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FAIRFAX COUNTY EMPLOYEES’ RETIREMENT SYSTEM

BOARD OF TRUSTEES
FAIRFAX EMPLOYEES’ RETIREMENT SYSTEM
10680 Main Street, Suite 280
COUNTY Fairfax, Virginia 22030-3812

Telephone: (703) 279-8200 (800) 333-1633 FAX: (703) 273-3185

I N I A

January 31, 2007

Dear Members of the Board of Trustees:

[ am pleased to submit to you the annual report of the Fairfax County Employees’
Retirement System (System) for the fiscal year ended June 30, 2006. This annual report is
provided as an aid to understanding the structure and evaluating the status of the System. The
System’s management is responsible for the accuracy of financial information contained herein.

The annual report for fiscal 2006 consists of five sections: (1) an Introductory Section that
contains this transmittal letter along with the organization structure and review of plan provisions;
(2) a Financial Section that contains the opinion of the independent auditors, management’s
discussion and analysis, the financial statements of the System and required supplementary
information; (3) an Investment Section that contains investment results; (4) an Actuarial Section
that includes the independent actuary’s certification letter, a summary of the results of the
actuarial valuation, and actuarial procedures and assumptions; and (5) a Statistical Section
that contains information regarding the System membership.

History

The Fairfax County Supplemental Retirement System was established on July 1, 1955. On
February 26, 2001 the name of the System was changed to the Fairfax County Employees’
Retirement System. The System is a cost-sharing multiple-employer public employee retirement
system providing defined benefit pension plan coverage to full-time and certain part-time
Fairfax County and Fairfax County Public Schools employees who are not covered by the
Fairfax County Police Officers Retirement System, the Fairfax County Uniformed Retirement
System, the Educational Employees’ Supplementary Retirement System of Fairfax County
(ERFC) or the Virginia Retirement System (VRS). There were 14,507 active members and 5,119
retirees participating in the System as of June 30, 2006.

Benefit Provisions

The benefit provisions of the System are established by County Ordinance. The System
provides normal service retirement and early service retirement benefits for members who
attain age or service requirements. Coverage for service-connected disability benefits is
immediate upon membership in the System. Ordinary (non-service related) disability benefits
are provided after the attainment of five years of service. Members are vested after five years
of service and are eligible for benefits at the early or normal service retirement date.

Capital Markets and Economic Conditions

Fiscal 2006 was a year of solid growth in the economy and the domestic equity markets
advanced at a moderate pace. The international equity markets outpaced the returns in the
U.S. market. The S&P 500 Index rose 8.6% during fiscal 2006, while the smaller-capitalization
Russell 2000 Index advanced 14.6%. International equity returns were quite a bit higher with
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the developed markets index (EAFE) up 27.1% and the emerging markets index up 35.9%.
Returns on REITs were also excellent with the NAREIT index up 19.1%. Only bonds experienced
negative returns for the year, as the Lehman Brothers Aggregate Bond Index declined 0.8%.

The diversified fund of the Employees’ Retirement System returned 9.0% for fiscal 2006, after
management fees. This return placed the fund in the 4th quartile of the Russell/Mellon public
fund universe for 2006. The fund’s relative performance over longer periods has been outstanding
with the returns for the three, five and ten-year periods all in the first or second quartile of the
public funds universe.

After accounting for all cash flows, including contributions, expenses and benefit payments,
the market value of the System’s assets increased 6.7%, from $2.307 billion on June 30, 2005
to $2.461 billion on June 30, 2006.

Major Initiatives

Significant progress was made on the project to replace the existing legacy computer systems.
At the end of the fiscal year, the final changes were being made to a comprehensive defined
benefit administration software application package, with plans to conduct final testing and
parallel processing during the first half of FY 2007. The new system will interface with County
and Schools systems for maintaining salary and service records of active members and will
provide automated benefit calculations, support retiree recordkeeping and payroll functions and
will include capabilities for internet access.

The Deferred Retirement Option Program (DROP) went live on July 1, 2005. At the end of
the fiscal year, 207 employees were enrolled in DROP and education and individual counseling
on the new program are now part of our services to active members.

As of July 1, 2005, public safety communications positions were moved from the Employees’
Retirement System to the Uniformed Retirement System. Employees in those positions at the
time were given the option to remain in the Employees’ System or move to the Uniformed
System, with a number of options related to paying the additional employee cost. Of the 144
employees eligible to change systems, 125 transferred membership effective October 1, 2005.
To reflect this change in System membership, $11,750,084, the funded portion of the reduction
in liability for the Employees’ System was transferred to the Uniformed System.

A five-year actuarial experience study was completed. Based on the results of the study,
changes were made to the actuarial assumptions for terminations and retirements. These changes
were included in the final July 1, 2005 valuation and the employer contribution rate for FY 2007.

