approximately $138 million into the two
retirement plans in Fiscal Year 2009-2010:$65 million for the Police & Fire Plan and $73
million for the Federated System.

The following chart includes the number of active employees and retirees, as well as the amount
of money in each retirement plan. The data is as of June 30, 2009.

Active Employees 4,196 2,087 6,283

Retirees & Beneficiaries 2,997 ,1,661 4,658

Market Value of Assets $1.436 billion $2.053 billion $3.489 billion

Consultant Review of Retirement Board Structure

The City of San Josd retained Cortex Applied Research ("Cortex") to review the fiduciary
governance models of both of the City’s retirement plans. The scope of the review was limited
to the governance models of the City’s retirement systems including the composition of the
retirement boards, the authority of the boards and of the City, and the necessary skills and
experience of board members. The scope of the review did no_jt include a review of the
retirement benefit design or benefit levels.

Based on their review of relevant documentation, interviews with stakeholders, and research into
industry best practices, Cortex concluded that the current governance models of the retirement
plans do not support the long-term effective management of the plans and therefore do not
effectively serve the interests of the plan stakeholders, i.e. members, retirees, and taxpayers. A
copy of the consultant’s final report is attached to this memorandum. (Attachment B.3.)

Cortex identified a number of weaknesses in the current retirement governance models and
identified two as particularly noteworthy:
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The governance models do not ensure that the retirement boards on balance will
possess sufficient and relevant expertise to effectively guide and oversee the retirerfient
systems, and

The governance models do not ensure that the retirement boards will be free of
significant conflicts of interest and able to focus freely on the administration of the
systems and the best interests of the members and beneficiaries.3

Current Structure of City’s Retirement Boards

Each of the retirement plans has seven board members. Below is a chart of the current
retirement board structure for each plan:

Federated 7 Appointed Retiree Appointed by City Council
City Members
Employees’ Employee Appointed by City Council
Retirement
System Employee Appointed by City Council

Civil Service Commission MemberAppointed by City Council

Public member Appointed by City Council

City Council member Appointed by City Council

City Council member Appointed by City Council

Police and 7 Appointed Retiree Appointed by City Council
Fire Members (alternates between Police and Fire)
Department Employee (Police) Appointed by City Council
Retirement
Board Employee (Fire) Appointed by City Council

Civil Service Commission memberAppointed by City Council

City Administration member Appointed by City Council

City Council member Appointed by City Council

City Council member Appointed by City Council

Page 3, Cortex Applied Research Inc., Revised Report, September 2009
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It should be noted that the City Council currently has the responsibility under the City Charter to
appoint all of the members of the retirement boards, unless the Council delegates the authority to
the Mayor.4 Although elections are held among employees and retirees for the employee and
retiree positions on the retirement boards, the elections are advisory to the May, or and City
Council. The Mayor or City Council can choose among any of the applicants to serve as
employee or retiree members of the Boards.

Consultan t Recommended Board Structure

Cortex recommended that the current retirement board structure of both retirement plans be
revised as follows:

Member selected by retired members

Members selected by City Council

The consultant’s recommendations regarding the retirement board structure maintain the same
number of members on each board (7), as well as the same number of employees and retirees (2
employees and 1 retiree). However, the consultant recommends that active employees and
retirees be able to appoint persons of their choosing without requiring the approval or action by
the City Council.

In reviewing the steps required to implement the consultant’s recommendations, the City
Attorney’ s Office has advised that a change in the City Charter would be required to remove the
City Council’s or Mayor’s responsibility of appointing any member of the retirement boards. A
change in the Charter involves an election of City of San Jose voters.

The consultant recommended that the four members selected by the City Council:

"...should be independent of the City and should possess strong knowledge,
expertise, and experience relevant to the administration of public retirement
plans.’’5

This change would not require a change in the City Charter, but would require the Council
adopting an ordinance amending the Municipal Code.

!

City Charter Section 1002
Page 2, Cortex Applied Research Inc., Revised Report, September 2009
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Presentation of Consultant Report to the Cit~ Council and Stakeholder Outreach

The initial consultant report was presented to the City Council on June 23, 2009. The City
Council directed the City Administration to conduct outreach with stakeholders, in addition to
the stakeholder outreach conducted by the consultant as part of its review and analysis, and
return in 90 days with final recommendations. Because the Administration was unable to return
to the City Council with recommendations within 90 days, the Administration issued an
Information Memorandum on October 5, 2009, which included a summary of the stakeholder
outreach that had been conducted and additional information. (Attachment B.)

During the additional stakeholder meetings held on August 26 and 27, 2009, the consultant made
a presentation on its recommendations and allowed time for questions and comments.
Approximately 76% of the attendees were retirees or City employees. The majority of those who
spoke during the meetings opposed any change to the retirement board structure, and the
comments are summarized in the Information Memorandum, dated October 5, 2009.
(Attachment B. 1.) Following the meetings, Cortex issued a revised report based on questions
and comments received during the stakeholder meetings. The consultant’s recommended board
structure remained unchanged in the revised report. (Attachment B.3.)

Additional stakeholder meetings were held on December 7, 8, and 16, 2009, to provide a preview
of the City Administration’s draft recommendations and obtain additional feedback.
Representatives from all employee units and retiree associations were invited to these meetings.
The City Administration also met with Working Partnerships USA and the Silicon Valley
Chamber of Commerce. Feedback received was considered, and the City Administration
incorporated some of the feedback in its recommendations.

Authority: of Retirement Boards

During the stakeholder meetings, there appeared to be an impression that the purpose for
reviewing the change in the retirement board structure was to change retirement benefits or to
give the City control of the retirement funds. A change in who serves on the retirement boards
will no.__~t result in changes in retirement benefits or in the authority of the boards to control the
retirement funds.

The boards’ duties include consideration of requests for retirement, administration and
investment of the retirement funds, and determining eligibility for membership in the pension
plans. The retirement boards do no_..!t have the authority to enhance or reduce retirement benefits
levels. For employees represented by a bargaining unit, retirement benefits are a subject of
negotiations and, for all employees, are approved by the City Council.6

Regarding the control of the retirement funds, the San Jose Municipal Code specifies that the
retirement systems and the retirement funds shall be managed, administered and controlled by

6 Under City Charter Section 1111, however, an arbitrator may award retirement benefit enhancements to employees

represented by the San Jose Police Officers’ Association and the San Jose Firefighters, IAFF, Local 230.
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each board] The Municipal Code further specifies that the retirement boards have exclusive
control of the administration and investment of the retirement funds.8                  ,

The boards possess broad and flexible investment authority and make significant decisions
related to how the retirement funds are invested. The authority and responsibility to control the
retirement funds will not change with a modification in the composition of the boards: the
retirement boards will retain that authority and responsibility.

CitI’ Administration’s Recommendations

The City Administration’ s recommendations are detailed in the following section.

ANALYSIS

In its report, Cortex states that the current governance model of the retirement systems
"...provide numerous safeguards for plan members but very limited safeguards for
taxpayers and the City.’’9 Cortex recommends that the City establish a new governance model
for its retirement systems that will support more effective governance and oversight for the
benefit of key plan stakeholders that include plan members, retirees, and taxpayers. The
consultant’s report includes seven recommendations.i°

The City Administration has reviewed the recommendations prepared by Cortex, considered
stakeholder comments, and reviewed the structures of other California plans. The
Administration recommends a two-phase approach to implementing revisions to the governance
of the City’s retirement systems. Phase I would be to add public members to each retirement
board and to require all public board members to have specific education and experience. To
minimize potential for conflicts of interest, these public members would be independent of the
City.

In addition, as Phase II, the City Administration recommends direction by the City Council to
further evaluate some of the other recommendations made by Cortex for future consideration.

TaxpaFers Bear 100% of the Investment Risk for Pension Benefits

In its report, Cortex states:

The composition of a retirement board must reflect the relative risk/reward
exposure of active members, retired members, and taxpayers. Where risks and
rewards are shared equally, equal representation by stakeholders on the retirement
board is appropriate. Where one party bears a disproportionate share of the risk
involved, it should have majority representation on the fiduciary board. 11

San Jose Municipal Code Sections 3.28.100 and 3.36.300
San JosejMunicipal Code Sections 3.28.310 and 3.36.510
Page 15~ Cortex Applied Research Inc., Revised Report, September 2009

10 Page 2, Cortex Applied Research Inc., Revised Report, September 2009
11 Page 13, Cortex Applied Research Inc., Revised Report, September 2009
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The risks are not shared equally in the current structure of the City’s retirement plans. Although
employees do contribute to the pension fund during their careers with the City, taxpayers are
responsible for 10t1% of any unfunded pension liability. This means that if the investment
decisions made by the retirement boards do not result in earnings that are at least as much as the
assumptions set by the boards, it results in an unfunded pension liability that must be entirely
paid by the City.

For example, currently, the Police and Fire Department Retirement Board assumes that the plan
will earn a net rate of return of 8% on investments and the Federated City Employees’
Retirement System Board assumes a net rate of return of 8.25%.12 The City is 100% responsible
for any unfunded liability created when investment decisions made by the retirement boards
result in earnings less than the assumptions. There is n__q investment risk to employees or retirees
for the pension benefits they receive. Taxpayers bear 100% of the risk.

Conflicts of Interest

Decisions made by the retirement boards directly impact the City and employees. For example,
decisions made by the boards related to actuarial assumptions affect the contributions required to
be made by employees and the City.

In its report, Cortex states:

The composition of the retirement boards is not sufficiently free of conflicts of
interest, as demonstrated by the following features of the boards:

a) Only the Board of the Federated City Employees’ Retirement System is required
to have even a single board member who is independent of the stakeholders.
This is insufficient to ensure an independent board.

b) Both retirement boards are required to have Council Members serving on them.
When acting in their fiduciary capacity as retirement board members, these
individuals inevitably must decide on matters in which the interests of the
retirement system and those of the City conflict. For example, when setting
policies affecting contributions, Council Members must potentially decide
between the City’s desire for lower contributions on the one hand and members’
desire for benefit security on the other.

c) Both boards are also required to have board members who are active or retired
members of the plans. When acting in their fiduciary capacities, these
individuals are also inevitably required to make decisions where the interests of
the System conflict with those of the City.13

12 The Poiice and Fire Department Board recently decided to maintain the 8 ~ net rate of return assumption. The

Federated City Employees’ Retirement Board is currently considering changes to the rate of return assumption.
13 Page 17, Cortex Applied Research Inc., Revised Report, September 2009
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Experience and Expertise of Retirement Board Members

Cortex found that the City’s retirement boards are not currently required to have a substantial
number of board members with relevant expertise or experience.

In its report, Cortex states:

Currently, the City Municipal Code requires that the Board of the Federated City
Employees’ Retirement System have only one member with relevant experience,
specifically in banking or investments. Similarly, the Board of the Police and Fire
Department Retirement Plan is required to have only one member with relevant
experience, specifically someone who holds a position in the City Administration at
a level of Deputy Department Head or higher and who has experience in the
investment or management of public funds, retirement funds, institutional funds, or
endowment funds.14

The members of the retirement boards who are employees, retirees, or members of the City
Council are not required to have ~ specific education or experience and are not independent of
the City. Although the member of the City Administration on the Police and Fire Board has
relevant experience, the person is not independent of the City. The members on each board who
serve on the City’s Civil Service Commission are not otherwise connected to the City, but they
are not required to have any specific experience or expertise relevant to pension funds.

The current public member of the Federated City Employees’ Retirement System is the only
member of either retirement board who is both independent of the City and is required to have
relevant experience. Cortex’s recommendations result in four public members on each board
that would be independent of the City and would be required to have specific experience. The
City Administration concurs with this recommendation.

Survel: of California Retirement Board Structures

A criticism of some stakeholders of the consultant’s report is that Cortex did not focus on
California pension systems in its review of other retirement board structures. To address this
concern, the City Administration completed a survey of board structures in California. This
survey was included in the Information Memorandum dated October 5, 2009. (Attachment B.2.)
The Administration found that it was common for governing bodies to appoint trustees that are
independent individuals who are not employees, retirees, or members of a City Council or Board
of Supervisors.

The San Diego Experience

The City of San Diego serves as a practical example of a California pension system that recently
implemented a change in the composition of its retirement board. The description of the change
was included in the Information Memorandum, dated October 5, 2009. (Please see Attachment

/

14 Page 17, Cortex Applied Research Inc. Revised Report, September 2009
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B., pages 6 and 7. Please also see Attachment B.4, Excerpt from the City of San Diego Pension
Reform Committee Report.)                                                      ~

The report of the City of San Diego’s Pension Reform Committee noted:

[W]hile contributions to the Plan are made by both the employees and the City, only
the City acts as the final guarantor of all benefits paid by the plan. This ultimate
guarantee of the Plan’s ability to pay the agreed-upon benefits means that the
primary, if not the sole, stakeholders in the operation of the plan itself are the
citizens of the City of San Diego.is

Two of the key concerns identified by the San Diego’s Pension Reform Committee are:

1. Conflicts of Interest

The Committee stated that the majority of the members of the retirement board could
clearly benefit by enabling the City to fund its cun’ent operating budget at the expense of
the retirement plan as long as the ramifications to the Plan are not severe over the short
term.

2. Technical Skills Required to Effectively Govern the Retirement Plan

The Committee noted the technical skills that are required to understand the complex
issues that are present in the administration of the plan:

The combination of the highly technical rules for pension administration and the
need to understand the use of arcane actuarial science in the measurement of
present and future Plan liabilities requires an experienced and trained Board
member to effectively govern the Plan. While some may argue that the purpose of
the Board member is to set policy and that technical aspects are handled by trained
professionals, lack of understanding of the finer points of administration means that
a Board member may be unable to ask meaningful questions.~6

San Diego’s Pension Reform Committee concluded that "...the beneficiaries and the City would
be better served by a Board composed of qualified professionals who have no vested interest in
the Plan.’’17 Implementation of this recommendation would have resulted in not having any
employees or retirees on San Diego’s retirement board. All of the members of the board would
be members of the public who had relevant education and experience. The composition of San
Diego’s retirement board was modified by adding board members who are independent of the
City and have relevant education and at least 15 years of relevant experience. However, San
Diego’s board still has employees and retirees.

15 Attach£aent B.4. Excerpt from the September 15, 2005, City of San Diego Pension Reform Committee report.
16 Attachment B.4. Excerpt from the September 15, 2005, City of San Diego Pension Reform Committee report.
17 Attachment B.4. Excerpt from the September 15, 2005, City of San Diego Pension Reform Committee report.
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Recommended Changes to Composition of Retirement Boards

In light of the main issues identified by Cortex, as well as the issues raised in San Diego’s
pension reform report, the City Administration recommends that the priority for changes in board
governance be to add retirement board members that:

1. Are members of the public and independent of the City, and
2. Possess relevant education and experience

The following tables contain the City Administration’s recommended board structure:

Composition Board Member Term Method of Appointment

Retiree 4 years No change
(Max 2 terms) (Appointed by City Council)

Employee 4 years No change
(No term limit) (Appointed by City Council)

Employee 4 years No change
(No term limit) (Appointed by City Council)

7Appointed Public Member 4 years No Change
Members (already on Board) (No term limit) (Appointed by City Council)

Public Member 4 years
(No term limit)

Public Member Appointed by City Council4 years
(No term limit)

Public Member 4 years
(No term limit

Composition Board Member Term Method of Appointment

Retiree 4 years No change
(Max 2 terms) (Appointed by City Council)

Employee (Police) 4 years No change
(No term limit) (Appointed by City Council)

Employee (Fire) 4 years No change
(No term limit) (Appointed by City Council)

7Appointed Public Member 4 years
Members (No term limit)

Public Member 4 years
(No term limit) Appointed by City Council

Public Member 4 years
(No term limit)

Public Member 4 years
(No term limit
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These recommendations do not make any changes to the retiree representative or employee
representatives that currently serve on each retirement board. For the Police & Fire Department
Retirement Plan, the proposed structure would replace the Civil Service Commission member,
two City Council members, and the City Administration member from the Board with members
from the public.

For the Federated City Employees’ Retirement System, the recommended structure would also
replace the two City Council members and the Civil Service Commission Representative with
members of the public. It should be noted that the Federated City Employees’ Retirement
System already has a public member on the board, so it is recommended that the position be
retained. The public members on each board would be required to meet specific minimum
education and experience qualifications.

Quali~Tcation Requirements for Public Members

Serving as a retirement board member requires special expertise to understand the complex
issues in the administration of the retirement plans. While there is no assurance that any public
member would be a successful board member, having carefully selected experienced and
independent professionals on the retirement boards would be beneficial in managing and
investing the retirement funds. Therefore, the City Administration recommends that the
following qualification requirements be established for the public members of the boards.

As noted earlier in this memorandum, the City of San Diego recently went through a retirement
board governance change. The City Administration reviewed the qualifications that were
established for the public members of San Diego’s retirement board. The recommended
qualification requirements are modeled after those established by the City of San Diego.

Recommended Qualification Requirements:

Education Requirement:

Candidates must have a Baccalaureate Degree from an accredited college or
university in finance, economics, business or other relevant field of study. An
advanced degree in a relevant field of study or a relevant professional certification is
desirable, but not required.

¯ Experience Requirement:

Minimum of fifteen years experience in pension administration, pension actuarial
practice, institutional investment management, employee benefits/investment law,
banking, asset/liability management for an insurance company, or university or
college professor with a focus on fiduciary or trust fund law or a quantitative
background in financial theory or actuarial math..(Note: a combined fifteen years of
experience in any of these disciplines would meet this eligibility requirement.)
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Independence/Conflicts of Interest:

Not a current or former City employee, current or former elected or appointed City
official, participant, retiree, or beneficiary in either of the retirement systems, a
representative from any union representing City employees, or relative of a City
employee or City retiree. (For a definition of a relative, refer to City of San Jose
Policy Manual, Section 1.1.3, Nepotism Policy. Please see Attachment C. Nepotism
Policy.)

No business, personal or family interests related to the City or the retirement systems
which would be, or create the appearance of, a conflict of interest with the duties of a
trustee.

Residency Requirement:

Must reside within 90 miles from the City of San Jose City Hall, 200 E. Santa Clara
Street, San Jose, CA 95113.

Term

The public board members would have four (4) year terms with the option to be re-appointed by
the City Council after the end of each term. This is the same as currently exists for the punic
member on the Federated Board.

Stipend

Under the Federated City Employees’ Retirement System, the Civil Service Commission Board
member and the public member receive compensation in the amount of $150 per month.18 For
the Police and Fire Department Retirement Plan, the Civil Service Commission Board member
also receives compensation in the amount of $150 per month.~9 Payment is made from funds in
each of the respective plans and is not made for any month in which the member was absent
from the regular meeting of the board and the absence was unexcused. It should be noted that
this amount has been in place for many decades and the amount has remained the same.

In light of the City’s fiscal situation and the unfunded liability in the retirement plans, the City
Administration does not recommend increasing the current stipend. The Administration
recommends that the public members receive the existing $150 per month for attending the
regular board meetings.

The City Administration recommends returning to the City Council at a later date, as part of
Phase II, to consider amending this stipend amount. The City Administration will evaluate the
stipend amount that other retirement boards provide to its board members and whether the
stipend is contingent upon the performance of the plan.

18 San Jose Municipal Code Section 2.08.1065
19 San Jose Municipal Code Section 2.08.1270
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Appointment

As previously stated in this memorandum, City Charter Section 1002 provides that all
appointments to the Boards and Commissions be made by the City Council. The Administration
recommends that the City Council will appoint the public members, as is currently done for all
board member positions.

Process for Filling of Vacancies of Public Member Positions

Currently, the City Clerk’s Office handles the announcement of vacancies on City boards and
commissions. The Administration recommends that the City Clerk’s Office handle the
announcement of the vacancies for the additional public members of the retirement boards. All
applicants interested in serving as one of the public retirement board members would be required
to apply through the application process administered by the City Clerk’s Office. The City
Attorney’s Office would assist in conducting a conflicts of interest review. Applicants who meet
the eligibility requirements would be interviewed by the City Council at a public Council
meeting. The Council could appoint any of the applicants or continue to seek applicants if any
vacancy is not filled.

