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June 30, 2011
LOCAL 230"

Alex Gurza, Deputy City Manager
Director of Employee Relations
City of San José

200 East Santa Clara Street

San Jose, CA 95113

RE: NEGOTIATIONS INFORMATION REQUEST

Hi Alex,

Thank you for your letter of June 21, 2011. I appreciate the clarifications you have provided and look
forward to successfully negotiating both a pension proposal and any resultant ballot measure language
that may be necessary to implement such a proposal. Toward that end, our team is working vigorously to
prepare for our next negotiations session and will require some additional information.

Regarding pension plan negotiations, we understand there have been some developments since we last
met. Specifically, we had the opportunity to attend the June 24™ Special Meeting of the San José City
Council. Given that there was new direction provided by the City Council, does the May 13, 2011 memo
to Council authored by Mayor Chuck Reed, Vice-Mayor Madison Nguyen, Councilmember Rose
Herrera, and Councilmember Sam Liccardo still stand as the City’s proposal? Clarifying this point prior
to our next meeting will help us to know where to best focus our preparatory efforts,

As understanding costs and potential savings is vital to our mutual success at the bargaining table, please
provide any costing information that you have obtained with regard to Local 230s standing 2" Tier
proposal, With regard to information provided by you to the Council, please provide any
communications from actuaries that estimate normal costs of the 2™ Tier Benefit previously proposed by
Local 230 relative fo the information in your table on page 3 of 4 in your memo of April 13, 2011, and on
page 7 of 8 in your memo of June 23, 20117

Thank you in advance for this information. If you have any questions regarding this request, please do
not hesitate to contact me,

Resgg:qif gy, -

- i J—

//‘

o Sprengry.
él%ideu{, 1AFF Local

San José Firefighters

ce: George Beattie, President San José POA
Christopher E. Platten, Esq.
Gregg Adam, Esq.

www.sjff.org
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Distributed on:

SENT TO COUNGIL; APR1 4 2011

CITY OF M City Mcnager's Office

SAN JOSE | Memorandum

CAPITAL OF STLIOON VALLEY

TO: HONORABLE MAYOR AND FROM: Alex Guiza
CITY COUNCIL :
SUBJECT: Estimated Retirement Pension DATE: Aprll 13, 2011
Benefits Costs - o

San Jose Fire Fighters, IAFF
Local 230 Proposal dated
February 28, 2011

s

Approved ' Date

INFORMATION

On January 25, 2011, the City Council approved dirsction fo the Clty Manager to negotiate 2n

Tier pension and retiree healthcare benefits for new employees that achleves a normal cost to

the City and employees that does not exceed 12.4% of pensionable pay, Further, if a defined

beneflt plan of hybrid s consldered, the following factors should be included: cost sharing -

pension unfunded liability, cost of living adjustment (COLA), retirement age, penslon formula,
determination of final compensaﬂon retirement service credit, minimum service requirements

(vesting), Joint and survivor bensfits, retiree healthcare benefits, retiree dental benefits,

retroaclive disabllity retirement applications, Supplemental Retires Benefit Reserve (SRBR) or

u43™ Check,” and Workers’ Compensallon offset In the Police and Fire Department Retirement

Plan. In addition, the Council direction included exploring options for current employees. \

'7;’//3///

During the negotiations with the San Jose Fire Flghters JAFF, Local 230, hereafter referred to
as “Local 230, Local 230 provided a proposal on 2™ Tier Retirement benefits. The proposal
also Included an Opt-lh Option for current employeas. (Please see attached Local 230 proposal
dated February 28, 2011) ,

The City and Local 230 reached an agreement for a stccessor contract on March 3, 2011,
Changes to the retirement benefits were not included In the agreement, however, part of the
overall agreement included a side letter to continue negotlations on pension and refiree
healthoare benefits for current and future employees,

The agreement was approved by the Gity Gouncil on March 22, 2011. At the Council Mesting
on March 22™, the Citg/ Councll made a refeiral to the City Administration to provide the Normal
Cost of Local 230's 2" Tler proposal. This mémorandum fs intended to provide a response to
the referral made at the Clty Council meeting on March 22, 2011, on the Local 230 proposal.

