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Introductory Section

Transmittal Letter

SDCERS

San Diego City Employees’ Retirement System

December 17, 2008

To the Members, Retirees, Beneficiaries, Plan Sponsors, Trustees and Audit Committee of the San Diego City
Employees’ Retirement System:

I am pleased to present the San Diego City Employees’ Retirement System’s Comprehensive Annual Financial
Report (CAFR) and accompanying Operations Summary for the fiscal year ended June 30, 2008 (FY 2008).

Fiscal year 2008 was a year of many significant achievements for SDCERS.

Actuarial Improvements. In January 2008, SDCERS’ actuary, Cheiron, issued its June 30, 2007 Actuarial
Valuations for our three plan sponsors. The 2007 Valuations include the apportionment of SDCERS’ Trust
Fund assets among plan sponsors based on individual cash flows attributable to each plan sponsor; the full
recognition and funding of certain liabilities that had been considered “contingent” in nature; the use of a
more widely-accepted asset smoothing method; the proper treatment of certain disability payments; and the
proper treatment of benefit payments made in excess of Internal Revenue Code section 415. In addition, the
Board voted to return to the Entry Age Normal (EAN) actuarial funding method effective with the June 30,
2007 actuarial valuation. EAN replaces the less widely-accepted Projected Unit Credit (PUC) funding method
used since 1992.

Audit Committee and Internal Audit. SDCERS has established an independent Audit Committee to assist
the Board in fulfilling its oversight responsibilities for the financial reporting process, the system of internal
controls, the audit process and compliance with laws, regulations and internal policies and procedures. Three
non-Trustee San Diego citizens, Marilyn Brown, Michael Collins and Armon Kamesar, comprise the majority
of the five-member Audit Committee, making it truly independent. Mr. Kamesar recently completed his term
as Committee Chair, and he was succeeded by Mr. Collins. At its October meeting, the Board reappointed Mr.
Kamesar to a four-year term on the Committee. SDCERS is extremely fortunate to have these three talented and
experienced financial professionals serving on this important Committee.

In August 2007, the Audit Committee selected Bob Wilson to be SDCERS’ first full-time Internal Auditor. As
Internal Auditor, Bob reports directly to the Audit Committee to ensure that position is independent from
SDCERS management. Bob, who joined SDCERS in 2005 as Assistant Administrator after serving 27 years in
the City's Auditor and Comptroller Department, is one of the most experienced auditors in the public pension
arena. He has been a great asset to the Audit Committee and SDCERS. With an independent Audit Committee
and Internal Auditor, SDCERS’ audit structure is more independent and less influenced by management than
most publicly-traded companies.

Group Trust Created. In March 2007, the Board adopted a Group Trust to ensure the assets of our three plan
sponsors are separated from each other consistent with the City Charter and Municipal Code. The Group Trust
provides that each sponsor’s plan will be administered as a separate trust, and each plan sponsor has entered into
a Participation and Administration Agreement with SDCERS that establishes the terms under which SDCERS
administers their retirement plan. These Agreements were approved by the San Diego City Council, as required
by the City Charter, in February 2008.

Investment Results. SDCERS' total investment return for FY 2008 was -4.66% compared to 16.5% for FY 2007.
As of June 30, 2008, SDCERS’ annualized total investment return was +7.78% over the past three years, +10.77%
over the past five years, and +7.96% over the past ten years.

As should be no surprise, the current turmoil in the global financial markets has impacted SDCERS’ investments
just as it has every other institutional and individual investor. However, it is important to keep in mind during
these times that SDCERS invests for the very long term. For example, we invest contributions for a newly-
hired employee who might work for thirty years until 2038 and then, when they retire, we may pay them for
thirty years (until 2068) based on their life expectancy. If they leave a spousal continuance, a portion of their
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Introductory Section

retirement payment could continue for another ten years to 2078. As a result, SDCERS’ investment philosophy
and strategy is focused on long-term results. Short-term market dislocations - even those as severe as what we are
experiencing today - are, in relation to SDCERS’ time horizon, just that: short-term. Our long-standing, disciplined
strategy of a well-balanced portfolio has and will continue to work over the long haul.

Finally, the market downturn since July 1, 2008 reflects just over one quarter of SDCERS’ four-quarter fiscal
2009 year. Only when all four fiscal quarters have been concluded, on June 30, 2009, will the impact of the
current market condition be known.

Because of the long-term nature of SDCERS’ obligations and investment strategies, overreaction to short-term
results can lead to emotional or irrational investment decisions. SDCERS has never, and should never, manage
its portfolio for the short term. Indeed, because recent declines in SDCERS’ equity portfolio have pushed those
asset levels below our investment targets for equities, SDCERS has rebalanced the portfolio by buying equities.
Our long-standing, disciplined strategy of a well-balanced portfolio has and will continue to work over the long
haul.

SDCERS' target and actual asset allocation, as of June 30, 2008 and June 30, 2007, and recent and long-term
investment performance are all included in the Investment Section.

Organizational Improvements. SDCERS’ management team and staff are capable and experienced, and they
have accomplished a great deal during the year. Important recent additions to SDCERS’ management team
include Mark Hovey, our Chief Financial Officer, and Cynthia Queen, our Member Services Director. Cynthia
replaced Rebecca Wilson, SDCERS’ first Member Services Division Director, who was promoted to Chief of
Staff. Another important staff move was the promotion of Elaine Reagan as General Counsel. Elaine replaced
Christopher Waddell who served SDCERS with distinction but chose to return to Sacramento to rejoin his family
full-time.

