Board of Retirement Regular Meeting

Sacramento County Employees’ Retirement System

Agenda Item 10
MEETING DATE: June 21, 2017

SUBJECT: Update on Corrective Actions for
Member Enrollment Error and
Proposed Revisions to Remediation Plan

Deliberation Receive
SUBMITTED FOR: __ Consent X and Action __ and File

RECOMMENDATION

Staff recommends the Board receive and file the update on the corrective contributions for the
Mission Oaks Recreation and Park District (“Mission Oaks”) enrollment errors affecting fifteen
persons still employed in 2016. Staff further recommends, the Board approve the proposed
revisions to the Mission Oaks Member Enroliment Remediation Plan that was approved by the
Board in September 2016.

PURPOSE
To update the Board on the progress of corrective actions for MORPD’s member enroliment
error in accordance with the Board-approved remediation plan, and present a proposed

revision to that plan.

BACKGROUND

At its meeting held September 21, 2016, the Board received a written recommendation and
discussion regarding member enrollment errors identified during the financial audit of Mission
Oaks for the fiscal year-ended December 31, 2015, and disclosed to SCERS staff shortly
thereafter.

The Employee Plans Compliance Resolution System (“EPCRS”) offered by the Internal
Revenue Service to qualified plans like SCERS is one of two available mechanisms for this
type of error correction, and the method used for the Mission Oaks Member Enrollment
Remediation Plan.

When the Mission Oaks plan was presented to the Board in September 2016, staff had already
conferred with tax counsel about the general requirements for self-correction under EPCRS
and the specific approach contemplated for Mission Oaks. Staff also advised the Board that



June 21, 2017 Page 2 of 5 Agenda item 10

as the correction process progressed, certain aspects or elements of the Remediation Plan
might need to be revisited or revised in the future.

The correction of these errors by Mission Oaks affecting fifteen employees requires staff at
SCERS to calculate the contributions required for the appropriate periods of service and
compel Mission Oaks to make a corresponding deposit to the SCERS trust, along with the
appropriate earnings adjustments.

The Board-approved remediation plan anticipated a multi-phase correction process. The
correction of the member enrollment errors for these fifteen individuals employed by Mission
Oaks at the time the error was discovered is considered Phase 1. The identification and
correction of member enroliment errors for former Mission Oaks employees is considered
Phase 2.

DISCUSSION

Progress of Corrective Actions

The vast majority of SCERS’ and Mission Oaks’ efforts on the remediation plan to date have
been with regard to Phase 1.

Phase 1 - Current MORPD Employees

While working to correct enrollment errors for persons still employed as of 2016, SCERS’
Benefits staff have met with senior staff at Mission Oaks to discuss correction methodology
and validate individual records (December 2016), delivered a final cost calculation for
consideration and acceptance by the Mission Oaks Advisory Board (February 2017), and met
with Mission Oaks employees to review the written benefit and cost information distributed
during this process (March 2017).

During the current month, Benefits staff have prepared payment instructions and confirmed the
transactions required for corrective contributions for Phase 1 of Mission Oaks’ Remediation
Plan. SCERS will receive the corrective contributions for Phase 1 from Mission Oaks by June
30, 2017, via journal vouchers.

Corrective Contribution Amounts

Mission Oaks asked its current employees who should have become members to provide the
missing employee contribution component for the service credit accrued in the 36 months prior
to September 2016, the time at which these employees began making regular, retirement
contributions as active members of SCERS. Most of the current employees who should have
been enrolled as SCERS members were improperly enrolled by Mission Oaks in a 457
deferred compensation plan administered by the Public Agency Retirement System (“PARS”).
This served as a funding source for the affected employees to pay the required SCERS
member contributions for the 36 months. The erroneous contributions to PARS were reversed
to Mission Oaks through a mistake-of-fact process.
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The cost for Mission Oaks to correct the member enrollment error for Phase 1 is as follows:

Corrective Contributions & interest for Employer Account/Reserves: $ 700,106.27
Corrective Contributions & interest for Member Account/Reserves: 116,305.69
Total Corrective Contributions & Interest Phase 1: $816,411.96
Less Share paid by Members for 36 months prior to membership: (52,682.39)*

Net Mission Oaks-paid Corrective Contributions & Interest Phase 1: $ 763,729.57

* Of this amount, $48,014.74 will be paid from amounts Mission Oaks recovered through the
mistake-of-fact process with PARS. The current employees whose PARS balances did not cover
the full 36 months contribution recovery Mission Oaks requested are paying the remainder to
SCERS in payroll deduction installments. See attached table for per employee detail.