Comparlson of Current Penston Beneflt and 2™ Tler Penslon Bensiit Proposal

The following chart summarizes the current penslon and refirée healthcare beneflis provided to
employees represented by Local 230, compared 1o the 2" Tier proposal made by Local 230 on
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Sub}ect Eslimeted Retlrement Panslon Benefils Cosls -l.ogal 230 Proposal dated February 28, 2011
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February 28, 2011.t Local 230 is proposing to roll back the maximum benefit from 80% to 76%
of pensionable pay for new employees, as was provided prior to February 19€6. In addition, the
proposal includes calculating the pension benefit using the average of the highest 36 months
and providing a 2% Cost of Living Adjustment (COLA) based on the Consumar Price Index

(CPI).

_ 50 wf 25 years of service 50 w/ 25 years of service
Eligihility 55 wi20 years of service . 65 wi20 years of service
30 years at any age 30 years at any age
10 Years of Service only If 20 years | 10 Years of Servica only If 20
Vesting have lapsed from date of years have lapsed from date of
membership membership
Maximum Benefit2 90% 75%
' Years 0-20; 2.5% per year of
Formula service Years 0-30: 2.5% per year of
° At the end of 20 years of service: setvice
3.0% per year
Galculation Based on Highest 12 Months Based on Average of the

highest 36 months

Adjustment

Annual Cost of Living

3% Fixed (compounded)

Maximum 2% based on CPI

Fiscal Year 2011-2012 Retlrement Costs for Flre Employees

The followlng chart Includes the hoard adopted retirement contribution rates for Figcal Year
2011-2012 for current Fire employees In the Police and Flre Department Retirement Plan. The
Normal Cost is currently split in an 8:3 ratio (City —~ 73% and Employees 27%). The proposal
provided was not proposing to change the cost sharing for the Normal Cost, The City would
remain responsible for 100% of the unfunded pension llabllity, The proposal does not make any
changes to the cost sharing for the pension unfunded liability.

Pension _ )
Normal Cost 28.53% 10,70% 38.23%
Unfunded LIablhtyiPrior Servlce Cost 23 01% 0 06% 23. 07%
STkt T 3 A R L R IR D YR

Total

Medlcaland Dntal3 '_ 6

1 4.37:%.'

' “The 2™ Tier Retirement proposal made by Local 230 also Inoludes closing the SRBR program to new
employaes and changes lo the retires healthcare bensfils, For purposes of this memorandum, cost
esl]matas only includs the changes fo the pension bensfit,
Inciudes base pay and any premlum pays that are penslonable.
3 Medtcal and Déntal rates for the City and Employees are for Fiscal Year 2010-2011. 1t Is anticipated
that the Fiscal Year 2011-2012 rates will be available In May,
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Subject: Estimated Retlrement Penzion Benefits Coals ~Local 230 Proposat daled February 28, 20114
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Normal Cost of 2™ Tier Pension Benefit for New Employess

The Department of Retirement Services completed an analysis of the 2™ Tier retirement
{penhsion only) proposal and the following summiarizes the estimated Normal Cost of the pension
beneflt as described above, It should be noted that during the negotiations, Local 230 Indicated
that thelr actuary estimated the Normal Cost for new smployees to be approximately 28% of
pensionable pay, which Is consistent with Retirement Services analysis, As a comparison, the
current Normal Cost for the pension benefit Is 39.23%.

S S S TR
ARG Ry kot

Normal Cosi

28% 28.38%

In preparing the analysls, the Department of Retiremnent Services used three different earnings
assumptions, The earnlngs assumption {Investment Rate of Refurn) Is the estimated future net
rate of return on current and future assets, This rate Is used to discount the actuarial llability for
each plan, and is one of the most important assumptions.

