
Expert Report of Joseph Esuchanko. MAAA. ASA. MSPA. FCA, fA

I. INTRODUCTION

I have been retained by counsel representing the City of San Diego (the

·Clty") to assist counsel and the Court in providing expert testimony regarding the

claims of plaintiff San Diego Police Officers Association (the ·POA") against the City

and Its elected officials and employees as alleged in the Third Amended Complaint

("TAC") In this action and to rebut the opinions and assertions of the POA's actuariai

expert Rick Mayo.

This report summarizes my professional background and experience, the

materlalssubJect to my review and my opinions regarding various issues concerning

the City's pension system, as administered by the San Diego City Employees'

Retirement System ("SDCERS"), given the information available to me at this time

and In accordance with Fed. R. Civ. P. 26(a)(2)(B) and the expert report submitted by

the POA's expert Rick Mayo dated March 5, 2007. If I receive additional relevant

information, I reserve the right to prepare a supplemental report incorporating this

new Information,

The opinions and observations presented In this report are based upon work

performed by me and others working under my direction and supervision. I have

knowledge of the matters stated In this report and could competently testify to

them If called upon to do so.

II. QUALIFICATIONS AND TESTIMONY

My curriculum vitae, which summarizes my professional and educational

background, Is attached hereto at Exhibit A. Attached at Exhibit B, I have Included a
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listing of the matters wherein I have provided sworn testimony during the last four

years. My rate for analysis and testimony is $360 per hour.

III. DOCUMENTS REVIEWED AND RELIED UPON

In connection with my continuing review and analysis, I have reviewed and

relied upon the materials that are summarized in the attached Exhibit C.

Additionally, I have had discussions with counsel for the City.

IV. ANALYSIS AND OPINIONS

This report Is subject to changa based on the review of further discovery, the

analysis of additional documents and the review of the expert reports of the POA's

expert witnesses.

The City of San Diego's counsel has asked me to review the pleadings In this

case and the relevant evidence and express my expert analysis and opinions on

actuarial Issues raised by the POA's claims In this case and to rebut the opinions of

the POA's expert Rick Mayo on actuarial Issues.

A. The Actuarial "Soundness" of the San Diego City Employees' Retirement

System

• Pursuant to Manager's Proposal One ("MP-1") and Manager's

Proposai Two ("MP-2"), during the period July 1, 1996 through

June 30, 2004, the City made annual contributions less than the

amounts identified as the actuarial required contribution (the

"ARC") In SDCERS annual actuarial valuations. Further, pursuant

to the Gleason Settlement, during the period July 1, 2004, through

June 30, 2005, the City made annuai contributions less than the
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amount Identified as tha ARC in the SDCERS June 30, 2003

actuarial valuation.

I have performed an analysis to determine the accumulation of

this shortfall of City contributions at June 30, 2006. I first

determined the contributions that were paid by the City to

SDCERS. Following that, I determined the contributions that

would have been paid by the City to SDCERS, assuming that full

ARC contributions had previously been paid. This required an

Intermediate step of determining the rate of return actually

earned by the SDCERS trust fund. The difference between the

contributions that would have been paid and the contributions

that were paid In each year represents the shortfall for that year.

Accumulating these individual shortfalls at the rate of return

earned by the SDCERS trust fund, I determined the accumulation

of the shortfall at June 30, 2006. The result of my analysis Is that

the accumulated value of the shortfall is $160 million at June 30,

2006.

• Pursuant to the Gleason Settlement Agreement In July 2004, the

City ceased the practice of annual funding at less than the ARC,

effective for fiscal year 2006, and secured future payments with a

pledge of $500 million worth of real estate.

• Pursuant to the McGuigan Settlement Agreement, the City agreed

to pay $173 mlillon, plus Interest at 7% interest per annum, on or

before June 8, 2011, to SDCERS reflecting the difference between

Page 3 of 16

Owner

Owner

Owner

Owner

Owner

Owner

Owner

Owner

Owner

Owner

Owner

Owner



the annual amounts previously paid by the City pursuant to MP-1

and MP-2 and the amounts that were reported by SDCERS as the

ARCs during the period fiscal 1997 through fiscal 2005.

In November 2006, the Mayor presented to City Councl! his F!ve~

Year Financial Outlook for Fiscal Years 2008 - 2012. In it, he

stated, "Prior to the end of fiscal year 2006, the City contributed

$108 million into the retirement system to pay down a portion of

the UAAL.' The "UAAL" is the unfunded actuarial accrued liability.