Under the recommended model, each plan will have four public members. For the Police & Fire
Department Retirement Board, the Civil Service Commission Board member position is
currently vacant. The City Administration recommends that this position be filled first by a
public member that meets the eligibility requirements and who has gone through the
application!screening process and been interviewed by the City Council. The next positions
filled would be the positions currently held by a member of the City Administration and the two
Council members. The current City Administration member and City Council members would
remain on the Board until the positions are filled by the public members.

For the Federated City Employees’ Retirement Board, the City Administration recommends that
the replacement of the two City Council members, followed by the Civil Service Commission
members take place in that order. It is further recommended that the current Public Member
remain on the Retirement Board if the incumbent meets the recommended qualifications set forth
in this memorandum. In the event the incumbent does not meet the qualification requirements, it
would be recommended that this position be filled with a public member, after the other three
positions have been filled.

Removal of Board Members

Retirement board members are responsible for the management and administration of the
retirement plan and investment funds. Therefore, board members are subject to strict fiduciary
standards.

Currently, the San Jose Municipal Code, Section 2.08.130 provides that any person appointed to
and holding the position of member of any board or commission may be removed from
appointment, at any time, by the council, with or without prior notice, and with or without cause.
In additi6n, the City Manager or Union may submit a written request for removal of a board
member to the City Council.
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Cortex recommends that stakeholders have the ability to initiate removal of board members for
failure to act in accordance with their fiduciary duties or failure to carry out the requirements of
governing legislation. Since the City Council appoints all the members of the retirement boards,
the City Administration recommends that any stakeholder, including plan members, retirees, and
a member of the public have the opportunity to request removal of a board member for reasons
such as failure to attend three or more board meetings in any given calendar year, breach of
fiduciary duty, or failure to comply with governing legislation. As such, the City Administration
is recommending that the existing removal process in the Municipal Code be expanded to allow
any stakeholder to make a recommendation to the City Council for removal of a board member.
The request shall be made in writing to the City Council, and the procedures shall be set forth in
the Municipal Code.

POLICY ALTERNATIVES

The City Administration recommends that the City Council approve the recommendations in this
memorandum. However, the composition of the retirement board recommended in this.
memorandum is not the only alternative.

In evaluating alternative retirement board structures, Cortex provides important guidance:

The composition of a retirement board must reflect the relative risk/reward
exposure of active members, retired members, and taxpayers. Where risks and
rewards are shared equally, equal representation by stakeholders on the retirement
board is appropriate. Where one party bears a disproportionate share of the risk
involved, it should have majority representation on the fiduciary board. 20

Policl, Alternative A

As noted earlier in this memorandum, San Diego’s Pension Reform Committee recommended
having a board exclusively of public members with relevant experience and who are all
independent of the City. This alternative would remove the conflict of interests of having
members of the board who are employees, retirees, or members of the administration. (San
Diego does not have elected officials on its retirement board.) Thus, one alternative would be to
have boards comprised exclusively of public members who have relevant experience and are
independent of the City.

Policy Alternative B

During the stakeholder meetings, the San Jose Police Officers’ Association and other
stakeholders suggested the City Administration consider a "3 =3-1" board structure model. Under
this model, the retirees and employees would appoint three board members, the City Council
would appoint three board members, and those six board members would collectively appoint the
seventh board member.

20 Page 13, Cortex Applied Research Inc. Revised Report, September 2009
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This type of board structure model is common in multi-employer retirement plans which are
designed for workers in industries where it is common to move from employer to employer".
Multi-employer pension plans have a specific definition under the Labor Management Relations
Act of 1947, known as the Tafl-Hartley Act. Under Tafl-Hartley, a multi-emptoyer pension plan
is established by negotiating an employer contribution as part of a labor-management agreement
and establishing a trust fund. Then, labor organizations bargain with additional employers to
have workers covered by these plans. Employer contributions, determined by collective
bargaining, fund the multi-employer pension plans. Taft-Hartley multi-employer pension plans
are generally found in private sector industries such as construction, trucking, mining and
grocery stores.

The risk in these plans is shared more equally than the City’s retirement plans. Thus, a "3-3-1"
model would not be consistent with the fact that in San Jose’s plans, taxpayers bear 100% of the
investment risk for pension benefits. In addition, since the City Charter requires that the City
Council appoint all members of the retirement boards, this alternative would require a change in
the City Charter.

A variation of the "3-3-1" model could be implemented without a change in the City Charter.
Under the City Administration’s recommendation, each board would have four public members.
Although all of the public members would need to be appointed by the City Council, applicants
for one of those public members could be first interviewed by each retirement board. The City
Council would then interview all applicants, but would receive the boards’ recommendations for
that particular public member position on the board. This public member would still need to
meet the same education, experience, and conflict of interest requirements specified in this
memorandum and would be required to apply through the process administered by the Office of
the City Clerk. The applicants for this position would also be subject to the same screening
process as the three other public members of each board.

This policy alternative would not require any revisions to the .retiree representative or employee
representatives under each retirement plan. If this alternative is implemented, it is recommended
that the applicants for the fourth public member on each board be the position that is first
interviewed by the other six board members. The fourth public member position on each board
would be filled after the Council has appointed three public members to each board so that those
public members could participate in the interview process of the fourth public member. The
decision on who to appoint to this fourth public member position would still be at the discretion
of the City Council.

The interviews conducted by the boards for this fourth public member shall be conducted during
one of the regularly scheduled board meetings. An item would be agendized on the retirement
board agenda to complete this interview process. The interview of the candidates shall be made
in public and shall not be closed. Upon completion of the interviews, the board will have an
opportunity to make a recommendation for appointment to the City Council. The City Council
shall consider this recommendation in its decision on the appointment of the fourth public board
member.
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Summa~, o[’Phase I

The City Administration believes that the proposed model would better serve plan members,
retirees, and taxpayers. The proposed structure would add public members that have specific
education and experience, and would avoid the appearance of conflicts of interest. These are key
factors needed to effectively oversee the investment programs, benefit delivery, and
administration of the plans.

The recommendations prepared by the City Administration would require several revisions to the
San Jose Municipal Code. Approval of these recommendations would require ordinances to
amend the San Jose Municipal Code. Such ordinances would be prepared by the City Attorney’s
Office, in coordination with the City Manager’s Office. The ordinances would be placed on a
City Council Agenda for approval and adoption.

Phase H

The revised Cortex report issued in September 2009 includes six other recommendations for
consideration. The City Administration believes the composition of the board structure,
specifically adding independent public members with specific education and experience is of
primary importance. Consideration of the remaining six recommendations is also important, and
the City Administration is proposing that consideration of these recommendations be included in
Phase II of this process. This would include consideration of a change in the City Charter to
allow employees and retirees to directly appoint persons to the retirement boards.

Therefore, it is recommended that the City Council direct the City Administration to continue to
analyze the recommendations and return to the City Council with proposed changes. As part of
this evaluation, the City Administration will consider recommending that the retirement boards
be granted broader authority to administer the retirement systems.

EVALUATION AND FOLLOW-UP

Approval of the City Administration recommendations would require revisions to the San Jose
Municipal Code. Ordinances amending the San Jose Municipal Code would be prepared by the
City Attorney’s Office, in coordination with the City Manager’s Office. Such ordinances would
be placed on a future City Council agenda for approval and adoption. Upon adoption of these
ordinances, the public member positions would be posted by the City Clerk’s Office.

As part of Phase II, the City Administration will continue to evaluate the other, six
recommendations provided in the revised Cortex report, and return to the City Council with
further recommendations.
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PUBLIC OUTREACH/INTEREST

Criterion 1: Requires Council action on the use of public funds equal to $1 million or
greater.
(Required: Website Posting)

Criterion 2: Adoption of a new or revised policy that may have implications for public
health, safety, quality of life, or financial/economic vitality of the City. (Required: E-
mail and Website Posting)

Criterion 3: Consideration of proposed changes to service delivery, programs, staffing
that may have impacts to community services and have been identified by staff, Council or
a Community group that requires special outreach. (Required: E-mail, Website Posting,
Community Meetings, Notice in appropriate newspapers)

In order to provide the public with information about the City Administration’s
recommendations on retirement board governance, the City Administration met with various
stakeholders in December 2009. Additionally, this report will be posted on the intemet and will
be sent out as part of the early distribution packet. Bargaining unit representatives and the retiree
associations were notified of this agenda item in advance. A copy will also be sent to them as
soon as the memo has been distributed.

COORDINATION

This memo has been coordinated with the Department of Retirement Services and the City
Attorney’ s Office.

Not a project.

Debra Fi
City Manager

For questions please contact Alex Gurza, Director of Employee Relations, at 535-8155.

Attachment A.
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Survey of Retirement Board Structures
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Excerpt from the September 15, 2005 San Diego Pension Reform Committee
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Retirement Board Governance
Frequently Asked Questions

Attachment A

1. What is retirement board "governance"?

The Federated City Employees’ Retirement System and the Police and Fire Department
Retirement Plan are defined benefit retirement plans serving the employees and retirees of the
City of San Jose. The governance of the retirement boards includes the composition and
required competencies, the number of board members, and board authority.

Each Plan is managed and administered by a Board of Administration consisting of seven
members. Operating under the San Jose Municipal Code, the Boards’ specific duties include:
consideration of requests for retirement, administration and investment of the retirement funds,
determining eligibility for membership in the pension plans, and determining employees’
eligibility for retirement benefits.

2. What do the retirement boards do?

The retirement boards have exclusive control over how the retirement funds are invested and
administered. The Boards’ specific duties include: consideration of requests for retirement,
administration and investment of the retirement funds, determining eligibility for membership in
the pension plans, and determining employees’ eligibility for retirement benefits.

3. What prompted the City to review retirement board governance?

On September 30, 2008, the City Council accepted an audit report of retirement travel
expenditures completed by the Ci.ty Au.d!tor’s Office. In addition to accepting the report, the
City Council directed the City Manager t0~ incorporate into the boards and commissions
analysis, recommendations on restructuring the Federated City Employees’ Retirement System
and the Police and Fire Department Retirement Board to add independent Board Members with
financial and investment expertise. The process was to include outreach to affected
stakeholders. A consultant, Cortex Applied Research, was hired, and they issued a report with
recommendations on changing the composition of the retirement boards. These included adding
independent Board Members with financial and investment expertise.

4. How was the consultant selected?

The City issued a Request for Qualifications in January 2009, and Cortex Applied Research was
ultimately selected to complete an analysis and review of the structure and governance of the
retirement boards. Cortex Applied Research was selected based on depth of experience in
public pension plan governance consulting projects, references from public plans that have used
Cortex, and price.

~’City of San Jose
October 2009



Retirement Board Governance
Frequently Asked Questions

Is the consultant recommending removing retirees and employees from the retiremenL
boards?

No. The recommendations include maintaining the current number of retirees ~nd employees
on the boards. There is one retiree and two employees on each board.

What are the consultant’s recommended changes in the composition of the City’s
retirement boards?

Current Board StructUre :,’~:
¯ 2 members recommended by active

members

¯ 1 member recommended by retired
members

¯ 2 City Council members
recommended by the Mayor

¯ 1 Civil Service Commission
representative recommended by the
Civil Service Commission

,PLUS

¯ 1 public member recommended by
Federated Board (Federated only)

1 City Administration member .=
recommended by City Manager
(P&F only)

Recommended Board: Structure
¯ 2 members selected by active

members

¯ 1 member selected by retired
members

4 members selected by City Council.
(These members would be
independent of the City and would
have strong knowledge, expertise,
and experience relevant to the
administration of public retirement
plans.)

Note: In the current structure, all members of the retirement boards are appointed by the City
Council.

Is changing who is on the retirement boards a way for the City to change retirement
benefits?

No. The Retirement Boards administer retirement benefits, but they do not have the authority to
create or change the benefits, either under the current structure or under a revised structure.

City of San Jose
October 2009
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Frequently Asked Questions

So Does changing the Board composition give the City the power to take control of the
retirement funds?                   ’

No. The retirement boards have the exclusive control of the administration and’investment of
the retirement funds. That would not change under a revised retirement board composition.

Do the consultant’s recommendations give the City more power to appoint the members of
the retirement boards?

No. The City Charter currently provides that the City Council, or the Mayor if authorized by the
Council, shall appoint all members to each retirement board.

10. Are the current compositions of City of San Jose retirement boards the same as other
California city/county retirement plans?

No. The City Administration completed a survey of retirement board structures for CalPERS,
counties under the County Employees Retirement Law of 1937, and the largest ten cities in
California. Of the largest ten cities in California, only the City of San Jose, City and County of
San Francisco, City of Los Angeles, City of Fresno, and City of San Diego have active
independent retirement plans. The Other agencies are under the CalPERS retirement system. To
compare the differences between the composition of San Jose’s retirement boards and the others
surveyed, please go to: http://www.sanioseca.gov/pdf/Attachment%202.pdf

In reviewing the structure of these other retirement boards, it is common for governing bodies to
appoint trustees that are independent individuals who are not employees, retirees, or members of
a City Council or Board of Supervisors.

11. Have any other California agencies made recent changes in the composition of their
retirement boards?

Yes. The City of San Diego made changes to their retirement board in April 2005. The City of
San Diego City Council established a Pension Reform Committee that recommended that the
composition of the retirement board be changed. Previously the thirteen member board
consisted of 6 members elected by actives and retirees, 4 members appointed by the City
Council and 3 members appointed by the City Manager.

The City of San Diego’s retirement board was changed to 5 members elected by actives and
retirees, 7 appointed members by the City Council and 1 appointed member by the City
Manager. The 7 citizen members appointed by the City Council are required to be independent
of the City and must meet qualificatior~S i:n~lUding a college degree and a minimum of fifteen
years of relevant experience.

City of San Jose
/ October 2009
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Frequently Asked Questions

12. Where can I get a copy of the consultant’s report?

A copy of the revised Cortex Report can be located at:
http://www.sanjoseca.gov/pdtTAttachment%203.pdf

13. Where can I get more information or provide feedback?

For further information on the Retirement,B0ard Governance Structure and Stakeholder
Outreach, please visit: http://www.sanjoseca.gov/RetirementBoardGovernance.asp

An Information Memo, dated October 6, 2009, was issued to the City Council to provide the
Council with an update on this project. The memo and the attachments can be found on this
website.

If you are interested in providing comments on this issue, please send an email to:
retirementoutreach@sanj oseca.gov

City of San Jose
October 2009
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INFORMATION

BACKGRO[. ND

On September 30, 2008, the City Council accepted an Audit of Retirement Services’ Travel
Expenses prepared by the City Auditor’s Office. In addition to accepting the report, the City
Counci! directed the City Manager to incorporate into the boards and commissions analysis,
recommendations on restructuring the Federated City Employees’ Retirement System and the ¯
Police and Fire Department Retirement Board to Md independent Board Members with financial
and investment expertise. The process was to include outreach to affected stakeholders.

In light of the significant decline in retirement plan assets, on December 10, 2008, the Rules and
Open Government Committee approved an item tbr the January 13, 2009, Council Meeting, to
report on the status of the City’s two retirement funds. This included a report that would also
identify any best practices that the City may want to consider to improve the plans’ investment
performances and to protect the general fund fi’om additional losses.

In the Memorandum for the January 13, 2009, agenda item,, the Director of Retirement Services
indicated that pe~sion plan best practices fall into three categories: governance, investments, and
administration. Further, since proper governance is the key that leads to professionalism and
excellence in all areas of practice, the City Manager reported to the City Council that staff would
use ma external consultant experienced with governance structures of different public pension
plans to complete an analysis and review of the structure and governance of the retirement
boards. This process would be handled independently of any other review of boards and
commissions. Subsequently, a Reqnest for Qualifications was issued on January 23, 2009, and
Cortex Applied Research was ultimately selected to complete the analysis based on its
experience, expertise, and strategic focus in board governance.

Cortex reviewed the governance models of the two retirement plans. This included reviewing
relevant documentation, interviewing stakeho!ders and researching industry best practices. In its

~ 2009, Cortex concluded that changes in thereport presented before the City Council on June _z,
Plan’s governm~ce models could support more effective !ong-terln management of the plans and
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better serve the interests of the key plan stakeholders, i.e. members, retirees, and taxpayers. The
report provided eight recommendations for a new governance mode! for its retirement systems.,
that will support more effective governance and oversight for the benefit of the City and all other
stakeholders. The City Council directed the City Administration to conduct additional outreach
with stakeholders and return in 90 days with final recommendations after conducting additional
outreach. Because additional outreach has and will be conducted, the Administrmion was unable
to return to the City Council with recommendations within 90 days.

The purpose of this Memorandum is to provide the City Council an update, including a summary
of the stakeholder outreach meetings, a copy of the revised Cortex report, additional information
regarding retirement board structures in California, and next steps regarding the retirement board
structure and governance process.

STAKEHOLDER OUTREACH

The objective of the stakeholder outreach was to obtain feedback fi’om various stakeholders on
the recommendations outlined in the Cortex report. As part of the stakeholder outreach, the City
Administration scheduled two stakeholder meetings on August 26th and August 27~’ to discuss
the recommendations provided by Cortex on the retirement board structure and governancet.

Information regarding these two stakeholder meetings was sent to various stakeholders including
local business and neighborhood associations, represemativesfrom the retiree associations,
retirees, employees, and bargaining/employee units. This communication was provided via
email which included a flyer that included the meeting dates, location and contact information.
Retirees were uotified via a letter from the Department of Retirement Services.

The City encouraged individuals to contact the City Administration or Cortex with any questions
or comments regarding the stakeholder meetings or recommendations provided by Cortex. The
City Administration received numerous calls prior to the stakeholder meetings, however, the
majority of the callers were interested in the pension and retiree healthcare benefits that City
employees receive. Upon providing clarification that the stakeholder meetings were intended to
discuss an alternative retirement board structure, the callers generally expressed no concern with
the City considering alternative retirement board structures. Cortex "also received several emails,
and the majority of the emails were from taxpayers who were supportive of the recommendations
provided by Cortex.

At each of the two meetings, stakeholders were asked, but not required, to complete an
attendance card and specify their affiliation. The following is a breakdown of the affiliation
provided by attendees. It is important to note that more individuals attended the stakeholder
outreach meetings, but did not fill out the optional attendance cards.

~ The stakeholder meetings were not intended to discuss pension and retiree healtbcare benefits for City employees,
but rather were focused on the governance structure.
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Retirees
Federated Retirement Plan
Police & Fire Retirement
Plan

Employees
Federated Retirement Plan
Police & Fire Retirement
Plan

Community Member
Bnsiness Member
Other

Total

25
63

15
29

132 62%

9 15 14%
6 0 30

19 10 29 14%
3 2 5 2%
10 i       6 16 8%
135 77 212 100%

During the two stakeholder meetings, Cortex gave a presentation that summarized the June 23rd

report that was provided to the City Council, In addition, stakeholders were given an
opportunity to ask questions and/or provide comments on the report. A summary of the
comments has been included in this Memorandum. (Please refer to Attachment 1, Summary of
August 26th and August 27~h Stakeholder Meetings.) The August 26t~ meeting was audio
recorded and the August 27~ meeting was video recorded. For a complete record of all the
comments, please refer to the recordings that can be found at
}_-~_~ p :/iwww. sa~ oseca. ~ao viRetireme~ tBoard Gover~a~ce, a:%

Approximately 45 individuals made commems during these stakeholder meetings. The majority
of the speakers were City employees, retirees and union representatives. The majority of the
speakers opposed any change to the retirement board structure and governance and felt that the
current system was not "broken" and therefore, no change was needed.

Additionally, there were several requests for clarification regarding the recommendations
provided in the Cortex report issued in June 2009.

A.&p_pointment and Selection of Board Members

Each of the retirement plans have seven board members. The governance model recommended
by Cortex in its report would include the following:

"The boards of each retirement system would continue to consist of seven members,
with:

a) Four members, being a majority of the Board, appointed by the City Council. These
individuals should be independent of the City m~d should possess strong knowledge,
expertise, and experience relevant ~o the administration of public retirement plans.
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b) Two members selected by active members. The selected members would not be
required to be active members of the plans.

c) One member selected by retired members, and not i’equired to be a retired men ber.

During the stakeholder meetings, there was a perception that the City Council wants more
control of the retirement boards and therefore wanted the majority of the members to be
appointed by the City Council. However, under the current structure all seven members of each
Board are appointed by, the City Council. Under the City Charter, all boards and commissions~
including the Retirement Boards, are appointed by the City Council.