The Police and Fire Department Retirement Board recently lowered the current earnings
assumption (Investment Rate of Return) assumption from 8.0% to 7.78% for the 2010 valuafion,
which was used to establish the retirement contribution rates for Fiscal Year 2011-2012, The
Board Is also considering whether to lower the earnings assumption further for the 2011
valuation, which would be used to establish the retirement contribution rates for Fiscal Year
2012-2013, '

The earnings assumption actuarial change was made to more closely slign expected net rates
of return to assumed net Investment rates of return. if the investments do not resuit In earnings
that are af least as much as the assumptions set by the retirement boards, i results in an
unfunded penslon llability that must be entlrely paid by the Clty,

As [llustrated In the chart above, if the earnings assumption Is lowered, the Normal Cost of the
benefit increases. For example, the Depariment of Retirement Services sstimated the Normal
Cost to be 89.5% if a 4% sarhings assumptlon were used. This was used to [Hlustrate the
Impact of using a very conservative and nearly risk-free earnings assumption.

The Unfundad Actuarial Accrued Liability for the Pollce and Fire Pension Bensflis as of June 30,
2010 was $0,85 bliflon on an actuarlal basls and $1.0 bililon on a market valus basis. If the 2"
Tier proposal were accepted for new etnployses, it would result In no immediate change to the
unfunded liabliity. T -

It Is Important that realistlc actuarial assumptions are used to maintaln adequate funding. The
higher the earnings assumption, the higher the rlsk and ultimately the higher the costs will be If
Investment returns do not meet the earnings assumpfion. Actuarlal assumptions do not
determine the actual cost of the plan, The actual cost is determined by the benefits pald out,

4 Includes ¢hanges to mortallty and merlt pay Increase assumptions,
% Includes changes to mortallty and merit pay Increase assumptions.
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offset by the Investment income received. The Boards need to adhere to funding policies that
are based on sound actuarial methods to avold intergenerational transfers of benefit costs.

Opt-In Option for Current Employess

In addition to the 2™ Tier Retirement Proposal for new employsssg, Local 230 proposed an Opt-
In Option for current employees. Under the proposal, current employees would be aliowed to
opt-in to the 2" Tier pension plan. Any savings resulting from employees electing fo opt-in to
the 2™ Tisr would be shared aqually betwsen the employees and the City, This means that
50% of the actuarlal savings would either he pald to the employee or put in a 401(a) type plan
for each employee. T I

At this time it Is difficult to determine what the potentilal savings for this Opt-in Option would be:
because there are many factors that are unknown, For example, It is unknown how many
employees would elect this option, whether employees with fewer years of service would be
more likely to elect this option, or whether employaes who are closet to retiring would consider
electing this oplion, Thess along with many other factors, including the cost sharing for the
‘Normal Cost and Unfunded Liabllity could significantly impact the City and employee costs. If
the City Councll provides direction oh an Opt-in Option, there are many detalls that would need
to be discussed during the negotlation process,

Conclusion
The Clty and Local 230 have an agreement to coritiriue negotiating pension and retires '

healthcars benefits for current and future employees. The Local 230 proposal would be
Included in those discussions,

il

Alex Gurza
_ Director of Employae Relations

Attachment
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CITY OF m ITEM: 3.1
SAN JOSE Memorandum

CAPITAL OF SILICON VALLEY

TO: HONORABLE MAYOR AND FROM: Alex Gurza
CITY COUNCIL,

SUBJECT: RETIREMENT BENEFIT OPT IN DATE: June 23, 2011
PROGRAMS

Approved ‘ Date
_ ey
e 7 ¥

O

RECOMMENDATION

Accept staff report,

BACKGROUND

There has been significant discussion regarding retirement benefit opt in programs in which
employees voluntarily choose to opt info a lower retirement benefit design, This first began with
a proposal made by the San Jose Fire Fighters, IAFF Local 230 on a retirement benefit opt in
program in February 2011, The City and the San Jose Fire Fighters reached an agreement during
those contract negotiations that included a side letter to continue disoussions on retirement
reform that could include an opt in program.