We continued to focus on improving the risk/return efficiency of the investment strategy,
with a focus on active risk management and market exposures. The U.S. Large-cap Equity allocation
was revised to include diversified absolute return strategies combined with market exposure using
derivatives. In implementing this program, investments were made with Deerfield Capital, Front-
Point Partners, First Quadrant, and Deephaven Asset Management. In addition to this diversification
of our active risk, our market exposures were further diversified by a number of changes, including
the establishment of a 5% allocation to commodity futures, implemented with PIMCO; an
increase from 5% to 10% in the allocation to Bridgewater Associates All-Weather product; an
investment in the TCW Worldwide Opportunity Fund to diversify the emerging markets allocation
to include emerging market debt; and the addition of non-U.S. REITs with Cohen & Steers.

Internal and Budgetary Controls
The System’s management is responsible for maintaining internal accounting controls to provide
reasonable assurance that transactions are properly authorized and recorded as necessary to
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permit preparation of financial statements in accordance with accounting principles generally
accepted in the United States of America.

Funded Status

An actuarial valuation of the System to determine funding requirements is performed annually.
The System’s funding policy provides for periodic employer contributions at actuarially determined
rates which will remain relatively level over time as a percentage of payroll and will accumulate
sufficient assets to meet the costs of benefit payments when due. The valuation of the System
performed as of July 1, 2005 indicated that the ratio of assets accumulated by the System to
total actuarial accrued liabilities for benefits decreased from 84.2% to 82.3%. The actuarial
section contains further information on the results of the July 1, 2005 valuation.

Based on the July 1, 2005 actuarial valuation, the employer contribution rate increased from
8.15% to 9.16%. With the two ordinance changes mentioned earlier (creation of DROP and the
change in public safety communication position membership) that occurred after the valuation,
the final employer contribution rate for FY 2007 will be 9.25%.

Investment Policies and Strategies

The Board of Trustees has an adopted Statement of Investment Objectives and Policy. This
Statement establishes the investment goals, guidelines, constraints and performance standards
that the Board of Trustees uses when exercising its fiduciary duties to manage the investment
assets of the System. The Board operates in conformity with the standard of care required in
making investments as stated in the Code of Virginia §51.1-803.

The Board receives quarterly reporting from staff to ensure compliance with its stated
objectives and policy. Staff also monitors the performance of the System and its investment
managers. Rate of return information is included in the Investment Section.

Securities of the System except for the pooled funds and the County’s pooled cash and
temporary investments are held by Mellon Global Securities Services as agent, in the System’s
name. Mellon Financial Corporation, the parent company, carries Financial Institution bond
insurance coverage including a Computer Crime Policy. An additional Excess Securities policy
covers all risk of physical loss to securities.

Other Information
Independent Audit and Actuarial Certifications
The independent auditors’ report and certifications from the actuary are included in this report.

Acknowledgements

The annual report of the Employees’ Retirement System was prepared by the System’s staff
under the leadership of the Board of Trustees. I would like to thank the entire staff who have
worked hard throughout the year to provide service to our members and to ensure the successful
operation of the System. This report is intended to provide complete and reliable information for
determining the financial status of the System. It is being submitted to the Board of Supervisors
and other interested parties and is available to the public via the County’s website located at
www.fairfaxcounty.gov/retbrd/.
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SUMMARY OF PLAN PROVISIONS

embership in the Fairfax County Employees’
M Retirement System includes most County

employees working at least 20 hours per week
as well as part-time and support staff employees from
the Fairfax County Public Schools. The System consists
of two Plans, Plan A and Plan B, which have slightly
different employee contribution rates and slightly
different benefits. In all other respects, the Plans are
identical. The employee has the option to enroll in
either Plan within 30 days of employment. This choice
isirrevocable. Employees who make no election default
to Retirement Plan A.

The general provisions of the Employees’ Retirement
System follow:

Plan A

Contribution Rate:
4% of base salary up to the maximum Social
Security wage base plus 5.333% of base salary over
the wage base.

Benefit:

1.8% of average final compensation (highest con-
secutive three years) up to the Social Security
Breakpoint times creditable service plus 2% of
average final compensation which exceeds the
Social Security Breakpoint times creditable service.
The total benefit is then increased by 3%. The Social
Security Breakpoint is an average of Social Security
wage bases for the last 35 years before a member
reaches age 65.

In addition, at the time of normal service retirement,
a Pre-Social Security Benefit is payable at the rate
of 1% of average final compensation up to the Social
Security Breakpoint times creditable service. This
benefit will be payable until the member reaches the
age of eligibility for unreduced Social Security
benefits. The total benefit is then increased by 3%.

Plan B

Contribution Rate:
5.333% of base salary.

Benefit:
2% of average final compensation (highest consecu-
tive three years) times creditable service. The total
benefit is then increased by 3%.

