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INTRODUCTION

As part of its fiscal year 2013 audit plan, Internal Audit performed an audit of the internal controls
over the Length of Service Award Program for Fire and Rescue Volunteers or “LOSAP”. Our audit
fieldwork and testing was conducted between December 2012 and February 2013. Authority for
the audit was provided by the Board of County Supervisors through the Board Audit Committee. In
addition to a review of internal controls, the Board of County Supervisors requested follow up on
the items previously noted in an Audit Services report dated June 22, 2012, related to LOSAP.

BACKGROUND

In July 1997, the Board of County Supervisors endorsed a proposed LOSAP program and
approved each volunteer department of the FRA to enter into a contract with the Plan Trustee for
provision of the program. The LOSAP Plan Document became effective at that time, including the
appointment of a Board of Trustees to govern the plan and its daily administration. Members are
eligible to participate in the Plan if they have attained age twenty-one and are credited with at least
one year of service. The Plan provides benefits payable monthly in the amount of $10 for every
year of service, payable when the participant attains age 60, and based upon a phased vesting
schedule. As of December 2012, there are more than 1,600 members included in the Plan census,
with 112 beneficiaries currently receiving monthly payments. LOSAP is currently funded in full by
the county-wide fire levy.

Audit Objective

This audit was conducted to examine and evaluate the adequacy and effectiveness of the system
of internal controls. We were also requested to review and follow up on observations previously
noted by Prince William County’s Audit Services department in an audit report dated June 22,
2012. Our audit work was conducted to achieve this objective and accordingly included testing,
analysis and other audit procedures.

Audit Scope

The scope of this audit included gaining an understanding of LOSAP by conducting interviews and
gathering documentation from the parties involved, including the LOSAP Board of Trustees, Plan
Administrator, Plan Trustee and contracted actuary. Based on the records obtained, we performed
detailed testing of participant eligibility, benefit payments, plan contributions, the use of an actuary,
and the overall governance of the Plan. At the conclusion of our work, we summarized our findings
and reviewed the results of the testing with the Plan Administrator, members of the LOSAP Board
of Trustees and the Chair of the Fire and Rescue Assaociation, as well as the County Executive.
The LOSAP Plan Administrator’s response to this audit is included.
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Follow-Up on the Audit Services report dated June 22, 2012

The following table provides a summary of the items identified by the Audit Services Department
in an audit report issued to the Fire and Rescue Assaociation Executive Committee dated June
22, 2012, as well as a status of the item as determined during the course of our internal audit.
The details for these items are located in the Follow-Up section of this report. A reference has
been included where the issue has been superseded and expanded upon in the Issues Matrix
section of this report and as summarized on the following page.

Observation Status R(Ia?:rueensc &
1. Board of Trustees Membership Excludes DFR and Finance Closed
2. No diversification of LOSAP funds In Progress #11
3. Non-payment of $172,617 by Dale City Closed
4. Excess payment of $30,215 to Gainesville Closed
5. Plan not earning expected rate of return In Progress #6
6. Lack of financial records and reconciliation Open #10
7. High actuarial fee Open #8
8. Lack of policies and procedures governing LOSAP In Progress #10

Summary of Issues Identified and Relative Risk Ratings

The following section provides a summary of each issue identified during our procedures as well
as the relative risk rating assigned to the issue. We have assigned relative risk factors to each
observation identified. A summary of issues identified and their relative risk rating is provided
below. This is the evaluation of the severity of the concern and the potential impact on
operations. There are many areas of risk to consider including financial, operational, and/or
compliance as well as public perception or ‘brand’ risk when determining the relative risk rating.
Items are rated as High, Moderate, or Low.

e High Risk Items are considered to be of immediate concern and could cause significant
operational issues if not addressed in a timely manner.

o Moderate Risk Items may also cause operational issues and do not require immediate
attention, but should be addressed as soon as possible.

¢ Low Risk Items could escalate into operational issues, but can be addressed through the
normal course of conducting business.
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Following is a high level summary of the issues identified during our internal audit, along with
their relative risk rating.

1. Consolidation of LOSAP Plan

During our audit, we noted that the process for managing the participant census,
estimating Plan liabilities, and remitting Plan contributions to the Plan trustee is
decentralized. There are several factors leading to the recommendation to consolidate the
LOSAP Plan. They are as follows:

GASB 68 — The implementation of this new governmental accounting standard puts
pressure on the County to monitor the timing, reporting and actuarial calculations of the
Plan, its funding level, and the assumptions used for estimated liabilities. The heightened
awareness and scrutiny of the Plan will require additional oversight and monitoring of the
Plan to ensure completeness and accuracy of the Plan accounting, as well as reduce the
risks related to misstating the County’s overall financial statements as it relates to the
Plan, including required disclosures.