To maintain the Investment Division’s long-term record of performance, we have added two investment
professionals to the group: Liza Crisafi as Deputy Chief Investment Officer and Corey BuuHoan as an Investment
Officer. In addition, Jamie Hamrick was promoted to Investment Officer. With four Investment professionals,
assisted by Christina Tamayo, SDCERS has a well-trained and experienced group managing our investment
portfolio.

Tax Compliance Confirmed. In December 2007, the Board unanimously approved a Compliance Statement
with the Internal Revenue Service that resolved all of SDCERS’ outstanding IRS issues. SDCERS had proactively
entered the Internal Revenue Service's Voluntary Correction Program in July 2005 after conducting a
comprehensive review of plan operations to identify any areas of non-compliance with federal tax law.

Following receipt of the Compliance Statement, SDCERS received a favorable IRS Determination Letter in January
2008 confirming SDCERS’ status as a tax-qualified plan. Governmental pension plans, like SDCERS, are not
required to have a Determination Letter, and not many have one that is current. SDCERS’ Determination Letter
positively affirms that the plan complies with IRS rules. This is important because it confirms for SDCERS’
members and plan sponsors that contributions made to SDCERS may be made on a pre-tax basis and investment
earnings made by SDCERS on those contributions can grow tax-free.

New Office Space. SDCERS opened for business in our new space at 401 West A Street on July 30, 2007. The
move, which concluded a thorough and detailed process, was completed on time and under budget. The new
space is very functional and “member friendly” and will result in significant cost savings.

Audited Financial Statements. The financial statements included in this CAFR have been prepared by SDCERS’
management, which is responsible for the integrity and fairness of the data presented, including the many
amounts that must be based on estimates and judgments. The accounting policies followed in preparation of
these financial statements conform to accounting principles generally accepted in the United States of America.
The basic financial statements are presented in accordance with the Governmental Accounting Standards Board
(GASB). All the financial information presented is consistent with these financial statements. GASB Statement
No. 34 requires that management provide a narrative introduction, overview and analysis to accompany the
basic financial statements in the form of a Management’s Discussion and Analysis (MD&A). This Transmittal
Letter complements the MD&A, which follows the report of the independent auditors, and should be read in
conjunction with it.
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Internal Controls. SDCERS has established a framework of internal controls to provide reasonable assurance
that assets are properly safeguarded, transactions are properly executed and the financial statements are
reliable. In addition, our Internal Auditor reviews our internal controls and operations and he reports regularly
to the Audit Committee. The SDCERS Audit Committee reviews the audit findings and recommendations for
improvement in internal control and the actions of management to implement these recommendations.

Organization of the CAFR. This CAFR, which is available upon request and on-line at www.sdcers.org, is
divided into five sections:

e The Introductory Section contains Transmittal Letters and organizational information.

e The Financial Section presents the Independent Auditors’ Report prepared by Macias Gini & O’Connell,
MD&A, audited financial statements for FY 2008 and FY 2007, and other financial and operational
information.

® ThelInvestmentSection contains SDCERS’ Investment Consultant’s Statement, prepared by Callan Associates,
SDCERS'’ asset class investment returns, a list of SDCERS’ external investment management firms, SDCERS’
statement of investment objectives and policies, graphs and schedules depicting asset allocation and asset
diversification, and ten years of historical investment performance and asset holdings information.

* The Actuarial Section includes SDCERS’ Actuary’s Certification Letter, prepared by Cheiron, and supporting
schedules and information that pertain to SDCERS’ participants and benefits.

e The Statistical Section contains schedules of comparative data related to SDCERS’ revenues and expenses,
active and inactive members and retirees, average monthly retirement benefits, and a list of participating
plan sponsors.

Acknowledgments. | would like to express my personal appreciation to our Trustees and Audit Committee
members who, without compensation, have provided the leadership, direction and support that have made all of
our recent achievements possible. Our plan sponsors, members, and the citizens of our community have been
well served by their stewardship of SDCERS.

Raymond Ellis and Mark Oemcke, our two newest Trustees, were appointed by the Mayor, confirmed by the City
Council and sworn in as Trustees at the Board's October 2008 meeting. Both bring great financial experience
and energy to the Board. Trustee George Murray’s last meeting was in October. Refusing to abandon his post
until his successor was sworn in, George served for an additional 19 months after his term expired. He served
with great distinction, and we all will miss his wisdom, judgment and humor very much.

Finally, I would like to thank my SDCERS colleagues. Each one works hard and takes very seriously their role in
providing for the financial security of our members, retirees and beneficiaries. While it is fashionable in some
circles to belittle public employees, SDCERS’ staff is dedicated and committed to ensure the System'’s success.
Their individual efforts, combined with those of a great group of professionals and investment managers, inspires
me each day.

As I have said many times, SDCERS has accomplished more over the past few years than any other public pension
system in the country. If you doubt it, please read the “Progress Report on the San Diego City Employees’
Retirement System” on our website. These achievements, many of which are noted above, are due to the leadership of
our Trustees, the hard work of SDCERS’ employees and the support of our members, retirees and beneficiaries.

It is a pleasure and an honor to work with and serve you as SDCERS’ Administrator and CEO.