Phase 2 - Former Mission Oaks Employees

Under its Remediation Plan, Mission Oaks is also required to identify its former employees
who should have been enrolled as SCERS members prior to terminating employment. Earlier
this year, SCERS staff began working to develop a methodology to assist Mission Oaks, and
other participating employers if and as necessary, in this effort. In April, SCERS
communicated the proposed methodology and preliminary results to Mission Oaks and its
counsel for review and comment or concurrence (see attached letter from SCERS dated April
10, 2017). SCERS advised of its goal to assist Mission Oaks in completing Phase 2 of its self-
correction process in fiscal year 2017-2018.

Proposed Revisions to Mission Oaks Remediation Plan

As anticipated in staff’s initial memo to the Board in September 2016, as the correction
process has progressed, staff has identified proposed revisions to certain elements of the
Mission Oaks Member Enrollment Remediation Plan for the Board’s consideration and action.
The following summarizes the proposed revisions to the Remediation Plan, which are shown in
the attached mark-up of the plan:

+ Align the treatment of corrective “member contributions” paid by Mission Oaks to
SCERS under the remediation plan with the treatment of employee-paid corrective and
normal member contributions paid to SCERS by the affected employees. The
Remediation Plan as originally approved provides that corrective “employer-paid
member contributions” will be treated differently from employee-paid member
contributions.

e Add definitions for “current” and “former” employees of Mission Oaks, using the time
SCERS’ receives the corrective contributions from Mission Oaks as a distinguishing
factor.

e Revise provisions related to a ‘trustee-to-trustee” transfer of funds from PARS directly to
SCERS, as this was not how the PARS contributions for the affected employees were
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corrected. Instead, to correct the “mistake of fact” for Mission Oaks enrolling the
affected employees in the PARS plan in error, PARS returned the erroneous
contribution directly to Mission Oaks. Mission Oaks, in turn, will pay to SCERS the
amount available from the funds it received from PARS for the corrective member
contributions for the 36 months prior to the employees’ membership.

It is important to note that EPCRS is grounded in the central premise that any correction
method should restore the plan and its participants to the position it/they would be in if the
error had not occurred.

Without the recommended change to the treatment of employer-paid corrective member
contributions, the existing Remediation Plan imposes additional restrictions on the affected
employees’ member contributions that do not apply to any other member contributions. At the
same time, the current Remediation Plan creates benefits that only the employees for whom
corrective member contributions were paid by Mission Oaks could receive—benefits not
contemplated by the County Employees Retirement Law. These include the ability to receive a
partial refund of member contributions from SCERS, which no other members of SCERS are
allowed to do, and, after receiving that partial refund, obtain a lifetime retirement allowance for
the remaining balance and service credit associated with the corrective member contributions
paid by the employer.

An additional, important consideration is that the existing Remediation Plan requires SCERS to
establish, administer, account for, reprogram systems, and customize member
communications to accommodate a new category of benefits with a new set of complicated
rules for a very limited segment of SCERS’ membership.

If the Retirement Board accepts the recommended change to the Remediation Plan, then the
forthcoming employer-paid member contributions will be fully vested upon receipt by the
affected members and have the same characteristics as any other member contributions. In
short, this means that persons with five or more years of service credit will be able to request a
lifetime benefit from SCERS when they meet the eligibility requirements for service retirement
and have the option of requesting a lump-sum withdrawal of all member contributions
(employer-paid and employee-paid) upon termination of employment.

In preparing these proposed revisions to the Remediation Plan, staff conferred with the tax
counsel who has advised SCERS throughout this error correction process. Tax counsel has
affirmed in discussions with staff that the current and recommended approaches to employer-
paid member contributions are both viable, but noted that the approach recommended in the
proposed revisions is more consistent with the mandate of restoring the affected employees to
the same position that they would have had the enrollment errors never occurred. Tax counsel
also noted that the administrative, automated system, and annual actuarial valuation
challenges the disparate treatment of employer-paid corrective member contributions and all
employee-paid member contributions the unrevised remediation plan presents could be cited
as reasonable arguments in favor of revising the plan.
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ATTACHMENTS
Proposed Revisions to Mission Oaks Member Enrollment Remediation Plan — Mark-up
Table of Corrective Contributions for Current Employees (Phase 1)

SCERS Letter Dated April 10, 2017 regarding methodology for identifying
former Mission Oaks employees affected by enroliment errors

Staff letter to Retirement Board dated September 21, 2016 regarding Mission Oaks
Member Enrollment Remediation Plan

Prepared by: Reviewed by:

Yy - oo GAlD

Joklh W. Gobel, Sr. nnette St. Urbain
hief Benefits Officer Interim Chief Executive Officer




MISSION OAKS RECREATION AND PARK DISTRICT
MEMBER ENROLLMENT REMEDIATION PLAN

Proposed Revisions —June 21, 2017

The following remediation measures will be utilized in addressing the issues related to
the member enroliment errors at the Mission Oaks Recreation and Park District (Mission
Oaks).