In addition, at the time of normal service retirement,
a Pre-Social Security Benefit is payable at the rate
of 1% of average final compensation up to the Social
Security Breakpoint times creditable service. This
benefit will be payable until the member reaches
the age of eligibility for unreduced Social Security
benefits. The total benefit is then increased by 3%.

Both Plans

Normal Retirement:
is either age 65 with at least 5 years of service
or at least age 50 when the member’s age plus
creditable service (including sick leave) totals 80
or more.

Deferred Retirement Option (DROP):
Those eligible for normal retirement may enter
DROP, during which time the member continues to
work and receive a salary for up to three years. In
lieu of continuing to earn service credit, DROP
participants accumulate a lump sum, including
interest, payable at retirement.

Early Retirement:
is at age 50 or older when the member’s age plus
creditable service totals 75 or more. Reduction
factors are applied to the basic formula for early
retirement and no Pre-Social Security Benefit is
payable.

INTRODUCTORY SECTION
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SUMMARY OF PLAN PROVISIONS (continued)

Deferred Vested Retirement:

is available for vested members (vesting is at
5 years of creditable service) who leave their con-
tributions in the System when they terminate. These
members are entitled to their normal retirement
benefit based on service with the County at age 65
or a reduced benefit earlier when they reach age 50
and age plus years of creditable service equal 75.
This benefit is then increased by 3%.

Service-Connected Disability Retirement:
is available for members, regardless of their length
of service, who become disabled as a result of a
job-related illness or injury. Benefits are 662/5% of
average final compensation.

Ordinary Disability Retirement:
is available for vested members who become disabled
due to an injury or illness that is not job-related.
Benefits are 2% of average final compensation
(highest consecutive three years) times creditable
service. The total benefit is then increased by 3%.

Death Benefits:
Before Retirement — If the member is vested and
the spouse is the beneficiary, the spouse may elect
to receive 50% of the normal retirement benefit
earned as of the date of the member’s death. This
benefit ceases if the spouse remarries before age

INTRODUCTORY SECTION
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60. If this benefit is not elected, a refund of the
member’s contributions and interest is payable
to the named beneficiary.

After Retirement — A refund of any of the member’s
contributions and interest not already paid in ben-
efits will be payable to the named beneficiary(ies)
unless the member has elected the irrevocable Joint
and Last Survivor Option which provides a benefit
to the member’s spouse for life. At retirement, the
member may choose to have his or her spouse
receive 50%, 662/5%, 75% or 100% of the member’s
reduced annuity upon the member’s death. The
member’s annuity is reduced by a percentage based
on the difference in age between the member and
his or her spouse. If the spouse pre-deceases the
member, the annuity is restored to what it would
have been if this option had not been elected.

Service-Connected Death Benefit— A $10,000 lump-sum
payment is made to the beneficiary if the member’s
death is due to a job-related illness or injury.

Cost of Living Benefit:
Annual cost of living adjustments are provided to
retirees and beneficiaries equal to the lesser of 4%
or the percentage increase in the Consumer Price
Index for the Washington Consolidated Metropolitan
Statistical Area.
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M KPMG LLP

2001 M Street, NW
Washington, DC 20036

Independent Auditors’ Report

The Board of Supervisors
County of Fairfax, Virginia

The Board of Trustees
of the Fairfax County Employees’ Retirement System:

We have audited the statement of plan net assets of the Fairfax County Employees’ Retirement System (the
System), a pension trust fund of the County of Fairfax, Virginia, as of June 30, 2006 and the related
statement of changes in plan net assets for the year then ended. These basic financial statements are the
responsibility of the System’s management. Our responsibility is to express an opinion on these basic
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the basic financial statements are free of material misstatement. An audit includes consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the System’s
internal control over financial reporting. Accordingly, we express no such opinion. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the basic financial statements referred to above present fairly, in all material respects, the
plan net assets as of June 30, 2006 and the changes in plan net assets for the year then ended in conformity
with U.S. generally accepted accounting principles.

The management’s discussion and analysis on pages 13 and 14 is not a required part of the basic financial
statements but is supplementary information required by U.S. generally accepted accounting principles.
We have applied certain limited procedures, which consisted principally of inquiries of management
regarding the methods of measurement and presentation of the required supplementary information.
However, we did not audit the information and express no opinion on it.

Other required supplementary information on pages 23 and 24 is not a required part of the basic financial
statements but is supplementary information required by U.S. generally accepted accounting principles.
Other required supplementary information has been subjected to the auditing procedures applied in the
audit of the basic financial statements and, in our opinion, is fairly stated in all material respects in relation
to the basic financial statements taken as a whole.
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s

Our audit was conducted for the purpose of forming an opinion on the System'’s basic financial statements.
The introductory, investment, actuarial, and statistical sections are presented for purposes of additional
analysis and are not a required part of the basic financial statements. The information in these sections has
not been subjected to the auditing procedures applied in the audit of the basic financial statements, and
accordingly, we express no opinion on it.