Actuarial Assumptions, Calculations, and Plan Contributions— Currently each
Company has its own actuarial calculations, annual recommended contributions and plan
assets account. The budgeting for LOSAP is done in conjunction with each Company’s
annual operational budget and is approved by the FRA. The process for estimating and
remitting Plan contributions to the Plan trustee is decentralized and we have noted
missing and delayed contribution payments, as well as inconsistency in recordkeeping for
actuarial use and Plan management. See also issues #3 and #4.

Standardized Hours Definition — Currently the definition of hours of eligible service for
LOSAP purposes are not standardized across the Companies. What qualifies for LOSAP
hours for one Company may not qualify for another, and the tracking is not consistently
documented within the Companies. See also issues #4 and #10.

Supporting Documentation — During our testing, we noted limited supporting
documentation for the Participant Census, as well as inconsistent procedures in the
methodology and timing for collecting and maintaining the information within each
Company. See also issue #4.

We believe LOSAP could potentially realize savings in both dollars and resources if the
Plan were consolidated. We recommend that management consider consolidating the
LOSAP Plan into one account with a single county-wide census, single actuarial valuation,
and single budget line in the County’s fire levy budget. The County could also consider
using their current pension actuary in to order realize economies of scale and reduce
valuation expenditures. Statistics by Company participation would still be maintained, with
the Companies continuing to be responsible for enroliment and certification of the census
information.
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2. Board of Trustees Composition

The LOSAP Board of Trustees is currently made up of volunteers from the 11 volunteer
fire companies with 8 alternates, as well as the Chief of the DFR and the Deputy Finance
Director from the County. Changes were made in response to the original audit. Each
trustee has the ability to appoint an alternate.

Size - The current Board is double the recommended best practice size of 5 to 7
members, making it difficult to establish a quorum and make decisions at meetings.
Studies show large groups may hinder communication and interactive discussion. Bigger
boards may not be able to engage all members, which can lead to apathy and loss of
interest. Since April 2012, the Board has met seven times and there was one instance
(November 2012) where a quorum was not established, and actions could not be taken by
the trustees that did attend the meeting.

Independence - The Board of Trustees duty is to represent the Trust in its entirety.
Currently the majority of the Board (all but 2 members) is eligible to participate in the Plan.
We utilize a checklist developed by the Corporate Library to help stakeholders evaluate
the objectivity and effectiveness of a board. A key attribute of an effective board is that it is
comprised of a majority of independent outsiders. An outsider is someone who has never
worked at the entity, is not related to any of the key employees and has never worked for
a major supplier, customer or service provider, such as lawyers, accountants, consultants,
investors, bankers, etc.

We strongly recommend the BOCS adopt a Resolution to reflect current intentions for the
LOSAP Board of Trustees. We recommend that the LOSAP Board of Trustees amend the
LOSAP Plan Document to reflect the structure noted in the updated BOCS Resolution.

Size - Best practices recommend having 5 to 7 members for a highly functioning Board.
Advantages to smaller boards include:

Increase the probability of reaching a quorum.

Hasten the decision-making process.

Board members feel more ownership and responsibility for the work.
Communication and interaction may be easier and more flexible.

Board members know each other as individuals, creating unity.

Every person’s participation counts.

Board members may gain more satisfaction from their meaningful involvement.

Independence - The majority of the trustees should not be eligible to participate in the
Plan in order to have an independent Board. An independent Board will allow it to
provide a higher level of governance to its members.

There are several alternatives for the composition of the Board of Trustees. It should
include 5 to 7 members and be independent. Composition should include:

the FRA Chair (or designee),

the Director of Finance (or designee),

one, two or all three of the Presidents of the Volunteer Companies,
two or three independent citizens appointed by the County.