SCERS reserves the right to modify the provisions of this remediation plan.

Description of Error:

Mission Oaks is a participating employer in SCERS by virtue of its status as a
‘dependent district’ with respect to Sacramento County (County). Under the operating
agreement between Mission Oaks and the County, Mission Oaks’ permanent full-time
and ‘regular part time’ employees — defined as employees who work at least 38 hours
bi-weekly — are required to be enrolled as SCERS members. Mission Oaks advised
SCERS that in the course of conducting its annual external audit, the auditor identified
several instances where Mission Oaks had failed to enroll employees in SCERS that
should have become SCERS members. Mission Oaks has acknowledged that the
failure to enroll regular part time employees in SCERS likely reached back to the early
2000s, and possibly further, and has taken responsibility for not recognizing its duty to
enroll the relevant employees in SCERS.

The failure to properly enroll an eligible employee in SCERS means that the employee
has not obtained the SCERS service credit he/she should have received. It also means
that SCERS did not receive the employer and employee contributions that should have
been submitted for that service. Because SCERS operates as a tax qualified retirement
plan, the question of how to address such situations is largely controlled by federal tax
law. The Internal Revenue Service (IRS) characterizes problems like this as an
operational failure to follow the terms of the retirement plan, and the errors must be
corrected in accordance with IRS rules and procedures.

The basic federal tax law rule for addressing such an operational failure is that it must
be fully corrected with respect to all members and beneficiaries, and for all taxable
years. In other words, the correction should restore the plan to the position it would
have been in had the error not occurred, including restoration of the benefits and rights
of any current and former participants and beneficiaries as if the error had not occurred,
and the receipt by the plan of all funding (contributions and accrued interest) that should
have been provided or obtained.



Given the tax law requirement that both SCERS and the impacted employees must be
‘made whole,” SCERS Staff has worked with Mission Oaks to identify the employees
who should have become SCERS members; when the membership should have
started; the salary experience for those employees; the service credit they should have
accrued; and the employer and employee contributions, and accrued interest, that
SCERS should have received. That analysis has been partly completed but additional
audit work will need to be performed to assure that all impacted employees are
identified (including past employees) and all the relevant information is incorporated in
the determination of the pension liability and cost to establish the missing service credit
for those employees.

Under federal tax law, the ultimate responsibility for the funding necessary to meet the
goals of making the plan and the employees whole rests with the employer (i.e., Mission
Oaks) because it was their error that led to the operational failure. Within certain legal
limits, however, the employer may seek to obtain funding from the employees to help
redress the operating error.

Remediation Elements:

Current and former employees who should have been enrolled in SCERS will be placed
into the appropriate SCERS membership tier based upon the date their SCERS
membership should have commenced.

Mission Oaks will provide the funding for the vast majority of the additional pension
liability and associated cost related to the operating error.

Mission Oaks has elected to ask the current employees who should have become
SCERS members to provide the missing employee contribution component for the
service credit they accrued in the 36 months prior to when they will begin making
regular, ongoing contributions as SCERS members. Current employees are defined as
those employees who should have been enrolled in SCERS and are participating in
SCERS at the time SCERS receives corrective contributions.

The regular, ongoing contributions will start in September, 2016. Current employees
will be responsible for providing the employee contributions for the service they earned
from September 2013 to September 2016, plus necessary interest.

Mission Oaks will provide both the employer and employee contributions, plus the
necessary interest, for any service credit accrued by these current employees prior to
September 2013, and for any employee who terminates employment between the time
the enrollment error is discovered and the time SCERS receives corrective
contributions.




Former employees who should have become SCERS members will not have to make
any employee contributions for the service they accrued prior to terminating
employment with Mission Oaks. Mission Oaks will provide both the employer and
employee contributions, plus necessary interest, for those former employees. Former
employees are defined as those employees who terminated employment prior to
SCERS receipt of corrective contributions.

Analysis to-date indicates that virtually all of the current employees who should have
been enrolled as SCERS members were enrolled in a contributory retirement plan
called PARS. The contributions made by the employees to PARS provides a funding
source for the 36 month contribution component owed to SCERS since the enrollment
of the employees in PARS was improper because they should have been enrolled in
SCERS. Under federal tax law the improper enroliment can be remedied, in part, by a
‘trustee-to-trustee’ transfer of funds in PARS to SCERS.

SCERS is—enly—permitted—te will receive thefunds from PARS’ source accounts the
funds that are necessary to cover the missing contributions that should have been paid
to SCERS for the 36 month period. If the contributions made by the employees to
PARS exceed the contributions that must be provided to SCERS for the 36 month
period, PARS and the impacted employees will be responsible for determining how to
distribute, and the tax ramifications of any distribution, of any PARS funds in excess of
the funding required to meet the 36 month SCERS contribution component.