Respectfully submitted,

N

David B. Wescoe
Administrator/CEO
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San Diego City Employees’ Retirement System
Board of Administration
As of June 30, 2008

Introductory Section

Board of Administration

Thomas C. Hebrank, President
Mayoral Appointee

Mark C. Sullivan, Vice-President
Elected Safety (Police) Member

Susan S. Gonick
Mayoral Appointee

David A. Hall
Elected Retiree

V. Wayne Kennedy
Mayoral Appointee

Franklin R. Lamberth
Elected General Member

Steven W. Meyer
Elected General Member

George A. Murray
Mayoral Appointee

Peter E. Preovolos
Mayoral Appointee

Jo Anne SawyerKnoll
Ex-Officio, Mayoral Designee

William ). Sheffler
Mayoral Appointee

John G. Thomson
Elected Safety (Fire) Member

Vacant
Mayoral Appointee
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Financial Section

Table 4: Increase in Group Trust Net Assets

Increase/  Percentage Increase/  Percentage

2008 2007 (Decrease)  Change 2007 2006 (Decrease)  Change
Total Additions (Table 2) (S165,901) 945,918,889  ($946,084790)  -100.0% $945918,889  $822,060,027  $123,858,862 15.1%
Less Total Deductions
(Table 3) 296,707473 278,023,121 18,084,352 6.7% 278023121 259987322 18,035,799 6.9%
Net Increase (Decrease)
in Defined Benefit Pension
Plan’s Net Assets (5296,873,374)  $667.895,768  (5964,769142)  -144.4% 667895768 $562,072,705  $105,823,063 18.8%
Additions as a Percentage of
Current Year Deductions -01% 340.2% - n/a 340.2% 316.2% - n/a

Coverage - Total Additions Compared to Total Deductions

As set out in Table 4 above, contributions in FY 2008 were offset by investment losses, resulting in net
additions of $(0.2) million. In FY 2007, additions of $945.9 million provided over three times coverage, or
340.2%, of FY 2007 deductions of $278.0 million. In FY 2008 and FY 2007, SDCERS experienced an overall
change in plan net assets of ($296.9) million and $667.9 million, respectively. FY 2006 additions of $822.1
million supplied three times coverage, or 316.2%, of FY 2006's deductions of $260.0 million, reflecting an
overall net increase of $562.1 million in net assets.

Post-Employment Healthcare Benefit Plan (HCB Plan)

Post-employment Healthcare Benefit Plan funds are not part of the SDCERS trust fund and are reported in the
City’s financial statements.

Stock Market Volatility

The turmoil in the global financial markets in calendar 2008 has impacted negatively SDCERS’ investment
portfolio. SDCERS’ investment performance for the quarter ending September 30, 2008, the most recent
period for which investment performance has been measured, was -10.1%. However, this performance
reflects only one quarter of SDCERS’ four-quarter 2009 fiscal year. Because SDCERS’ actuary uses the final
investment return as of June 30, 2009 to determine a plan sponsor’s ARC, only when all four fiscal quarters
have been concluded, on June 30, 2009, and the ARC payment calculated, will the impact of the current
investment market be known. Once calculated by the actuary, that ARC will not be paid by our plan sponsors
until the following fiscal year, beginning in July 2010.

The ARC that the plan sponsors will pay for the fiscal year beginning on July 1, 2009 will be based on fiscal
year investment returns from July 1, 2007 through June 30, 2008.
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San Diego City Employees’ Retirement System

Statements of Plan Net Assets
June 30, 2008 and June 30, 2007

2008 2007
City of San Diego ~ Unified Port District ~ Airport Authority Total Total
ASSETS
Cash and Cash Equivalents
Cash or Equity in Pooled Cash and Investments with the
ity of San Diego $4,822,502 $243,078 $56,602 $5,122,182 $490,168
Cash and Cash Equivalents on Deposit with Custodial Bank
and Fiscal Agents 472,065,241 23,794,385 5,540,645 501,400,271 527,795,020
Total Cash and Cash Equivalents 476,887,743 24,037463 5,597,247 506,522,453 528,285,188
Receivables
Plan Sponsors' and Members' Contributions 3,230,740 140,754 83,595 3,455,089 9,025,135
Members' - Purchased Service Confracts 12,08991 1463441 787443 14,340,795 17247817
Accrued Interest Receivable 15,840,017 798414 185,915 16,824,346 13,730,628
Securities Sold 94,213,670 4,748,827 1,105,789 100,068,286 79153778
Total Receivables 125,374,338 7151436 262,742 134,688,516 119,157,358
Investments, at Fair Value
ShortTerm Investments 39,794,883 2,005,856 467074 42,267,813 52998771
Domestic Fixed Income Securities 940,203,733 47390,842 11,035,202 998,629,777 810,554,203
International Fixed Income Securities 172407762 8,690,189 2,023,556 183,121,507 176,388,316
Domestic Equity Securities 1,676,650,767 84,511,354 19,678,905 1,780,841,026 2,021,799.800
Interational Equity Securities 771,564,513 38,890,605 9,055,878 819,510,996 900,229,222
Mortgages 2,674
Directly-Owned Real Estate Assets and Real Estate Equity Securities 459,007,003 23,136,186 5,387,380 487530,569 440,972,250
Total Investments 4,059,628,661 204,625,032 47647995 4,311,901,688 4,402,945,236
Securities Lending Cash Collateral 634,647,061 31989299 7448,873 674,085,233 854,630,428
Total Investments Including Securities Lending Cash Collateral 4,694275,722 236,614,331 55,096,868 4985986921 5,257 575,664
Prepaid Expenses 14,748 743 173 15,664 62918
Capital Assets at Cost, Net of Accumulated Depreciation of
$379,862 and $317,783, respectively 492,240 24,812 5771 522,829 201470
TOTAL ASSETS $5,297,044,791 $267,828,785 562,862,807 $5627736,383  $5,905,282,598
LIABILITIES
Accounts Payable $726,306 $36,609 48,525 S771,440 $2,552,199
Investment Related Fees Payable 4,976,294 250,829 58,407 5,285,530 5413448
Accrued Wages and Benefits 663,715 33,454 7790 704,959 572,026
DROP Liability 305,299,867 5,889,582 566,924 311,756,373 271,595,956
Pension Liahility 776,222 776,222 776,222
Securifies Purchased 234.91M1,682 11,840,692 2,757,166 249,509,540 88,021,859
Securities Lending Obligations for Cash Collateral 634,047,061 31,989,299 7448873 674,085,233 854,630,428
TOTAL LIABILITIES $1,182,001,147 $50,040,465 510,847,685 $1,242,889,297 $1,223,562,138
NET ASSETS HELD IN TRUST FOR PAYMENT OF PENSION BENEFITS ~ $4,115,043 644 $217,788,320 $52,015,122  $4,384,847,086 $4,681,720,460