Pursuant to the San Jose Municipal Code, the employees make a recommendation to the City
Council for the employee representative, but ultimately the City Council makes the
appointments. Retiree representatives on each of the Board’s are nominated by other retirees;
however, the top three nominees are first interviewed by pands of management and labor who
then make the recommendation for appointment to the Council. The Civil Service Commission
recommends to the City Council one of its members, but the City Council ultimately appoints the
Civil Service Commissioner to the Retirement Boards. Further, on the Federated Retirement
Board, the public member is recommended to the City Cotmcil by the other Board members,
however, the City Council appoints the individual. On the Police and Fire Department
Retirement Board, the City Administration member is recommended by the City Mmmger,
however, the City Council appoints the individual.

Below is a chm~ of the current retirement board structure for each plan.

Federated CiO~ 7 Appointed Retiree Representative
Employee’s Members Employee Representative
Retirement £~ystem Employee Representative Appointed by C~t3Civil Serw e Commission member Council

Public member
City Council member
City Council member

Police and Fire 7 Appointed Retiree Representative (alternates
Department Members between Police and Fire)
Retirement Plan Police Employee Representative

Fire Employee Representative Appointed by City
Civil Service Commission member Council
City Administration member
City Council memb. er
City Council member
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Although the City Council ultimately appoints all the members of the retirement boards, the
public member on the Federated board is the only public member of either retirement board tha~
is required to have any relevant experience or expertise.

Some individuals who attended the stakeholder meetings expressed concern that r2~’ortcx did not
include examples of local retirement plan structures in its report, but focused on retirement plan
structures in other states and other countries. The City Administration completed a survey of
board structures ~n Cah[orma to address th~s concern.- (Please refer to Attachment 2, Survey of
Retirement Board Structures.) Specifically, the City Administration reviewed the retirement
board structures for CalPERS, counties under the County Employees Retirement Law ot" 1937,
and the lm:gest ten Calitbrnia agencies in California. Of the largest ten agencies in California,
only the City of San Jose, City and County of San Francisco, City of Los Angeles, City of
Fresno, and City of San Diego have independent retirement plans.3 The other agencies are under
the CalPERS retirement system.

During the stakeholder meetings, several individuals expressed concern with removing the City
Council members from the retirement boards and instead appointing external independent
experts. However, in reviewing the structures of other California plans, of those Boards that do
have City Council members or County supervisors as trustees, there is no more than one of these
positions on the Board. We did find that it was common for governing bodies to appoint trustees
that are independent individuals who are not employees, retirees, or members of a City Council
or Board of Supervisors.

Additionally, we tbund that in the agencies surveyed, the City-Council or Board of Supervisors is
not responsible lbr ultimately appointing all members of the Retirement Board, as is currently
the case with the City of San Jose. The City of San Jose is an anomaly when compared to the
retirement board structures of other public agencies in the State.

Revised Cortex Re og9_~

Following the stakeholder meetings, Cortex issued a revised report. (Please refer to Attachment
3. Cortex Revised Report.) The revised report does eliminate one of the recommendations that
caused confusion during the two stakeholder meetings regarding investment and funding
objectives of the retirement boards. The intent of the original recommendation was to have the
City Council review the established objectives tbr the retirement boards that are outlined in the
San Jose Municipal Code. The City Council already has the authority to establish these
objectives and Cortex was simply recommending that the cun’ent objectives be reviewed since
they have not been reviewed for decades. It should be made clear that the investment m~d comrol
of the retirement funds would continue to be the responsibility of the retirement boards.

2 The survey completed by the City Administration was not intended to compare the performance of the relirement
plans of these agencies, but to review the composition and appointments ofretire,nent boards in California.

The City of Sacramento and the City of Oakland have closed independent retirement plans that were not included
in the survey. City of Sacramento and City of Oakland employees have been in CalPERS since the 1970’s. The
CalPERS board structure is included in the survey. (Please see Attachment 2.)
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Ci,ty of San Diego Board Governance Chan~e

Of the California retirement plans that the City Administration reviewed, the City, of San Diego
in recent years went through a retirement board governance change.4 In ~_00a, the San Diego
City Council established a Pension Reform Committee to address concerns about the unfunded
liability of San Diego City Employees’ Retirement System (SDCERS) and to review the scope
and depth of audits to be performed on SDCERS. The Pension Reform Committee issued a
report on September 15, 2004, that included recommendations related to the retirement board
governance. One of these recommendations included changing the Board fi’om 13 members to 7
members, all of whom would be citizens appointed by the City Council. Further, these
individuals would be required to possess 15 years of relevant experience. Since the composition
of the Retirement System is in the City Charter, any proposed changes would require approval by
the voters of the City of San Diego.

The report noted that "while contributions to the Plan are made by both the employees and the
City, only the City acts as the final guarantor ofa!l benefits paid by the Plan. This ultimate
guarantee of the Plan’s ability to pay the agreed-upon benefits means that the primary, if not the
sole, stakeholder in the operation of the Plan itself are the citizens of the City of San Diego."
(Please refer to Attachmenl 4. Excerpt fi’om the September 15, 2005 City of San Diego Pension
Refoma Committee.)s The report also noted that technical skills are required to understand the
complex issues that are present in the administration of the plan. Additionally, the Pension
Retbrm Committee indicated that "the combination of the highly technical rules of pension
administration and the need to understand the use of arcane actuarial science in the measurement
of present and future Plan liabilities requires an experienced and trained Board member to
effectively govern the Plan."

The composition of San Diego’s retirement board was revised, bm differently than was
recommended by the Pension Reibrm Committee. Proposition H which was passed by the voters
and became effective on April 1, 2005, maintained the total nnmber of Board members at
thirteen, but changed the tenrts of office to four years and changed the composition of the Board
as follows:

~ The City of San Diego has one 13 member retirement board for both public safety and non-public safety members,

s Copies of the September 15, 2004, C{ty of San Diego Pension Reform Committee report are available upon

request.
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Composition

6 Elected
Members

4 Members
appointed by

the City
Council

3 Members
appointed by

the City
Manager

Board Members
Active Fire Safety
Member
Active Police Safety
Member
Active General Member
of the Plan (3)
Retired Member of the
Plan
Appointed Citizen
Members (4) - one of
whom must be a local
bank officer
City Manager

City Auditor and
_~;omptroller
City Treasurer

Composition

5 Elected
Members

Current Composition

Board Members
Active Fire Sat"ety
Member
Active Police Safety
Member
Active General Member
of plan
Retired Member of Plan

7 Appointed
Members

1 Appointed
Members

Appointed Citizen
Members

City management
employee (member of
plan)

In addition, qualifications were established for the citizen appointees to the retirement board.
The seven citizen appointees must have a college degree in finance, economies, law’, business, or
other relevant field of study, or a relevant professional certification, Additionally, a citizen
appointee must have a minimum of fifteen years experience in pension administration, pension
actuarial practice, investment management, real estate, banking, or accounting. Further, to
prevent conflicts of interests, the appointed citizens may not be a participant in the Retirement
System, or City, union representative; and the appointees may not have any other personal
interests which would be, or create the appearance of, a conflict of interest with the duties of a
Trustee.

The City of San Diego experience can be in[brmative because they are a recent California
retirement plan that undeta,¢ent a board governance change. The primary outcome was the
addition of citizen board member,.~s who are required to have substantial relevant education and
experience.

ADDITIONAL STAKEHOLDER OUTREACH

Following the two stakeholder meetings, the City Administration conducted additional
stakeholder outreach. This included meetings with representatives from various employee units,
such as the Police Officers’ Association, the City Labor Alliance which includes representatives
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from bargaining units in the Federated City Employees’ Retirement System, and the Executive
and Professional Management Forum which includes a representative ti’om each department thai
has unrepresented employees in Unit 99. In addition, the City Administration has met with
representatives from the Association of Retired San Jose Police Officers and Firefighters, and the
San Jose Retired Employees Association.

During these meetings, similar concerns that were raised in the two stakeholder meetings were
expressed. The groups have expressed an interest in continuing discussions on the retirement
bom’d governance structure. Additional meetings will be conducted over the next several weeks
to continue to receive feedback fi’om stakeholders as the Admi.nistration develops its
recommendations.

NEXT STEPS

A copy of the revised Cortex report will be posted on the City’s website at
http:i/www.sa~ioseca~____)\’/RetirementBoardGo~.ernance.ast) and sent to stakeholders. The City
Administration will continue discussions with various stakeholders.

In addition, the Administration will continue to work with the City Attorney’s Office to address
legal issues with implementing changes to the retirement board governance structure.

This item will be brought *brwm’d to the City Council with recommendations on the governance
of the retirement boards. It is anticipated that this item will come back to the City Council by the
end of the calendar year; however, the City Administration will continue to provide updates to
the City Council,

City Manager

Attachment l: Summary of August 26~h and August 27tl~ Stakeholder Meetings
Attachment 2: Survey of Retirement Board Structures
Attachment 3: Cortex Revised Report
Attachment 4: Excerpt from the September t5, 2005 City of San Diego Pension Reform

Committee



Summary of Stakeholder Comments
August 26-27, 2009

Attachment B.1.

It is in everyone’s interests, taxpayer.s, .~he City and employees that the retirement
plans are well managed and are doing ~ell

There is nothing wrong with the current retirement board structures - No lieed to fix
something that is not broken

o For decades, the plans have done very well
o Changing the composition of the retirement boards will not guarantee higher

returns on assets
o Maintain the status quo

There is an illusion that the retirement plan asset returns are directly related to the
structure of the Board

This is
O

a power grab by the City Council
The City Council wants to take control of the money and do with it what it
pleases
The Council will have the majority and will have all of the authority (appoint
four of the seven members on each board) in the recommended model
The employees and retirees should have the majority
No trust in the City Council
The City Council wi!l n, ot represent the interests of the employees and retirees
There is a conflict ofi~tereg,t if the City Council has the majority
There will be less flexibility ~W~i~ the recommended model
The current structure has a balance of power (3 advocates for the City, 3
advocates for the employees and retirees, and one neutral who is a Civil
Service Commissioner)

Council members should remain on the retirement boards
o The City Council is accountable to taxpayers and City employees
o Excluding City Council members is bad public policy

There are more costs involved with the recommended model
o Compensation to Board members

Experienced individuals are needed on the retirement boards
o Should be limited to San Jose residents

Outside experts have created a mess in this country
o Don’t want to gamble the plan assets with the same individuals that

contributed to the greatest economic crisis in our nation’s history.
o Experts cannot be trusted
o Experts are overrated~ expe!¢s~ gill not solve the problem of losses to the

retirement plans     "    "~ !~:’.
o City Council will appoint their friends, lobbyists, etc.
o The majority should not be outside experts



Attachment B.I.

Summary of Stakeholder Comments
August 26-27, 2009

o The Boards already uses money managers to manage the funds and they are
paid through fees

¯ The examples listed in the Cortex report are from other countries or other states
o Need to look at the City of San Jose and other examples in the Stat6

Taxpayers should not bear the brunt of paying for the pension and retiree healthcare
benefits for City employees when th.ere are losses

o Taxpayers need protection as well ,from having to pay more taxes to fund the
retirement plans

Alternative board structures should be considered
o Consideration should be given to a board model in which the

employees/retirees have a certain number of members; the City has an equal
number of board members; and a neutral should be selected by the
employees/retirees and the City

¯ Changes to the current board structures are subject to the meet and confer process

¯ Additional outreach is needed
o More time to comment on report

Note: Several comments were made regarding the pension and retiree healthcare benefits
that are provided to City employees. Those comments have not been included in this
summary since this was not an issue within the scope given to the consultant to review.
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Attachment B.3.

A Review of the Governance Models of

The Police and Fire Department Retirement Plan
&

The Federated City Employees’ Retirement System

Prepared by Cortex Applied Research Inc.

For the City of San Jos~, California
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September 2009
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SUMMARY OF RECOMMENDED GOVERNANCE MODEL

Cortex recommends that the City establish a new governance model for its retirement
systems that will support more effective governance and oversight for the benefit of the City ,,
and all other stakeholders. The recommended model would have the following features:
1) The Boards of each retirement system would continue to consist of seven members, with:

a) Four members, being a majority of the Board, appointed by City Council. These
individuals should be independent of the City and should possess strong
knowledge, expertise, and experience relevant to the administration of public
retirement plans.1

b) Two members selected by active members. The selected members would not be
required to be active members of the plans.

c) One member selected by retired members, and not required to be a retired
member.

2) If the above recommendation is implemented, thus providing an accountability safeguard
for the taxpayers and the City, then the retirement boards should be granted broader
authority to administer the retirement systems including:

a) The authority to establish the operating budgets, including salaries, of the
systems.

b) The authority to hire and direct th.e Chief Executive Officer of the System, who in
turn, should have the authority to hire and direct the necessary staff to administer
the System.

c) The authority to hire all service providers necessary to administer the System.
3) The governing statute would continue to state that the assets of the Trust Funds are to be

held in trust for the sole benefit of members and beneficiaries of the plans and that the
board members are to be held to strict fiduciary standards.

4) The role of each retirement board should be clearly defined and understood by all
stakeholders as consisting solely of administering the benefits negotiated by the
stakeholders, and should not include creating or changing the benefits, or advocating for
improvements to the benefits. The process involved in changing plan benefits should
reside solely with the plan stakeholders.

5) The governing statute should constrain economically targeted investing by, for example,
requiring a super-majority vote of the retirement board in order to make such investments.

6) The governance model should require specific reporting to stakeholders on, at a
minimum: performance relative to investment and funding objectives, compliance with
benefit delivery policies and procedures, compliance with conflict of interest and ethics
policies, results of internal audit findings and follow up efforts, and board member
attendance, travel, and educational efforts.

7) Stakeholders should have the ability .to remove individuals they have appointed or elected
to the retirement boards for failure to act in accordance with their fiduciary duties or failure
to carry out the requirements of governing legislation.

~’ i~: ,

None of our recommendations would directly increase the operating costs of the retirement
systems or the City, with the following possible exception:

¯ Should the City decide to compensate the four individuals it appoints to each of the
retirement boards (see our recommendation on page 23), this would increase the
operating costs of the system by the amount of such compensation.

~ By independent we mean that the members should not be employees of the City or have
significant, direct commercial relationships with the City.

-2-



I1. SUMMARY ANALYSIS

Attachment B.3.

The City of San Jose retained Cortex Applied Research to review the governance
models of its two retirement systems: the Federated City Employees’ Retirement System
and the Police and Fire Department Retirement Plan. Based on our review of relevant
documentation, interviews with stakeholders, and research into industry best practices,
Cortex concluded that the governance models of the City’s retirement systems do not
support the long-term effective management of the systems and therefore do not
effectively serve the interests of the key plan stakeholders. These include plan
members, retirees, and taxpayers.

While the governance models of the two retirement systems have numerous
weaknesses, two are particularly noteworthy:

1. The governance models do not ensure that the retirement boards on balance will
possess sufficient and relevant expertise to effectively guide and oversee the
retirement systems, and

2. The governance models do not ensure that the retirement boards will be free of
significant conflicts of interest and able to focus freely on the administration of the
systems and the best interests of the members and beneficiaries.

As a result of the above weaknesses and the lack of accountability safeguards they
imply, the City has withheld from the retirement boards certain authorities involved in
administering the retirement systems (e.g, the authority to hire the Director of Retirement
Services).

While the City’s actions are understandable, withholding such authorities from the
retirement boards may undermine the long-term health and success of the retirement
systems. Accordingly, a new pension governance model should be established in which
the City is able to appoint a majority of retirement board members and select board
members who are both independent and highly qualified. This would create the
conditions under which the City could be comfortable granting broader administrative
authority to the retirement boards, including the ability to establish an operating budget,
hire and direct retirement staff, set staff compensation, and retain all necessary advisors
and service providers. Granting such authority would better position the retirement
boards to effectively administer the retirement systems by clarifying accountabilities,
facilitating the recruitment of qualified board members, and strengthening stakeholder
relations.
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Given the combined size of the two retirement systems, their importance to the lives of
City employees and retirees, and the impact they are forecasted to have on the finances
of the City, Cortex believes the City should establish a new governance model for its
retirement systems as soon as it is feasible.

Below is a description of the model Cortex recommends for the City’s consideration. It
reflects a number of fundamental governance principles and contains various
safeguards to protect the City and other stakeholders. In addition, it is consistent with
models found at other progressive institutional funds in the United States and elsewhere.

Recognition of all Stakeholders: The recommended governance model would
recognize that the San Jose retirement systems affect multiple stakeholders,
including:                     ~ ~
a) current and future plan members and retirees, who have or will contribute to the

system; and
b) current and future taxpayers, who contribute to the systems, guarantee the

benefits, and are represented by their elected officials and public administrators.

Acknowledgement of Legitimate Stakeholder Interests: The recommended
model would acknowledge that each of the stakeholders has legitimate interests in
the retirement system that must be protected:

, a) Current members and retirees have a legitimate interest in ensuring that the
benefits promised to them are secure and will be paid when due.

b) Taxpayers have an interest in ensuring they do not bear unnecessary risk in
guaranteeing the promised pension benefits.

Accountability Safeguards: The recommended governance model would contain
numerous safeguards to assure the City, members, and retirees that their interests
will be managed and protected. Some of the safeguards would benefit all
stakeholders, some would protect primarilythe interests of the City and taxpayers,
and others would protect primarily the interests of members and beneficiaries. In
order to take effect, most, if not all, of the safeguards would require changes to the
City Municipal Code.

Recommended Safeguards to Protect the City and Taxpayers:
a) The City would appoint a majority of the board members of each retirement

board, reflecting the fact that the City is the ultimate guarantor of the pension
benefits.

-4-



City of San Jos# Retirement Systems - Govemance Review
Cortex Appfied Research Inc.

b) The City would be required to ensure that its appointees (a majority of each
board) will have significant expertise and experience.

c) The City would be required to ensure that the individuals it appoints would be
independent of all stakeholders. :

d) Under the recommended governance model, the role of the retirement boards
would be limited to administering current, promised benefits and would not
include advocating for new or increased benefits.

Recommended Safeguards to Protect Members and Retirees:
a) The City would continue to serve as the final guarantor of pension benefits.
b) Board members would be subject to a fiduciary duty of loyalty, and therefore

would be required to place the interests of members and beneficiaries as a group
above all other interests.

c) The City-appointed board members would be independent of the City and should
not have significant financial or other conflicts of interest involving the systems.

d) Active and retired members would have the option of selecting board members
who have significant expertise and experience.

e) The retirement boards would be constrained in their ability to pursue
economically targeted investment strategies that may benefit the local economy
or the City at the possible expense.of the retirement systems. For example, the
Boards could be required to achieve higher decision-making hurdles, such as a
super-majority vote, in order to implement such strategies.

Recommended Safeguards to Protect all Stakeholders:
a) Board members would be subject to strict fiduciary standards of prudence and

care.
b) Stakeholders would have the ability to remove board members for breach of

fiduciary duty or failure to comply with governing legislation.
c) The retirement boards would be required to establish detailed conflict of interest

policies and procedures for board members and retirement staff that reflect the
unique needs of public retirement systems, and that cover any relevant risks not
already addressed by state and municipal legislation (e.g. the Fair Political
Practices Act).

d) The retirement boards would be required to have an audit committee containing
at least one independent board member with a strong accounting or audit
background

A Single Administrative Body: If the above safeguards are established -
particularly the requirements that the City appoint a majority of the retirement board

-5-
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members and that those board members be independent and highly qualified - then
the City should grant the retirement boards broader authority to administer the
retirement systems. This would include the ability to establish an operating budget,
appoint and direct retirement system staff, set staff compensation, and appoint all
necessary advisors and service providers. This is in contrast to the current San Jose
governance model, in which administrative authority is split between the retirement
boards, City Council, and the City Manager, with no one party having both the
authority and resources to fully and properly administer the systems.

If proper safeguards are established, and the City nevertheless continues to limit the
authority of the retirement boards, the fOllowing negative long-term consequences
are likely:
¯ Fiduciary accountability would be weakened due to the fact that there will be

three separate parties with fiduciary responsibility for the systems, and no party
will have both the decision-making authority and the resources to properly
administer the System. In effect, no party could effectively be held accountable
for the performance of the retirement systems.

