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Agenda Date: 11/4/2020

TO:
Honorable Mayor and Members of the City Council

THROUGH:
Bruce Moe, City Manager

FROM:

Steve S. Charelian, Finance Director
Henry Mitzner, Controller

Libby Bretthauer, Senior Financial Analyst
Julie Bondarchuk, Senior Accountant

SUBJECT:

Consider the Issuance of Pension Obligation Bonds for Long-Term CalPERS Pension
Liabilities and Adopt a Pension Policy (Finance Director Charelian).

APPROVE

RECOMMENDATION:

The Finance Subcommittee and staff recommend that the City Council approve the issuance of
Pension Obligation Bonds (POBs), and adopt a Pension Policy. Staff further recommends
issuing POBs at 100% of the UAL at the time of issuance (currently estimated at $91.5 million)
to yield the highest present value savings and take advantage of historically low borrowing rates.

FISCAL IMPLICATIONS:

Paying at least the interest due on the City’s CalPERS Unfunded Actuarial Liability (UAL) of an
estimated $91.5 million is a priority for the City; otherwise, the UAL balance will continue to
grow. Issuance of Pension Obligation Bonds can save the City up to $31,800,000 (present
value) in pension amortization cash payments over the next 25 years. The savings is calculated
by taking the difference between making amortization payments to CalPERS compared to debt
service payments over the same period.

BACKGROUND:

The City provides retirement benefits to its employees by contracting with the California Public
Employees’ Retirement System (CalPERS). CalPERS offers a defined benefit plan where
retirement benefits are based on a formula, rather than contributions and earnings to a savings
plan. Retirement benefit formulas are calculated based on an employee's years of service
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credit, age at retirement, and final compensation, which is determined by an employee’s
average salary, excluding overtime, for a defined period of employment. Retirement formulas for
employee groups vary based on classification (Miscellaneous or Safety), and within these
groups, by date of entering CalPERS membership (“Classic” or “PEPRA” if entered into
CalPERS after January 1, 2013).

Retirement benefits are funded by contributions from both employees and the City (“normal”
annual service costs) as well as investment earnings. CalPERS invests contribution payments
with the goal of earning sufficient returns over the long-term to pay defined benefits as promised
and cover CalPERS expenses. When investment earnings do not meet expectations over
extended periods, the funded status of the entire retirement system is at risk with all member
agencies sharing the burden.

CalPERS actuaries perform annual evaluations of the plan to determine the accrued actuarial
liability (i.e. defined benefits that will be owed in the future) for each member agency. The
accrued actuarial liability is determined by discounting future benefits payable using a rate equal
to the expected long-term earnings rate of CalPERS investments. The accrued actuarial liability
is inversely related to the discount rate as a lower discount rate will result in a higher accrued
actuarial liability.

The funded status of the plan is determined by the difference between the accumulated financial
assets of the plan (fiduciary position) and the accrued actuarial liability. If the fiduciary position is
less than the accrued actuarial liability, the plan is underfunded, and an Unfunded Actuarial
Liability (UAL) exists. Employers have the sole responsibility to pay down their UAL by
increasing contributions since the accrued benefits earned by an employee/retiree may not be
reduced per California law.

According to the latest analysis from the City’s CalPERS Actuary, which was released in July
2020, the City’s UAL for all employee groups across all funds is projected to be $91.5 million as
of June 30, 2021. The City’s plans are currently 73 percent funded.

The discount rate (currently at 7%) signifies CalPERS’ assumed return on investments and is
used by CalPERS actuaries to calculate the UAL. In the event that CalPERS reduces the current
discount rate, all agencies in CalPERS will be impacted by higher liabilities and, consequently,
required payment contributions.

When CalPERS last reduced its discount rate, causing employer liabilities to significantly
increase, CalPERS implemented a “ramp up” strategy to smooth out the increases in UAL
contributions. As opposed to a fixed-level payment schedule, CalPERS started using a 25 year
amortization schedule where payments are ramped up in the beginning years and ramped down
in the ending years. For agencies wanting to accelerate the payoff of their UAL, CalPERS
allows additional discretionary payments at any time.