(A Schedule of Funding Progress for each plan sponsor is presented in the Required Supplementary Information section which follows the Notes to the Financial Statements.)

For a full understanding of the Statements of Plan Net Assets, please see the accompanying Summary of Significant Accounting Policies and Notes to the Financial Statements,

which follow.
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San Diego City Employees’ Retirement System
Statements of Changes in Plan Net Assets
For the years ended June 30, 2008 and June 30, 2007

2008 2007
City of San Diego  Unified Port District ~ Airport Authority Total Total
ADDITIONS
Contributions
Plan Sponsor $165,580,938 $6,900,000 $2,520000  $175,000938 $181,388,065
Members' Portion Paid by Plan Sponsor 15,737432 2,829.220 1,649,827 20,216,479 22,728,577
Members' 45,203,311 1,343,753 739,950 47,287,014 4392792
Members' for Purchased Service 6,790,375 442,790 28,953 7262118 6,042,961
Earned Inferest on Purchased Service Installment Contracts 832,177 125,366 64,704 1,022,247 1,352,182
Total Contributions 234,144,233 11,641,129 5,003,434 250,788,796 255,439,706
Investment Earnings
Net Appreciation (Depreciation) in Fair Value of Investments
Equity (377,899,855) (19,786,635) (4517.880)  (402,204,370) 492,378,369
Fixed Income 40,712,529 2,081,554 472,212 43,266,355 25,703,535
Real Estate Equity and Real Estate Securities (28,333,716) (1491484) (340,886) (30,166,086) 39493,059
Total Net Appreciation (Depreciation) in Fair
Value of Investments (365,521,042 (19.196,565) (4,386,494) (389,104,101) 557,574,963
Investment Income (Loss)
Equity - Dividends 61177716 3,513,742 802,292 71,493,750 63,459,329
Fixed Income - Interest 72,016,432 3,760,225 858,219 76,634,876 719.70 577
Real Estate - Income 1832467 409,248 93430 8,335,145 9,035,075
Total Investment Income 147,026,615 7,683,215 1,753,941 156,463,771 152,235,981
Less Investment Expenses (22,528,620) (1177.270) (268,749) (23,974,639) (21,681992)
Total Net Investment Income (Loss) (241,023,047) (12,690,620) (2,901,302) (256,614,969) 688,128,952
Securities Lending Income
Gross Earnings 35,099,127 1,832,646 418,276 37,350,049 35,579,779
Borrower Rebates (28,314169) (1478,380) (337420) (30,129,969) (33,216,240)
Administrative Expenses (Lending Agent) (1,780,814) (92982) (21,222) (1,895,018) (632,352)
Net Securifies Lending Income 5,004,144 261,284 59,634 5,325,062 1,731,187
Total Net Investment Earnings (236,018,903) (12,429,336) (2,841,668)  (251,289,907) 689,860,139
Other Income 314,839 16,580 3,79 335,210 619,044
TOTAL ADDITIONS (§1,559,831) (S771,627) $2,165,557 (§165,901) $945,918,889

(Continued on Page 24)
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San Diego City Employees’ Retirement System
Statements of Changes in Plan Net Assets (continued)
For the years ended June 30, 2008 and June 30, 2007

2008 2007
City of San Diego ~ Unified Port District ~ Airport Authority Total Total
DEDUCTIONS
Benefit Payments
Monthly Retirement and Disability Allowances $232,880,929 410,048,165 $404,745  $243,333,839 $224,669,237
13th Check 4527141 168,975 4,014 4,700,130 4,522,573
Corbett Benefit 5,524,855 5,524,855 5,613,906
Death Benefit 444932 10,000 454932 457,035
Total Benefit Payments 243377857 10,227,140 408759 254,013,756 235,262,751
Refunds of Members' Contributions 3,581,254 71,249 214,187 3,866,690 3,393,507
Administrative Expenses 15,108,211 630,024 381M 15,776,346 19,103,395
DROP Inferest Expenses 22634121 378,501 38,059 23,050,681 20,263,468
TOTAL DEDUCTIONS 284,701,443 11,306,914 699116 296,707473 278,023,121

NET ASSETS HELD IN TRUST FOR PAYMENT OF PENSION BENEFITS

BEGINNING OF YEAR 4,401,304,918 229,866,861 50,548,681
NET INCREASE (DECREASE) (286,261,274) (12,078,541) 1,466,441
END OF YEAR $4,115,043,644 $217,788,320 $52,015,122