Any impacted employees who do not participate in PARS, or for whom the contributions
in PARS are not sufficient to meet the 36 month SCERS contribution requirement, will
have the option of paying the 36 month employee contribution component either in a
lump sum, via a multi-month payroll deduction payment plan, or through a combination
of lump sum payment and a payroll deduction plan. SCERS will provide each of the
impacted employees in this category with an individualized statement of his/her salary
experience, service credit, and the employee contributions and accrued interest owed
for the 36 month period. The employees will also be provided with information
regarding what the cost would be under the various payment options, including shorter
or longer payroll deduction plans.

While Mission Oaks can elect to have employees fund the 36 month contribution
component, beyond the mandatory distribution by PARS t6—SCERS due to the
enroliment error, neither Mission Oaks nor SCERS has the authority to compel an
employee to provide funding for the 36 month contribution component. Hewever—-an




If at some future point an employee who was not properly enrolled as a SCERS
member should terminate employment with Mission Oaks and wish to withdraw his/her
contributions:—3) Fhe—refund—of, all member contributions will-betlimited—to—the
contributions—actualy—made—by-the attributed to that employee, whether paid by the

employee or by Mission Oaks as part of the corrective member contributions, will be

refunded to the employee eneladmg—funds—tF&nsie#ed—#em—PARé)—ezaihe—semee

Provisions governing the treatment of former Mission Oaks employees who should have
been enrolled as SCERS members prior to terminating employment with Mission Oaks,
and who therefore should have accrued service in SCERS, consistent with federal tax
law will be developed and added to the remediation plan.

Compliance Procedure:

The two primary procedures under federal tax law for addressing and correcting
operational errors are the Employee Plans Compliance Resolution System (EPCRS)
and the Voluntary Compliance Plan (VCP) process.

Under EPCRS, an operational error can be corrected without pre-approval by the IRS if
the operational failure is insignificant, given all the facts and circumstances (e.g.,
number of members impacted relative to total membership, assets impacted relative to
total assets), and the measures taken are reasonable and appropriate to the operational
failure. There is no fee for pursuing a remedy via EPCRS.

The VCP process is typically utilized for larger, more material errors and/or when the
proposed remedial measures are outside the norm. The VCP process requires that the
proposed remedial plan be submitted to the IRS for approval. There is a fee for
obtaining VCP approval.

Based on the facts and circumstances known at this time, the Mission Oaks operational
failure qualifies as an insignificant operational error that can be corrected under
EPCRS. However, because operational errors must be insignificant in the aggregate to
qualify for correction under EPCRS, that assessment may need to be revisited when the
analysis of the enroliment practices of other participating employers is completed.

If it is subsequently determined that correction cannot be obtained via the EPCRS
process, correction may need to be obtained via the VCP process. If it is determined
that correction must be pursued via the VCP process, the cost of obtaining such a
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determination from the IRS will be borne pro rata by the employer or employers where
the operational failure occurred. The decision to pursue correction via either EPCRS or
the VCP process rests solely with SCERS.

Appeal of Application of the Remediation Plan:

If Mission Oaks or a Mission Oaks employee wishes to challenge the application of any
aspect of the remediation plan: (1) Any challenge to the application of the remediation
plan must be presented to the SCERS Board for consideration and final determination
before a remedy can be pursued in any other forum; and (2) If presented with such a
challenge, or on its own initiative, the SCERS Board can submit a request for a ruling by
the IRS on the permissibility of an element of the remediation plan via the VCP process
or other available avenue. In such a case, action on the challenge or the element of the
remediation plan will be deferred until a final ruling is obtained from the IRS.

Addressing Employer Cost Due to the Operational Failure:

The cost of the additional plan liability resulting from an operational failure can be
addressed by the employer through either an upfront payment, paying the cost over an
amortization period as unfunded liability, or through some combination of these
approaches. The decision of how it will be addressed rests solely with the SCERS
Board, taking into account the facts and circumstances, and the provisions of the
SCERS Funding Policy.

SCERS reserves the right, in its sole discretion, to require an employer to bear the
proportionate cost of any expenses that are reasonable and necessary to determining
the existence and scope of an operational failure, or developing and implementing a
remediation plan to address an operational failure, including but not limited to audit,
actuarial, or legal analysis, performed by either SCERS Staff or outside service
providers, or determinations made by the IRS.

History of SCERS Retirement Board Action:

Approved September 21, 2016

Revised June 21, 2017




Mission Oaks Recreation and Park District
Corrective Contributions for Current Employees (Phase 1)

Service Credit

Corrective Contrib. Less 36-Months . . .
N I Corrective Contrib. Net Mission Oaks Computed by

Employee & Interest for Contrib. & Int.