Similar to bonded debt or a mortgage, the UAL is “amortized” (i.e. gradually reduced or paid off
with regular payments covering principal and interest) over a period of time. To calculate the
interest cost of the City gradually paying down its outstanding UAL of $91.5 million, the UAL is
multiplied by the discount rate. At the current discount rate of seven percent, the implicit interest
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cost in Fiscal Year (FY) 2020-2021 is roughly $6.4 million. By accelerating payments to
CalPERS, the City will be paying down the principal balance of the UAL, thereby saving on
interest costs.

At the October 6, 2020, City Council meeting staff presented the consideration of the issuing of
POBs for long-term CalPERS pension liabilities and pension policy. To allow additional time for
questions, City Council requested staff to bring back the item to the October 20, 2020 Council
meeting. After additional discussion and questions, Council continued this item to the
November 4, 2020 City Council meeting.

DISCUSSION:

As of July 2020, the funded status of all City of Manhattan Beach retirement plans is currently
estimated at 73 percent. The City’s unfunded actuarial liability (UAL) will be approximately $91.5
million as of June 30, 2021 (CalPERS most recent return on investments of 4.7 percent for the
fiscal year ended June 30, 2020, will be factored into next year’s valuation report).

This demand on City resources over the next 20-25 years will need to be balanced with liquidity
needs for ongoing City operations, community priorities, and long-term infrastructure needs.
Staff analyzed various options to reduce the UAL, while preserving the City’s fiscal integrity, with
the following goals in mind:

e Preserve financial flexibility to meet or maintain City service obligations while funding
pension benefit obligations.

e Consistent with the Government Finance Officers’ Association (GFOA)
recommendations, strive to repay or amortize unfunded pension liabilities over a period
not-to-exceed 20 years (ideally fall in the 15-20 year range, but never exceed 25 years).

e Shorter amortization periods dramatically reduce interest costs and better matches the
cost with the work-life of plan participants (i.e. equitable allocation of cost among
generations).

o Pay at least the interest owed on the UAL to avoid negative amortization which ultimately
increases UAL and interest costs.

e Introduce a level dollar repayment schedule to improve the likelihood that funds will be
available to meet future payment demands. A level dollar payment plan becomes a
decreasing percentage of the annual budget over time, whereas an increasing dollar
payment plan moves in a commensurate manner with rising budgets. Level dollar
repayment plan also helps facilitate the budget process and long-term financial planning.

With these funding goals in mind, staff made recommendations on paying down the City’s UAL
during the September 26, 2019, FSC meeting. One option was to make additional discretionary
payments to CalPERS to lower principal and remove negative amortization. The FSC directed
staff to research issuing POBs. At the July 6, 2020, FSC meeting, staff brought back options to
issue POBs for the City’s UAL between 80%-100%. At the July 22, 2020, meeting, the FSC
approved a Pension Policy and directed staff to bring forward to City Council the consideration
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of POBs with the best financing option available at a percentage less than 100%. Upon further

review, staff is recommending that the Council authorize issuance of POBs in an amount equal
to 100% of the then-current UAL in order to take advantage of historically low interest rates and
maximize cost savings.

These funding goals formed the basis of the funding options and recommendations discussed
with the Finance Subcommittee on September 26, 2019, and more recently on July 6 and July
22, 2020. From the initial report in 2019, municipal borrowing rates have fallen dramatically,
making the cost of borrowing more attractive than the seven percent interest rate currently
assessed by CalPERS. The Finance Subcommittee (FSC) discussed current market conditions
and Pension Obligation Bond funding options. As a result, the FSC voted to recommend
funding the CalPERS pension liability using the best financing option available and directed
staff to prepare a report for full City Council approval.