4,681,720,460 4,013,824,692
(296,873,374) 667,895,768
$4,384,847,086 $4,681,720,460

For a full understanding of the Statements of Changes in Plan Net Assets, please see the accompanying

Summary of Significant Accounting Policies and Notes to the Financial Statements.
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San Diego City Employees’ Retirement System
Statement of Fiduciary Net Assets - Agency Fund
City of San Diego Preservation of Benefits Fund
As of June 30, 2008

ASSETS
Cash and Cash Equivalents
Cash or Equity in Pooled Cash and Investments with the City of San Diego S 14,607
Cash and Cash Equivalents on Deposit with Custodial Bank and Fiscal Agents 111,413
Total Cash and Cash Equivalents 126,020
Receivables
Accrued Inferest Receivable 714
Total Receivables 714
TOTAL ASSETS S 126734
LIABILITIES
Accounts Payable S 331
Sundry Trust Liability 126,403
TOTAL LIABILITIES S 126,734
NET ASSETS S (0)

For a full understanding of the Statement of Fiduciary Net Assets, please see the accompanying
Summary of Significant Accounting Policies and Notes to the Financial Statements.

SDCERS Comprehensive Annual Financial Report 2008 25



Financial Section

San Diego City Employees’ Retirement System
Notes to the Financial Statements
June 30, 2008 and June 30, 2007

FINANCIAL STATEMENTS

The following information supplements the audited financial statements, the Statements of Plan Net Assets
and the Statements of Changes in Plan Net Assets. Note 10. Legal Action and Note 11. Subsequent Events provide
information regarding litigation that may have a financial impact on SDCERS or circumstances that may have

occurred after June 30, 2008 through the end of the audit period.

1. Summary of Significant Accounting Policies

Basis of Accounting

SDCERS'’ financial statements have been prepared in conformity with U.S. Generally Accepted Accounting
Principles (GAAP). The U.S. Governmental Accounting Standards Board (GASB) is the accepted standard
setting body for establishing governmental accounting and financial reporting principles. GASB Statement
No. 25, Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution Plans,
established financial reporting standards for defined benefit pension plans.

In March 2007, the Board adopted a Declaration of Group Trust, effective July 1, 2007, to fulfill requirements
in the City Charter and Municipal Code that the assets of each SDCERS Plan be used to pay benefits and
expenses relating only to that Plan. Under the Group Trust, the City, Port, and Airport’s plans will be legally
treated as separate plans. Unlike a multiple-employer plan, under a group trust the assets of one employer’s
plan will not be available to pay benefits under any other employer’s plan if one or more of the employers
becomes insolvent. Assets of each sponsor’s plan will be pooled for investment purposes only.

The City, Port and Airport approved their respective Participation and Administration Agreements, and in
September 2007, the City Council adopted a necessary enabling resolution approving each Agreement. To
confirm the separation of the City, Port and Airport plans, SDCERS filed requests with the IRS for separate
determination letters for the Port and Airport during 2008. These requests remain pending. Separate
financial statements are presented in this CAFR, as required by GASB Statement No. 25 for pension trusts that
administer more than one plan. Separate statements are presented for 2008 only, as that is the year for which
separate plans were effective. SDCERS worked with its custodian, State Street Bank & Trust Company (State
Street), to implement the necessary accounting procedures to present separate financial statements by plan
sponsor even while the assets remain pooled for investment purposes.

GASB Statement No. 50, Pension Disclosures, which is effective for the fiscal year ending June 30, 2008 and was
implemented by SDCERS during 2008, requires the Group Trust to disclose certain information regarding
the funded status and actuarial methods and assumptions used in the most recent actuarial valuations in the
notes to the financial statements rather than in the required supplementary information section. In addition,
GASB Statement No. 50 requires the Group Trust to disclose the methods and assumptions used to determine
the fair value of investments, such as real estate investments, for which quoted market prices are not available.

SDCERS is also the fiduciary of an agency fund for the City of San Diego’s Preservation of Benefit Plan. The agency
fund accounts for assets held by SDCERS in a trustee capacity or as an agent on behalf of the City. The agency
fund is custodial in nature and does not measure the results of operations. See Note 8. Preservation of Benefit
Plan Activity for additional information.

SDCERS'’ financial statements are prepared using the accrual basis of accounting. SDCERS is considered
part of the City's financial reporting entity, and SDCERS’ financial statements are included in the City’s
Comprehensive Annual Financial Report (City's CAFR).

Member contributions are recognized in the period in which they are due. Plan sponsor contributions are
recognized when due and a formal commitment to provide the contribution has been made. Benefits and
refunds are recognized when due in accordance with SDCERS’ Group Trust. SDCERS’ investments are stated
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Financial Section

San Diego City Employees’ Retirement System
Notes to the Financial Statements (continued)
June 30, 2008 and June 30, 2007

at fair value. Investment income is recognized in accordance with GASB Statement No. 25 and is stated net of
investment manager fees and related expenses.

Cash or Equity in Pooled Cash and Investments on Deposit with the City of San Diego

The City maintains a cash and investment pool that is available to all departments of the City and other
related entities for which the City is the depository. The credit risk for this pool is disclosed in the Notes to
the City's CAFR. Interest is earned on the pooled funds each accounting period (13 periods each fiscal year).
SDCERS had a total of $5,122,182 and $490,168 on deposit in the pool as of June 30, 2008 and June 30,
2007, respectively.