KPMres LP

May 29, 2007
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MANAGEMENT’S DISCUSSION AND ANALYSIS

This section presents management’s discussion and analysis of the Fairfax County Employees
Retirement System’s (“System” or “plan”) financial performance and provides an overview of the financial
activities for the fiscal year ended June 30, 2006. The information in this section should be reviewed
in conjunction with the letter of transmittal provided in the Introductory Section of this report.

Overview of Financial Statements
and Accompanying Information

Basic Financial Statements.

The System presents the Statement of Plan Net Assets
as of June 30, 2006 and Statement of Changes of Plan
Net Assets for the year then ended. These statements
reflect the resources available for the payment of
benefits as of year-end and the sources and uses of
these funds during the year.

Notes to Financial Statements.

The Notes to Financial Statements are an integral part
of the financial statements and include additional
information and schedules to provide a better under-
standing of the financial statements. The Notes to
Financial Statements immediately follow the basic
financial statements.

Required Supplementary Information.

The Required Supplementary Information and related
notes provide information regarding the System’s fund-
ing progress and employer contributions. The Required
Supplementary Information and related notes are
immediately following the Notes to Financial Statements.

Financial Analysis

Summary of Plan Net Assets.
As indicated in the following Summary Statement of
Plan Net Assets, the net assets held in the System
increased $153.6 million or 6.7% during fiscal 2006.
This change was primarily due to increases in fair value
of investments during fiscal 2006.

Return on Investments.

The System’s return on investments net of investment
management fees for fiscal 2006 was 9.0%. The
System’s domestic equities had a 9.4% return. The
international developed equity portfolios returned

28.0%. Emerging markets returned 32.2% for the year.
The System’s fixed income investments returned a
negative 0.3%. The System’s REIT portfolio returned
24.6% for the year. Additional investment market
commentary is provided in the Investment Section of
this document.

Additions.

Total additions decreased $64.7 million from fiscal 2005
to 2006 primarily due to investment returns. Employer
contributions increased $2.5 million or 5.3% from fiscal
2005 to 2006. This increase was attributable to an
increase in the employer contribution rate in 2006 and
an increase in the covered payroll base during the year.
The System experienced net investment gains during
fiscal 2006. The net appreciation in the fair value of
investments was $136.8 million during the fiscal year.
Interest and dividend income was $78.1 million during
fiscal 2006. Investment activity expense increased $580
thousand during the fiscal year due to investment man-
agement fees computed on the increasing investment
values. Net securities lending income increased $203
thousand or 38.0% from fiscal 2005 to 2006.

Deductions.

Benefit payments increased 10.4% during fiscal 2006.
The number of retirees and beneficiaries collecting
benefits and the amount of the average benefit
increased in both years and were responsible for the
increase in the expense. Retirees received cost of living
increases of 3.9% as of July, 2005. Refunds and other
expenses decreased 6.4% from fiscal 2005 to 2006. The
amount of refunds varies from year to year based on
changes in employee turnover rates and decisions of
former employees.

The actuarial valuation performed as of July 1, 2005
showed the System’s funded status at 82.3%, a decrease
of 1.9 percentage points from the July 1, 2004 funded
percentage of 84.2%.
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MANAGEMENT’S DISCUSSION AND ANALYSIS (continued)

Contacting the System’s Financial Management

This financial report is designed to provide our membership, the Board of Trustees and the
County’s Board of Supervisors with a general overview of the System’s financial condition. If
you have any questions about this report or need additional information, contact the Fairfax
County Retirement Administration Agency, 10680 Main Street, Suite 280, Fairfax, Virginia 22030.
This report can also be found on the County’s internet site at www.fairfaxcounty.gov/retbrd/.

SUMMARY STATEMENT OF PLAN NET ASSETS

2006

2005

Difference

Assets

Total cash and
investments
Total receivables

Total Assets
Liabilities

Net Assets

$2,787,837,817

193,449,802

$2,517,714,995

69,175,794

2,981,287,619

520,336,121

2,586,890,789

279,569,186

$2,460,951,498

$2,307,321,603

$270,122,822
124,274,008

394,396,830
240,766,935

$153,629,895

SUMMARY OF ADDITIONS AND DEDUCTIONS

2006 2005 Difference
Additions
Contributions
Employer $ 49,436,463 $ 46,958,113 $ 2,478,350
Plan members 27,605,933 27,563,754 42,179
Net investment income 204,149,214 271,340,627 (67,191,413)
Total additions 281,191,610 345,862,494 (64,670,884)
Deductions
Benefit payments 108,735,741 98,494,430 10,241,311
Transfer of assets to URS 11,750,084 - 11,750,084
Refunds and other 7,075,889 7,561,786 (485,897)
Total Deductions 127,561,715 106,056,216 21,505,499
Net Change $153,629,895 $239,806,278 $(86,176,383)

FINANCIAL SECTION
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FINANCIAL STATEMENTS