Staff also contracted with Bartel Associates, LLC for actuarial services to independently
evaluate the City's UAL position under a variety of discount rates and financial return scenarios.
These different scenarios enable the City to develop a long-term financial plan and budget
depending on future anticipated outcomes. Bartel Associates provides more updated actuarial
information which is not available from CalPERS.

City staff has also been in contact with our CalPERS actuary regarding the impact of issuing
POBs. Assuming POBs are issued by April 2021, CalPERS will recalculate the required UAL
payment for FY 2021-2022 that was originally calculated in the actuarial report issued in June
2020. In addition, our next actuarial valuation reports will reflect the payment of bond proceeds in
April 2021 and factor this into our FY 2022-2023 required UAL payment. The required UAL
payment will depend on the amount contributed from bond proceeds.

At the October 6, 2020, City Council meeting staff presented the consideration of the issuing of
POBs for long-term CalPERS pension liabilities and pension policy. To allow additional time for
questions, City Council requested staff to bring back the item to the October 20, 2020 Council
meeting. After additional discussion and questions, Council continued this item to the
November 4, 2020 Council meeting. Additionally, staff created an informational web page on
POBs on the City’s website with frequently asked questions (FAQ) and historic public meeting
reports with presentations.

PENSION OBLIGATION BONDS

Pension Obligation Bonds (POBSs) are one option to address budgetary impacts from rising

UAL contributions. A POB is a taxable debt issuance used to pay some or all of a public
agency’s UAL. The bond proceeds are deposited with CalPERS to reduce the City’s UAL. Debt
service payments for the bond issuance will then replace the City’s UAL payments that would
have been owed to CalPERS for the UAL amount that was paid off. POBs would reduce the
City’s borrowing cost by not adding additional debt but replacing our current debt at a lower cost

Issuing POBs removes an unknown variable cost and replaces it with a stable, fixed payment
amount. POBs should only be issued when the all-in interest rate of the bond issue is
significantly below the actuarial rate of interest factored into the calculation of the UAL. KNN
Public Finance, the City’s Municipal Advisor, has estimated the City’s cost of borrowing to be

City of Manhattan Beach Page 4 Printed on 10/29/2020
City Council Meeting Page 256 of 472
November 4, 2020



File Number: 20-0323

3.1%, which is well below CalPERS’ discount rate of seven percent. With this criterion met, the
amount of the POB is the next consideration.

A prudent objective is to fund pension plans near 100% of the total accrued liability and no less
than 80%), whenever possible. For this reason, staff reviewed options for issuing POBs at
various payoff percentages of the UAL.

100% $91.5 million for Present Value Savings of $31.8 million
90% $82.4 million for Present Value Savings of $28.6 million
80% $73.3 million for Present Value Savings of $25.3 million

To achieve the most savings for the City, staff recommends issuing POBs at 100% of the
current UAL. If CalPERS does not achieve their annual discount rate of seven percent returns,
then the City’s UAL will increase and create new UAL. In the event that CalPERS exceeds the
seven percent annual return, then the City’s UAL could potentially be reduced. While issuing
POBs at 100% of our UAL yields the most savings, there is also a potential risk in stranding our
assets by paying off 100% of the UAL (CalPERS will not return excess assets to the public
agency if overfunded).

With the issuance of POBs, the adoption of a Pension Policy is strongly recommended to
memorialize how the City intends to use the budgetary savings that will result from the issuance
of the bonds. On July 22, 2020, the Finance Subcommittee approved the attached Draft
Pension Policy, including the proposed plan for the use of budgetary savings.

Several cities throughout California have recently issued, or are in the process of issuing bonds.
Cities who have recently issued bonds include Pasadena, Glendora, West Covina, Montebello,
Ontario, Carson, and Riverside. A partial list of cities in the process of exploring bonds include
Huntington Beach, Orange, Gardena, and Hawthorne.