¯ It would make it difficult to attract high calibre, independent individuals to serve
as board members, as such individuals would expect or demand to have broad
administrative authority if they are to successfully achieve the investment and
funding objectives established by the City, and accept the personal liability
associated with being a fiduciary.

¯ It would create continuous dissatisfaction and mistrust among active and retired
plan members, as they would assume that if the City insists on maintaining
significant operational control of the retirement systems, despite the above

safeguards, it may have an,,ulter, ior motive.

Further details about our findings and recommendations are contained in the main body
of this report.

-6-
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The Mandate

Cortex Applied Research (Cortex) was retained by the City of San Jos6 to assess the
governance models of the two retirement systems sponsored by the City for its
employees. The two retirement systems include:

¯ The Federated City Employees’ Retirement System
¯ The Police and Fire Department Retirement Plan

The City directed Cortex to compare the retirement systems’ current governance models
to industry best practices, with a focus on the following issues:

¯ The composition and required competencies of the retirement boards
¯ The appropriateness of residency requirements for board members
¯ Board member remuneration
¯ Board authority and constraints

In addition, if Cortex found that the current governance models fall short of best
practices, Cortex was to recommend an alternative governance model that would better
serve the interests of all stakeholders.

Cortex was not directed to review the processes for determining or changing plan
benefits, evaluate the current plan design, or assess the manner in which the costs and
risks of the retirement systems are shared by plan members and the City.

Methodology

In conducting its review, Cortex undertook the following steps:
1) We reviewed governance-related documentation provided by City Administration or

available on the City website.
2) We conducted face-to-face or telephone interviews with various individuals

representing the stakeholders of the systems.2

3) We developed pension governance Pr!nciples for use in assessing the current
governance models and for recommending an alternative model.

4) We prepared a Report of Findings.

See Appendix B for a list of interviewees and a summary of the interview findings.
/

/
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5) We sought feedback from City Administration on the accuracy, clarity, and scope of
the Report of Findings.

6) We finalized the Report of Findings for submission to City Council and release to
other stakeholders.

Background3

The Federated City Employees’ Retirement System ("Federated") and The Police and
Fire Department Retirement Plan ("Police & Fire"/are defined benefit retirement Plans
serving the employees and retirees of the City of San Jose, California. 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 medical benefits, survivor benefits, and
permanent disability benefits to qualified members and their beneficiaries. The two
plans differ from each other in their eligibility requirements; employer and employee
contribution rates; eligibility for benefits for retirees’ spouses, dependents, and
beneficiaries; pension benefits and other related retiree benefits.

The Federated Board of Administration consists of seven members: two members who
are members of the Plan, one member who retired under the retirement plan provisions,
two San Jose City Councilmembers, one member from the Civil Service Commission,
and one member with banking or investment experience.

The Police & Fire Board of Administration Consists of seven members: one Police
employee and one Fire employee who are members of the Plan, one member who
retired under the retirement plan provisions, two San Jose City Councilmembers, one
member from the Civil Service Commission, and one member from City Administration.

Operating under the San Jose Municipal Code, the two pension plans are managed and
administered by their respective Boards of Administration. The Boards’ specific duties
include: consideration of requests for retirement, administration and investment of the
retirement funds, determining eligibility for membership in the pension plans, and
determining employees’ eligibility for retirement benefits. In fulfilling their fiduciary
responsibilities, the Boards enlist outside consultants for a variety of professional
services. The Boards possess broad and flexible investment authority, and they also
possess the authority to make reasonable rules for the administration of the pension
plans.

3 Source: City of San Jos~ website.
/
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Under the City of San Jose Municipal Code, the Director of the City of San Jose
Department of Retirement Services is the Secretary of the Boards of Administration for
both Plans and is responsible for supporting both Boards. The Director is an employee
of the City, who reports to the City Manager.

Investment Performance & Contribution History

The city retirement systems combined have 11,612 active members, retirees and
beneficiaries (as of June 30, 2008) and have approximately $3.2 billion in assets (as of
March 31, 2009). The financial performance, health, and security of the systems are
important to the lives of plan members and their beneficiaries, as well as to the citizens
of San Jos6. Given the size of the assets involved, the investment performance of the
systems has a significant impact on the finances of the City. As background, the
following tables summarize current funding and contribution levels for the two systems,
as well as recent investment performance,’~

99.7%

76.0%

18.31% 4.28% 21.61% 8.18% 24.12% 8.62%
5.70% 5.07% 5.28% 4.78% 4.19% 3.78%
24.01% 9.35% 26.89% 12.96% 28.31% 12.40%

4 All data was provided by City Administration.
/
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Market Value Net Rate of
Return (1 yr.)

$2.561 Billion -18.4%
$2.047 Billion

$514 Million

$1.774 Billion
$1.434 Billion

Rbturn (1 yr.)

-17.0%

$340 Million

~u~mg~tti $854 Million

City Administration also provided us with forecasted contribution rates for the Police and
Fire Pension Plan for fiscal years 2009/10 to 2014/15, as prepared by the system’s
actuary. The data indicate that City contributions are forecasted to rise to 50% of payroll
(from the current rate of 28.31%) under optimistic assumptions and are forecast to rise
to 60.9% of payroll under baseline assumptions.

The above tables and information suggest that pension contributions represent a
sizeable portion of the City’s operating budget and are forecasted to grow considerably
in the coming five-year period. Even small variations in contributions can dramatically
impact the City’s operations. Accordingly, i’f is’ clearly in the best interests of the City that
the systems be strongly positioned from a governance perspective to effectively manage
the financial risks of the systems and achieve strong performance. This is also true from
the perspective of members and retirees, for, while the City serves as the ultimate
guarantor of pension benefits, such a guarantee only has value to beneficiaries if the
City remains solvent.

-10-
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Analytical Framework

Most North American public retirement systems were established in the early or mid-
twentieth century, and their fiduciary governance models understandably reflected then
prevailing circumstances which included:

¯ A relatively simple investment industry where available investments were largely
limited to publicly traded domestic stocks and bonds.

¯ Most public retirement funds invested only in U.S. treasury securities. Some public ’
funds were initially unfunded, and therefore had no assets at all.~

¯ Stakeholders were primarily focused on ensuring that plan members received the
benefits they were entitled to. Fiduciary oversight of investment programs likely
received less consideration, apart from the application of basic trust law concepts.

¯ Professional and academic knowledge of pension finance was rudimentary, having
not been fully developed until the 1970s.

Apart from common law, the stakeholders who designed the initial governance models of
today’s public retirement systems likely had few standards to guide them. Today,
however, in reviewing the governance models of the San Jose retirement systems,
Cortex was not only able to rely on its own experience working with dozens of public
retirement systems, but also on principles and criteria drawn from a number of sources
published around the world in recent decades. These include:

¯ Employee Retirement Income Security Act (ERISA) (U.S.)
¯ The Uniform Management of Public Employee Retirement Systems Act (UMPERSA)

and the Uniform Prudent Investor Act (UPIA) (U.S.)
¯ The Clapman Governance Principles (UoS)
¯ The OECD Guidelines for Pension Fund Governance (OECD)
¯ The Myners Report on Governance~(U~K.)
¯ CAPSA Pension Governance Guidelines (Canada)

The principles we used to assess the governance models of the San Jose retirement
systems are described below:

5 An unfunded plan can be a pay-as-you go plan, in which benefits to retired members are paid
with contributions received from active members (e.g. Social Security). Alternatively, the fund
may in effect hold promissory notes issued by the sponsoring government entity.
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A pension governance model must satisfy four fundamental principles. These include:

1) Recognition of Multiple Stakeholders: The model must recognize that there are
multiple stakeholders in a public retirement plan. These typically include:
a) Current and future active plan members and retirees.
b) Current and future taxpayers, as represented by their elected officials and public

administrators.

2) Acknowledgement of Legitimate Interests: The model must acknowledge that
each stakeholder group has legitimate interests in the retirement system that need to
be protected in order for the retirement system as a whole to be successful.
a) Current active and retired plan members contribute to the retirement system and

therefore need to be confident that the benefits promised to them are secure and
will be paid when due.

b) Taxpayers have an interest in ensuring they do not bear unnecessary risk to
guarantee the promised pension benefits, given that they must fund pension
deficits through either tax increases or reductions in public services.

c) Future plan members and taxpayers are unable to express or defend their
interests in the retirement plans. However, they have a legitimate interest in
receiving equitable treatment in respect of the retirement systems. This is
sometimes referred to as intergenerational equity; and is a primary concern in the
effective management of endowment funds.~ It is, however, also important for
public retirement systems. If a retirement system is well managed, current and
future plan members should receive similar pension benefits at comparable
costs, and current and future taxpayers should pay comparable amounts and
bear comparable risk with respect to the pension benefits of their City
employees.

In the case of San Jos6, we understand that a two-tier benefit system is being
contemplated, which would suggest that future employees may not, in fact,
receive the same level of benefits as current employees. And given expected
future contributions to the city retirement systems, it also appears that future
taxpayers may have to pay more towards the pensions of City employees than

current and past taxpayers, While.,. !here may be many reasons behind the
potential failure of the City’s retirement systems to achieve intergenerational

6 See Appendix A-1 - Yale University Endowment Fund, for details about the Yale Endowment

Fund’s governance structure.
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equity, the current governance model is almost certainly one of them and needs
to be changed to prevent further inequities in the future.

Accountability Safeguards: A pension governance model must provide effective

safeguards to assure all stakeholders that their interests in the retiremen.t system will
be adequately protected. If the governance model fails to provide such safeguards,
stakeholders will likely seek to protect their interests in other ways, which will
inevitably lead to ineffective organizational and decision-making structures,
contentious relationships among stakeholders, and poor performance by the
retirement systems. For example, sponsors may attempt to retain significant
authority to administer the retirement systems (e.g. approval of operating budgets
and hiring retirement system staff), t~us severely weakening fiduciary accountability
for the retirement systems. Similarly, plan members and retirees may scrutinize and
question all investment and benefit decisions to a far higher degree than they would
otherwise, thus potentially straining stakeholder relations and unnecessarily diverting
the attention of the retirement boards from their fiduciary duties. (Note that Cortex is
not suggesting that public retirement boards should not be subject to the scrutiny of
members and retirees. On the contrary, we would suggest that constructive scrutiny
on the part of members and retirees is highly beneficial.)

Accountability safeguards should include the following:

A) The governance model should recognize that the assets of a retirement system
are held in trust solely to secure the benefits already promised to members. And
furthermore that the members are entitled to the protections afforded under trust
law to maximize the likelihood that they will receive the benefits promised. A
governance model should clearly designate the members of the retirement board
as fiduciaries, subject to fiduciary.,standards and duties, which are among the
most stringent under the law. :

B) The composition of a retirement board must reflect the relative risk/reward
exposure of active members, retired members, and taxpayers. Where risks and
rewards are shared equally, equal representation by stakeholders on the
retirement board is appropriate. Where one party bears a disproportionate share
of the risk involved, it should have majority representation on the fiduciary board.

C) The governance model should allow stakeholders the ability to remove their
respective appointees from the retirement board for failure to act in accordance
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with their fiduciary responsibilities or to meet the requirements of the governing
legislation.

The governance model should ensure that the fiduciary board will, as a whole,

possess substantial knowledge, expertise, and experience that are d.irectly
relevant to the oversight of a public retirement system. At a minimum, the City
should ensure that the individuals it appoints to the retirement boards are
strongly qualified for the position and should include individuals who as a group:

i. Possess in-depth knowledge of asset/liability management, pension
finance, accounting, auditing, actuarial science, risk management, and
law.

ii.

iii.

Have significant senior executive or board level experience with large
organizations, particularly in the financial services, health and welfare, or
benefits industries.
Have demonstrated a capacity for strong judgment, strategic thinking, and
leadership.

The governance model sl~ould ’’’’ ~minimize the existence of, or potential for,
conflicts of interest on the fiduciary board. Conflicts involving one’s stakeholder
interests can be just as detrimental to the proper functioning of a retirement
board as conflicts involving personal financial gain from investments or other
financial transactions.

Accordingly, both types of conflicts should be minimized in order to best position
the fiduciaries to focus fully and freely on the administration of the System in the
best interests of the members and beneficiaries as a group. Conflicts are
reduced or mitigated by:

i) Separating to the extent possible fiduciary functions and settlor functions.
All fiduciary responsibilities should rest with a designated fiduciary board
(i.e. the retirement boards) and all settlor functions should reside solely
with the stakeholders (the sponsor, taxpayers, plan members, and
retirees) and be resolved outside the fiduciary arena.

ii) Selecting board me’mbe~:s.who are less likely to have opportunities to
profit personally from their position on the board, and yet still have the
requisite knowledge and expertise to perform the duties of a trustee.

iii) Discouraging economically targeted investing.
iv) Requiring stringent conflict of interest policies and disclosure provisions

for both retirement board members and staff.
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The governance model should require the retirement board to provide
comprehensive and regular reporting to stakeholders on, at a minimum:

i.
ii.
iii.

Performance relative to investment and funding objectives.
General investment performance with attribution analysis.
Compliance with policies, particularly those pertaining to conflicts of
interest, ethics, and travel.
Compliance with investment and benefit delivery policies and procedures.
External and internal auditfindings.

4) A Single Administrative Body: If the above safeguards are established to protect
the interests of the plan sponsor - in particular, that the plan sponsor will be able to
appoint a majority of retirement board members and will be able to appoint
individuals who are independent of stakeholders and highly qualified for the position
- then the fiduciary boards should be granted broad authority to administer the
retirement system, including the ability to establish an operating budget, appoint and
direct retirement system staff, set staff compensation, and appoint all necessary
advisors and service providers.7

Assessment of the Current San Jose Pension Governance Models

This section of the report contains the results of our assessment of the San Jose
pension governance models relative to the; principles set out above.

Cortex concluded that the current governance models of the City of San Jose retirement
systems have numerous weaknesses. In particular, the models provide numerous
safeguards for plan members but very limited safeguards for taxpayers and the City. As
a result, the City has instituted a decision structure in which the City retains significant
authority to administer aspects of the retirement systems, rather than granting such
authority to the retirement boards. Such a structure does not support the long-term
health and success of the retirement systems.

The safeguards that are in place are primarily intended to protect plan members and
include:

7 The fiduciary board would be free to retain the services of City departments to meet some or all
of the needs of the retirement system, as the fiduciary board deem appropriate, but would not be
required to do so.
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The benefits must be funded in accordance with actuarial standards, and the assets
of the retirement systems are held in trust and may only be used for payment of
promised benefits to beneficiaries and reasonable administrative expenses. Section
3.28.350 of the City Municipal Code states that:

"The assets of the retirement plan are trust funds and shall be held for the
exclusive purposes of providing benefits to members of the plan and their
beneficiaries and defraying reasonable expenses of administering the
system ."

The pension plans and funds are administered by separate retirement systems.
These systems are governed by retirement boards consisting of individuals who are
fiduciaries and, as such, are subject to fiduciary duties and standards. Section
3.28.350 of the City Municipal Code imposes a prudence person fiduciary standard
on the members of the city retirement boards. It states:

"The board shall discharge its duties with the care, skill, prudence and
diligence under the circumstances then prevailing that a prudent person
acting in a like capacity and familiar with these matters would use in the
conduct of an enterprise of like character and with like aims."

The governance models lack a number of accountability safeguards that would protect
taxpayers and further protect plan members. These are discussed below:

1) The City is not able to select a majority of the members to the retirement boards,
despite being the final guarantor of the benefits.

The City and taxpayers of San Jose bear the ultimate funding risk associated with
the retirement plans. That is, in the event of negative investment or liability
experiences, the City would be required to fund any shortfall that arises in the

Systems. One might argue that if the l~ity were ever required to make additional
contributions to the systems due to funding shortfalls, it would likely attempt to
recover such contributions during future salary negotiations. While this may be true
in the case of relatively minor shortfalls, experience suggests it would be highly
unlikely, if not impossible, in the event of extraordinary losses. Accordingly, the City
and taxpayers do serve as the ultimate guarantor of the pension benefits, and
members are only at risk in the event the City should enter bankruptcy protection.
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The retirement boards are not currently required to have a substantial number of
board members with relevant expertise or experience.

Currently, the City Municipal Code requires that the Board of the Federated City

Employees’ Retirement System have only one member with relevant ex.perience,
specifically in banking or investments. Similarly, the Board of the Police and Fire
Department Retirement Plan is required to have only one member with relevant
experience, specifically someone who holds a position in the City Administration at a
level of Deputy Department Head or higher and who has experience in the
investment or management of public funds, retirement funds, institutional funds, or
endowment funds.

3) The composition of the retirement boards is not sufficiently free of conflicts of
interest, as demonstrated by the following features of the boards:
a) Only the Board of the Federated City Employees’ Retirement System is required

to have even a single board member who is independent of the stakeholders.
This is insufficient to ensure an independent board.

b) Both retirement boards are required to have Council Members serving on them.
When acting in their fiduciary capacity as retirement board members, these
individuals inevitably must decide on matters in which the interests of the
retirement system and those of the City conflict. For example, when setting
policies affecting contributions, Council Members must potentially decide
between the City’s desiref0r "~lower, contributions on the one hand and members’
desire for benefit security on the other.

c) Both boards are also required to have board members who are active or retired
members of the plans. When acting in their fiduciary capacities, these individuals
are also inevitably required to make decisions where the interests of the System
conflict with those of the City. For example, when setting the asset allocation of
the Fund, the interests of the System and the retirees are in conflict. An asset
allocation policy with greater expected risk and return characteristics may
generate excess returns and therefore support benefit payments from the
Supplemental Retiree Benefit Reserve (SRBR). If, however, the decision yields
negative returns, the City would be required to fund the resulting deficit.

Cortex is not alone in making the above observations. During our interviews, we
found that some stakeholder representatives from each of the stakeholder groups
were similarly concerned about the conflicts of interest that are inherent in the
current board structures.

-17-



4)

City of San Jos6 Retirement Systems- Govemance Review
Cortex Apptied Research Inc.

Members and retirees do not have the ability to remove board members they elected
to the boards for breach of fiduciary duty or failure to comply with the City Municipal
Code. In the course of our interviews, this concern was shared by at least one
interviewee representing plan members.

5) Though under the Municipal Code the retirement boards appear to have
responsibility for administering the retirement systems, such responsibility is in fact
shared among three parties: the retirement boards, the City Manager, and City
Council. This shared accountability arises because the City Manager hires and
directs the Director of Retirement Services who is responsible for administering the
daily operations of the retirement systems, and the City Council approves the
operating budgets of the systems. From an organizational perspective, this situation
is problematic for the following reasons:

a) Fiduciary accountability is weakened due to the fact that there will be three
separate parties with fiduciary responsibility for the systems: the retirement
boards, the City Manager, and City Council. No party will have both the decision-
making authority and the resources to properly administer the System. In effect
then, no party can truly be held accountable for the performance of the systems.
Should the performance of either retirement system fall short of expectations, it is
quite possible that the City may claim the retirement boards are at fault, while the
retirement boards in turn may claim that the City is at fault for not allowing the
boards the autonomy to make decisions or spend necessary resources.

During our interviews with stakeholders, the fact that the retirement boards
currently do not have full authority and resources to administer the retirement
systems was repeatedly raised as a significant concern. Members and retirees

appeared to be most concerned wilth the boards’ lack of authority to hire and
direct the Director of Retirement Services.

b) The current organizational structure makes it difficult to attract high calibre,
independent individuals to serve as board members, as such individuals would
expect or demand to have broad administrative authority if they are to
successfully achieve the investment and funding objectives and accept the
personal liability associated with being a fiduciary.
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c) It creates the potential for continuous dissatisfaction and mistrust among active
and retired plan members, as they would assume that if the City insists on
maintaining significant operational control of the retirement systems, despite the
above safeguards, it may have an ulterior motive.
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Cortex recommends the following alternative governance model, which we believe better
supports effective governance and oversight of the retirement systems and contains the

safeguards necessary to assure all stakeholders that their interests will be protected.

1) The governing statute would continue to state that the assets of the Trust Funds are
to be held in trust for the members and beneficiaries of the plans, and as such are
not to be directed to any other use. Furthermore, the members of the retirement
boards should continue to be held to fiduciary standards of care and loyalty.