. & Interest for ER Self-Correction SCERS
Member Acct. Paid by Member Acct./ Reserve Cost for Phase 1 (in Years)
1 $3,886.06 ($3,886.06) $11,418.05 $11,418.05 1.95
2% $3,147.81 $9,349.38 $12,497.19 1.43
3* $2,803.06 ($2,213.50) $17,596.86 $18,186.42 2.20
4 $6,324.37 ($5,897.30) $19,222.31 $19,649.38 2.64
5 $4,435.95 ($3,530.44) $28,025.29 $28,930.80 3.50
6 $4,390.93 ($2,698.17) $27,831.58 $29,524.34 3.31
7 $6,333.21 ($3,858.31) $40,196.90 $42,671.80 4.95
8 $7,119.91 ($4,206.21) $45,465.17 $48,378.87 4.63
9 $6,951.50 ($2,163.26) $45,315.68 $50,103.92 5.72
10 $8,979.54 ($3,990.07) $57,895.57 $62,885.04 6.97
11 $9,204.74 ($4,031.02) $59,464.29 $64,638.01 6.03
12 $9,332.28 ($2,502.26) $60,012.72 $66,842.74 7.34
13 $9,656.75 ($4,255.82) $62,332.66 $67,733.59 7.04
14 $14,910.13 ($4,441.92) $98,272.43 $108,740.64 10.01
15 $18,829.45 ($5,008.05) $117,707.38 $131,528.78 11.60
Totals $116,305.69 ($52,682.39) $700,106.27 $763,729.57

* Employee terminated Mission Oaks employment before Phase 1 correction was completed and PARS
account balance was insufficient to cover 36 month member contribtuion
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September 16, 2016
TO: President and Members
Board of Retirement

FROM: Richard Stensrud
Chief Executive Officer

SUBJECT: Remediation Plan for Mission Oaks Member Enroliment Errors

Recommendation:

That your Board approve the elements of the proposed remediation plan for member
enroliment errors at the Mission Oaks Recreation and Park District.

Earlier this year, the Mission Oaks Recreation and Parks District (Mission Oaks) advised
SCERS that in the course of conducting its annual external audit, the auditor had identified
several instances where Mission Oaks had failed to enroll employees in SCERS that
should have become SCERS members under the rules under which Mission Oaks
operates. Since that time, SCERS Staff has been working with Mission Oaks to assess
the scope of and develop a plan to remedy the problem.

The failure to properly enroll an eligible employee in SCERS means that the employee has
not obtained the SCERS service credit he/she should have received. It also means that
SCERS did not receive the employer and employee contributions that should have been
submitted for that service. Because SCERS operates as a tax qualified retirement plan,
the question of how to address such situations is largely controlled by federal tax law. The
Internal Revenue Service (IRS) views problems like this as an operational failure to follow
the terms of the retirement plan, and the errors must be corrected in accordance with IRS
rules and procedures in order to reduce the risk of the IRS challenging the plan’s qualified
status in a potential IRS audit. Accordingly, Staff has sought and obtained guidance from
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tax counsel on the remedial measures that will be required and/or permitted under federal
tax law.

This memorandum will outline the elements of the proposed remediation plan. The actual

‘plan document’ will be presented for your Board’s consideration and approval at the Board
Meeting.

Backqground:

Mission Oaks is a participating employer in SCERS by virtue of its status as a ‘dependent
district’ with respect to Sacramento County (County). Under the operating agreement
between Mission Oaks and the County, Mission Oaks’ permanent full-time and ‘regular
part time’ employees — defined as employees who work at least 38 hours bi-weekly — are
required to be enrolled as SCERS members. Mission Oaks’ auditor noted that several
current employees met the eligibility criteria but had not been enrolled in SCERS. In
communicating this information to SCERS, Mission Oaks acknowledged that the failure to
enroll regular part time employees in SCERS likely reached back to the early 2000s, and
possibly further. Mission Oaks took responsibility for not recognizing its duty to enroll the
relevant employees in SCERS and expressed its willingness to assist in establishing the
full scope of the problem and its commitment to fixing it.

The basic federal tax law rule for addressing such an operational failure is that it must be
fully corrected with respect to all members and beneficiaries, and for all taxable years. In
other words, the correction should restore the plan to the position it would have been in
had the error not occurred, including restoration of the benefits and rights of any current
and former participants and beneficiaries as if the error had not occurred, and the receipt

by the plan of all funding (contributions and accrued interest) that should have been
provided or obtained.

Given the tax law requirement that both the plan and the impacted employees must be
‘made whole,” SCERS Staff has worked with Mission Oaks to identify the employees who
should have become SCERS members; when the membership should have started; the
salary experience for those employees; the service credit they should have accrued; and

the employer and employee contributions, and accrued interest, that SCERS should have
received.