STATEMENT OF PLAN NET ASSETS
as of June 30, 2006

Assets

Cash and short-term investments

Equity in County’s pooled cash and temporary investments $ 2,482,345
Cash collateral received for securities on loan 286,516,288
Short-term investments 271,058,273
Total cash and short-term investments $ 560,056,906
Receivables
Contributions 2,035,096
Accrued interest and dividends 10,932,974
Securities sold 180,481,732
Total receivables 193,449,802
Investments, at fair value
Corporate bonds 221,830,746
U.S. Government obligations 261,266,996
Asset-backed securities 114,971,952
Common and preferred stock 953,463,482
Pooled and mutual funds 676,247,735
Total investments 2,227,780,911
Total assets 2,981,287,619
Liabilities
Purchase of investments 230,196,716
Cash collateral received for securities on loan 286,516,288
Accounts payable and accrued expenses 3,623,117
Total liabilities 520,336,121
Net assets held in trust for pension benefits $2,460,951,498

(A schedule of funding progress is presented on page 23)

See accompanying notes to financial statements.
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FINANCIAL STATEMENTS (continued)

STATEMENT OF CHANGES IN PLAN NET ASSETS
For the Year Ended June 30, 2006

Additions
Contributions
Employer $ 49,436,463
Plan members 27,605,933
Total contributions $§ 77,042,396
Investment income from investment activities
Net appreciation in fair value of investments 136,756,746
Interest 53,484,168
Dividends 24,643,824
Total investment income 214,884,738

Investment activity expense

Management fees 10,636,792
Custodial fees 291,798
Consulting fees 36,000
Allocated administration expense 508,146
Total investment expense 11,472,736

Net income from investment activities 203,412,002

From securities lending activities

Securities lending income 12,412,181
Securities lending expenses
Borrower rebates 11,345,516
Management fees 329,453

Total securities lending activities expense 11,674,969
Net income from securities lending activities 737,212
Total net investment income 204,149,214

Total additions 281,191,610
Deductions
Annuity benefits 100,083,209
Disability benefits 6,215,705
Survivor benefits 2,436,827
Refunds 6,059,597
Transfers of assets 11,750,084
Administrative expense 1,016,293

Total deductions 127,561,715
Net increase 153,629,895
Net assets held in trust for pension benefits

Beginning of fiscal year 2,307.321,603

End of fiscal year $2,460,951,498

See accompanying notes to financial statements.
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FAIRFAX COUNTY EMPLOYEES’ RETIREMENT SYSTEM

Notes to the Financial Statements
For the year ended June 30, 2005

The Fairfax County Employees’ Retirement System (“System” or “plan”) is considered part
of the County of Fairfax, Virginia’s (“County”) reporting entity and its financial statements
are included in the County’s basic financial statements as a pension trust fund.

A. Summary of Significant Accounting
Policies

Basis of Accounting.

The System’s financial statements have been prepared
under the accrual basis of accounting in accordance with
accounting principles applicable to governmental units
in the United States of America. Member and employer
contributions to the plan are recognized in the period in
which the contributions are due. Benefits and refunds
are recognized when due in accordance with the terms
of the plan. The cost of administering the plan is paid
by the System.

Method Used to Value Investments.

Short-term investments are reported at cost, which
approximates fair value. All other investments are
reported at fair value. Securities traded on a national or
international exchange are valued at the last reported
sales price at current exchange rates. Asset-backed
securities are valued on the basis of future principal and
interest payments and are discounted at prevailing
interest rates for similar instruments. The System records
investment purchases and sales as of the trade date.
These transactions are not finalized until the settlement
date, which occurs approximately three business days
after the trade date. The amounts of trade receivables
and payables are shown as receivables and payables on
the Statements of Plan Net Assets. Cash received as
collateral on securities lending transactions and invest-
ments made with such cash are reported as assets along
with a related liability for collateral received.

Equity in County’s pooled cash

and temporary investments.

The System maintains cash with the County, which invests
cash and allocates interest earned, net of a management
fee, on a daily basis to the System based on the System’s
average daily balance of equity in pooled cash. As of June
30, 2006 the bank balance of the County’s public deposits
was either insured by the Federal Deposit Insurance Cor-
poration or through the State Treasury Board pursuant
to the provisions of the Security for Public Deposit Act.
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B. Plan Description and
Contribution Information
Membership.

At July 1, 2005, the date of the latest actuarial valu-
ation, membership in the System consisted of:

Retirees and beneficiaries

receiving benefits ..........ccoeveeeeeeeeeeeirine, 4,889
Terminated plan members

entitled to but not yet receiving benefits ........... 373
Active plan members...........coooevrieeriinnnnn. 14,378

Total ...19,640

Plan Description.