In January 2007, the actuary employed by SDCERS reported that

the ARC for fiscal year 2008 Is $137.7 million. At this time It Is

my understanding that the Mayor Intends to contribute In excess

of that amount, to pay down an additional portion of the UAAL

• Based on the latest SDCERS Actuarial Valuation for the City of San

Diego, as of June 30, 2006, the "funded ratio" of SDCERS Is

79.9%. This represents the ratio of the actuarial value of assets to

the actuarial accrued liability (the "AAL"). This rate Is not an

appropriate measure of actuarial soundness, since Its calculation

Is dependent upon the choice of actuarial mathad of calCUlation.

The choice of the method Is left to the board of the retirement

system. One allowable method, the aggregate method, does not

even calculate a funded ratio.

• The fiscal year 2008 ARC of $137.7 million consists of a portion to

cover the benefits earned In the fiscal year, approximately $78.8

million. The remainder of $58.9 million goes toward amortizing
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the UAAL over a remaining period of 27 years. The U.S.

Government Accountabfllty Office has said, "The term actuarial

soundness Is widely used but not clearly defined for public

retirement systems. For purposes of this report, we used the

following definition: A retirement system Is considered actuarlally

determined if a professionally qualified actuary (1) calculates the

present value of the liabilities for future benefits for current

participants and their beneficiaries, (2) determines the normal

cost and amortization payments for the unfunded actuarial

accrued liability over a reasonable period, and (3) has established

a method for determining and amortizing experience gains and

losses. If, In addition, the plan sponsor has indicated that It has

the wlillngness and sufficient fiscal capacity to pay those ongoing

costs, the plan may be considered actuarlally sound." By this

definition, SDCERS Is actuarlally sound.

• In the June 30, 2006 actuarial valuation, the SDCERS actuary

reports that the market value of assets Is $3,981,931,694,

compared to the total present value of vested accrued benefits of

$4,027,247,867. The ratio of these values Is 98.9%, I have

Independently calculated the total present value of all accrued

benefits, InclUding those not vested, to be $4,100,265,629. The

ratio of assets to this present value is 97.1%. In 1952, at a panel

discussion sponsored jointly by the American Statistical

Association, the American Economic Association, the American
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Association of University Teachers of insurance and the Industrial

Reiations Association, Dorrance C. Bronson, an actuary and author

of Concepts of Actuarial Soundness in Pension Planning. stated

that some actuaries define an actuarially sound plan as one,

"where the employer Is well informed as to the future cost

potential and arranges for meeting those costs through a trust or

Insured fund on a scientific, orderly program of funding which,

should the plan terminate at any time, the then pensioners would

be secure In their pensions and the then active employees would

find an equity In the fund assets reasonably commensurate with

their accrued pensions for service from the plan's Inception up to

the date of termination of the plan." The 97.1% funded ratio on

this basis meets this definition of actuarial soundness, even

though the system Is not going to terminate.

• Under the Pension Protection Act of 2006, one of the tests to

determine if a plan is "at-risk" Is determining If the funded ratio of

assets to present vaiue of accrued benefits falls beiow 80%, using

standard actuarial assumptions. At 97.1%, SDCERS is clearly not

at risk. A second test requires the plan to be at least 70% funded

using worst-case scenario assumptions. In calculating this funded

ratio, certain rules are put forth for determining the value of

assets, the assumed age at retirement and the interest rate and

mortality lable to be used to calculate liabilities. Although public

sector plans are not subject to this test, I have calculated an
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estimate of the Interest rate at which SDCERS would fall below

70%. That Interest rate is somewhat below 5.5%. The actual rate

will be calculated based on a simplified yield curve that will take

Into account each plan's demographics and has not yet been set.

• Assuming that the City continues to fund SDCERS with the

amounts reported as the ARC in SDCERS actuarial valuation

reports and assuming further that such reports are prepared In

accordance with generally accepted actuarial methods and

assumptions, as was the current actuarial valuation report

prepared by the SDCERS actuary for the fiscal year ended June 30,

2008, there is no material risk that SDCERS will be unable to pay

the pension benefits which the City has agreed to pay Its existing

retirees, termlnees entitled to future benefits and current

employees.

B. Retiree Health Benefits - These are so-called "Other Post Employment

Benefits ('OPEBs"), which are not considered pension benefits.

• The Government Accounting Standards Board ('GASB") Issued

Statement No. 43 ("GASB 43") entitled "Financial Reporting for

Postemployment Benefit Plans Other Than Pension Plans" In April

2004. GASB issued Statement No. 45 ("GASB 45") entitled

'Accounting and Financial Reporting by Employers for

Postemployment Benefits Other Than Pensions" In June 2004.