This structure compliments best practice as it relates to size and independence for a fully
functioning and effective Board. It will foster ongoing communication between the LOSAP
Board of Trustees, the companies, the FRA as well as the County, and it will emphasize
the Board'’s responsibility for the due care of the trust as a whole, rather than the needs of
the individual Companies.
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3. Missed or Delayed Plan Actuarial Valuations and Contributions

During our testing of contributions into the Plan, we noted that at December 31, 2012, only
three (3) Companies had made an annual contribution to the Plan during 2012. Upon
further review and inquiry, the actuarial valuations had not been updated for 2010 — 2012;
however the Companies did estimate their annual required contribution amounts in their
operating budgets for each year. Per review of records provided by DFR Accounting,
contributions were made for each Company during 2010 and 2011, some varied from the
recommended amounts. During FY2012, the Companies were hesitant to continue making
contributions without updated actuarial valuations, and began the process to have the
valuations updated. At the March 11, 2013 LOSAP Board of Trustees meeting, it was
reported that all Companies had recently received updated actuarial valuations for 2010
and 2011 (fiscal years 2011 and 2012) and the 2012 valuations (current fiscal year) were
in process.

The table below shows the actuarially determined contribution amounts by Company for
fiscal years 2010, 2011 and 2012 as well as a manual compilation from the County
Purchasing records of the total contributions actually made.

7/1/2009 7/1/2010 7/1/2011
Annual Annual Annual 3-Year Total | 3-Year Actual
Recommended [Recommended |Recommended Annual Contribution
Contribution | Contribution | Contribution |Recommended| Payments

Department Name (FY 2010) (FY 2011) (FY 2012) Contributions Made*

OWL VFD $ 272,350 | $ 330,432 | $ 413180 [$ 1,015,962 | $ 722,350
Dumfries-Triangle RS $ 136,994 | $ 69,323 | $ 28,154 | $ 234,471 | $ 305,348
Dumfries-Triangle VFD $ 129,198 | $ 157,003 | $ 160,034 | $ 446,235 | $ 476,878
Gainesville District VFD $ 18,494 | $ 17,907 | $ 14,803 | $ 51,204 | $ 50,431
Nokesville VFD $ 140,245 | $ 163,263 | $ 203,244 | $ 506,752 | $ 256,575
Coles District VFD $ 41,316 | $ 40,497 | $ 34,7911 % 116,604 | $ 98,596
Yorkshire VFD $ 38,807 | $ 61,397 | $ 76,692 | $ 176,896 | $ 89,795
Dale City VFD $ 172,617 | $ 303,764 | $ 352,000 | $ 828,381 | $ 346,261
Stonewall Jackson VFD $ 74,542 | $ 62,871 | $ 63,739 | $ 201,152 | $ 242,056
Evergreen VFD $ 90,798 | $ 80,401 | $ 59,155 | $ 230,354 | $ 198,615
Buckhall VFD $ 80,760 | $ 56,214 | $ 31,211 | $ 168,185 | $ 189,129
Lake Jackson VFD& RD | $ 94,962 | $ 138,960 | $ 165,152 | $ 399,074 | $ 105,552
Total $ 1,291,083 $ 1,482,032 $ 1,602,155 $ 4,375,270 $ 3,081,586

*Data taken from the County's Purchasing records

We recommend that actuarial valuations be performed annually in accordance with the
Plan Document, and that contributions be made into the Plan based upon the valuations.
Appropriate facilitation of the annual budget process should be considered when
determining that timing. If actuarial valuations are delayed, contributions should be made
in good faith into the Plan. Further, the actuarial valuations assume Plan contributions are
made at the beginning of the Plan year. Missed or delayed contributions impact the
interest earnings of the Plan, which in turn changes the underfunded liabilities of the Plan.
See also issue #6.

In conjunction with the recommendation at issue #1, if the Plan is consolidated, actuarial
calculations and contributions into the Plan could be consolidated into one valuation. |If
actuarial valuations are performed bi-annually (as with the County’s Police and Fire
Supplemental Pension Trust), annual contributions should still be made.
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4. Supporting Documentation

Each Company maintains some form of recordkeeping for hours worked by the
volunteers, as well as employs a methodology for determining who should be on the
participant census for LOSAP purposes. Historically, however, the hours data had
not been uniformly safeguarded and is not readily available upon request for various
reasons, including weather events, facility transfers, trustee or other custodial
changes, etc. More recent support is generally available, but burdensome for the
stations to compile into an auditable format. Therefore, we were unable to fully
complete our testing procedures around the calculation of years of eligible service
and benefits paid.