2) The Boards of each retirement system would continue to consist of seven members8,

however:
a) Four members, a majority of the Board, would be appointed by City Council,

reflecting the fact that the City and taxpayers bear the ultimate financial risk
associated with the funding of the retirement systems. These individuals should:
i) Be independent of the City. By this we mean that they should be neither

employees of the City nor have significant, direct commercial relationships
with the City.

ii) Possess high levels of knowledge, expertise, and experience relevant to the
administration of a public retirement plan. While there may be a need to
emphasize investment and funding matters, it is important that the boards
also possess members with relevant knowledge of benefits, accounting,
operations, law, and human resource management. Examples of individuals
with relevant backgrounds include:
(1) Senior executives of insurance or banking companies with asset/liability

management experience.

(2) Senior executives or professionals with audit, accounting, legal, actuarial,
investment, or risk management backgrounds.

(3) Academics in the fields of finance, actuarial science, law, or accounting.
(4) Senior executives in financial services, health and welfare, or benefit

delivery organizations with technology, operational, or custody
backgrounds.

b) Two members would be selected by active members.
c) One member would be selected by retired members.

The board members selected by active and retired members could be members of
the Plan, but this would not be a requirement. Similarly, they could have relevant

See Appendix A-3 - San Diego City, which recently implemented a similar structure.
/
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expertise similar to that possessed by the City appointees, but this also would not be
a requirement. Given, however, the complexity involved in effectively overseeing a
multi-billion dollar retirement system, we believe that active and retired members will
recognize the value of being able to select independent and highly qualified
individuals to serve on the retirement boards, an option not available to them under
the current governance model.9

3)

The process for recruiting candidates to serve on the retirement boards should be in-
depth and rigorous. Stakeholders should not rely solely on a candidate’s credentials,
but should undertake comprehensive due diligence including interviews, background
checks, and references, and most importantly, ensure that candidates fully
understand what is expected of them. Many of the stakeholders we interviewed
suggested, and Cortex fully agrees, that a candidate’s commitment, attitude,
integrity, and judgement are as important as their knowledge and expertise. These
characteristics cannot be discerned simply by reading a r~sum6. Some of the more
progressive retirement systems we are aware of, in fact, establish independent
nominating committees to recruit and recommend candidates for appointment to the
retirement board.1°

If the above safeguards protecting the City’s interests are established, the City

should grant the retirement boards broader authority to administer the retirement
plans including:11

i) The authority to establish the operating budget of the system, including
salaries;

ii) The authority to hire and direct the Chief Executive Officer of the System,
who in turn should have the authority to hire and direct the necessary staff to
administer the System;

iii) The authority to hire all service providers and advisors necessary to
administer the System. The boards, however, could retain the services of the
City Attorney and other City departments to meet some or all of the needs of
the retirement systems, but would not be required to do so.

4) To enhance stakeholders’ ability to recruit trustees who are qualified, independent,
committed, and have the necessary time to devote to the retirement boards:

9 For examples of other institutional fund with Strong professional boards, see Appendix A

describing the boards of Yale, the United Mine Workers, Delaware Retirement System, CPP
Investment Board, Ontario Teachers Pension Plan, and the National Railroad Retirement
Investment Trust.
lo See Appendix A-8 Canada Pension Plan Investment Board.
11 See Appendix A-4 Ontario Teachers’ Pension Plan and A-8 CPP Investment Board.
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Residency requirements for board members should not be overly restrictive; i.e.
residency should not be limited to San Jose, but should be expanded to include
the Bay Area, the State of California, and perhaps the western region of the
United States. Finding candidates who meet the criteria set out in our report will
be a challenge. Establishing a reasonably large pool of potential candidates to
choose from would therefore be advisable.
Board members who are not members of the plan should be compensated for
their service to the Board at levels commensurate with the significant
responsibilities, time commitment, and personal liability associated with the
position. Compensation to board members of U.S. public sector funds is typically
limited to certain out-of-pocket expenses and what might be considered an
honorarium. At large institutional funds in other sectors or countries, however,
examples can be found where board member compensation better reflects the
nature of the duties, responsibilities, and risks involved. Table IV describes
compensation amounts paid to board members of the Canada Pension Plan
Investment Board and the Ontario Teachers’ Pension Plan Board. We
understand that some Taft Hartley Plans pay similar levels of compensation, but
the data is not publicly available.

$25,000 $7,500 $1,500 $1,250
’ Approx.$24,000 ’$3,750 Approx.$1,300 $1,300

* Source: CPPIB Compensation Policy
**Source: OTPP 2008 Annual Report

Cortex has included the above tables for information purpose only and is not
providing a recommendation on the levels of compensation that should be paid to
board members of the San Jose retirement boards. The two systems above differ
from the systems in San Jose in a number of respects, not the least of which is their
significantly larger size. Specific compensation levels for San Jose should reflect the
circumstances and needs of San Jose.

The role of each retirement board should be clearly defined and understood by all
stakeholders as consisting solely of administering the benefits negotiated by the
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stakeholders; the Board’s role should not include the authority to create or change
the benefits; or advocate for, or take positions on, benefit improvements.12

Members and retirees of public retirement systems seldom fully appreciate that the
role of a retirement board is not to advocate for benefit enhancements but rather is to
prudently and faithfully administer those benefits that have already been agreed
upon. Our interviews with the stakeholders of the San Jos6 systems revealed a
similar finding. Nevertheless, we would suggest that a governance model that clearly
separates fiduciary and settlor functions, and is supported by education and
communications, will enhance stakeholders’ understanding of the various roles
involved in the retirement systems.

6)

7)

Plan members should be able to have confidence that the assets of the systems will
be allocated to investment opportunities that best meet the interests of the systems
and its members, and are within the risk parameters established by the City. This
concern was shared by at least one of the stakeholder groups we interviewed during
our review. Accordingly, the City Municipal. Code should discourage investments in
ventures that may benefit the City or economy of San Jos6 at the expense of the
systems. For example, such investments could require a super-majority vote of the
retirement board or be subject to other relatively high approval hurdles. Examples of
such investments may include real estate investment strategies intended to provide
concentrated exposure to the local economy; or infrastructure strategies specifically
intended to favor or target local infrastructure projects.

The governance model should require specific reporting to stakeholders on, at a
minimum, the following issues:
a) Reporting on the Boards’ success at meeting the investment and funding

objectives.
b) Investment performance and attribution.
c) Compliance with conflict of interest and ethics policies.
d) Compliance with benefit delivery policies.
e) Results of external and internal audit findings and follow up efforts.

f) Board member attendance, travel, and educational efforts.

With respect to reporting on fund performance relative to liabilities, there is currently
an important debate among professionals in the actuarial field as to the correct

12 See Appendix A-4 Ontario Teachers Pension Plan, A-6 Maryland State Retirement System,

and A-8 Canada Pension Plan Investment Board.
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method for valuing liabilities. The current methodology values the liabilities
independently from the assets, making risk management difficult. Another
methodology normally associated with Liability Driven Investing values both assets
and liabilities under the same methodology, greatly facilitating the risk management
process. Until this debate is resolved, we would recommend that the retirement
boards provide reporting to the stakeholders using both methods for valuing
liabilities. Once again, as the ultimate guarantor of the pension benefits, it is
important that the City, with the support Of a designated department within the City,
become highly knowledgeable of this important issue in order to fully understand the
implications for the City’s finances.

8) The governance model should provide members and retirees the ability to remove
individuals they have appointed or elected to the retirement boards for failure to act
in accordance with their fiduciary duties or failure to carry out the requirements of the
governing legislation. If the retirement boards are to be granted broad authority to
administer the retirement systems and affect stakeholders’ interests, stakeholders
require the ability to remove, for cause, any individual they have appointed or elected
to the boards. While most U.S. public fund governance models lack such a provision,
it is found at other types of institutional funds (e.g. Taft-Hartley benefit plans).13

See Appendix A-2 United Mineworkers Retirement Trust.
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Appendix A
Industry Best Practices

Cortex believes that due to historical and other reasons noted in this report, the public
fund governance models commonly found i.n North America are inconsistent with the
tenets and principles we have applied in our analysis and recommendations.14

Nevertheless, there are examples of progressive public retirement systems and other
institutional funds that do comply with some of the tenets and principles we have put
forward in this report.

It should be noted that, in most cases, these progressive systems were established or
re-designed in the last 20 years. In some cases, the systems had, until recently, been
unfunded and administered directly by the plan sponsor without a fiduciary board.15 In
other cases, the system or the retirement board underwent a major negative experience
that caused the stakeholders to review and significantly change the governance model
of the system. In both situations, the stakeholders were able to take a fresh look at their
fiduciary governance models and apply all available knowledge and experience
accumulated to date in designing the most effective governance model possible.

In the following pages, we briefly describe relevant features of the governance models of
a number of funds we believe are consistent with at least some aspects of Cortex’s
recommended model. The examples include public retirement systems, multi-employer
union systems (i.e. Taft-Hartley plans), and a highly regarded university endowment
fund. The examples are drawn from the United States with the exception of two large
and highly regarded Canadian public retirement systems.

The systems are listed below in reverse alphabetical order along with key features. More
detailed overviews of each fund can be found in the following pages.

14 There are thousands of public retirement systems in the United States; Cortex is familiar with at
most several hundred large and medium sized systems. Accordingly, while we cannot claim to
have first hand experience with every System inthe United States, we believe the funds we are
familiar with are reasonably representative of the broader universe of public funds.
15 Such systems might be funded on a "pay-as-you go" basis or are essentially funded by non-
marketable loans issued by the sponsoring government entity.

!
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Yale Corporation ¯ An example of a fiduciary body whose composition contains a
Investment Fund (U.S) very significant proportion of independent, expert m.embers.

¯ It is also a good example of a governing fiduciary body that is
truly focused on policy; i.e. the Investment Committee meets only
quarterly and focuses on investment policy, strategy, and
monitoring; and does not get involved in the operational and due
diligence aspects of fund management.

United Mine Workers of
America Combined

¯ An example of a fiduciary body whose composition contains a

Benefit Fund (U.S) high proportion of independent experts.

San Diego City (U.S.) ¯ An example of a plan sponsor that recently reviewed the
composition of its retirement board. The new composition is
similar in structure to that being recommended by Cortex.

Ontario Teachers’ ¯ A good example of fiduciary board comprised of a high number of
Pension Plan (Canada) independent highly qualified individuals.

¯ A strong reputation for being highly focused on managing assets
so as to maintain a close relationship to the plan liabilities.

¯ The Board has full authority to administer all aspects of the
System including budget authority and the authority to hire staff
and establish their compensation.

¯ Board members also receive significant compensation in line with
the scope and nature of their duties.

National Railroad ¯ An example of a trust that is:
Retirement Investment o designated as independent of the sponsors
Trust (U.S) o contains a high proportion of independent experts

o Governing legislation provides that the Railway Retirement
Board (the entity on behalf of which the Trust manages
assets) may bring a civil action to enjoin any act or practice of
the Trust that violates the provisions of the Act or to enforce
any provision of the Act.

Maryland State ¯ An example of a board with some experts and with independentl
Retirement System (U.S) qualified advisors to support it, particularly on investment matters.

¯ Noteworthy provisions include:
a. Board prohibited from advocating for benefits
b. Statut.ory minimum levels of continuing education
c. The legislation provides for an incentive compensation

program and the CIO has corresponding statutory authority to
select investment managers.

Delaware Retirement ¯ An example of a fiduciary body with a high proportion of
System (U.S) independent experts
Canada Pension Plan ¯ A good example of fiduciary board comprised of a high number of
Investment Board independent highly qualified individuals.
(Canada) ¯ The Board has full authority to administer all aspects of the

System including budget authority and the authority to hire staff
and establish their compensation.

¯ Board members also receive significant compensation in line with
the scope and nature of their duties.

¯ Required by statute to have an audit committee and an
investment committee.
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Appendix A-I
Yale University Endowment Fund

The Yale University Endowment Fund had! total assets of $22.9 billion as of June 30,
2008. Yale Corporation, which is the senior policy-making body for Yale University, has
established an Investment Committee which is responsible for oversight of the
Endowment Fund, incorporating senior level investment experience into portfolio policy
formulation.

Yale Corporation Investment Committee

The Yale Corporation Investment Committee consists of at least three Fellows of the
Corporation and ten other persons who have particular investment expertise. The
Committee meets quarterly, at which time members review asset allocation policies,
Endowment performance, and strategies proposed by Investments Office staff. The
Committee approves guidelines for investment of the Endowment portfolio, specifying
investment objectives, spending policy, and approaches for the investment of each asset
category.

The 13 members of the Investment Committee are:

Douglas A. Warner, Chairman
G. Leonard Baker
Joshua Bekenstein
Jeffrey Bewkes
Shauna King

James Leitner
Richard C. Levin, Ph.D.
Henry F. McCance
William I. Miller
Ranji Nagaswami, MBA

Honorable Barrington Parker LLB

Dinakar Singh
Fareed Zakaria

Former Chairman, J.P. Morgan Chase & Co.
Managing Director, Sutter Hill Ventures
Managing Director, Bain Capital
Chairman and CEO, Time Warner Inc.
Vice:President Finance & Administration, Yale
University
President, Falcon Investment Management
President, Yale University
Chairman, Greylock Management
Chairman, Irwin Financial Corporation
Senior Managing Director and Chief Investment
Officer, AllianceBernstein Investments
Judge, United States Court of Appeals for the
Second Circuit
CEO and Founding Partner, TPG-Axon Capital
Editor, Newsweek International
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Appendix A-2
United Mine Workers of America Combined Benefit Fund

The UMWA Combined Benefit Fund was established by federal law under the Coal
Industry Retiree Health Benefit Act of 1992 (Coal Act). Effective February 1, 1993, the
UMWA 1950 Benefit Plan and Trust and the UMWA 1974 Benefit Plan and Trust were
merged into the Combined Fund.

Board of Trustees

The board of seven trustees who are the plan administrator makes all major policy
decisions for the Combined Fund and draft Plan and Trust documents. The duties of the
trustees include collecting premiums and Other funds owed to the Combined Fund,
interpreting the provisions of the plan to pay benefits and investing the assets of the
trust.

As required by the Coal Act, the UMWA appoints two trustees, the Bituminous Coal
Operator’s Association (BCOA) appoints one trustee and the three largest coal operators
which were formerly signatory to the National Bituminous Coal Wage Agreements
(previous to the National Bituminous Coal Wage Agreement of 1988) appoint one
trustee. The remaining three trustees are selected by the other four.

The current Board members are:

Michael H. Holland (co-chair) and Michael W. Buckner - appointed by the UMWA
Elliot A. Segal (co-chair) and Daniel L. Fassio - appointed by the BCOA
William P. Hobgood, Carl E. Van Horn and Gail R. Wilensky - the three additional
trustees, one a former head of US Health Care Financing Administration (Medicare
and Medicaid), another a former Congressman who had served 20+ years on Health
and Human Services Committee, and the third a former United Airlines executive
and Under Secretary of Labor who had resolved major strikes in the mining industry.
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Appendix A-3
The City of San Diego

Readers may be aware of the financial and pension crisis that became evident in the
City of San Diego in the early part of this decade. The details of the crisis and the
eventual outcomes are complex, voluminous, and outside the scope of Cortex’s report.
Some of the events involving the San Diego crisis, however, involved the fiduciary
governance model of the San Diego City Retirement System and are instructive for the
City of San Jos6.

In April 2001, the Mayor Richard Murphy appointed a Blue Ribbon Committee consisting
of nine private citizens to assist the Mayor and City Council in evaluating the fiscal health
of the City of San Diego. One of the issues the Committee decided to address was the
City’s pension system.

The Committee issued its final report of findings in September 2004. Among the many
recommendations were several regarding the governance of the City retirement system:

The Committee concluded that while both employees and the City make contributions to
the Plan, "only the City acts as the final guarantor of all benefits paid by the Plan. This
ultimate guarantee of the Plan’s ability to pay the agreed-upon benefits means that he
primary, if not the sole, stakeholder in the operations of the Plan itself are the citizens of
the City of San Diego."

The committee expressed two concerns about the governance of the City’s retirement
system, one involving the independence of retirement board members and the other
involving the qualifications of board members: First, the composition of the retirement
board members made it possible for the City to fund its current operating budget at the
expense of the retirement plan as long as the ramifications to the Plan were not severe
over the short-term. Second, the composition of the Board did not ensure the Board
would possess the necessary technical skills to understand the complex issues that are
present in the administration of the Plan and ask meaningful questions of the trained
professionals hired or retained to administer the Plan.

The Blue Ribbon Committee concluded that the Plan, the beneficiaries, and the City
would be better served by a Board composed of qualified professionals who have no
vested interest in the Plan.

The Committee recommended that the composition of the Retirement Board should be
changed to "seven members appointed by the City Council. The members would serve
with staggered terms of four years each, with a two consecutive term maximum. Such
appointees will have the professional qualifications of a college degree and/or relevant
professional certifications, fifteen years experience in pension administration, pension
actuarial practices, investment management (including real estate), banking, or certified
public accounting. Such appointees Will be U.S. Citizens and residents of the City of San
Diego but cannot be City employees, parti£ipants (direct or indirectly through a direct
family member) of the SDCERS, nor a union representative of employees or
participants, nor can such appointees have any other personal interest which would be,
or create the appearance of, a conflict of interest with the duties of a Trustee."
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In August 2006, a report of the Audit Committee of the City of San Diego (the Kroll
Report) was completed and delivered to the City of San Diego.

The Kroll Report addressed a wide range of issues involving the City of San Diego    ~,
pension crisis and the operation of the City’s retirement system, including
recommendations on the governance of the retirement system. The Kroll report believed
that the recommendations of the Blue Ribbon Committee concerning board composition
were substantially correct. The Kroll Report agreed that the Board should be composed
of qualified professionals with experience in the management of investment funds, as
well as an understanding of and a commitment to the fiduciary responsibilities owed to
the System’s retirees and employees. At.the same time, the Kroll report argued that the
employees and retirees, whose contributions helped build the System’s assets, have a
direct financial interest in the System’s welfare and that interest is deserving of respect.
Accordingly, the Kroll report recommended that the composition of the Board of
Administration of SDCERS should consist of nine members, including five members who
should be appointed by the Mayor and confirmed by the City Council. The Report
recommended that the Mayoral appointees meet similar educational and professional
backgrounds as recommended by the Blue Ribbon Committee.

The City Council appears to have implemented a board governance model resembles
that recommended by the Kroll Report. The current composition of the Board is:
7 Members
1 Active Fire Safety Member
1 Active Police Safety Member
2 Active General Members
1 Retired Member
1 City Management Employee

Appointed by Mayor and confirmed by City Council
Elected by Active Fire Safety Members
Elected by Active Police Safety Members
Elected by Active General Members
Elected by Retired Members
Appointed by Mayor
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Appendix A-4
Ontario Teachers’ Pension Plan

With $87.4 billion in net assets at December 31, 2008, the Ontario Teachers’ Pension
Plan (Teachers’) is the largest single-profession pension plan in Canada. An
independent corporation, it invests the pension fund’s assets and administers the
pensions of 284,000 active and retired teachers in Ontario.

Plan Governance

The Ontario Teachers’ Pension Plan Board is an independent corporation (without share
capital) established on December 31, 1989, by the Teachers’ Pension Act (Ontario). This
Ontario statute requires the corporation to administer the pension plan, manage the
pension fund, and pay members and their survivors the benefits promised.

Pension Plan

Plan Sponsors

The pension plan is sponsored by the Ontario Teachers’ Federation (OTF), representing
teachers, and the Ontario government, which matches teachers’ contributions. Under the
Teachers’ Pension Act (Ontario), the plan sponsors are jointly responsible for ensuring
the plan remains fully funded over the long term and for setting plan benefits and
contribution levels. In addition to making plan funding decisions, the plan sponsors alsoappoint the pension plan’s board members.,

The Teachers’ Pension Act (Ontario) provides for the joint management of the pension
plan by the Ontario government, through the Minister of Education, and the executive of
the Ontario Teachers’ Federation ("the partners").