While opt in programs may be one component of an overall solution to the City’s retirement
costs, there are many aspects of opt in programs that need 10 be considered and resolved prior to
an opt in program, if any, being instituted within the City’s retivement plans. As will be
discussed in this memorandurm, it is very important to note that any type of opi-in program
would need Internal Revenne Service (IRS) approval in order to provide it under the auspices of
a tax qualified retirement plan,

There ate two ways that have been discussed to structure an opt in program, Opt in programs
that have been proposed by some bargaining units would be structured so that when an employee
chooses to opt info the new program, they leave behind all of their benefits already accrued
(except years of service) and their retirement benefit is calculated only based upon the new
benefit struoture. For example, if the opt in program’s benefit is 2% at 60 and the employee has
20 years of service, when they opt in, they will get 2% for all years of service, including the 20
years already accrued.

Another way that has been discussed to structure an opt in program is that an employee’s past
yeats of service will bs calculated under the prior benefit structure and future years of service
will accrue at the new rate. Using the same example above, if an employee gets 3% per year
under the current benefit formula, they will opt in with 3% for 20 years already accrued and
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future service will accrue at 2%. Torthe purposes of this memorandum, we are discussing opt in
programs where all years of service would change for an employee who opts in,

During the May 24, 2011, Couneil meeting, the Administration was asked to study two different
opt in programs developed by Councilmerber Rocha and Councilmember Constant. These
proposals have been studied and are discussed further in the analysis section of this
memorandum.

ANALYSIS

‘Thete are many considerations regarding opt in programs. The primary issues are discussed
below.

IRS Issues Associated with Opt In Programs

One ctitical aspect of an opt in program is the need to obtain IRS approval prior to
implementation in order to ensure that investment income would be allowed to accumulate on a
pre-tax basis and to ensure that employee contributions can be made on a pre-tax basis. It is our
understanding that the IRS has not approved any opt in plans since at least 2005 and that there
are currently 22 such requests pending with the IRS. Orange County has had their retivement opt
in program for current employees on hold waiting on IRS approval.

Implementation of any opt in program would have to be contingent upon recelving IRS approval,
as specified in the recent agreement with the San Jose Police Officers” Association. Because of
the uncertainty of when and if an opt in program would receive IRS approval, it is difficult to
determine when and if any savings could be achieved.

Irrevocable Emplovee Election Required For Opt In Propgram

Tf an opt in program is implemented, employees would be required to irrevocably give up their

existing level of retirement benefits and voluntarily choose reduced benefits, Employees would
need to sign a legal document that explains that their decision is irrevocable and that they would
not be able to change their minds in the futyre and go back o a more generous benefit structure,

We have been advised that because of community property interests, an employee’s spouse
would aiso need to sign the document that frrevocably reduces the employee’s retirement
benefits, As will be discussed in the following section, any cost savings from an opt in program
are dependent upon the number of employees and demographics of those employees that choose
to opt in, It is very difficult to predict how many employees would voluntarily enter into a lower
benefit structure, Therefore, employees would be asked to sign an irrevocable waiver without
knowing the exact savings that would be achieved.

Desion of Opt In Program

If the City were to putsue implementation of an opt in program, in addition to tax considerations,
it is also important fo consider how the benefit design of the opt in program fits in with the
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pending benefits structure for new employees and the current benefit structure. For example, one
goal could be to have an opt in prograin that matches the benefits siructure for new employees
that would be designed so that the costs are sustainable and risks are reduced.