PROJECTED SAVINGS

If the City issues POBs near 100% of the UAL, the projected budgetary savings over the next ten
years ranges from $1.2 million to $4.5 million annually. The attached Draft Pension Policy aims
to memorialize how the City plans to utilize the budgetary savings. The Draft Pension Policy
recommends allocating the budgetary savings as follows: 40%-60% will be used to offset any
future UAL costs that arise and 40%-60% will be used to offset General Fund operational costs.

Staff recommends including ranges within the Pension Policy to provide the City Council some
flexibility when preparing the budget for each new fiscal year. However, during the Budget
process each fiscal year, a recommendation for the precise savings allocation will be
determined based on CalPERS’ latest year-end investment return. For example, if CalPERS’
fiscal year-end investment return is below its benchmark, the City Council may choose to
allocate a higher portion of savings to fund future UAL costs. Alternatively, if CalPERS’ fiscal
year-end investment return is higher than its benchmark, then the City Council may choose to
allocate more of the budgetary savings to offset General Fund operational costs or reserve
those funds for future, non-enterprise, capital projects (CIP Fund).

A fundamental consideration in choosing a pension payment savings plan is the effect on the
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General Fund, since the General Fund accounts for about 94 percent of all pension
contributions. The options must be weighed with balancing liquidity needs and longer-term
goals.

If City Council approves moving forward with the POBs, the next step will be to bring a
Resolution and Indenture to the City Council meeting in December. The Indenture will identify the
specific terms of the bond issuance, maximum bond amount, interest rate and a framework for
the validation process.

PUBLIC OUTREACH:

The City’s Finance Subcommittee discussed the topics in this report at their public meeting on
September 26, 2019 as well as more recently on July 6, 2020, and July 22, 2020. This item
was also presented at the October 6, 2020 City Council meeting. To allow more time for public
questions, City Council asked to bring back the consideration of issuing POBs and the Pension
Policy to the October 20, 2020. After additional discussion and questions, Council continued
this item to the November 4, 2020 City Council meeting. Agendas for the Finance
Subcommittee and City Council public meetings are posted in advance on the City’s website at
<https://www.citymb.info>. City staff also created an informational web page for POBs on the
City’s website with FAQs and historic public meeting reports.

ENVIRONMENTAL REVIEW:

The City has reviewed the proposed activity for compliance with the California Environmental
Quality Act (CEQA) and has determined that the activity is not a “Project” as defined under
Section 15378 of the State CEQA Guidelines; therefore, pursuant to Section 15060(c)(3) of the
State CEQA Guidelines the activity is not subject to CEQA. Thus, no environmental review is
necessary.

LEGAL REVIEW:
The City Attorney has reviewed this report and determined that no additional legal analysis is
necessary.

ATTACHMENTS:

1. Finance Subcommittee Report (September 26, 2019)

2. Finance Subcommittee Report (July 6, 2020 and July 22, 2020)
3. Draft Pension Policy (July 22, 2020)

4. PowerPoint Presentation (October 6, 2020)

5. PowerPoint Presentation (October 20, 2020)

6. Pension Obligation Bonds FAQ’s
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Staff Report

City of Manhattan Beach
TO: Members of the Finance Subcommittee
FROM: Steve S. Charelian, Finance Directo,

Henry Mitzner, Controller
Libby Bretthauer, Senior Financial Analyst
Julie Bondarchuk, Senior Accountant q%

DATE: September 26, 2019

SUBJECT: Funding of CalPERS Pension Liabilities and Update on PARS Pension
Rate Stabilization Fund