Signed by the plan sponsors as partners, an agreement signed by the partners effective
January 1, 1992, sets out the terms of joint management. The partners are jointly
responsible for plan losses and gains. A six-member partners’ committee is responsible
for changes in plan design and benefit levels. The agreement deals with appointments of
board members and delineates the board’s powers and duties other than those set out in
legislation. The members of the partners’ committee are not members of the board.
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Board of Directors

Before 1990, the plan was administered by the Ontario government and restricted to
investing in non-marketable Government of Ontario debentures. In 1990, the
government established the Ontario Teachers’ Pension Plan Board as an independent
corporation overseen by a nine-member board, appointed equally by the pla’n sponsors,
the OTF and the Ontario government. The board is required to act independently of both
the plan sponsors and the plan’s management, and to make decisions in the best
interests of all beneficiaries of the plan.

Eileen Mercier, Chair

Jill Denham

Helen M. Kearns

Hugh Mackenzie

Louis Martel

Guy Matte

Sharon Sallows

Bill Swirsky

Jean Turmel

A management consultant and the former senior vice-president
and chief financial officer of Abitibi-Price Inc. She holds an MBA
and is a Fellow of the Institute of Canadian Bankers and the
Institute of Corporate Directors.
Former vice-chair, CIBC Retail Markets. The Financial Post
named her one of the Top 50 Most Influential Women in Canada
for three consecutive years and, in 2004, U.S. Banker named her
the eighth most influential female banking executive in North
America.
President of Bell Kearns & Associates Ltd. and sits on numerous
not-for-profit boards. She is a former president of Nasdaq Canada
and served two terms as a director of the Toronto Stock
Exchange.
Runs an economic consulting business and has worked as an
economist in the public, non-profit and trade union sectors for
more than 30 years.
Managing Director & Chief Client Strategist for Greystone
Managed Investments Inc. He is a fellow of the Society of
Actuaries, a fellow of the Canadian Institute of Actuaries and a
Chartered Financial Analyst.
Former Executive Director of the Association des enseignantes et
des enseignants franco-ontariens.
Partner in Ryegate Capital Corp. A former executive at the Bank
of Montreal and MICC Properties, Ms. Sallows sits on the board of
RioCan Real Estate Investment Trust and is Chair of the Board of
Executive Risk Services. She has more than 30 years of business
experience.
Chartered Accountant and independent consultant. He is a former
executive of the Canadian Institute of Chartered Accountants and
a Fellow of the Institute of Chartered Accountants of Ontario.
President of Perseus Capital Inc. and former president of
Financial Markets, Treasury and Investment Bank for the National
Bank of Canada.

Board Committees

The board has established five standing committees: Investment Committee, Audit &
Actuarial Committee, Human Resources & Compensation Committee, Governance
Committee, and Benefits Adjudication Co.,.mmittee.

, ~
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Appendix A-5
National Railroad Retirement Investment Trust

The National Railroad Retirement Investment Trust (NRRIT, or "the Trust") was       ,
established pursuant to Section 105 of the Railroad Retirement Survivor’s Improvement
Act of 2001 (the "Act") that was signed into law on December 21, 2001. The Act set
February 1, 2002 as the date that the Trust was to become effective. The stile purpose
of the Trust is to manage and invest Railroad Retirement assets. The Act authorizes the
Trust to invest the assets of the Railroad Retirement Account in a diversified investment
portfolio in the same manner as those of private sector retirement plans. Prior to the Act,
investment of Railroad Retirement Account assets was limited to U.S. government
securities.

The Trust has no powers or authority over the administration of the benefits under
Railroad Retirement. Responsibility for administering the railroad retirement program,
including eligibility determinations and the calculation of beneficiary payments, remains
with the Railroad Retirement Board (RRB). The Trust is a tax-exempt entity independent
from the federal government.

Railroad Retirement Board

The Railroad Retirement Board (RRB) is an independent agency in the executive branch
of the Federal Government. The RRB’s primary function is to administer comprehensive
retirement-survivor and unemployment-sickness benefit programs for the nation’s
railroad workers and their families, under the Railroad Retirement and Railroad
Unemployment Insurance Acts.

The RRB is headed by three members appointed by the President of the United States,
with the advice and consent of the Senate. One member is appointed upon the
recommendation of railroad employers, one is appointed upon the recommendation of
railroad labor organizations and the third, who is the Chairman, is appointed to represent
the public interest.

The RRB and the National Railroad Retirement Investment Trust

The Trust and the RRB are separate entities. The RRB remains a federal agency and
continues to have full responsibility for administering the railroad retirement program,
including eligibility determinations and the calculation of beneficiary payments. The Trust
has no powers or authority over the administration of benefits under Railroad
Retirement. Under the Act, the Trust is required to act solely in the interest of the RRB,
and through it, the participants and beneficiaries of the programs funded under the
Railroad Retirement Act. The Act does not delegate any authority to the RRB with
respect to day-to-day activities of the Trust, but the Act does provide that the RRB may
bring a civil action to enjoin any act or practice of the Trust that violates the provisions of
the Act or to enforce any provision of the Act.

Board of Trustees

The Board is comprised of seven Trustees, three selected by railroad labor unions and
three by railroad companies. The seventh Trustee is an independent Trustee selected by
the other six Trustees.

- 34 -



City of San Jos6 Retirement Systems -Govemance Review
Cortex Applied Research Inc.

As of February 1, 2009, the Trustees selected by the rail labor unions are:

George J. Francisco, Jr.

Joel Parker

Walter A. Barrows

President of the National Conference of Firemen and
Oilers .- SEIU;
Special Assistant to the President and International Vice
President, Transportation Communications International
Union (TCU/IAM);
International Secretary-Treasurer of the Brotherhood of
Railway Signalmen.

The Trustees selected by the railroad carriers are:

Bernie Gutschewski
James A. Hixon

William Sparrow

Vice President for Taxes, Union Pacific Corporation;
Executive Vice President, Law and Corporate Relations,
Norfolk Southern Corporation;
CSX Corporation (Retired).

The Independent Trustee is John MacMurray, a pension fund professional with 30 years
of experience in the field.
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Appendix A-6
Maryland State Retirement and Pension System

The Maryland State Retirement and Pension System administers death, disability and
retirement benefits on behalf of more than 350,000 active and former State employees,
teachers, State police, judges, law enforcement officers, correctional officers and
legislators. The State of Maryland is the primary sponsor of this multi-employer defined
benefit system; over 100 local eligible governmental agencies voluntarily participate in
the System as well.

Board of Trustees

The System is managed by a 14 member Board of Trustees, with 6 members appointed
by the Governor, 5 elected by members, and 3 ex-officio members. The Board directs
the management of a multi-billion dollar investment portfolio, adopts the actuarial
assumptions necessary to properly fund the System, approves all disability retirements,
and adopts rules, regulations, policies, and procedures necessary to administer the
various plans.

Nancy K. Kopp

Peter Franchot

David S. Blitzstein

William D. Brown

John W. Douglass

T. Eloise Foster

James M. Harkins

Sheila Hill

Chairman, State Treasurer, Chairman of the Board of Trustees of
the Maryland Retirement and Pension Agency, Ex Officio since
February 14, 2002
Vice Chairman, State Comptroller, Ex Officio since January 22,
2007
As Special Assistant for Multiemployer Plans for the United Food
& Commercial Workers International Union (UFCW), Mr. Blitzstein
cu.rrently serves as a trustee on five Taft-Hartley pension funds
and two health funds representing a quarter of a million plan
participants.
Elected in 1997 by the Maryland State Teacher System
membership, both active and retired, and will serve in his current
term until 2009. Active in national teacher affairs, Mr. Brown is on
the Administrative Committee of the National Council on Teacher
Retirement, where he chairs the Research and Development
Committee.
Chosen in.a speci~l..e.lection to be an Employee Systems
representative by state employees to fill an un-expired term that
ended in 2007. He was subsequently reelected to a full four-year
term. Most recently, Mr. Douglass was Deputy Director of the
Maryland Department of Assessments and Taxation from 1995 to
2003.
Secretary of Budget and Management, Ex Officio since January
17, 2007
Former Harford County Executive and two-term member of the
Maryland House of Delegates, is the Director of Maryland
Environmental Service. A gubernatorial appointee to the Board, he
was re-appointed in July 2006 as the local government
representative.
Elected by state employees in October 2004. She has served as
president of AFSCME Local 1319 at the Patuxent Institution since
1997.
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F. Patrick Hughes A gubernatorial appointee to the Board of Trustees. Mr. Hughes
was President and Chief Executive Officer of Mid-Atlantic Reality
Trust (MART), a New York Stock Exchange listed company,
headquartered in Baltimore.

Morris L. Krome First elected to the Board by members of the Maryland State
Police Retirement System in 1998. A career officer with the State
police.

Theresa Lochte Represents active and retired members of the Teachers’
Retirement and Pension Systems.

Robert W. Schaefer A gubernatorial appointee to the Board. He received his B.S.
degree from the University of Baltimore and his M.B.A. from
Loyola College. He also is a Certified Public Accountant. Mr.
Schaefer spent 45 years with the First National Bank of Maryland
(now AIIfirst), the last 35 years as its senior financial officer.

Harold Zirkin A gubernatorial appointee to the Board. Mr. Zirkin is President of
Zirkin-Cutler Investments, Inc., a firm which provides investment
management services for individuals, pensions, retirement
accounts, foundations and charitable organizations.

Thurman W. Zollicoffer, Jr. - A partner in the Baltimore-based law firm Whiteford, Taylor
& Preston, is a gubernatorial appointee to the Board.

Board Committees

The Board has established three committees: an Investment Committee, an
Administrative Committee, and an Audi.t .Committee.

Public Advisors to the Investment Committee ~ Selected for 3 year term by the Board of
Trustees with approval of Board of Public Works:

Wayne H. Shaner

Brian B. Topping

Larry E. Jenning~, Jr.

Managing partner of Rockledge Partners, LLC located in
Bethesda, Maryland. In his prior position, Mr. Shaner was
managing director of the Lockheed Martin Investment
Management Company, a wholly owned subsidiary of the
Lockheed Martin Company where he managed the Bethesda
based parent corporation’s consolidated employees’ retirement
and saving plan assets. He earned an M.B.A. from the Wharton
School, University of Pennsylvania and awarded a CFA in 1983.
Since 1997, Mr. Topping has served as Vice-Chairman of
Mercantile Safe Deposit and Trust Company (MSDT). In addition,
he is a consultant to the Wealth and Investment Management
Division and co-manager of the Mercantile Growth and Income
Fund. After receiving a BA degree from the University of
Pennsylvania, he was awarded an MBA from the Wharton
Graduate Division in 1965.
Senior Managing Director & a founder, TouchStone Partners;
formerly a principa! of.Carnegie Morgan Partners ("CMP"), a
financial advisory firm to state and local governments. Prior to
forming CMP, Mr. Jennings spent over 7 years as an investment
banker at Legg Mason Wood Walker, Inc. rising to Managing
Director. Mr. Jennings received a BS in Mathematics and
Economics MBA at Carnegie Mellon University.
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Appendix A-7
Delaware Public Employees’ Retirement System

The State of Delaware Board of Pension Trustees administers the Delaware Public    ,
Employees’ Retirement System. The System consists of nine retirement plans and three
commingled pension funds. Each plan has a separate membership and differs
accordingly.

Board of Pension Trustees

Established by Chapter 55, Title 29, Section 8308, and is responsible for the general
administration of the Delaware PUblic Employees’ Retirement System which has control
and management of the state pension funds.

Philip S. Reese, Chair

Jan M. King
Robert W. Allen
Nancy M. Shevock
Helen R. Foster, J.D.
Gary Pfieffer
Ann Visalli

Former Vice President, Corporate Development and
Treasurer, Conectiv
Former Vice President and Treasurer, Hercules, Inc.
President, Allen Petroleum
Former Director, Delaware Transit Corporation
President, CTW & Consulting, Assoc., L.L.C.
State Secretary of Finance, ex-officio
Office of Management & Budget Director, ex-officio

Board Committees

The board has established three committees: an Investment Committee made up of two
trustees and four outside members, a Medical Committee of nine doctors, and an Audit
Committee with one trustee and five outside members.
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Appendix A-8
Canada Pension Plan Investment Board

The Canada Pension Plan Investment Board is a professional investment management.,
organization based in Toronto, Canada. Its purpose is to invest the assets of the Canada
Pension Plan which currently totals approximately $105.5 billion. The CPP Investment
Board was incorporated as a federal Crown corporation by an Act of Parlianient in
December 1997 and made its first investment in March 1999.

Mandate and Objectives
The mandate of the CPP Investment Board is set out in its legislation:
¯ To invest in the best interests of CPP contributors and beneficiaries
¯ To maximize long-term investment returns without undue risk, taking into account the

factors that may affect the funding of the Canada Pension Plan and its ability to meet
its financial obligations

¯ To provide cash management services to the Canada Pension Plan so that they can
pay benefits.

The CPP Investment Board cannot conduct any business or activity that is inconsistent
with these objectives.

Independence                             ~ ~.
The CPP Investment Board is a professional investment management organization,
operating in the private sector world of financial markets, with strong public sector
accountability. It operates independently of the Canada Pension Plan and at arm’s
length from federal and provincial governments that are jointly responsible for the CPP.

Oversight of the CPP Investment Board is provided by an independent board of
directors. This board, not governments, approves investment policies and makes critical
operational decisions, such as the hiring of the president and chief executive officer and
the setting of executive compensation. The board hires the president and CEO who, in
turn, hires and leads the management team. These investment professionals make
portfolio decisions within policies agreed to by the board of directors.

Accountability
While the CPP Investment Board operates at arm’s length from governments, it is
subject to very rigorous accountability requirements, some examples of which include:
¯ Annual report is tabled in Parliament by the federal minister of finance
¯ Annual audits by an independent external audit firm
¯ Review of the CPP and the CPP Investment Board by the federal and provincial

finance ministers every three years
¯ Special examination of our records, systems and practices every six years.
¯ If deemed necessary, the finance mi£ister also has the power to appoint a firm of

accountants to conduct an audit at any~time
¯ Public meetings in each participating province every two years

Board of Directors
The board is responsible for the stewardship of the CPP Investment Board, including
oversight of management. As fiduciaries, the directors are required to act honestly and in
good faith in the best interests of CPP contributors and beneficiaries. They must
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exercise the care, diligence and skill that a reasonably prudent person would exercise in
comparable circumstances. Directors must use their specialist knowledge in carrying out
their duties and are subject to higher standards of care in areas that relate to their
expertise.                                                                  ,

Robert M. Astley

lan A. Bourne

Robert Brooks

Pierre Choquette

Germaine Gibara

Michael Goldberg

Chair. Former president of Sun Life Financial Canada, former
president and CEO of Clarica Life Insurance Company. Director of
the Bank of Montreal and Chair of its human resources and
management compensation committee. Qualifications include
extensive senior management experience in pension and life and
health insurance financial services.
Retired executive vice-president and CFO of TransAIta
Corporation, a power generation company, and president of
TransAIta Power L.P. Thirty-eight years of experience in senior
finance roles at TransAIta, General Electric and Canada Post
Corporation. Qualifications include expertise in finance in major
corporations and international experience in Paris and London.
Was the Vice Chairman of the Bank of Nova Scotia before retiring
on October 31, 2008 after a 40-year career with that bank. During
his career Mr. Brooks carried out wide-ranging responsibilities for
risk management, treasury functions and various international
operations. Mr. Brooks obtained a Bachelor of Science at the
University of Manitoba in 1965 and a Master of Business
Administration at the University of Western Ontario in 1968.
Chairman, Methanex Corporation since 2003. Former CEO of
Methanex, serving for 10 years and credited with globalizing the
company’s asset base. Former President and CO0, Novacorp
International and former President of Polysar Inc. Former chair of
Gennum Corporation. 25 years of senior management experience,
concentrated in the natural gas and chemical industries.
President & CEO of.Avvio Management Inc., a management
consulting firm specializing in strategic planning and
commercialization of technology. Served in senior positions with
Caisse de depSt et placement du Quebec, TAL Global Asset
Management Inc. and Alcan Aluminum Ltd. Director of Sun Life
Financial, Cogeco Cable Inc., Cogeco Inc., Agrium Inc. and
Technip. Qualifications include expertise in public pension plan
investments with responsibility for private equity at Caisse de
depSt, in management of an international organization as former
president of Alcan Automotive Structures and in governance as
former chair, governance committee at Clarica Life Insurance Co.
Former Chief Academic Officer, Universitas 21 Global, an online
graduate school initiated by Universitas 21, an international
network of 20 research-intensive universities. Professor Emeritus
and former Dean of the University of British Columbia’s Sauder
School of Business, with 37 years on the UBC faculty. Ph.D.
(Economics) from the University of California at Berkeley.
Qualifications include expertise in global real estate investments
and urban infrastructure and experience on boards as a director
serving on audit and compensation committees.
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Peter K. Hendrick

Nancy Hopkins

Elaine McKinnon

Helen Sinclair

Ronald E. Smith

D. Murray Wallace

Former executive vice-president of investments and chief
investment officer of Mackenzie Financial Corporation. Former
vice-president and director of CIBC Wood Gundy Securities Inc.
(now CIBC World Markets) in the Corporate Finance, Institutional.,
Equity and Capital Markets divisions. Former lecturer at the
Graduate School of Business Administration at Harvard University
in the area of management and financial accounting relating to
financial controls. Qualifications include experience in equities
trading, due diligence reviews, securities regulation, derivatives,
hedging, risk analysis, and performance measurement.
Partner at McDougall Gauley where she practices law, with an
emphasis on taxation law and corporate governance. She
currently serves as a Director of a number of corporations, She
chairs the Audit Committee on the Board of Cameco Corporation.
Ms. Hopkins chairs the Governance Committee and is Vice-Chair
of the Board of the Saskatoon Airport Authority. As a member of
the Board of Governors of the University of Saskatchewan, she
chairs the Governance Committee and is Vice-Chair of the Board.
Chief Financial Officer and Chief Operating Officer of Brovada, a
Saint John, New Brunswick-based software provider. Previously,
she served in a number of executive roles with the
telecommunications firm, Bell Aliant. Ms. McKinnon obtained a
Bachelor of Business Administration at the University of New
Brunswick in 1982 and completed the Senior Management
Program of the American Management Association in 1995. She
is also a Certified General Accountant.
CEO of BankWorks Trading Inc., a business television and
webcasting company. Former president of the Canadian Bankers
Association, and former senior vice-president of Scotiabank.
Qualifications include extensive experience in senior management
roles at financial institutions and on boards of financial institutions.
Part-time CFO and director of Immunovaccine Technologies Inc.
Former senior vice-president & CFO of Emera, Inc., a Halifax-
based energy company. Former CFO of Aliant Telecom Inc. and
its predecessor, Maritime Telephone & Telegraph Inc. Former
partner Ernst & Young. Extensive experience in investment,
finance and compensation from various CFO roles.
Chairman and CEO of Park Street Capital Corporation, a
personally,owned investment and corporate advisory firm. Former
president of Axia,NetMedia Corporation. Director of Western
Surety Ltd,, Terravest Income Fund and Critical Outcome
Technologies Inc. Former Deputy Minister of Finance and Deputy
Minister to the Premier for the Government of Saskatchewan.
Qualifications include expertise as a chartered accountant, senior-
level financial experience, experience in public pension plan
management and interface with government.

Board Committees
The board has four standing committees. The Investment Committee and the Audit
Committee are required by governing statute.
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APPENDIX B
SUMMARY OF STAKEHOLDER INTERVIEWS

As part of our review, Cortex conducted interviews with a number of stakeholders of the,
two city retirement systems (see listing below). The purpose of the interviews was to
enable stakeholders to share any concerns, observations, or suggestions about the
governance of the city retirement systems. As our review is not intended to be an audit
or investigation of any sort, we did not prepare detailed records or transcripts of the
interviews. As a record of the interviews, however, we have prepared the following
summary of key issues raised during the interviews.

List of Interviewees

Members of Federated Board of Retirement:
David Busse
Pete Constant, Councilmember
Ash Kalra, Councilmember
Matt Loesch
Ed Overton
Jeff Perkins
Patrick Skillsky

Members of Police and Fire Board of Retirement:
David Bacigalupi
Bill Brill
Rose Herrera, Councilmember
Sam Liccardo, Councilmember

Representatives of the City
Rick Doyle, .C!ty Attorney
Debra Figone, City Manager
Alex Gurza, Director of the Office of Employee Relations
Chuck Reed, City Mayor
Christine Shippey, Assistant City Manager

Retiree Representatives
Representatives of Police and Fire Fighters Association

¯ Bruce DeMers;
¯ Jay Wendling.