The System is a cost-sharing multiple-employer
defined benefit pension plan which covers employ-
ees of the County and its component units. The plan
covers full-time and certain part-time County, Public
Schools, Economic Development Authority and
Fairfax County Redevelopment and Housing Author-
ity employees who are not covered by other plans of
the County or the Virginia Retirement System. Benefit
provisions are established and may be amended by
County ordinance. All benefits vest at five years of
service. To be eligible for normal retirement, an
individual must meet the following criteria: (a) attain
the age of 65 with five years of service, or (b) attain
the age of 50 with age plus years of service being
greater than or equal to 80. The normal retirement
is calculated using average final compensation (i.e.,
the highest consecutive three years) and years, or
partial years, of service at date of termination. The
plan provides that unused sick leave credit may be
used in the calculation of average final compensa-
tion by projecting the final salary during the unused
sick leave period. The benefit for early retirement is
actuarially reduced and payable at early termination.

Annual cost-of-living adjustments are provided to
retirees and beneficiaries equal to the lesser of 4
percent or the percentage increase in the Consumer
Price Index for the Washington Consolidated Metro-
politan Statistical Area.
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2006 COMPREHENSIVE ANNUAL FINANCIAL REPORT

NOTES TO THE FINANCIAL STATEMENTS (continued)

Contributions.

The contribution requirements of the System members
are established and may be amended by County ordi-
nances. Members may elect to join Plan A or Plan B.
Plan A requires member contributions of 4 percent of
compensation up to the social security wage base and
5.33 percent of compensation in excess of the wage
base. Plan B requires member contributions of 5.33
percent of compensation. The County is required to
contribute at an actuarially determined rate; the rates
for the years ended June 30, 2006 and 2005 were 8.24
percent and 8.08 percent of annual covered payroll.

Deductions.

The deductions from the System included the payment
of retiree and beneficiary payments, the refund of
employee contributions to former members and other
expenses. A one-time transfer of $11.8 million was
made to the Uniformed Retirement System to cover
funded liabilities of the public safety communications
workers that moved from the Employees’ System to
the Uniformed System.

C. Investments

The authority to establish the System is set forth in
Section 51.1-800 Code of Virginia (Code). Section 51.1-
803 of the Code authorizes fiduciaries of the System
to purchase investments with the care, skill, prudence
and diligence under the circumstances then prevailing that
a prudent person acting in a like capacity and familiar with
such matters would use in the conduct of an enterprise of
like character and with the same aims. The Board shall
also diversify such investments as to minimize the risk of
large losses unless under the circumstances it is clearly
prudent not to do so.

The System has adopted the Employees’ Retirement
System Investment Policy Statement to provide a well-
managed investment program to meet the long-term
needs of the System. Investment decisions for these
assets are made by the Board of Trustees or investment
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managers selected by the Board. The overall
investment policies do not address specific levels of
credit risk, interest rate risk or foreign currency risk.
The Board of Trustees believes that risks can be man-
aged, but not eliminated by establishing constraints on
the investment portfolio and by properly monitoring
the investment markets, the System’s asset allocation
and the investment managers hired by the System. Each
individual investment portfolio is managed by an
investment management firm selected by the Board.
Each investment manager has a specific benchmark
and investment guidelines appropriate for the type of
mandate they are managing and that fits within the
total risk tolerance of the fund. The interest rate risk
for the fixed income accounts is controlled by limiting
the credit quality of the securities held and the duration
of the portfolio against the duration of the benchmark.
While the System is not subject to the provisions of
the Employment Retirement Income Security Act
(ERISA), the Board wishes to comply with the spirit of
ERISA to the extent that it does not conflict with the
Code of Virginia. The investment policy states that the
securities of any one issuer shall not exceed 10% at
market value. At June 30, 2006 the System did not have
investments (other than U.S. Government and U.S.
Government guaranteed obligations) in any one organ-
ization that represented 5 percent or more of net assets
available for benefits. All investments, except for the
mutual funds, short-term investment fund and a short-
term collateral investment pool are held by an unaffili-
ated custodian. There is no custodial credit risk since
the custodian’s records establish the System’s interest
in the securities.

The policy states that the System’s fixed income port-
folio shall be, on average, comprised of high-quality
issues and limits are imposed on investment managers’
below-investment-grade holdings. Unless otherwise
specified, if any security has a split rating, the lower of
the two ratings is used for the purposes of meeting
minimum quality standards.