RECOMMENDATION:
Staff recommends the Finance Subcommittee approve and recommend to the City Council:
a) Additional Unfunded Actuarial Liability (UAL) payments to CalPERS in the amount
of $1.5 million in fiscal year (FY) 2019-20, $1.0 million in FY 2020-21, and $1.0
million in FY 2021-22;
b) A longer-term plan to pay $8.4 million to CalPERS annually from FY 2022-23 to FY
2038-39 to accelerate the pay down of the City’s current UAL of $88.5 million;
c) Dedicating a portion of future year-end budgetary surpluses (capped at 25% of the
surplus) toward the pay down of the City’s long-term pension obligations; and
d) Changing the PARS Pension Rate Stabilization Trust Fund investment portfolio
selection from “Moderate” to “Moderately Conservative” to ensure funds set aside
are less susceptible to market volatility risk; and
e) Utilizing the current PARS Pension Rate Stabilization Trust Fund balance of $1.25
million toward the additional discretionary payment to CalPERS in FY 2019-20 and
closing the fund.

FISCAL IMPLICATION:
Paying at least the interest due on the City’s CalPERS Unfunded Actuarial Liability (UAL)
of $88.5 million is a priority for the City. Otherwise, the UAL balance will continue to grow.

By applying the balance of the PARS Trust Fund toward the initial discretionary payment
in FY 2019-20, the impact on the General Fund will be mitigated in the first year. In future
years, the Five Year Forecast already included budgeted annual transfers of $250,000 to
the PARS Trust Fund. These transfers could be repurposed to offset additional
discretionary payments.

With the use of the PARS Trust Fund and future contributions from the General Fund, the
General Fund unreserved balance will be reduced by approximately $5.3 million over the
next five years if Option #1 is selected. However, this option also stabilizes the City's
payments over the subsequent 17 years, resulting in interest cost savings of approximately
$5.9 million over the 20 year period.
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BACKGROUND:

The City provides retirement benefits to its employees by contracting with the California
Public Employees’ Retirement System (CalPERS). CalPERS offers a defined benefit plan
where retirement benefits are based on a formula, rather than contributions and earnings
to a savings plan. Retirement benefit formulas (e.g. 2% at 55 or 3% at 50) are calculated
based on an employee's years of service credit, age at retirement, and final compensation,
which is determined by an employee’s average salary, excluding overtime, for a defined
period of employment. Retirement formulas for employee groups vary based on
classification (Miscellaneous or Safety), and within these groups, by date of entering
CalPERS membership (“Classic” or “PEPRA” if entered into CalPERS after January 1,
2013).

Retirement benefits are funded by contributions from both employees and the City
(“normal” annual service costs) as well as investment earnings. CalPERS invests
contribution payments with the goal of earning sufficient returns over the long-term to pay
defined benefits as promised and cover CalPERS expenses. When investment earnings
do not meet expectations, as experienced during the Great Recession, the funded status
of the entire retirement system is at risk with all member agencies sharing the burden.

CalPERS actuaries perform annual evaluations of the plan to determine the accrued
actuarial liability (i.e. defined benefits that will be owed in the future) for each member
agency. The accrued actuarial liability is determined by discounting future benefits payable
using a rate equal to the expected long-term earnings rate of CalPERS investments. The
accrued actuarial liability is inversely related to the discount rate as a lower discount rate
will result in a higher accrued actuarial liability.

The funded status of the plan is determined by the difference between the accumulated
financial assets of the plan (fiduciary position) and the accrued actuarial liability. If the
fiduciary position is less than the accrued actuarial liability, the plan is underfunded, and an
Unfunded Actuarial Liability (UAL) exists. Employers have the sole responsibility to pay
down the UAL by increasing contributions since the accrued benefits earned by an
employee/retiree may not be reduced per California law.

According to the latest analysis from the City’s CalPERS Actuary, the City’s UAL for all
employee groups, and across all funds, is $88.5 million as of June 30, 2019. The UAL
consists of the City’s total accrued pension liability of $321 million which is 73 percent
funded by fiduciary assets (i.e. investments and cash) of $233 million.

The discount rate, which signifies CalPERS assumed return on investments, is used by
CalPERS actuaries to calculate the UAL. In the event that CalPERS reduces the current
discount rate of 7 percent, all agencies in CalPERS will be impacted by higher liabilities
and, consequently, required payment contributions.