Cash and Cash Equivalents on Deposit with Custodial Bank and Fiscal Agents

The balances in the audited financial statements of Cash and Cash Equivalents on Deposit with the Custodial
Bank and Fiscal Agents totaled $501,400,271 as of June 30, 2008, and $527,795,020 as of June 30, 2007.
These balances represent a significant portion of plan assets that are identified as the cash collateral, invested
in U.S. Government Federal Funds, from three market neutral portfolios (long and short U.S. equity positions)
held with prime brokers (agents). These market neutral portfolios totaled $432,367,755 as of June 30, 2008,
and $433,414,612 as of June 30, 2007. The market neutral portfolios are classified as domestic fixed income
(short duration - defensive) investment strategies in SDCERS’ strategic target asset allocation. SDCERS does
not have a target investment allocation to cash.

Receivables

SDCERS'’ receivables reflect accrued employer and employee contributions due to SDCERS and member
contributions for executed purchase of service contracts where payment is pending. See Note 4. Contributions
for additional discussion and disclosure regarding purchase of service contracts.

In accordance with GASB Statement No. 25, securities sold represents a receivable of cash under trade date
accounting. Cash is received as of the transaction settlement date, which is typically trade date plus one to
three business days.

Investments

The Board has the authority to delegate investment management duties to outside advisors, to seek the
advice of outside investment counsel, and to provide oversight and monitoring of the investment managers it
hires. Additional discretion beyond the City Charter is provided for under the California State Constitution
and other relevant authorities whereby the Board may, at its discretion, invest funds in any form or type of
investment, financial instrument, or financial transaction. SDCERS’ agents, in SDCERS’ name, manage all
investments, which are stated at fair value in the accompanying Statements of Plan Net Assets. SDCERS’
custodian, State Street, provides the market values of exchange traded assets. Through its agents, SDCERS
also holds investments in non-publicly traded institutional investment funds. These institutional investment
funds are comprised of exchange traded securities, the market values of which are provided by the respective
custodians. Directly-owned real estate assets are stated at appraised values as determined by SDCERS'’ real
estate managers and third-party appraisal firms.

Capital Assets

Purchased capital assets are recorded at historical cost. Assets are depreciated using the straight-line method
over the following useful lives:

Office Equipment 10-15 years

Computer Equipment 3 years
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Liabilities

Liabilities reflect accrued financial obligations of SDCERS as of June 30, 2008 and June 30, 2007, including
the repayment of securities lending collateral at a future date. In accordance with GASB Statement No.

25, securities purchased represent a payable of cash that is required under trade date accounting to settle
pending purchases on a settlement date basis, which is typically trade date plus one to three business days.
Also included within Liabilities are DROP reserves. In addition, a Pension Liability is shown representing that
portion of the City’s Net Pension Obligation that is apportioned to SDCERS employees.

Expenses

SDCERS’ administrative expenses are paid from plan assets. Fees for investment management, actuarial services,
custodial bank services and other operational costs are netted against annual additions to plan assets.

Income Taxes

Under Internal Revenue Code Section 401(a) and California Revenue and Taxation Code Section 23701, SDCERS’
Group Trust and the three separate defined benefit plans participating in the Group Trust are exempt from
federal and state income taxes. Accordingly, no provision for income taxes has been made in the financial
statements. In July 2005, SDCERS filed a request for a determination letter (Form 5300) with the Internal
Revenue Service. While a determination letter is not required for a defined benefit plan to be tax-qualified, it
confirms SDCERS'’ status as a qualified governmental pension plan. The IRS issued the determination letter for
SDCERS on January 25, 2008. In June and August 2008, SDCERS filed applications for determination letters
for the Group Trust and for the separate plans and trusts sponsored by the City, Port and Airport. Those
applications are pending (See Note 7. IRS Tax Determination Letter and Voluntary Correction Program Filings).

Use of Estimates

The preparation of SDCERS’ financial statements in conformity with GAAP requires SDCERS’ management to
make estimates and assumptions that affect the reported amounts of Net Assets Held in Trust for the Payment
of Benefits as of the date of the financial statements. These estimates also affect the actuarial information
included in the Required Supplementary Information as of the valuation date, the changes in plan net assets
during the reporting period and, when applicable, disclosures of contingent assets and liabilities at the date of
the financial statements.

Reclassifications

Certain reclassifications have been made to the 2007 financial statements in order to conform to the 2008
presentation.

2. Plan Descriptions

General

SDCERS administers three separate defined benefit pension plans for the City, Port and Airport, and SDCERS
is administered by the Board to provide service retirement, disability retirement, death, and survivor benefits
to its participants. Employees of the Port became members of SDCERS in 1963. Pursuant to an amendment to
the San Diego City Charter in 2002, the Port contracts directly with SDCERS to administer its defined benefit
plan. On January 1, 2003, the State of California established the Airport as a separate agency. In 2003, the
Airport entered into an agreement with SDCERS to have SDCERS administer its defined benefit plan.

From January 1, 2003 through June 30, 2007, SDCERS administered a qualified multiple employer defined
benefit plan for the City, the Port and the Airport. However, as of July 1, 2007, the City, Port and Airport plans
have been separated into independent, qualified, single employer governmental defined benefit plans and
trusts. The assets of the three separate plans and trusts are pooled in the SDCERS Group Trust, which was
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established as of July 1, 2007. SDCERS invests and administers the Group Trust as a common investment fund
and accounts separately for the proportional interest of each plan and trust that participates in the Group Trust.