Another goal could be that the opt in program does not alter the benefits formula for years of
service already worked, but reduces the benefit formula for future years of service. An optin
program could also be designed to achieve a savings goal through the combination of the
reduced cost of the opt in program and increased employee contributions for those employees
that choose to stay in the existing benefit structure. '

Cost Savings of Opt In Programs

As noted above, the actual savings of an opt in program will not be known until after the
program has been implemented and employees have irrevocably decided to opt in, Although
estimates can be developed in order to determine the actual savings of an opt in program,
actuaries would need to know the demographics of the employees who have elected to opt in. In
addition, the potential cost savings from the opt in program are dependent on the particular
design of the opt in program.
Thete are potential options to incent employees to opt into a lower level of retirement benefits:

»  Potential for a lower employee contribution 1ate

»  Requiring employees who stay in Tier I to pay a higher contribution rate

*  Higher wages for employees who opt ih

The cost savings of the opl in program would also be dependent upon any specific incentives for
employees to opt into the lower level of retirement benefit.

Various Opt In Programs

San Jose Fire Fighters, JAFF Local 230 Proposal

In February 2011, in negotiations over a successor Memorandum of Agreement (MOA), the San
Jose Fire Fighters made a proposal on a second tier retirement benefit for new employees. This
proposal was discussed in an information memo dated April 13, 2011, which is attached 1o this
memorandum as Attachment A, This proposal also included an opt in program where current
employees could opt into the second tier, which was as follows:
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posal

2™ Pier Pension Benefits As
Praposéd by Loeal 230 with opt
. i e e e in for current employees
Eligibility 50 w/25 years of service
55 w/20 years of service No change
30 years at any age
Vesting 10 year of Service Only if
20 years have lapsed from No change
date of membership
Maximum Benefit' 90% 75%
Formula Years 0-20: 2,5% per year
of service Years 0-30: 2.5% per year of
At the end of 20 years of service
serviee; 3,0% for all years
Calculation Based on Highest 12 Based on Average of the Highest
Months 36 Months
Annual Cost of Living 3% Fixed (compounded) Maximum 2% based on CPI
Adjustment

What is important to note about the San Jose Firefighters’ opt in program proposal was that any
savings that the City received from the opt in program would be shared equally between the
employees and the City. The San Jose Fire Fighters' proposal stafes that 50% of the actuarial
savings would either be paid to the employee or put in a 401(a) type plan for cach employee. In
addition, this proposal does not make any changes fo the refirement age, which is one of the
factors that contributes the most to the cost of retirement benefits,

The City and the San Jose Fire Fighters have an agreement fo continue negotiating pension and
retiree healthcare benefifs for current and future employees, The San Jose Fire Fighters’
proposal would be included in those discussions,

San Jose Police Officers’ Association

Dwring successor MOA negotiations, the POA provided the following proposal on an opt in
program for current employees:

Lincludes base pay and any premium pays that are penslonable.
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intion: Opt.In Program Proposal.

sion Benefits

Opt In Program As Pr oposed by

L ' (POLICE) POA
Eligibility 50 w/25 years of service
55 w/20 yeats of service No change
30 years at any age
Vesting 10 year of Service Only if
20 years have lapsed from No change
date of membership
Maximum Benefit” 90% 80%
Formula Years 0-20: 2,5% per year Years 0-20: 2.5% per year of
of service service
21-30 years of service: 21-30 years of service:
4,0% per year 3.0% per year
Calculation Based on Highest 12 Based on Average of the Highest
Months 36 Months
Annual Cost of Living 3% Fixed {(compounded) Maximum 2% based on CPI
Adjustment

One of the most significant Issues in the negotiations with the POA over an agreement on a new
contract that included a 10% reduction in total compensation was the POA’s desire to include an
agreement to implement their opt in program. The outcome of those negotiations was an
agreement that included a side letter on Retirenient Reform, which is included as Attachment B,
This side letter stated that in the event the City and the POA do not reach an agreement on the
specific design of an opt in program by November 1, 2011, at the POA’s option the City will
implement the opt in program that was proposed by the POA during contract negotiations,
effective December 25, 2011, under two conditions, The first condition was that 40% of the
employees represented by the POA sign an lirevocable waiver to elect to go into the opt in
program and that the POA decides to continue with the implementation of the opt in program.
The second condition was that any implementation of an opt in program is contingent upon
receiving an IRS qualification letter. If less than 40% of the employees represented by the POA
opt in, the opt in program could proceed if the City and the POA agreed.