When CalPERS last reduced its discount rate, causing employer liabilities to significantly
increase, CalPERS implemented a “ramp up” strategy to smooth out the increases in UAL
contributions. As opposed to a fixed-level payment schedule, CalPERS started using a 25
year amortization schedule where payments are ramped up in the beginning years and
ramped down in the ending years. For agencies wanting to accelerate the payoff of their
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UAL, CalPERS allows additional discretionary payments at any time.

Similar to bonded debt or a mortgage, the UAL is “amortized” (i.e. gradually reduced or
paid off with regular payments covering principal and interest) over a period of time. To
calculate the interest cost of the City gradually paying down its outstanding UAL of $88.5
million, the UAL is multiplied by the discount rate. At the current discount rate of 7 percent,
the implicit interest cost in FY 2019-20 is roughly $6.2 million.

The budgeted amortization contribution set by CalPERS is $5.0 million in FY 2019-20,
which is about $1.2 million less than the calculated interest cost of $6.2 million due to the
‘ramp up” strategy. Any payment to CalPERS less than the calculated interest cost results
in “negative amortization”, meaning the UAL will actually increase by the difference.

DISCUSSION:

CalPERS recently announced a preliminary 6.55 percent net return on investments for the
fiscal year ended June 30, 2019. Based on the preliminary fiscal year returns, the funded
status of the overall CalPERS fund is an estimated 73 percent.

As of June 2019, the funded status of all City of Manhattan Beach retirement plans is
currently estimated around 73 percent, with an unfunded actuarial liability (UAL) of
approximately $88.5 million. This demand on City resources over the next 20-25 years will
need to be balanced with City liquidity needs, community priorities, and long-term interest
savings. Staff has spent considerable time and effort to determine the most efficient means
of reducing the UAL with the following goals in mind:

e Preserve financial flexibility to meet or maintain City service obligations while funding
pension benefit obligations.

e Consistent with the Government Finance Officers’ Association (GFOA)
recommendations, strive to repay or amortize unfunded pension liabilities over a
period not-to-exceed 20 years (ideally fall in the 15-20 year range, but never exceed
25 years).

e Shorter amortization periods dramatically reduce taxpayer interest costs and better
matches the cost with the work-life of plan participants (i.e. equitable allocation of
cost among generations).

e Pay at least the interest owed on the UAL to avoid negative amortization which
ultimately adds to the interest costs paid by taxpayers.

e Introduce a level dollar repayment schedule to improve the likelihood that funds will
be available to meet future payment demands. A level dollar payment plan becomes
a decreasing percentage of the annual budget over time, whereas an increasing
dollar payment plan moves in a commensurate manner with rising budgets.

These funding goals formed the basis of the funding options and recommendations
proposed in this report. The data provided in Attachment #1 includes the most recent
information provided by CalPERS and will be updated annually as more current information
is available.

PENSION PAYMENT SAVINGS PLAN OPTIONS
Attachment #1 includes the following pension payment savings plan options:
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Sum of
Payments
Payment Structure (Undiscounted)
Default Default Payment Contribution $169,953,607
-Payments ramp up and ramp down over a 25
year amortization period
Option #1 | Three Year Ramp Up to Level Dollar $164,071,256
-Discretionary payments for 3 years: ($5.9 million)
FY 2019-20 $1,500,000 below default

FY 2020-21 $1,000,000

FY 2021-22 $1,000,000
-Level debt payments of $8.4 million thereafter for
remaining 17 years.
Option #2 | 20 Year Level Dollar $161,516,600
-Level debt payments of $8.1 million for 20 years. ($8.4 million)
below default

Each of the options has its advantages and disadvantages. The default payment plan
provided by CalPERS is an uneven payment structure designed with a considerable “ramp
up” period to mitigate rising costs for local government agencies already struggling with
budgetary deficits. Consequently, payment amounts in the first few years do not even cover
the interest owed (“negative amortization”) thereby adding to the balance of the City’s UAL.
After the initial ramp up period, payments continue increasing until 2032, when payments
begin to ramp down.