That analysis has been partly completed but additional audit work will need to be
performed to assure that all impacted employees are identified (including past employees)
and all the relevant information is incorporated in the determination of the pension liability
and cost to establish the missing service credit for those employees. That information will
be provided to your Board when the analysis is finalized.

The proposed remediation plan is not dependent on having a finalized analysis of the
Mission Oaks information. Rather, it represents the proposed approach for dealing with
the various issues raised by the facts and circumstances surrounding the operating error.
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Approving the remediation plan now will allow those issues to be dealt with in a timely
manner, and speed up resolution of the Mission Oaks situation. That said, for the reasons
noted in the discussion that follows, it may be necessary to revisit the remediation plan
and/or the process through which that plan is implemented when the analysis is completed
regarding the member enroliment practices of other participating employers.

Discussion:

The proposed remediation plan is designed to achieve the dual goals of making the plan
and the employees whole. Under federal tax law, the ultimate responsibility for the funding
necessary to meet these goals rests with the employer (i.e., Mission Oaks) because it was
their error that led to the operational failure. Within certain legal limits, however, the

employer may seek to obtain funding from the employees to help redress the operating
error.

In this case, Mission Oaks will provide the funding for the vast majority of the additional
pension liability and associated cost related to the operating error. Mission Oaks has
elected, however, to ask the current employees who should have become SCERS
members provide the missing employee contribution component for the service credit they
accrued in the 36 months prior to when they will begin making regular, ongoing
contributions as SCERS members. The regular, ongoing contributions will start this month
(September, 2016), meaning that the employees will be responsible for providing the
employee contributions for the service they earned from September 2013 to September
2016. Mission Oaks will provide both the employer and employee contributions, plus the

necessary interest, for any service credit accrued by these current employees prior to
September 2013.

Former employees who should have become SCERS members will not have to make any
employee contributions for the service they accrued prior to terminating employment with
Mission Oaks. Mission Oaks will provide both the employer and employee contributions,
plus necessary interest, for those former employees.

Originally, it was contemplated that under the remediation plan the impacted employees
would have the option of paying the 36 month employee contribution component either in a
lump sum, via a multi-month payroll deduction payment plan, or through a combination of
lump sum payment and a payroll deduction plan. To that end, SCERS provided each of
the impacted employees with an individualized statement of his/her salary experience,
service credit, and the employee confributions and accrued interest owed for the 36 month
period. The employees were also provided with information regarding what the cost would
be under the various payment options, including shorter or longer payroll deduction plans.

It has been determined, however, that this element of the remediation plan will have limited
application because it appears that all but one of the current employees who should have
been enrolled as SCERS members was enrolled (improperly) in a contributory retirement
plan called PARS. The participation in PARS by these employees is important because
the contributions made by the employees to PARS provides a funding source for the 36
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month contribution component owed to SCERS. SCERS’ tax counsel and PARS have
agreed that the enrollment of the employees in PARS was improper since they should
have been enrolled in SCERS, and that the improper enrollment can be remedied, in part,
by a ‘trustee-to-trustee’ transfer of funds in PARS to SCERS.

It should be noted, however, that: (1) It appears the contributions made by the employees
to PARS exceed the contributions that must be provided to SCERS for the 36 month
period; and (2) SCERS is only permitted to receive the funds necessary to cover the
missing contributions for the 36 month period. Accordingly, PARS and the impacted
employees will be responsible for determining how to distribute, and the tax ramifications
of any distribution, of any PARS funds in excess of the funding required to meet the 36
month SCERS contribution component. Please further note that because the enrollment in
and contributions made to PARS are deemed to have been improper, PARS is required to
disgorge the funds one way or the other. Thus, while it does not appear that Mission Oaks
has the authority to ‘require’ that the employees use the PARS funds to address the 36
month employee contribution component in SCERS, it is advantageous for the employees
to do so since a trustee-to-trustee transfer from PARS to SCERS will not be a taxable

event, in contrast to another form of distribution from PARS which will likely have tax
consequences.

The one employee referenced above, who should have been enrolied in SCERS and was
not enrolled in PARS, will be able to utilize one of the alternative payment methods (i.e.,

lump sum, payroll deduction or combination of lump sum and payroll deduction) to address
the 36 month contribution component.

For any other current employees that are subsequently identified as employees that should
have been enrolled as a SCERS member, the 36 month contribution component will be
addressed either with PARS funds or through one of the alternative payment methods.