We recommend that all information in the Participant Census be supported by reliable
and complete source documents. We understand that the County is implementing a
new web-based public safety records management system (RMS) during the summer
of 2013, which is a broad-based solution being adopted by the DFR, FRA, the Police
Department, and the Public Safety Communications Center. This automated system
has built in controls and is already planned to be utilized by the operational volunteer
members. It is our understanding that this new RMS system can be configured to
track LOSAP hours for operational and administrative volunteer members — but that
further design work is required. The remaining effort required in order to bring all
LOSAP participants onto the system is the addition of the administrative or non-
operational members so that all volunteer hours can also be tracked and approved by
the respective volunteer companies. We understand this modification can occur at no
additional cost.

We strongly recommend standardized utilization of this tool across the Companies,
for all participants, as soon as implementation is possible. This will ensure that
eligibility records are housed in one system using a consistent methodology, as well
as eliminate the manual recordkeeping that is currently maintained and, in some
cases, ftranscribed into electronic format utilizing spreadsheets, etc. This
comprehensive records management system is intended to provide efficiencies in
recordkeeping, staffing and training management as well as offer reporting for use in
trend analysis and other needs.

With regard to the years of past service, the LOSAP Board of Trustees, in conjunction
with the FRA and the BOCS, should consider “drawing a line in the sand” as it relates
to the support of past eligibility, census and the benefit payment accuracy. Any
existing beneficiaries and eligible hours can be accepted as accurate either through
the honor system or signed statement by the member and supervisor. Contacting the
terminated or inactive members for this purpose will also help to ensure the
completeness of the Participant Census.

In addition, as recommended at issue #10, the LOSAP Board of Trustees should
develop a cohesive set of procedures and include a process for standardized
recordkeeping that compliments the public safety records management system.

Lastly, a periodic records review through the internal audit process should be
implemented to monitor that the recordkeeping is being maintained in accordance
with the needs of the Plan.
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5. Benefits Payments Testing

We performed testing on the payments made by the Plan trustee (Hartford) to ensure
proper calculation and taxation of benefits, as well as accuracy of those payments
made. During this testing of benefits payments, we noted multiple exceptions,
including:
e Variances between the total benefit payments withdrawn for a period and the
listing of beneficiaries who were to receive payments;

e Required forms that could not be provided by the Plan trustee for taxation
purposes;

o Improperly taxed benefit payments;

e Inadequately supported changes to monthly benefit amounts paid to
participants.

Based on our interviews and testing, there is no formalized reconciliation process in
place which would detect timely errors by any of the parties involved. We recommend
the roles and responsibilities for monitoring the Plan, the results of the Plan, and the
day-to-day operations and reconciliation of the Plan statements be further defined in
order to enhance the accountability for the Plan. The LOSAP Board of Trustees
should also develop a cohesive set of procedures and include a process for
standardized recordkeeping, a process for reconciling Plan records, and a process for
periodic records review in order to ensure that errors by any of the parties involved
are likely to be timely indentified and corrected. See also issues #9 and #10.

6. Monitoring Actuarial and Plan Investment Results

In addition to the monitoring activities described in issue #5, The LOSAP Board of
Trustees does not formally evaluate the sufficiency of the actuarial valuation results.
This includes understanding all of the assumptions used and determining whether
different assumptions should be requested, as well as ensuring that any
responsibilities the actuary requires of the Plan are being met by the Plan. We also
noted that prior to 2013 the investment options of the Plan had not been formally
reviewed and discussed. Per discussions, we understand that the LOSAP Board of
Trustees has discussed investment options periodically. No changes were approved.

We recommend that the LOSAP Board of Trustees obtain an explanation of the
actuarial assumptions, evaluate impact if any assumptions were to change, and
determine if the assumptions used are reasonable for the Plan. The LOSAP Board
should also request an annual (if not more frequent) presentation by the Plan trustee
of the investment options and comparative trends in investment income for the Plan.
Further, changes to the Plan investment or actuarial assumptions should be voted on
by the LOSAP Board of Trustees and presented as a recommendation to the BOCS
(as the legal Plan Sponsor) for final approval.

As previously described in issue #1, governance becomes increasingly more
important with the implementation of GASB 68. If consolidation of the Plan is
approved, a single set of assumptions will be used which will streamline the
evaluation process for the LOSAP Board of Trustees.
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7. Plan Actuarial Assumptions

Related to the lack of monitoring actuarial assumptions, the economic (interest rate)
and demographic (withdrawal rates, mortality) actuarial assumptions utilized for the
Plan are explained as well as the risks of each item. The inherent risk with any
estimate is that estimates are based upon information known and assumed as of a
date in time. As census data changes, contributions are not made, or assumptions
are not realized (such as earning a different interest rate than the one assumed by the
Plan), the actual liabilities will vary from these estimates. We consulted with an
internal actuary in order to evaluate the assumptions used by the Plan’s actuary.
Examples to consider are detailed in the Issues Matrix and include interest rates,
mortality tables, and demographic experience.