FAIRFAX COUNTY EMPLOYEES’ RETIREMENT SYSTEM

NOTES TO THE FINANCIAL STATEMENTS (continued)

The System’s investments quality ratings at June 30, 2006 are as follows:

Type of Investment Fair Value Ratings Percent of Fixed
U.S. Government Obligations $ 261,266,996 AAA 43.7%
Corporates and others 35,856,604 AAA 6.0%
1,495,291 AA 0.3%
10,104,263 A 1.7%
1,699,805 BBB 0.3%
41,580,479 BB 7.0%
95,250,147 B 15.9%
24,530,747 CCC 4.1%
335,650 C 0.1%
253,735 D 0.0%
10,724,025 unrated 1.8%
Asset-backed 114,905,628 AAA 19.2%
66,324 BB _0.0%
Total fixed income 598,069,694 A 100.0%
Short-term 271,058,273 AAA
Cash collateral investment pool 286,516,288 N/A
Common and preferred stock 953,463,482 N/A
Pooled and mutual funds 676,247,735 N/A
Equity in County’s pooled cash 2,482,345 N/A
Total Investments $2,787,837,817

As of June 30, 2006 the fixed income portfolio excluding pooled funds exhibited
an overall credit quality rating of “A”, and approximately 27% of the total
fixed income portfolio was invested in below-investment grade securities.
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2006 COMPREHENSIVE ANNUAL FINANCIAL REPORT

NOTES TO THE FINANCIAL STATEMENTS (continued)

The Lehman Brothers Aggregate Bond Index (LAGG)
is the standard benchmark against which the industry
and the System’s Board measures its fixed income port-
folio performance and volatility. The System’s fixed in-
come managers have discretion, within circumscribed
limits, to extend the duration of their portfolios beyond
that of the LAGG if they forecast falling interest rates

(and thus higher bond prices). Conversely, if manag-
ers anticipate that the general level of interest rates
will rise, they have the ability to shorten the duration
of their portfolio and thus reducing the portfolio’s sen-
sitivity to rising rates. The System’s investments’ sen-
sitivity to interest rates at June 30, 2006 follows:

Effective Duration Percentage

Investment Type Fair Value in Years of Fixed
US Government obligations $ 261,266,996 4.4 43.7%
Corporate and other 221,830,746 2.2 37.1%
Asset-backed 114,971,952 17.9 19.2%
Total fixed income 598,069,694 6.2 100.0%
Short-term investments 271,058,273 0.1

Cash collateral investment pool 286,516,288 0.1

Common and preferred stock 953,463,482 N/A

Pooled and mutual funds 676,247,735 N/A

Equity in County’s pooled cash 2,482,345 N/A

Total investments

$2,787,837,817

As of June 30, 2006 the System’s overall fixed income portfolio excluding pooled funds duration
was 6.2 years compared with 4.8 years duration of the Lehman Brothers Aggregate Bond Index.

Foreign currency risk is the risk that changes in exchange rates will adversely affect the fair value of the
investment. The System’s investments at June 30, 2006 held in currencies other than US dollars were as follows:

Short-term Total
International Securities Equity Fixed Income  and Other US Dollar
European currency unit $ 87,323,144 § 8,937,660 $ 731,973 $ 96,992,777
Japanese Yen 43,965,217 - 16,007,775 59,972,992
British pound sterling 44,060,530 3,005,206 9,652,453 56,718,189
Swiss franc 14,869,494 - 501,836 15,371,330
Swedish Krona 8,316,628 5,232,775 1,338,663 14,888,066
Hong Kong Dollar 13,129,100 - 414,925 13,544,025
Canadian dollar 882,664 3,272,238 9,181,078 13,335,980
Polish zloty 4,548,784 5,085,574 (333,914) 9,300,444
Other currencies 26,452,907 24,461,069 (12,312,064) 38,601,912
Total international 243,548,468 49,994,522 25,182,725 318,725,716
Securities held in US dollars 1,389,100,109 554,030,542 198,099,177 2,141,229,829

Total investments $1,632,648,577

$604,025,064  $223,281,902 $2,459,955,545
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FAIRFAX COUNTY EMPLOYEES’ RETIREMENT SYSTEM

NOTES TO THE FINANCIAL STATEMENTS (continued)

Derivative Financial Instruments.

As permitted by the Code described above, the System
holds off-financial-statement derivatives in the form of
exchange-traded financial futures, interest rate swaps,
options on futures and swaps, inverse floating rate
notes, and currency forwards in accordance with Board
of Trustees’ policy. These strategies are employed by
one or more of the System’s fixed income investment
managers. Use of these instruments may involve
certain costs and risks, including the risk that a portfolio
could not close out a position when it would be most
advantageous to do so. Portfolios investing in deriva-
tives could lose more than the principal amount invested.

An exchange-traded financial futures contract is a
legally-binding agreement to buy or sell a financial
instrument in a designated future month at a price
agreed upon by the buyer and seller at initiation of the
contract. Futures contracts are standardized accord-
ing to quality, quantity and delivery time. The System
uses Money Market Futures Contracts as a means of
managing interest rate exposure at the short end of
the yield curve in an efficient manner with low trans-
action costs. The System also uses Bond Futures
Contracts as a substitute for physical securities. The
market and interest rate risks of holding exchange-
traded futures contracts arise from adverse changes in
market prices and interest rates. These risks are equiva-
lent to holding exposure to the underlying security.
Counterparty credit risk is modest because the futures
clearinghouse becomes the counterparty to all trans-
actions, and the futures exchanges provide multiple
layers of protection such as the collection of variation
margin on a daily basis and the use of standardized
contracts to facilitate liquidity.