SDCERS acts as a common, independent investment and administrative agent for the City, Port and Airport,
whose plans cover all eligible employees. In a defined benefit plan, pension benefits are determined primarily
by a member’s age at retirement, number of years of service credit, and final compensation based on the
highest salary earned over a consecutive twelve-month period. SDCERS also coordinates the benefits for the
City's post-employment healthcare benefit plan.

The Port and Airport Plans provide for five-year vesting for employees to be eligible to receive pension
benefits. The City Plan requires ten years of service for its employees to vest for a pension benefit. Beginning
on January 3, 2003, the City's ten years of service can be a combination of time worked (service earned) and
purchased service.

SDCERS is included in the City’s CAFR (www.sandiego.gov/comptroller/reports/index.shtml) as a blended
component unit and reported as a pension trust fund in fiduciary funds.

Membership

All City, Port and Airport employees receiving employment benefits are eligible to participate in SDCERS.
Salaried employees hired on or after August 11, 1993, became members of SDCERS upon employment, except
for elected officers who have the option to join.

SDCERS'’ participants consist of Retirees (retired members and beneficiaries) receiving benefits, and Members
(active vested, deferred vested (inactive members entitled to benefits but not yet receiving them), active non-
vested, and inactive non-vested).

The following membership table provides information on the number of members by category for each plan
sponsor. SDCERS'’ total number of participants increased by 463 in FY 2008. This was comprised of a net
increase of 185 Members and increase of 278 Retirees.

As of June 30, 2008 As of June 30, 2007
City City Port Airport City City Port Airport
General  Safety Al Al General  Safety Al Mem- Al
Members ~ Members ~ Members ~ Members Members ~ Members bers Members
Members Active Vested 3,392 1417 372 164 3,449 1,439 371 139
2008: 12,474 | Deferred Vested 734 168 70 22 685 161 61 18
2007: 12,289 | Active Non-Vested 2,588 1,090 193 177 2,623 983 188 185
Incease: 5] hoctive NonVested 1,51 320 206 4 1472 28 193 34
Retirees Retired 3,560 2,341 322 i 3,402 2,232 314 9
2008: 7318
2007: 7,040 | DROP Participants 609 430 39 6 602 443 35 3
Increase: 278
Total Members
and Retirees
2008: 19,792 | Totals 12,404 5,766 1,202 420 12,233 5,546 1,162 388
2007: 19,329
[ncrease: 463

SDCERS Comprehensive Annual Financial Report 2008 29



Financial Section

San Diego City Employees’ Retirement System
Notes to the Financial Statements (continued)
June 30, 2008 and June 30, 2007

Post-Employment Healthcare Benefit Plan (HCB Plan)

Pursuant to the San Diego Municipal Code, SDCERS processes health insurance premium payments and
healthcare reimbursement requests pertaining to the City's post-employment healthcare benefit plan for
health-eligible retirees. Post-employment healthcare benefits for members retiring from City employment are
based on their health-eligibility status. SDCERS also coordinates a special healthcare benefit for spouses and
dependents of eligible City employees killed in the line of duty. The HCB Plan is funded by the City.

3. Deposits and Investments

Cash

At June 30, 2008 and June 30, 2007 SDCERS’ cash or equity in pooled cash and investments and cash and
cash equivalents were as follows:

June 30, 2008 June 30, 2007
Cash or equity in pooled cash and investments
on deposit with the City of San Diego $5,122,182 $490,168
Cash and cash equivalents on deposit with
Custodial Bank and Fiscal Agents' 501,400,271 527,795,020
Total Cash and Cash Equivalents $506,522 453 $528,285,188

"Includes cash collateral from market neutral portfolios (defensive, domestic fixed income strategy) that totaled $432,367,755 as of June 30, 2008 and $433,414,612 as of June 30, 2007. This
amount also includes residual cash of $69,032,516 as of June 30, 2008 and $94,380,408 as of June 30, 2007, held in each manager’s portfolio, which is invested overnight by SDCERS” custodial
bank. SDCERS does not have a target allocation to cash; any cash or cash equivalent balances on deposit are reserved for paying benefits and SDCERS” operational expenses.

Investments

The Board has exclusive authority over the administration and investment of SDCERS’ Trust Fund assets
pursuant to Section 144 of the Charter of the City and the California State Constitution Article XVI, Section 17.

The Board is authorized to invest in any securities that are allowed by general law for savings banks. The Board
may also invest in additional investments as approved by resolution of the City Council. These investments
include bonds, notes or other obligations, real estate investments, common stock, preferred stock and pooled
vehicles. The risks and correlations of each asset class and investment manager are considered relative to an
entire portfolio. An asset class that may be risky on its own could lessen the risk of the total portfolio due to its
low correlation with other asset classes in the portfolio. Investment policies permit SDCERS’ Board to invest

in financial futures contracts provided the contracts do not hedge SDCERS’ Trust Fund portfolio. Financial
futures contracts are recorded at market value each day and must be settled at expiration date. Changes in the
market value of the contracts will result in the recognition of a gain or loss under GASB Statement No. 25.

Investment earnings are recorded in accordance with GASB Statement No. 25. Net investment income includes
the net appreciation/depreciation in the fair value of investments, interest income, dividend income, and other
income not included in the appreciation/depreciation in the fair value of investments, less total investment
expenses, including investment management and custodial fees and all other significant investment-related
costs. SDCERS had current year realized gains (income earnings and net gains) that totaled $294,973,905 for
the year ended June 30, 2008, and $464,180,996 for the year ended June 30, 2007. Pursuant to the San Diego
Municipal Code, realized gains and losses determine whether certain contingent benefits will be paid each
fiscal year.
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Through its investment objectives and policies, the Board has placed considerable importance on both
generating a reasonable rate of return above inflation and on the preservation of capital. Investments are made
only after the risk/reward trade offs are clearly understood.