As recommended in Issue #6, the LOSAP Board should determine whether the
assumptions used by the actuary are reasonable. The LOSAP Board of Trustees
should also continue benchmarking the assumptions used by the Plan to the
assumptions used by similar plans at other agencies. The Board could then inquire of
the actuary what the impact would be if any of the assumptions were changed. This
evaluation should be done on an at least annual basis.

Also in conjunction with the recommendations at Issue #1, if the Plan is consolidated
and uses a single set of assumptions, this evaluation process will be streamlined and
more efficient than if a separate valuation is prepared for each Company.

Moderate

8. Selection of Third Party Contractors

There have been multiple changes in ownership for third party services and the
contracts for Plan trustee and actuarial services are outdated. Further, the needs of
the Plan may have changed based upon the LOSAP Board of Trustees intentions, as
well as potential changes to the roles and responsibilities of the parties involved.

We recommend that the LOSAP Board update the vendor relationships by, at a
minimum, obtaining newly executed contracts for the existing vendors, including an
updated section for roles and responsibilities of each party and required performance
timelines and deliverables.

Given the results mentioned in Issue #5, the LOSAP Board may wish to consider
requesting quotes for professional services.

Moderate

9. Defined Roles, Responsibilities and Governance

During our interview process, as well as testing procedures and various discussions
with those involved with LOSAP, we noted that there are multiple parties responsible
for administering portions of the Plan. The roles have evolved over time and have not
been consistently applied by the parties. We noted there is no formalized direction or
oversight defined in these roles.

We recommend the LOSAP Plan Document be updated to define the roles and
responsibilities of the parties involved in the LOSAP administration process. In
consideration of the consolidation recommendation in issue #1, we have included
example roles and responsibilities in detail in the Issues Matrix.
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10. Operational Policies and Procedures

The Audit Services Department report dated June 22, 2012 noted that the Plan does
not have formal policies and procedures. Further, during our audit we noted there is
inconsistency across all Companies in how key terms are defined, how enroliment
changes are tracked, and how Participant Census management and eligibility
monitoring are performed.

The LOSAP Board of Trustees began the process of adopting operational policies
and procedures. The first policy or procedure addressed the timing and method for
the submission of the annual census rosters. The LOSAP Board of Trustees has
since adopted a policy directing each of the companies (including the Department of
Finance and DFR) to appoint alternate trustees in order to ensure that all meetings
have the required quorum in order to facilitate the conduct of business. We
recommend that the LOSAP Board of Trustees continue to develop policies and
procedures and formally document, a cohesive set of procedures that support the
LOSAP Plan Document, as may be amended from time-to-time. Examples include
defining key terms, standardizing enrollment forms and enrollment procedures,
implementing a process for tracking hours of service, dual memberships, and
transfers, and implementing a reconciliation process for Plan records and statements.
We understand that as a result of our preliminary meetings and the previous internal
audit results, the LOSAP Board of Trustees has discussed implementing such
procedures.

11. Plan Solvency

Related to the lack of monitoring actuarial assumptions, the Plan’s ability to meet its
future benefit requirements has improved considerably since 2009. The primary
reason is because the amortization period for the underfunded Plan liability was
changed from 4 years to 2 years in 2008. The annual required contribution amounts
increased substantially because the underfunded portion was being ‘caught up’.
Theoretically, if all assumptions used were realized and all annual required
contributions were made, after two years (2014) the Plan would be fully funded and
the required annual contributions would be reduced to the actual benefits paid in each
year. While a shorter amortization period is a positive trend, combined with other
actuarial assumptions and the actual contributions made to the Plan, it may not be
reasonable for this Plan.

As previously recommended in Issue #6, the LOSAP Board of Trustees should
determine whether the assumptions used by the actuary are reasonable. They could
then inquire of the actuary what the impact would be if any assumptions were
changed. In conjunction with Issue #1, if the Plan is consolidated, a single set of
assumptions will be used which will streamline this evaluation process.

There were other observations discussed with management and the LOSAP Board of Trustees related to
Plan *housekeeping’ items.
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