An Options Contract is a financial instrument that, in
exchange for the option price, gives the option buyer
the right, but not the obligation, to buy (or sell) a
financial asset at the exercise price from (or to) the
option seller within a specified time period, or on a
specified date (expiration date). The System employs
Options on Treasury Futures as well as Options on
Swaps (Swaptions). Options on Treasury Futures are
used to manage interest rate and volatility exposure
as well as generate income. Swaptions have similar
investment characteristics to other options but have
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the advantage of being more customized instruments
that can serve more specific applications in a portfolio.
Swaptions are used in an attempt to generate income
by writing puts and calls to manage swap rates or swap
rate volatility. A most important characteristic of
options is that they can cause the effective duration of
a portfolio to change with movements in interest rates.
To control interest rate risk, the duration change
potential of options positions over a wide range of best
and worst case interest rate scenarios are measured
and controlled. The use of options is aimed at assuring
that any subsequent duration change on a total return
portfolio will be modest under reasonable worst case
scenarios and option strategies will not be employed
which have the potential to move the portfolio’s dura-
tion outside an appropriate range.

Currency forward contracts are used as a cost effective
way to hedge or create foreign currency exposure in
the portfolio. The manager monitors its exposure to
foreign currency in the context of total contribution to
volatility and tracking error. Foreign currency can add
significant volatility to a portfolio’s return, so any
sizeable position will be carefully considered in the
context of the portfolio’s entire risk budget.

An interest rate swap is a binding agreement between
counterparties to exchange periodic interest payments
on some predetermined dollar principal, which is called
the notional principal amount. Interest rate swaps
provide an effective means by which to quickly adjust
portfolio duration, maturity mix, and sector exposure.
The System also uses interest rate swaps as risk-neutral
substitutes for physical securities, or to obtain non-
leveraged exposure in markets where no physical
securities are available, such as an interest rate index.
The market risk is equivalent to holding the exposure
to the index. The counterparty credit risk is equal to
the amount of profit or loss that has not yet been real-
ized. This risk is controlled by the System’s investment
guidelines and limited by periodic resets to the swap
that allow the unrealized profit and loss to be realized.
Counterparty risk is limited by execution under standard-
ized International Swap and Derivatives Association
(ISDA) Agreements. These standardized contracts
reduce legal risk and increase speed of execution that,
in turn, improves liquidity.
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NOTES TO THE FINANCIAL STATEMENTS (continued)

As of June 30, 2006 the System held the following derivatives contracts.

Notional Value Fair Value

Derivative Par or Local Face Dollars Maturity
Money Market Futures $ 43,000,000 $ 40,623,288 12/06 -12/07
Government Futures 46,412,508 45,838,423 9/06
Equity Futures 292,823,442 292,421,547 9/06
Foreign Currency Futures (20,663,309) (20,715,920) 9/06
Options (28,600,000) (57,450) 7/06- 6/07
Currency Forwards N/A (4,555,538) 7/06-10/06
Swaps $202,429,655 $ 4,409,380 7/06 - 6/36

Securities Lending.

Board of Trustees’ policies permits the System to lend
its securities to broker-dealers and other entities (bor-
rowers) for collateral that will be returned for the same
securities in the future. The System’s custodian is the
agent in lending the plan’s domestic securities for
collateral of 102 percent and international securities
of 105 percent of fair value. The custodian receives
cash or securities as collateral from the borrower. All

securities loans can be terminated on demand by either
the System or the borrower. Cash collateral is invested
in the lending agents’ collective collateral investment
pool, which at June 30, 2006 had a weighted average
maturity of 31 days. The relationship between the
maturities of the investment pool and the System’s loan
is affected by the maturities of securities loans made
by other plan entities that invest cash collateral in the
investment pool.

The following represents the balances relating to the securities lending transactions at June 30, 2006.

Underlying
Securities

Securities Lent

Cash Collateral
Investment Value

Securities
Collateral Value

Lent for Cash Collateral
US Government obligations

Asset-backed securities

$152,611,740

$154,788,965

Corporate and other bonds 24,973,258 25,758,282
Common and preferred stock 99,021,697 103,121,474
Lent for Other Collateral

US Government obligations 34,952,062 $35,495,228

Corporate and other bonds 5,517,243 5,641,963

Common and preferred stock 2,922,823 3,153,178

Total $319,998,822 $44,290,369 $283,668,721

The System did not impose any restrictions during fiscal
2006 on the amounts of loans the lending agent made
on its behalf. At year end, the System had no credit
risk exposure to borrowers because the amounts the
System owed the borrowers exceeded the amounts the
borrowers owed the System. The custodian provides
full indemnification to the System for any losses that
might occur in the program due to the failure of a
broker/dealer to return a borrowed securit