Portfolio Risk — Credit, Interest Rate, and Foreign Currency

SDCERS investment portfolio includes fixed income strategies to diversify the investment portfolio. The
percentage allocated to these strategies is based on efficient model portfolios developed from an annual asset
allocation study. The returns of fixed income strategies vary less than equity returns. SDCERS’ target asset
allocation policy is reviewed each year to reflect changes in capital market assumptions. SDCERS’ target
allocation to fixed income strategies as of June 30, 2008 was 34%. The fixed income allocation is externally-
managed and is comprised as follows: 18% to core-plus domestic fixed income, which is benchmarked against
the Lehman Aggregate Bond Index; 9 % to an unsecuritized market neutral strategy, which is benchmarked to
the Merrill Lynch 1 - 5 year Government/Corporate Index; 4% to non-U.S. fixed income, which is benchmarked
to the Citigroup Non-U.S. Government Bond index; and, 3% to convertible bond securities, which is
benchmarked to the Merrill Lynch Convertible Index, All Qualities. SDCERS’ overall portfolio diversification
limits the fixed income invested in the debt security of any one issuer to 10% at the time of the initial
commitment, except for U.S. Government obligations (or agencies and instruments of the U.S. Government) to
minimize overall market and credit risk.

The market neutral and convertible bond strategies do not exhibit interest rate risk and duration is not
relevant in structuring these portfolios. Convertible securities diversify SDCERS’ fixed income portfolio and
are expected to provide a higher rate of return than traditional fixed income strategies due to their conversion
feature. Convertible securities are not likely to decrease in value during a rising interest rate environment
because their valuation is tied to the underlying value of the company’s common stock. This low correlation

to fixed income assets provides additional diversification to the portfolio’s fixed income allocation. SDCERS’
market neutral strategy was added to SDCERS'’ fixed income strategy in 1998. This strategy uses equity
securities held long and sold short with the cash proceeds of the short sales held in a cash account invested in
U.S Federal Government Funds (Fed Funds). The total return of the market neutral strategy can be impacted
by the interest rate offered on Fed Funds deposits. This strategy is benchmarked to a shorter duration bond
index that in a normal interest rate environment would be expected to have a lower yield at the short end of
the interest rate curve. The market neutral strategy has a low correlation to traditional fixed income strategies
and is a proxy for a shorter-duration defensive fixed income strategy. The balance of SDCERS'’ fixed income
portfolio (22% target of total invested assets) is sensitive to credit risk and interest rate risk.

Credit Risk

Credit risk is the risk that an issuer or other underlying borrower to a debt instrument will not fulfill its
obligations. Nationally-recognized statistical rating organizations assign ratings to measuring credit risk.
These rating agencies assess a firm's or government’s willingness and ability to repay its debt obligations based
on many factors. SDCERS employs a domestic fixed income manager that invests in convertible bonds. When
assessing convertible bonds, credit risk is less important in the decision to purchase the convertible bond
because it is the performance of the underlying common stock of that company that impacts the majority of
the return of the convertible bond. SDCERS also employs two core-plus bond managers that invest in a wide
variety of fixed income and derivative securities. The investment management agreements between SDCERS’
and its two core-plus bond managers contain specific investment guidelines that identify permitted fixed
income investments. One of SDCERS’ domestic core-plus fixed income managers has tactical discretion to
invest in non-U.S. fixed income securities while the other domestic core-plus fixed income manager is limited
to U.S. fixed income investments only.

SDCERS Comprehensive Annual Financial Report 2008 31



Financial Section

San Diego City Employees’ Retirement System
Notes to the Financial Statements (continued)
June 30, 2008 and June 30, 2007

The permitted securities and derivatives for the two domestic core-plus fixed income managers are as follows:
Fixed Income Securities (including “stripped” issues):

U.S. Treasuries and Agencies

U.S. corporate securities

Private placement securities (including 144As, 4(2) Commercial Paper and Bank Loans)

U.S. traditional preferred and adjustable rate preferreds

Mortgage pass-through securities, such as: Government National Mortgage Association (GNMA),
Federal National Mortgage Association (FNMA), Federal Home Loan Mortgage Corporation (FHLMC);
savings and loans, and banks, and collateralized mortgage obligations

Asset-backed and Commercial Mortgage-Backed Securities
Eurodollar securities of U.S. issuers

Foreign Government and Supra-National Agencies*
Emerging Market investments*:

® Limited to countries contained in the ].P. Morgan Emerging Market Bond Index Global and the
Emerging Markets Local Index Plus

® Minimum quality of B-

® Instruments rated below BB- not to exceed 20% of the Emerging Market allocation in the
portfolio

® Unrated securities by any of the rating agencies not to exceed 20% of the Emerging Market
allocation in the portfolio

® Maximum exposure to any country rated investment grade is 5% and for countries rated below
BBB- is 3%

® Holdings will be of sufficient size and held in issues that are traded actively enough to facilitate
transactions at reasonable cost and accurate market valuations

Short-term Instruments:
U.S. Treasury and Agency instruments
Certificates of deposit and bankers acceptances of U.S. banks
Repurchase and reverse repurchase agreements
Eurodollar CDs, term deposits, and commercial paper
U.S. and Eurodollar floating rate notes and CDs
U.S. money market funds and bank short-term investment funds

Foreign Government and Supra-National Agencies*
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