Representatives of Federated Retirees Association
¯ Bob Leininger;
¯ Anita Pennington; and others.

Employee Group Representatives
Bobby Lopez, President POA
Randy Sekany, President IAFF, Local 230
Frank Crusco, IBEW
Bill Pope, OE3
Tom Reilly, OE3

As one would expect, stakeholders displayed a wide range of views on most of the
topics discussed during the interviews. We did however identify some issues where
consensus existed. Below we have attempted to summarize areas of consensus and
issues where divergent views were evident..
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Board Composition
Virtually all interviewees were at least somewhat receptive to the possibility of
restructuring the composition of the retirement boards. At least some interviewees     ,
suggested that the current board composition and governance structure do not appear to
effectively protect the interests of all stakeholders. For example, some suggested that
the current board composition emphasizes representation of stakeholders at the
expense of effective decision-making.

All interviewees agreed that the composition of the retirement boards should continue to
reflect the interests of stakeholders; i.e. active members, retired members, and the City
should continue to be somehow represented on the boards.

A number of interviewees representing members or retirees expressed dissatisfaction
with the fact that members and retirees do not have the authority to elect representatives
to the retirement boards. Instead, City Council currently must appoint individuals elected
by the membership and may choose not to.

Direct versus Indirect Representation

Opinions differed however as to whether board members needed to be stakeholders
themselves (i.e. active members, retired members, Councilmembers, or City
administration) or whether instead they could be independent individuals appointed or
elected by the stakeholders (i.e. indirect representation).

While most interviewees were at least somewhat comfortable with the idea of indirect
representation, others felt strongly that stakeholders needed to be directly represented
on the boards. This strong sentiment among certain stakeholder groups stemmed from
either a) a belief that only direct representation could effectively serve their interests, or
b) a belief that they needed direct access to other stakeholder groups, namely City
Council, and that this could only be satisfied effectively by having Councilmembers
themselves serving on the boards.

Expert Board Members
Most interviewees were of the opinion that the effectiveness of the retirement boards
would be improved by having additional board members with specialized expertise,
particularly investment expertise. Opinions varied however on some of the specifics
involved:

¯ Some interviewees were ofthe view that it was unnecessary for a//board
members to be experts.

¯ Some interviewees were sceptical of the value of investment expertise, citing the
failure of many investment experts to foresee the financial crisis that began in
2008.

¯ Some interviewees expressed concern that investment experts appointed to the
boards might conflict with professional staff on technical matters.

¯ Some interviewees suggested that focusing strictly on investment expertise was
misguided, as the boards also require members with expertise in areas such as
benefits and disabilities.
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Objectives and Risk Exposure
Interviewees generally held similar views on the objectives and risks associated with the
retirement systems from the perspectives of plan members and the City.

With some exceptions, interviewees recognized that given the defined-benefit nature of
the pension plans and the fact that the City is ultimately responsible for funding
shortfalls, the plan members bear little financial risk. To the extent there is financial risk
to plan members it arises only under extraordinary, though not inconceivable,
circumstances where the pension plan is underfunded and the City is bankrupt and
unable to fund the shortfall, in which case members would receive less than the
promised benefits. It is important to note that only some interviewees appeared to be
aware that there is always a risk that a City, even one as vibrant as San Jos6, could find
itself in bankruptcy where the viability of the pension plans would be called into question.

During the interviews we also attempted to identify the specific objectives of the City in
connection with the pension plans. In addition to human resource objectives of attracting
and retaining qualified employees, most respondents indicated that the City’s primary
financial objective was to minimize the volatility of contributions to the pension plans, as
opposed to minimizing the long term absolute level of contributions necessary for the
City to fund the plans, as volatile contributions are likely to have a greater negative
impact on the City’s ability to maintain consistent and quality services to the residents of
the City.

Board Member Skills and Experience
Interviewees recognized that the job of a board member is complex and that the Boards
would benefit from having members with various skills, experience, and personal
qualities. Below is a summary list of comments we received in this regard:
¯ Free of conflicts of interest
¯ Understand and be committed to the concept of fiduciary duty
¯ An ability to manage one’s fiduciary and stakeholder roles
¯ An understanding of the role of the Board and individual board members
¯ Have an interest and commitment
¯ Balanced perspective
¯ Analytical
¯ Mature
¯ Diligent
¯ Investment expertise
¯ Knowledge of non-investment issues pertaining to pensions
¯ Be engaged
¯ Have the time and ability to prepare for and attend meetings

Other Issues and Concerns
Other issues and concerns raised during the interviews include:
1) Virtually all interviewees expressed concern with either the current capital markets or

the performance of the retirement trust funds, or both. They recognized that
continued poor performance in either of those areas would affect the long-term
health and viability of the retirement systems.

2) Some interviewees indicated that it is important that all stakeholders clearly establish
and acknowledge that the assets of the retirement systems are not public assets but
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exist to secure the benefits promised to beneficiaries of the systems, and cannot be
diverted directly or indirectly to any other use. This would include investing the
assets of the trust in assets or projects that benefit either the City or employee
groups rather than assets or projects that best serve the interests of the
beneficiaries.

3) Concerns exist involving the independence and authority of the retirement boards; in
particular there was some debate over the meaning, implications, and applicability of
Article 16, Section 17 of the California Constitution. Specifically the debate involved:
a) The authority of the retirement boards to hire their own retirement administrator

and staff;
b) The authority of the retirement boards to hire their own legal counsel
c) Whether the City or the retirement board has the authority to make certain

administrative decisions; for example determining the "lowest cost plan".
It was suggested that the lack of clarity surrounding the above issues can lead to
power struggles between the retirement boards and the City.

4) Members are concerned that the City intends to introduce tiered benefits (i.e. a new,
lower cost benefit for future employees) in order to reduce the City’s benefit costs.

5) Interviewees representing retired members suggested that retired members need to
be well represented at the retirement boards because decisions can arise that might
benefit active members at the expense of retired members.

6) Some interviewees indicated that there has historically been a poor understanding
among some board members as to the nature of one’s fiduciary duties to the
members and the retirement system, and the requirement (when serving in the
capacity of a retirement board member) to place one’s fiduciary duties ahead of all
other duties one may have to other stakeholders. In short, fiduciaries are not there to
represent one group of stakeholders but have a responsibility to represent all
members as a group.

7) Only a few board members acknowledged the need for the retirement systems to
ensure intergenerational equity is maintained among current and future plan
members and current and future taxpayers. That is, the cost of current benefits
should not be borne disproportionately by future generations of plan members and
taxpayers.
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Appendix C

As a result of the stakeholder outreach efforts that took place subsequent to the release
of Cortex’s draft report, numerous comments and suggestions were provided by
stakeholders. In addition to providing general comments, some stakeholders suggested
alternative governance models or structures. We have listed these proposals below
along with Cortex’s comments:

Alternative Structure I -- Majority of Each Board to be Selected by Active or
Retired Plan Members.

During the public outreach sessions, a number of speakers suggested that a majority of
each City retirement board should consist of individuals elected by the active or retired
members of the Systems rather than by City Council.

Cortex’s Response

Cortex does not support the above proposal for reasons discussed in our report and
presentations. Specifically, there is already.a significant imbalance in the current
governance structure with respect to the safeguards in place to protect the interests of
the membership and City taxpayers.

Active and retired plan members currently have a number of strong protections that
substantially safeguard their interests in the retirement systems including:

¯ The pension benefits are required by law to be funded in accordance with standards
and practices established by the actuarial profession;

¯ The assets of the Systems are required to held separately in trust for the sole
purpose of paying benefits to members;

¯ The retirement systems are administered by retirement boards, which are separate
entities largely (but admittedly not fully) independent of the City;

¯ The retirement board members and certain of their staff and advisors are fiduciaries
under law and therefore are required to administer the benefits of the systems in
accordance with strict standards prescribed in law.

¯ Short of the City entering into bankruptcy, the City and ultimately the taxpayers
effectively guarantee the benefits promised to plan members and must fund any
shortfalls in the Systems.

Current and future taxpayers of san Jose ,0n the other hand, have no significant
safeguards to protect their interests in the retirement systems, despite the fact that they
ultimately bear the financial risk associated with the systems.

To allow active and retired members to select a majority of the members of each
retirement board would provide an additional safeguard in favour of the membership at
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the expense of taxpayers. In our view, this would be inappropriate and would further
exacerbate the organizational issues identified in our report.

Alternative Structure 2 -- Joint/Equal Trusteeship

Another of the alternative governance structures suggested by stakeholders would
require that the City and plan members each select three members of each retirement
board, and the six board members so selected would in turn jointly select the seventh
member of each board.

Cortex’s Response:

While uncommon among public funds, the above structure is often found at multi-
employer union plans. Given that the members and sponsors of multi-employer union
plans usually share both the funding risks and investment rewards equally, a structure in
which the members and the sponsor(s) select an equal number of board members is
reasonable. Having the six board members so selected determine the seventh board
member resolves the issue of voting gridlock.

The above structure, however, is not ideal for the City of San Jose, given that the
funding risks and rewards associated with the City retirement systems are not shared
equally by plan members and the City, but rather are skewed negatively against the
taxpayers. Accordingly, we have suggested that to compensate for this, taxpayers
should, through City Council, select a majority of the members of each retirement board.

The above notwithstanding, Alternative Structure 2 would result in boards that are better
positioned (i.e. more qualified and independent) than the current boards to effectively
oversee the two City retirement systems. Accordingly, while perhaps not ideal,
Alternative Structure 2 may be a.workable ,model that could serve all stakeholders.

Alternative Structure 3 --- Separate Investment Board or Investment Committee

A third suggested governance structure involves creating a separate investment board
or investment sub-committee that would be responsible for making investment decisions
and would be comprised of individuals with investment expertise. The composition of the
retirement boards would presumably remain unchanged, but their mandates would be
limited to benefit administration. This proposal appears to be intended to allow greater
investment expertise to be brought to bear on the investment process while maintaining
direct representation on the retirement boards by active and retired plan members.

Cortex’s Response

Though not widespread, the above structure has been implemented at some U.S. public
retirement systems.

During the public outreach sessions a number of plan members indicated that they did
not want independent investment experts to be responsible for investing their retirement
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assets. Accordingly, it is likely that this alternative structure would not be viewed as
being preferable to the model proposed by Cortex, as it still introduces independent
board members. Furthermore, the above proposal does not address the fundamental
issue of how the members of the separate investment boards or committees would be
selected. It is likely that plan members would expect to select a majority of the
investment board or investment committee. For the reasons discussed in our response
to Alternative Structure 1, Cortex would suggest that if an investment board t)r
investment committee were to be established, the City should still appoint a majority of
its members.

It is also important to note that the proposed structure appears to be based on a
perception that Cortex has suggested that the only type of expertise that is needed on
the retirement boards is investment expertise. That is not the case. We believe that the
retirement boards must have the capacity to address a wide range of challenging issues
beyond investments, including but not limited to benefits, human resources, law,
accounting, actuarial science, custody, information technology, organizational design,
risk management, and business strategy. Accordingly, while creating an investment
board or investment sub-committee comprised of individuals with investment expertise
may help the investment programs of a retirement system, it would not necessarily
benefit the retirement system as a whole. In fact, by separating the oversight of the
investments from the oversight of the benefit administration function, the oversight of the
retirement system as a whole may in fact be weakened.
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IX. GOVERNANCE

The Pension Reform Committee discussed the basic component of governance of the pens, ion
system. The city ostensibly has created an independent Board, separate from the City, to
manage the pension. However, the City Charter dictates the composition of the 13 member
Board of Trustees as follows:

3 representatives from City management
2 representatives elected by police and fire members
3 representatives elected by General Members
1 representative elected by retired members
4 independent citizens nominated by the Mayor and appointed by the City Council

While contributions to the Plan are made by both the employees and the City, only the City acts
as the final guarantor of all benefits paid by the Plan. This ultimate guarantee of the Plan’s
ability to pay the agreed-upon benefits means that the primary, if not the sole, stakeholder in the
operation of the Plan itself are the citizens of the City of the San Diego.

At the heart of the concern is that, of the thirteen members of the Retirement Board, eight
members can clearly benefit by enabling the City to fund its current operating budget at the
expense of the retirement plan as long as the ramifications to the Plan are not severe over the
short term. The notion that the Board is simply administrative, as some would argue, is
countered by the fact that the intentional under-funding of the plan requested by the City
Manager in both 1996 and 2002 had to be approved by the Board before it could even be heard
by the City Council.

The second significant problem is the technical skills required to understand the complex issues
that are present in the administration of the Plan. The combination of the highly technical rules
for pension administration and the need to understand the use of arcane actuarial science in the
measurement of present and future Plan liabilities requires an experienced and trained Board
member to effectively govern the Plan. While some may argue that the purpose of the Board
member is to set policy and that technical aspects are handled by trained professionals, lack of
understanding of the finer points of administration means that a Board member may be unable
to ask meaningful questions.

Finally, there is an issue in communication between the City Council and the Retirement Board.
The City Council seems to view the Board as its eyes and ears in the retirement system.
Councilmembers have repeatedly commented that if there are any problems in the retirement
system, they depend on the Board to let them know. This includes any actions the Council might
consider taking that could be potentially harmful, even in a minor way, to the Plan. The Board,
on the other hand, views itself as strictly administrative and does not seem to feel that advisory
input to the Council is appropriate.

For all of these reasons, the Pension Reform Committee believes that the Plan, the
beneficiaries, and the City would be better served by a Board composed of qualified
professionals who have no vested interest in the Plan.
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Recommendation #14

Change the composition of the Retirement Board to seven members appointed by the
City Council. These members will serve with staggered terms of four years each, with a
two consecutive term maximum. Such appointees will have the professional
qualifications of a college degree and/or relevant professional certifications, fifteen years
experience in pension administration, pension actuarial practices, investment
management (including real estate), banking, or certified public accounting. Such
appointees will be U.S. Citizens and residents of the City of San Diego but cannot be City
employees, participants (direct or indirectly through a direct family member) of the
SDCERS, nor a union representative of employees or participants, nor can such
appointees have any other personal interests which would be, or create the appearance
of, a conflict of interest with the duties of a Trustee.

Another governance issue that was addressed related to applications for disability retirement.
Currently, when an application is submitted for disability retirement, it is first reviewed by
SDCERS staff. If the application is recommended for approval, it moves directly to the Board for
action. If the application is not recommended for approval, it is forwarded to an outside
adjudicator who hears from both parties, reviews documents, and renders a finding. That finding
then returns to the Board where, more often than not, the whole application is heard again,
though not under oath.

Again due to the possible conflicts of interest present when a Board member is asked to make
these types of findings related to another employee who either was or is in the same bargaining
unit, this process places Board members in an extraordinarily awkward position. The Pension
Reform Committee felt it would be in the best interest of everyone concerned to create a
process whereby applications forwarded to an adjudicator would not be returned to the Board.
Instead, the finding of the adjudicator would be final.

Recommendation #15

An additional provision should be made to the City Charter that would codify the current
disability retirement determination process as it is now except that the hearing officef s
decision would be final rather than a recommendation to the Board for approval.
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City of San Jose City Policy Manual

PURPOSE

Toprovidepolicydirectionregardingthehiringandsupervisionofrelativesand/o(family
members.

SCOPE OF APPLICATION

This policy applies to all City officers and employees.

DEFINITIONS

Immediate Family Members include the following:

By Blood: Parent, child, grandparent, grandchild, brother, sister, nieces,
nephews, uncles, aunts, great grandchildren, great grandparents.

By Marriage: Husband, wife, stepparent, stepchild, father-in-law, mother-in-
law, brother-in-law, sister-in-law, daughter-in-law, son-in-law, half sister-, half-
brother.

By Law: Guardianship relationships and adoptive parent/child relationships.

o Domestic Partner: Individuals registered with the Human Resources
Department and/or the State of California.

Supervisor: An employee with any of the following responsibilities:

¯ Responsible for, or effectively contributes to, employee’s performance
appraisal

¯ Issues low level discipline (oral and documented oral counseling)
¯ Recommends higher leveldiscipline
¯ Responds to Step 1 grievances
¯ Accountable for employee’s time (e.g., schedule and/or timesheet approval)

No employee shall appoint, employ or participate in a hiring decision involving any person within
his/her immediate family, nor use his/her position to influence another City employee to
hire a member of his/her immediate family. Please refer to policy 3.1.1, titled Hiring Policies in
the City Policy Manual.

City employees shall not directly or indirectly supervise an immediate family member.
Immediate family members shall not be employed in the supervisory-subordinate relationship
even if it results from marriage after the employment relation was formed. The supervisor-
subordinate relationship shall be interpreted to include all levels of supervisors within the chain
of command, not just the immediate supervisor.

Effective Date: March 30~ 2005
Page 1 of 2 _



City of San Jose City Policy Manual

All employees shall refrain from intervening in any employment matter involving an immediate r,
family member and shall refrain from involvement in any employment matter which may be
viewed as a conflict of interest.

If a reporting relationship or involvement in an employment matter is discovered that is in
violation of this policy, the Department Director shall take appropriate action after consultation
with the Director of Employee Relations.

For issues pertaining to relationships between non-family members, please refer to the
Consensual Sexual or Romantic Relationships section of policy 1.1.1, titled Harassment and
Discrimination Policy in the City Policy Manual. Employees who violate this policy may be
subject to disciplinary action up to and including dismissal.

Approved:

/s/ Alex Gurza
Director of Employee Relations

3/30/2005
Date

Effective Date: March 30, 2005
Page 2 of 2
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COUNCL AGENDA: 01-26-10
. ITEM:

Memorandum
TO: HONORABLE MAYOR

AND CITY COUNCIL
FROM:

SUBJECT: SEE BELOW

Katy Allen
Darryl VoffRaesfeld

DATE: 01-04-10

Date

COUNCIL DISTRICT: 8

SUBJECT: REPORT ON BIDS AND AWARD OF CONTRACT FOR CONSTRUCTION
OF FIRE STATION NO. 36.

RECOMMENDATION

Report on bids and award the construction contract for the Fire Station No. 36 Project to the
lowest responsive bidder, Applegate Johnston, Inc., to include the base bid and Add Alternate
Nos. 2 and 3, in the amount of $4,008,500, and approve a contingency in the amount of
$601,275.

OUTCOME

Award of the construction contract to Applegate Johnston, Inc., (Applegate) will enable the Fire
Station No. 36 project to proceed. Approval of a 15 percent contingency will provide funding
for any unanticipated work necessary for the proper completion or construction of the project.

EXECUTIVE SUMMARY

Bids for-the project were opened on November 3, 2009. The low bidder for the project is Barry
Swenson Builder. The second lowest bidder is Applegate. Subsequent to the bid opening, Barry
Swenson Builder was relieved of their bid based on a mistake made in filling out the bid
documents. After the bid opening, the third lowest bidder, Reeve-Knight Construction, Inc.,
(Reeve Knight) filed a bid protest claiming that Applegate failed to list subcontractors for certain
portions of the specified scope of work, as well as listing one subcontractor that was unlicensed.
Swenson Development and Construction (Swenson Development), the fourth lowest bidder, also
filed bid protests claiming that both Applegate and Reeve Knight failed to list subcontractors for
certain portions of the specified scope of work.

The protest letters and responses to those protest letters are included in the analysis of this
memorandum. After carefully analyzing the issues, staff finds the protests are without merit and
recommends the award of contract to the second lowest bidder, Applegate Johnston, Inc.
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Staff is requesting that the project schedule for Fire Station No. 36 be reset to reflect a change in
the base line construction start date of March 1, 2010. This is requested in order to address the
consultant’s delayed delivery of the 100% contract and bid documents and the necessary ’
response period for multiple bid protests received after the bid opening, moving’the award date
to January 2010.

BACKGROUND

In March 2002, the voters in San Jos~ passed Measure O, the "9-1-1, Fire, Police, Paramedic and
Neighborhood.Security Act" (Neighborhood Security Act Bond Measure). This bond measure
authorized the City to issue General Obligation Bonds in an amount not to exceed $159 million
to fund capital improvements in the Public Safety Capital Program.