» GASS 43 requires the accrual 01 OPEB liabilities over the

working career of plan members, rather than on a pay-as-
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you-go basis. GASB 45 requires the accrual of OPES

expense over the working career of plan members.

» OPEBs Include medical. dental, vision, hearing and life

insurance benefits. OPEBs are covered by GASB 43 and

GASB 45 even If they are Included as benefits In a

defined benefit pension plan.

» The City Is a "phase 1 government," meaning It has total

annual revenues In excess of $100 million. GASB 43

applies to the City for fiscal year 2007, and GASB 45

applies to the City for fiscal year 2008, since the City Is a

phase 1 government.

» The GASB 43 and GASB 45 accounting standards require

a significant number of actuarial calculations. The City

will be required to have an OPEB actuarial valuation

performed at least biennially, with the first such valuation

as of June 30, 2007, determining the AAl as of June 30,

2007, and the ARC for fiscal year 2008. The actuarial

valuation will Involve choosing an actuarial cost method

and actuarial assumptions, which when applied to the

City census data will determine the AAl and the ARC.

» An actuarial cost method is essentially a formula for

deriving the liabilities. GASB allows the actuary to choose

from six acceptable methods.
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» Actuarial assumptions are the variables in the formula.

They can be characterized as either demographic or

economic. Demographic assumptions consider the

probability of the occurrence of certain events, such as

death, disablllty or retiring. Economic assumptions

consider the rates of such factors as Investment return,

healthcare cost increases and compensation Increases.

» The City census data Includes demographic Information

on currently active employees, retirees and terminated

employees If they will be eligible for benefits In the

future.

» If assets have been Irrevocably placed In a trust for the

sale purpose of paying post employment healthcare

benefits, the value of such assets must also be

considered.

» The ARC consists of two pieces (except In the case of use

of the aggregate actuarial cost method, which does not

generate an AAL). The first piece Is the amount

necessary to amortize the VAAL and the second Is the

amount considered to be the value of the benefits being

earned In the current year. The VAAL is the difference

between the AAL and the value of the assets.
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);. The ARC does not refer to an actual contribution

requirement, but rather to the employer's accrual

expense.

• No law, contractual agreement or accounting principle requires

the City to provide funding for OPE8 other than the pay-as-you-go

amount necessary to provide current benefits. There Is no

requirement for the City to accrue a liability on Its balance sheet

for the future payment of retiree health benefits. The San Diego

Municipal Code, §24.1204, states that If funding for retiree health

benefits Is not provided by the SDCERS 401(h) fund, It is to be

provided by the City directly. Therefore, the absence of 401(h)

funding is not a violation of the Municipal Code.

• Few municipalities create an actuarial fund for the payment of

retiree health benefits; the systems are typically pay-as-you-go, as

the City of San Diego's is currently. At the California State

Association of Counties Conference in January 2006, it was

reported that less than 10% of public entfties currently set aside

any money specifically as Irrevocable OPES contributions. If an

OPES plan is funded, the AAL and the ARC will be considerably

lower than If the plan Is unfunded, due to the proper use of

different discount assumptions. In July 2006, for instance, the

City and County of San Francisco estimated their AAL to be $4.95

billion If not funded, but $3.01 billion If funded. Similarly, their
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estimated ARC is $456 million if not funded, but $290 million if

funded.

• New York City set up a Retiree Health Benefits Trust for the

exclusive benefit of the Cltyls retired ampioyees and their

dependents to fund the post employment benefits in January

2006. However, the trust Initially had no assets, and benefits

were being paid on a pay-as-you-go basis. In January 2007, New

York Mayor Bloomberg announced that In fiscal year 2008, $500

million will be contributed to the trust, In order to begin funding

OPES. New York City has chosen eariy compliance with GASB 43

and 45 and recorded an OPES obligation in the footnotes to Its

Comprehensive Annual Financial Report for fiscal year 2006 of

$53.5 billion. No liability appears on New York City's balance

sheet.

C. The City's Reduction of the City's Pick Up of Employee Contributions and

a Corresponding Reduction In the Salaries of DROP Participants In 2005

and 2006 Did Not Constitute Reductions in Pension Benefits.