The City and the POA will be continuing their discussions on retirement reform, including this

opt in program.

Association of Engineers and Architects, IFPTE Local 21, Cily Association of Management

Personnel, IFPTE Local 21, Association of Maintenance and Supervisory Personnel (AEA,

CAMP and AMSP)

During successor MOA negotiations, AEA, CAMP and AMSP also provided a second tier
retirement benefit proposal that included an opt in program for current employees, This proposal
has not been costed, but will be the subject of the upcoming negotiations.

2 |ncludes base pay and any premium pays that are pensionable,
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Councilmember Constant and Councilmember Rocha’s Opt In Proprams

In addition, on.May 24, 2011, the City Council provided the Administration with direction to
cost out and study two different opt in programs. Those ate as follows:

2.33% per year 1.50% per year

70% maximum 45% maximum
Police and Fire  {Age- 57 Age- 57

1.5% COLA 1.0% COLA

3 year final average salary 3 year final average salary

2.00% per year 1.25% per year

60% maximum 37.5% maximum
Federated Age- 62 Age- 62

1.5% COLA 1.0% COLA

3 year final average salary 3 vear final average salary

Estimated Cost Savings

The Department of Retirement Services has completed an analysis of the various opt in programs
above (San Jose Fire Fighters, POA, Councilmember Rocha and Councilimember Constant’s)
and the following summarizes the estimated normal cost of the pension benefits as described-
above, The normal cost is the cost of funding the retirement benefit for each year of service, It
is important to note that the normal cost does not include any of the unfunded liability costs, but
using the normal cost allows for a comparison of g particular benefit structure for future years of
service.

Although the estimated normal cos( below is calculaied for 4 new employee, it can also be
assumed that this would be the estimated normal cost if 100% of current employees opted into
the second tier, As discussed eatlier in this memorandum, it is difficult to estimate the potential
savings of an opt in program as there are many factors that are unknown. For example, it is
unknown how many employees would elect this option, whether employees with fewer yeats of
service would be more likely to elect this option, or whether employees who are closer to retiring
would consider electing this option. These along with many other factors, including the cost
sharing for the normal cost and infunded Hability could significantly impact the City and
employes costs,
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7.75%

(25% Probability)
Earnings
Assamption

38.50%

30.32%

28.38%

23.27% N/A

6.75%

(50% Probability)
Earnings
Assumption

48.6%

36.32%

36.65%

29.58% 19.76%

7.75%

Earnings
Assumption

(25% Probability)

17.44%

10.85%

CM Comt.u

N/A

6.75%
(50% Probability)
Earnings

22,1%

13.57%

8.93%

Assumption

In addition, the Department of Retirement Services has provided an estimate of the savmgs to the
City if 100% of employees represented by the San Jose Fire Fighters opted into their opt in
program, if 100% of employees represented by the POA opted into the opt in program proposed
by the San Jose Fire Fighters and if 100% of both opted into the opt in program, This chart was
shown during the presentation to the City Council on May 18, 2011, and is also aftached to ThlS
memorandum as Attachment C,
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EVALUATION AND FOLLOW-UP

Opt in programs will be discussed during the npcoming retirement reform negotiations with the
City's bargaining umits., Additional inforimation regarding opt in programs and other council
direction from May 24, 2011, will be provided during the presentation during the Council
meeting on June 24, 2011,

COORBINATION

This memoranduimn was cootdinated with the Department of Retirement Services and the City
Attorney’s Office,

CEQA

CEQA.: Not a Project, File No. PP10-069(b), Personnel Related Deoisions.

é./
Alex Gurza
Director of Employee Relations
Attachments;
A:; Information Memorandum Dated April 13, 2011
B: Retirement Reform Side Letter with the San Jose Police Officers’ Association

C: Opt In Estimated Savings Chart