The Fire Station No. 36 project is the eighth new Fire Station to be initiated under the
Neighborhood Security Act Bond Program. Fire Station No. 36 is a new two-company, two-.
story building, with two apparatus bays containing approximately 11,378 square feet. The.
facility will be located at 1924 Yerba Buena Road at the north end of Silver Creek Linear Park,
near the intersection of Silver Creek Road and Yerba BuenaRoad, in southeast San Jos~. Fire
Station No. 36 is being designed as an "Essential Services. F’acility" in accordance with the
California Essential Services Buildings Seismic Safety Act of 1986.

In addition to the base bid scope of work, there are three Add Alternate bid items as follows:

Add Alternate No. 1"
Add Alternate No. 2:
Add Altemate No. 3:

Flagpole pylon/bench with canopy
Installation of plywood wall panel in the apparatus bay.
Installation of six tubular skylights for the second floor hallway.

Construction is scheduled to begin in Mar~h 2010 with completion in July 2011.

ANALYSIS

A.    Report on bids and recommendation to award construction contract.

Bids were opened on November 3, 2009 with the following results:

Contractor

Kuehne Construction
(Sunnyvale)

Engineer’s Estimate
Tombleson Incorporated

(Salinas)
!

Base Bid

$6,067,506

$5,862,000
5,594,172

Add Total Base VarianceAlts. Bid+Add    Amount2&3 Alts.2&3Total
$56,661 $6,124,167 $244,633

$17,534 $5,879,534
16,276 5,610,448 (269,086)

Over/
(Under)
Percent

4

(5)
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Contractor

Bogard Construction, Inc.
(Santa Cruz)

Rodan Builders, Inc.
(Burlingame)

W.A. Thomas Co., Inc.
(Martinez)

ZCON
Builders

(Oakland)
Zolman Construction &
Development, Inc.

(San Carlos)
John Plane Construction

(Brisbane)
McCrary Construction
Company

(Belmont)
Ralph Larsen& Son, Inc.

(San Mateo)
W.L. Butler Construction

(Redwood City)
Zovich & Sons Inc.

(Hayward)
Jeff Luchetti Construction, Inc.

(Santa Rosa)
D.L. Falk Construction

(Hayward)
Sausal Corporation

(San Leandro)
Santa Clara Valley Corporation
DBA Swenson Development &
Construction

(San Jose)
Reeve-Knight Construction, Inc.

(Roseville)
Applegate Johnston, Inc.

(Modesto)
Green Valley Corporation DBA
Barry Swenson Builders

(San Jose)

Base Bid

$4,864,000

4,773,000

4,740,000

4,687,000

4,680,000

4,665,000

4,602,293

4,533,000

4,500,000

4,435,000

4,341,000

4,289,000

4,241,000

4,195,034

4,170,000

3,991,000

3,990,000

Add
Alts:
2&3
Total

$16,118

18,500

17,000

21,000

20,000

22,200

19,463

16,000

19,000

35,000

26,300

18,000

16,000

17,960

15,328

17,500

13,700

TotM Base
Bid+Add
Alts.2&3
$4,880,118

4,791,500

4,757,000

4,708,000

4,700,000

4,687,200.

4,62i;756

4,549,000

4,519,000

4,470,000

4,367,300

4,307,000

4,257,000

4,212,994.

4,185,328

4,008,500

4,003,700

Variance
Amount

($999,416)

(1,088,034)

(1,122,534)

(1,171,534)

(1,179,534)

(1,192,334)

(1,257,778)

.(1,330,534)

(1,360,534)

(1,409,534)

(1,512,234)

(1,572,534)

(1,622,534)

(1,666,540)

(1,694,206)

(1,871,034)

(1,875,834)

(Under)
Percent

(17)

(19)

(19)

. (2o)

(20)

(21)

(23)

(23)

(24)

(26)

¯ (27)

(28)

(28)

(29)

(32)

(32)
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Contractor
Kuehne Construction
Engineer’s Estimate
Tombleson Incorporated
Bogard Construction, Inc.
Rodan Builders, Inc.
W.A. Thomas Co., Inc.
ZCON Builders
Zolman Construction &
Development, Inc.
John Plane Construction
McCrary Construction Company
.Ralph Larsen & Son, Inc.
W.L. Butler Construction
Zovich & Sons Inc.        ~
Jeff Luchetti Construction, Inc.
D.L. Falk Construction
Sausal Corporation
Swenson Development &
Construction
Reeve-K_n_ight Construction, Inc.
Applegat.e Johnston, Inc.
Barry Swenson Builders

Add Alt No. 1 Add Alt No. 2 AddAlt No. 3
$51,542 $18,513 ,$38,148
$12,633 $6,575 . $10,959
31,441 4,101 12,175
31,262 2,666 13,452
8,000 4,500 .. 14,000

15,000 .6,500 10,500
36,000 7,500 13,500
20,000 10,000 10,000

17,600 5,200 17,000
37,100 5,300 1.4,163
27,000 5,000 11,000
72,000 3,000 16,000
35,000 20,000 15,000
39,000 6,300 20,000
17,000 4,500 13,500
51,000 6,000 10,000
18,730 5,960 12,000

26,091 4,387 10,000
18,000 4,000 13,500
17,300 4,200 9,500

All but one of the 20 bids received are below the Engineer’s Estimate. The low bids submitted
by Barry Swenson Builders and Applegate, with a base bid difference of $1,000 between them,
are 32 percent be!ow the Engineer’s Estimate.

.The large number of bidders and the fact that the lowest 15 bids. received ranged from 20 to 32
percent below the Engineer’s Estimate, strongly suggests that the regional construction market
continues to remain highly competitive, and in particular, for public sector projects. While the
Engineer’s Estimate was based on trends of construction costs experienced over the last several
years, it also allowed for the softening of thecurrent Construction market. With the weakened
economy and high unemployment rate in the area, the construction industry has been adversely
affected, driving more companies to bid on municipal projects. The high number of bidders and
the good bid results are therefore attributed to the increasingly favorable bidding climate that
staffhas recently experienced on several other projects. Staffbelieves that the.narrow variation
in the bid results continue to reflect the fact that contractors are submitting bids with reduced
overhead/profit and other costs, and that some contractors are even submitting bids that reflect a
decision to take a loss. This has made it very difficult to provide accurate costestimates. Also,
the narrow bid range indicates that the bid documents are consistent and that the below market
value bids are valid and acceptable for thework involved in the project.
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Shortly after the bid opening on November 3, 2009, Barry Swenson Builder notified the City that
they had made a mistake in .filling out their bid and provided documentation an,g a written
request to be relieved of their bid in accordance with the City’s Standard Specifications, dated
July 1992, Section 2-1.095 Relief of Bidders, due to a mistake made in tabulating their bid when
it was’delivered to the City Clerk’s office. Upon review of the documentation provided by Barry
Swenson Builder to support their request, the City approved the request to be relieved from their
bid without forfeiting the bid security (Bidder’s Bond).

As a result of granting Barry Swenson relief of their bid, staff recommends award of the
construction contract including Add Alternates 2 and 3 to Applegate. The construction award
will include the base bid and Add Alternates 2 and 3 for a total construction contract of
$4,008,500. After careful consideration, Add Alternate 1 is not being recommended for award
due td the higher-than-expected cost and the limited added value the bench and canopy at the
flag pole would bring to the-project.

Council Policy provides for a standard contingency Of 10 percent on public works projects
involvingthe construction of a building. Along with the award of the construction contract, Staff
is recrmmending a 15 percent construction contingency. Due to the below market value bid, the
contingency amount for this contract will yield approximately 32 percent less than what it. would
normally yield from a contract of full market value. To increase the ability of staff to effectively
manage any unforeseen work and/or address other challenges arising during the construction
phase, staff is recommending increasing the contingency fund from the standard 10% to 15% or
$601,275 of the contract amount. The funds budgeted for this project are sufficient to provide
for the recommended contingency. Furthermore staff estimates that due in large part to the low
bids, approximately $500,000 of the project budget could be made available for other pressing
Fire improvement program needs. Staff is developing a reallocation plan for all funds in excess.
of construction and delivery costs to cover the cost of remaining improvements for v’~arious
facilities that were not previously evaluated, prioritized and or addressed. These improvements
are needed in order to:

1- Ensure the ongoing operation and function of the existing fire training center and
2- Complete the functional upgrades in various areas of several old fire stations.
3- Address potential costs for extended construction management of Fire station 19.

B.    Bid Protests and Award of Contract

On November 9, 2009, staffposted the bid results and bid documents of all bidders. On
November 17, 2009, the letter of intent to award the contract was posted on the City’s website
and later faxed to all bidders. This letter indicated the City’s intent to award a contract to the
second low bidder, Applegate,and instructed that all bid protests must be submitted within five
business days. Prior to the deadline, staffreceived protests from Reeve Knight .and Swenson
Development.
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Protests from Reeve Knight regarding bid of Applegate and Staff responses are outlin,~d as
follows:

1. Protest that the bid is not responsive because subcontractors for paintin’~, concrete
finishes, and concrete rebar are not listed is without merit.

Project specifications require that, in the event a bidder intends to subcontract any portion of
work in an amount in excess of ½ of 1% of the bidder’s proposal, the bidder must identify each
such subcontractor in its bid, together with a description of the potion of the work to be
performed by each such subcontractor. In the event a bidder fails to identify a subcontractor for
any such portion of the work, the bidder is obligated to perform that portion itself (i.e. as
opposed to subcontracting that portion of the work). By law, general building contractors (i.e.
"B". licensees) are permitted to self-perform(i.e..perform with their:ow.n work forces, as opposed
to the work forces of subcontractors holding specialty trade licenses) the work of any specialty
trade other than fire protection and well drilling. It should be noted that numerous individual
items of work are generally considered as being included in a broader description of a "portion"
of~work, even though those items are not mentioned specifically:in.a bidder’s proposal. For ....
¯ example, the individual item of work consisting of"concrete, finishes" is normally considered to
be includ~ed within the portion of work described as "concrete" without specific mention of...
"concrete £mishes" in the bidder’s proposal. Substantial remedies are available to the City~ .".
including the imposition of penalties and cancellation of the construction contract, as against
bidders who fail to observe.subcontractor listing requirements:.

Reeve Knight asserts that Applegate’s bid is non-responsivebecause Apptegate did not identify
painting: concrete finishes or concrete rebar subcontractors. Additionally, as the project
specifications require concrete finishes to be applied by applicators certified by the applicable
manufacturers, Reeve Knight questions Applegate’s qualification as a certified applicator.

This protest is without merit for the following reasons. First, Reeve Knight has merely asserted
that such portions of the work represent an amount in excess of ½ of 1% of Applegate’s
proposal. Second, in the event that any of such portions of the work do in fact represent an
amount in excess of ½ of 1% of Applegate’s proposal and were not otherwise properly included
within other portions of work identified as being subcontracted, then Applegate will be obligated
to, and as a general building contractor may legally, self-perform such portions of the work.
Finally, any question of Applegate’s qualification as ~ certified applicator is not relevant to the
responsiveness of Applegate’s proposal for the reason that any project specification requiring
that concrete finishes be applied by manufacturer-certified applicators is a performance
specification to be met at the time the work is performed, not a responsiveness-linked
qualification to be demonstrated at the time proposals are submitted.

2. Protest that the bid is not responsive because the listed subcontractor for the fueling
system is unlicensed is without merit.
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The subcontractor identified in Applegate’s proposal for the fueling system, American
Contractors & Environmental Services (identified in its proposal by the abbreviation "ACES"),
is a "B" licensee and, as such, may legally perform such work. The identificatig.n of the
subcontractor by an acronym of its name, particularly when the business location has been
provided and the subcontractor’s full name can be easily ascertained, does not constitute an
irregularity requiring disqualification of Applegate’s proposal.

Protests from Swenson Development regarding the bid of Applegate and staff responses are
outlined as follows:

Protest that the bid is not responsive because subcontractors for metal fabrications,
concrete finishes and concrete rebar, and a "qualified" subcontractor for vehicle tailpipe
exhaust, are not listed is without merit.

Sw.enson Development asserts that Applegate’s bid is non-responsive because Applegate did:not
identify metal:fabrications, concrete finishes,or concrete rebar subcontractors. Additionally, as " ¯
the project specifications for the vehicle, tailpipe exhaust portion of the work are based upon. a
certain manu.facturer’s (Nederman) system, Swenson Development questions the qualifications :-,
of Applegate:’s listed HVAC subcontractor (Lias Mechanical) as an authorized distributor, of.that ....
system:. Furtb. er, as the project specifications~require concrete finishes to be applied by ~ ~" ..
applicators certified by the applicable manufacturers, Swenson Development questions’ "
Applegate’s qualification as a certified applicator. Finally, Swenson.Development questions..~
Applegate’s experience and qualifications to self-perform metal fabrications or vehicle tailpipe
exhaust work. .

This protest is without merit for the following reasons. First, again, it has merely been asserted
by Swenson Development that sucl~ portions of the work represent an amount in excess of ½ of
1% of Applegate’s proposal. Second, in the event that any of such portions of the work do in
fact represent an amount in excess of ½ of 1% of Applegate’s proposal and were not otherwise
properly included within other portions of work identified as being subcontracted, then
Applegate will be obligated to, and as a general building contractor may legally, self-perform
such portions of the work. Third, any question of Lias Mechanical’s qualification as an
authorized distributor of Nederman systems is not relevant to the responsiveness ofApplegate’s ’
proposal for the reason that the identification of vehicle tailpipe exh~ aust system to be installed
and the qualifications of the provider of that system are determinations to be made and/or matters
to be confirmed post-award, not a responsiveness-linked qualification to be demonstrated at the
time proposals are submitted. Fourth, any question of Applegate’s qualification as a certified
applicator is not relevant to the responsiveness of Applegate’s proposal for the reason that any
project specification requiring that concrete finishes be applied by manufacturer-certified
applicators is a performance specification to be met at the time the work is performed, not a
responsiveness-linked qualification to be demonstrated at the time proposals are submitted.
Finally, while staff recognizes the difference between a bidder’s being legally permitted to self-
perform a portion of the work and that same bidder’s experience and qualifications to self-
perform that portion of the work, the assertions of Swenson Development regarding Applegate’s
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experience and qualifications to self-perform metal fabrications or vehicle tailpipe exhaust work
are presented entirely without factual basis and, without more, cannot be seriously considered by
staff as a basis for questioning the responsiveness of Applegate’s proposal or foj; that matter the
responsibility of Applegate as a bidder on this or any other project.

Protest from Swenson Development regarding the bid of Reeve Knight and staff responses
are outlined as follows:

1. Protest that the bid is not responsive because properly licensed subcontractor for custom
casework is not listed is without merit.

Swenson Development asserts that Reeve Knight’s bid is non-responsive.because Reeve Knight
did not identify a properly licensed custom casework subcontractor.

This protest is without merit for the reason that Reeve Knight did list a subcontractor, Countertop
.Specialists, for "finish carpentry." Further, while it .does not appear that this subcontractor is
presently licensed to.permit it to legally provide "C-6" trade work (i.e. cabinet, millwork and
finish carpentry), and staff.would consider it unusual for listed subcontractors not to be properly
licensed at the time of proposal submittal~ there is-no requirement that they be so licensed at ~he
time of proposal submittal. Ultimately, it is the responsibility of the.prime contractor to ensure :
that the subcontractors with whom they contract.are properlylicensed. Should Countertop
.Specialists not have the proper license, such.failure may be grounds for their substitution with
another subcontractor; however, their failure to be so licensed at the time of Reeve Knight’s
proposal submission does not render the Reeve Knightproposal non-responsive. Additionally, if
there is any question of Countertop Specialists’ qualification as a member of the Woodwork
Institute it is not relevant to the responsiveness of Reeve Knight’s proposal for the reason that
any project specification requiring that custom casework be undertaken by a member of the
Woodwork Institute is a performance specification to be met at the time fhe work is performed,
not a responsiveness-linked qualification to be demonstrated at the time proposals are submitted.

C. Applegate Performance

Applegate is currently the general contr~ictor for the construction of Fire Station No. 19 which is
approximately 75% complete to date. Although significantly complete with the project,
Applegate has had performance challenges with some sub-contractors resulting in a delay of the
delivery of Fire Station No. 19. Applegate’s performance issues, while a concern, are not severe
enough to justify questioning the responsibility of Applegate as a bidder on this or any other
project at this time. Although they have been able to improve upon their delay, Public Works
will continue to monitor their performance. Public Works will report back to Council the status
of the schedule.
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EVALUATION AND FOLLOW-UP

This project is currently within budget. A schedule reset of the Beneficial Use Date will allow
sufficient time to complete the project. Staffwill return to Council to request approval of an
amendment to increase compensation to the consultant RossDmlisCusenbery Architecture, Inc.
and to extend the current consultant agreement to align with the extended project schedule.

POLICY ALTERNATIVES

Not applicable.

PUBLIC OUTREACH/INTEREST

-Criterion 1: Requires Council action onthe use of public funds equal to $1 million or
greater. (Required: Website Posting)

Criterion 2: Adoption of a new or revised policythat may have implications for public
health, safety,, quality of life, or financial/economic vitality of the City. (Required: E-
mail and Website Posting)           ..

Criterion 3: Consideration of proposed changes to se~rice delivery, programs, staffing
that may have impacts to community services and have been identified by staff, Council or
a Community group that requires special outreach. (Required: E-mail, Website Posting,
Community Meetings, Notice in appropriate newspapers)

This action meets the first criteria above. This memorandum will be posted on the City’s
website for the January 26, 2010 Council agenda.

COORDINATION

The project and memorandum have been coordinated with the Departments of Planning,
Building and Code Enforcement, General.. Services, Environmental Services, Finance, City
Manager’s Budget Office and the City Attorney’s Office.

FISCAL/POLICY ALIGNMENT

This project is consistent with the Council-approved Budget Strategy Economic Recovery
section in that it will spur construction spending in our local economy.
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COST SUMMARY/IMPLICATIONS

1. AMOUNT OF RECOMMENDATION/COST OF PROJECT:
Project Delivery
Construction
Contingency
TOTAL PROJECT COSTS
Prior Year Expenditures
REMAINING PROJECT COSTS

$4,008,500
$3,308,000
4,500,500

601,275
$8,459,775
(1,682,005)
$6,727,770

* The construction budget include costs for certain adjacent offsite street, sidewalk and
trail improvements, utility fees, street signal modifications and owner provided
equipment that are not part of the proposed contract. Those costs are estimated at
approximately $492,000 and are captured in the overall construction cost line item
above.

** A total of $1,683,623 was expended.and encumbered thru fiscal year 2007-2008 for
project delivery costs for Fire Station No. 36 and adjacent off-site improvements.

2. .COST ELEMENTS OF AGREEMENT/CONTRACT: $4,008,500
This is a Lump Sum Contract.

SOURCE OF FUNDING: 475 - Neighborhood Security Bond Act
392 - C&C tax Fund: Fire Protection Services

OPERATING COSTS: No additional operating costs will be incurred since this is a
relocation of the existing Fire Station No. 24.

BUDGET REFERENCE

The table below identifies the fund and appropriations proposed to fund the contract(s)
recommended as part of this memo and remaining project costs, including project delivery,
construction, and contingency costs.
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2009-2010 Last Budget
Fund Appn Amt. for Adopted Action (Date,
# # Appn. Name RC # Total Appn Contract Budget (Page) Ord. No.)

Remaining Project Costs $6,727,770
Current Funding Available
475 4878 Fire Station No. 132015 $6,880,000 $4,008,500 V-743 10/20/2009

36 Sil.ver Creel(/ Ord. No.
Yerba Buena 28653

392 4878 Fire Station No. $66,000 V-743 6/23/2009
36 Silver Creek/ Ord. No.
Yerba Buena 28593

Total Current Funding $6,946,000 $4,008,500
Future Funding Available $282,000
Total Funding Available $7,228,000

CEQA: Exempt, PPO6-009 and PPO9-150.

KATY ALLEN ,
Director, Public Works Department Fire Chief

For questions please contact DAVID SYKES, ASSISTANT DIRECTOR, PUBLIC WORKS
DEPARTMENT at (408) 535-8300.

KJ: dp: ra
Attachments
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