• I understand that in the Last, Best and Final Offers Imposed by the

City on the pollee after the POA declared Impasse In May 2005

and 2006, the City imposed a 3.2% reduction In the salaries of

DROP partlclpants, which corresponded to the 3.2% reduction In

amount of the so-called pick up by the City of the employees'

contribution to SDCERS. The 3.2% reduction In the pick up

amount was a reduction from 7.3% to 4.1%.
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• Neither of these changes in my opinion constituted a reduction in

pension benefits which the employee had been promised. As far

back as the June 30, 1985 actuarial valuation, the statement was

made that, "through the meet and confer process, members will

not be required to contribute on the basis of 'full' rates fQLg

limited period of time" (emphasis added). As recently as June 30,

1991, the same or similar statement appeared In the actuarial

valuation. At June 30, 1992, Gabriel, Roeder, Smith & Company

became the actuary for SDCERS. While none of their valuations

contain this statement, we have no evidence that there was a

change In philosophy. For instance, In the June 30, 1998

valuation the comment is made, "We recommend that the City

reduction '" for rt~otlated pick·ups be reviewed In light of the

reduction In assumed employee turnover" (emphasis added). I

understand these reductions In effect constituted reductions In

salary, which are typically an employment term negotiated in

meet and confer, and If not agreed upon, Imposed by a

municipality pursuant to the Meyer Millas Brown Act.

D. Specific Comments Regarding Mr. Mayo's Report - I have reviewed Mr.

Mayo's report and have the following critiques and comments:

• In discussing the decrease in the SDCERS funding ratio and the

reasons for the decrease, Mr. Mayo neglects to mention the effect

of the granting of additional benefits to employees in 1996 and

2002 that accompanied the adoption of Mp·1 and MP-2. Those

Page 12 of 16



benefits contributed approximately $238 million to the VAAL Mr.

Mayo also neglects to mention the effect of the granting of

additional benefits to employees In 2000 that accompanied the

Corbett Settlement. Those benefits contributed approximately

$207 million to the VAAL

I have performed an analysis of the events causing the VAAL,

currently reported to be $1.001 billion. I have divided It Into

eleven major categories, as follows:

Amount (In
millions of Percent

Category dollars)* ofTotal

July 1, 1.996 VAAL $224 22%

Benefit Improvements 445 44%

Purchase of Service Credits 1.24 12%

DROP 37 4%

Waterfall Benefits 220 22%

City Contribution Shortfall 1.61. 16%

Actuarial Assumption Changes 1.1.6 12%

Actuarial Method Changes -49 -5%

Extra Contribution (June 2006) ·106 -11%

Investment Gains -361 -36%

Other Actuarial Losses 190 19%

ITotal $1,001 100%

• Some amounts Include liabilities for Unified Port District and

Airport Authority, which were not accounted for separately. These

amounts are not significant.
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• Mr. Mayo implies that the two most significant factors causing the

current UAAL, "have been the management of the pension fund by

the Board of the San Diego Employees Retirement System ... and

the underfundlng of the Plan by the City." As noted above, of the

ten factors other than the City contribution shortfall, five have an

absolute impact greater than the City contribution shortfall.

Specifically, favorable, rather than unfavorable, Investment

returns since July 1, 1995, have caused a decrease In the UAAL of

$361 million. Also, It Is my understanding that the Board of

SDCERS has managed the plan in compliance with the San Diego

Municipal Code.

• Mr. Mayo refers to a "practice of skimming Investment returns."

The practice to which he refers Is a practice authorized by City·

Charter and Ordinance 0-15353, originally adopted on October 6,

1980, and expanded later, mainly as a result of the Corbett

Settlement In 2000 that came to be known as the "waterfall." The

waterfall refers to benefits and associated assets which are not

valued in the actuarial valuation In determining the AAL, UAAL and

ARC. Instead, they are paid out of so-called surplus undistributed

earnings, or realized Investment returns above the assumed rate

of 8%. The waterfall assigns priorities to the useS of these surplus

undistributed earnings.

The concept began with the creation of the 13th check, which was

designed to provide retirees with supplemental retirement income
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to compensate for the effects of high inflation, which had

rendered many retirees' benefits inadequate. Retirees were

supposed to receive 50% of the undistributed surplus earnings,

but In 1983 a cap of $30 per year of service was placed on the

benefit. Subsequent amendments to that cap were made to take

into account the retirees who had retired somewhat earlier.

Retiree healthcare premiums became part of the waterfall after

the City and Its employees stopped contributing to Social Security,

beginning In :1.983. The premiums were paid out of surplus

undistributed earnings through :1.992, at which point it was

determined that the use of pension assets for this purpose was

Improper. From fiscal year :1.998 through fiscal year 2005,

healthcare benefits were again paid from a reserve set up outside

the assets held for valuation purposes.

Currently, the :l.3th check and the 7% Increases in retiree benefits

awarded as a condition of the Corbett Settlement In 2000 are the

primary benefits In the waterfall.