Please note, however, that as suggested above, while Mission Oaks can elect to have
employees fund the 36 month contribution component, neither Mission Oaks or SCERS
has the authority to compel an employee to provide funding for the 36 month contribution
component. While there is a cost to the employee providing the funding, there is clearly
value to the employee in doing so, in that it will give him/her more SCERS service and
ultimately, a bigger SCERS benefit. Viewed purely from a cost/benefit perspective, the
benefit outweighs the cost. This is particularly true for employees who utilize their PARS
funds to address the cost, as by so doing they also avoid immediate taxation on those
funds. It is expected, therefore, that all the impacted employees will take advantage of the
opportunity to have the 36 months of SCERS service added to their SCERS service. If an
employee chooses not to provide funding for the 36 month contribution component,
however, under the proposed remediation plan the employee will not receive the SCERS
service credit they would have otherwise accrued in that period.

There is another option to not providing the SCERS service credit for the 36 month period
if an employee refuses to provide the necessary funds. That option is grounded in the fact
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that Mission Oaks has the ultimate responsibility to make the plan and the employee
whole. Accordingly, the alternative approach would be to require that Mission Oaks pay
for the SCERS service credit for the 36 month period for any employee who refuses to
provide the necessary funds.

This approach is not being recommended for the proposed remediation plan for the
following reasons: (1) It would result in employees who refuse to fund the 36 month
contribution component being treated more favorably than employees who choose to
provide the funding; (2) The inequitable outcome could prompt more (or all) employees to
refuse to provide the funding, even if doing so would have negative tax consequences; (3)
This would undermine the decision by Mission Oaks to have employees share in the cost
attributable to the most recent work period; and (4) The result would be that Mission Oaks
has to pay more than the substantial cost they will already be bearing.

Overall, the recommended approach for the proposed remediation plan (i.e., the employee
does not get the SCERS service credit for the 36 month period if he/she refuses to provide
the necessary funding) seeks to balance the equities, taking into account the facts and
circumstances of the situation. That said, if your Board believes that the alternate
approach (i.e., Mission Oaks pays for the SCERS service credit for the 36 month period for

any employee who refuses to provide the necessary funds) yields a better outcome, it can
be utilized in the remediation plan.

In making this assessment, an additional consideration should be noted.

The two primary procedures under federal tax law for addressing and correcting
operational errors are the Employee Plans Compliance Resolution System (EPCRS) and
the Voluntary Compliance Plan (VCP) process. Under EPCRS, SCERS can correct an
operational error without pre-approval by the IRS if the operational failure is insignificant,
given all the facts and circumstances (e.g., number of members impacted relative to total
membership, assets impacted relative to total assets), and the measures taken are
reasonable and appropriate to the operational failure. There is no fee for pursuing a
remedy via EPCRS. The VCP process is typically utilized for larger, more material errors
and/or when the proposed remedial measures are outside the norm. The VCP process

requires that the proposed remedial plan be submitted to the IRS for approval. There is a
fee for obtaining VCP approval.

Tax counsel has advised that based on the facts and circumstances, the Mission Oaks
operational failure qualifies as an insignificant operational error that can be corrected
under EPCRS. Tax counsel has cautioned, however, that this assessment may need to be
revisited when the analysis of the enrollment practices of other participating employers is
completed as operational errors must be insignificant in aggregate.

EPCRS is grounded in the central premise noted at the outset, i.e., any correction method
should restore the plan and its participants to the position it’they would be in if the error
had not occurred. A deficiency in EPCRS, however, is that it has almost exclusively been
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used to address operational errors in defined contribution plans and not in defined benefit
plans. Accordingly, certain ‘default’ corrective practices under EPCRS do not fully take
into account how defined benefit plans operate, with the result that those default corrective
practices can yield outcomes that produce questionable or inequitable results when
applied to defined benefit plans. Fortunately, however, EPCRS does not preclude
alternative corrective methods so long as they are ‘reasonable and appropriate’ in the
circumstances and produce results that are not inconsistent with the central premise.

It is contemplated that implementation of the proposed remediation plan, at least at this
juncture, will take place under EPCRS, and hence the considerations noted above will
need to be taken into account.

One area where those considerations are relevant is Mission Oak’s desire to have
employees provide the funding for the immediately preceding 36 month period of
employee contributions to SCERS. Related to this is the question of the appropriate
outcome if an employee refuses to provide the necessary funding.

In the current situation, tax counsel has advised that the broader issue of whether Mission
Oaks can request employees to fund the 36 month contribution component is largely
rendered moot by the availability of and action that will need to be taken with the PARS
funds. Tax counsel has also acknowledged that the default correction method under
EPCRS if an employee refuses to provide the necessary funding (i.e., Mission Oaks would
have to pay) produces a windfall for that employee and inequity for those who do provide
the funding. Accordingly, tax counsel has advised that a reasonable argument can be
made that the alternate correction outcome (i.e., the employee does not get the service
credit if he/she does not provide the funding) is ‘reasonable and appropriate’ under the
circumstances and thus permissible under EPCRS. That does not guarantee that if the
IRS reviews the remedy it will agree that it is reasonable and appropriate under EPCRS.
However, the fact that there are legitimate reasons to support why the remedy was
selected would substantially diminish any potential sanction for deviation from EPCRS.