Beginning with the June 30, 2006, actuarial valuation the

liabilities and assets associated with the waterfall benefits were

valued In determining the AAL, UAAL and ARC.

• In his conclusions, Mr. Mayo acknowledges that the City Is

currently funding SDCERS on an actuarially sound basis. I concur

with that conclusion. But I dlsagrae with his assertion thai

SDCERS and the City "conspired to use an unsound scheme to
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fund certain non-retirement benefits by using excess investment

earnings of the Plan's trust:' It Is true that the City adopted an

ordinance that provided for the funding of certain benefits out of

realized investment earnings of SDCERS that exceeded the

actuarlally assumed Investment earnings of 8%. But It Is quite

common In the public sector for retirement systems to provide

benefits such as the 13th check out of excess earnings.

V. CONCLUSIONS

The views expressed In this report are those of the author and should not

be construed as representing the position of other experts at Actuarial Service

Company, P.C.

I declare under penalty of perjury under the laws of the State of

California that the foregoing Is true and correct to the best of my belief and that

this report was signed on March 19, 2007 at Troy, Michigan.
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APPENDIX A

Curriculum Vitae

Joseph Esuchanko, MAAA. ASA, MSPPA, FCA, EA

Joseph Esuchanko is the founder and president of Actuarial Service Company,

P.C. The firm was founded in 1984 when he left the position of Senior Consultant at

Coopers & Lybrand. The cilent base of Actuarial Service Company, P.C. ranges from

small closely held companies to very large corporations and government entities. Mr.

Esuchanko Is responsible for the design, installation and administration of ali types of

pension plans and public employee systems.

Mr. Esuchanko received his undergraduate degree from West Chester

University in 1964 and entered the actuarial profession in 1968, when he Joined

Educators Mutual Life Insurance Company In Lancaster, PA. In 1972, he successfully

completed the examination and other requirements to become an Associate of the

Society of Actuaries. He met the requirements of the American Society of Pension

Professionals and Actuaries to be designated a Member in 1974. He was enrolled by

the Joint Board for the Enrollment of Actuaries to perlorm actuarial services under the

Employee Retirement Income Security Act of 1974, In 1976. In 1976, he also met the

education and admission requirements to be enrolled as a Member of the American

Academy of Actuaries. He received the designation of Fellow of the Conference of

Consulting Actuaries in 2005.

Mr. Esuchanko was named Pension Actuary for Security Mutuai Life Insurance

Company of New York in 1973. in 1975, he joined Beyer Barber, Inc. as Vice President



and Actuary. He was named Assistant Vice President at Johnson & Higgins In Detroit,

MI, after Joining them in 1979. His final position before forming Actuarial Service

Company was as Senior Consultant for Coopers & Lybrand In Detroit.

My. Esuchanko's experience In the technical and practical aspects of employee

benefit plans has resulted In lecture engagements before various professional groups,

Including the Michigan Association of Public Employae Retirement Systems and the

National Public Employees' Retirement Funds Summit. He Is also a former instructor

for the Certified Pension Consultant program of the American Society of Pension

Professionals and Actuaries and has taught pension courses at Walsh College in Troy,

MI. Nationally, Mr. Esuchanko has served on the Committee on Professional Conduct

of the American Society of Pension Professionals and Actuaries and the Enrolled

Actuary Examination Committee.

Mr. Esuchanko first began providing actuarial services to public employee

retirement systems In 1975 when he was Vice President and Actuary for Beyer

Barber, Inc. In Allentown, PA. Most recently, with respect to public employee clients,

he has mainly served as the reViewing actuary for Actuarial Service Company.

However, he has been the lead actuary for larger projects, most notably The City of

Houston, Texas and The State of Alaska. Mr. Esuchanko's work with DROPs and

retirement system funded status analysis has been cited In newspapers and

national journals such as the New York Times, Fortune Magazine, Christian Science

Monitor, Business Week and the Houston Chronicle. The Juneau Empire and the

Fairbanks News Miner have cited his work analyzing the funded status of the Alaska

Public Employees' Retirement System.
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Sworn Testimony During Last Four Years

Joseph Esuchanko, MAAA, AM, MSPP~FCA, EA

Michigan Employment Relations Committee: City of Wyandotte Firefighters Local

356 v. City of Wyandotte - 2004

Michigan Employmenj Relations Committee: Commerce Township Firefighters

Local 2:154 v. Commerce Township· 2006

Superior Coul'LQfjhe State of California for the County of San Diego: San Diego City

Employees' Retirement System v. San Diego City Attorney Michael J. Aguirre, et al. 

2006