Given these factors, and the additional arguments presented previously, it is
recommended that if an employee refuses to provide funding for the 36 month contribution

component, under the proposed remediation plan the employee will not receive SCERS
service credit for that period.

A second area impacted by the interaction between EPCRS and additional considerations
of law and equity is the issue of the appropriate outcome if at some future point an
employee who was not properly enrolled as a SCERS member should terminate
employment with Mission Oaks and wish to withdraw his/her contributions. Specifically,
the question is whether that employee can withdraw only what he/she contributed (via
PARS, a payment plan, or in regular, ongoing contributions) or whether the employee can
also take the employee contributions made by Mission Oaks on the employee’s behalf for
service prior to September 2013.
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Similar to the discussion above, the default correction under EPCRS would appear to call
for the employer-made employee contributions to be refunded to a withdrawing employee.
The windfall to the employee and the inequity to the employer from that result are self-
evident. Accordingly, the recommended approach under the proposed remediation plan is
that: (1) The refund of contributions will be limited to the contributions actually made by the
employee; (2) The service credit related to those refunded contributions will be removed;
but (3) The service credit related to any period where the employer made the employee
contributions will remain in the employee’s account; and (4) When age eligible for

retirement, the employee can file for and receive a benefit based on the remaining service
and compensation history.

The rationale for the utilizing this approach under the proposed remediation plan is that the
alternate correction is reasonable and appropriate under EPCRS given the facts and
circumstances. Additional support for this argument is provided by the fact that the 1937
Act contains provisions that specifically address whether employee contributions made by
the employer can be refunded to the employee upon termination and withdrawal of service,
and that the County has adopted the provisions that exclude the employer-made employee
contributions from such a refund. Tax counsel has advised that this constitutes a
reasonable and defensible argument for the alternate correction method and outcome.
Again, that does not guarantee that if the IRS reviews the remedy it will agree that it is
reasonable and appropriate under EPCRS, however, the fact that there are legitimate

reasons to support why the remedy was selected would substantially diminish any
potential sanction for deviation from EPCRS.

Accordingly, it is recommended that the described approach be utilized in the proposed
remediation plan.

With respect to potential challenges by Mission Oaks or a Mission Oaks employee to the
application of any aspect of the remediation plan, it is recommended that the remediation
plan provide for the following: (1) Any challenge to the application of the remediation plan
must be presented to the SCERS Board for consideration and final determination before a
remedy can be pursued in any other forum; and (2) If presented with such a challenge, or
on its own initiative, the SCERS Board can submit a request for a ruling by the IRS on the
permissibility of an element of the remediation plan via the VCP process or other available
avenue. |n such a case, action on the challenge or the element of the remediation plan will
be deferred until a final ruling is obtained from the IRS.

It is anticipated that there will be former Mission Oaks employees who should have been
enrolled as SCERS members prior to terminating employment with Mission Oaks, and who
therefore should have accrued service in SCERS. As previously noted, both the employer
and employee contributions for that service, plus appropriate interest, will be provided by
Mission Oaks. Recommended elements of the remediation plan necessary to address
such former employees will be presented for consideration by your Board when the

information regarding those former employees is fully developed via upcoming audit
activity.
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Finally, it is recommended that the remediation plan include discussion of how Mission
Oaks will address the cost associated with adding the missing service credit for employees
who were not enrolled as SCERS members in a timely manner.

As your Board knows, in cases where liability has been added to the plan through action or
inaction by the employer, the employer can address the cost of that additional liability
through either an upfront payment, paying down it down over an amortization period as
unfunded liability, or through some combination of these approaches. The decision of how
it will be addressed rests with your Board, taking into account the facts and circumstances,
and the provisions of SCERS Funding Policy.

Based on discussions with Mission Oaks, it is Staff's understanding and belief that Mission
Oaks wishes to address a substantial component of the current cost associated with the
missing SCERS service credit via an initial lump sum payment. Any remaining cost,
whether it is current cost not covered by the lump sum payment, cost related to information
developed in subsequent audit activity, or additional cost due to an increase in the liability
because of assumption changes or assumption shortfalls, would need to be addressed as

unfunded actuarial accrued liability (UAAL) and paid over a prescribed amortization
schedule.

As previously noted, final numbers regarding such matters will be provided when the audit

analysis is completed. At that time your Board can determine the manner in which you
wish to see the cost addressed.

| hope this information is helpful. Staff will be happy to answer any questions you might
have.

Regpectfully,

Richard Stenérud
Chief Executive Officer
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