Staff recommends avoiding negative amortization of the UAL by making additional
discretionary payments, which CalPERS permits at any time. By making additional
discretionary payments above the default repayment schedule, the City will accelerate the
reduction of the principal balance and reduce payment amounts in later years. Rating
agencies and bondholders look favorably upon formalized accelerated payment plans as it
indicates the City’'s commitment to paying down its long-term liabilities and maximizing
interest cost savings for taxpayers.

Staff analyzed various options to avoid negative amortization and accelerate the pay down
of the UAL. Ultimately, two options are considered to be the most feasible while achieving
the funding goals set forth above:

e Option #1 steps up payments over an initial three-year period before 17 years of
level debt payments of $8.4 million. This option achieves paying the entire principal
balance in 20 years, but requires additional discretionary payments of $4.7 million
over the next five years. However, payments in years 2025 through 2045 are lower
than the default payments by $10.6 million, with payment difference amounts
varying up to $1.5 million. In the long-term, the City would save approximately $5.9
million in interest costs compared to the default payment schedule.

e Option #2 is a more aggressive repayment plan to achieve greater savings in the
long-term. Compared to the default payment option, additional discretionary
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payments of $6.8 million would be needed over the next five years. However,
payments in years 2025 through 2045 are lower than the default payments by nearly
$15.3 million, with payment difference amounts varying up to $1.8 million. Since
larger payments early on drop the principal balance, more interest cost savings
(approximately $8.4 million) is achieved in the long term.

Between these two options, staff recommends Option #1 to allow sufficient time to plan for
these higher payments and mitigate their budgetary impacts.

Of course, additional discretionary payments can be paid to CalPERS at any time the City
desires to further accelerate the reduction of the UAL. This decision may be easiest at the
end of each fiscal year when the City's Comprehensive Annual Financial Report is
presented to the City Council. At this time, staff also presents the year-end General Fund
surplus/deficit amount that adds or reduces the unreserved fund balance. Dedicating a
portion of future year-end budgetary surpluses (with a proposed cap of 25%) toward
discretionary payments to further reduce the City’'s UAL is recommended. With this
commitment, the City will again be demonstrating to rating agencies and bondholders that
we are responsibly paying down long-term liabilities and maximizing interest cost savings
for taxpayers.

IMPACT ON GENERAL FUND UNRESERVED BALANCE

A fundamental consideration in choosing a pension payment savings plan is the effect on
the General Fund, since the General Fund accounts for 93.4 percent of all pension
contributions. The options must be weighed with balancing liquidity needs and longer-term
goals.

Attachment #1 also summarizes the General Fund impact over the Five Year Forecast
period for the Default Repayment plan, Option #1, and Option #2. The Financial Policy
designation, calculated as 20 percent of General Fund Expenditures, differs slightly in each
option based on the various yearly payment amounts. The estimated General Fund
Unreserved balance ranges from over $4.0 million if the City continues with the minimum
default payments to needing to utilize the Reserve for Economic Uncertainty in the more
aggressive Option #2. Option #1 falls in the middle with an estimated General Fund
Unreserved balance of $0.8 million at the end of FY 2023-24.

It should be noted that the attached Five Year Forecast summary also varies from the
document presented with the FY 2019-20 Budget. At the time the budget was adopted in
June, the City had yet to receive definitive information from LA County on the timing of
Measure W funding disbursements to cities. Staff has since received confirmation from LA
County’'s Safe Clean Water Program that cities will begin receiving Measure W
disbursements in March and June of 2020. Most recent estimates indicate the City will
receive up to $410,000 annually, which will be deposited to the City’s Stormwater Fund,
thereby reducing the required subsidy from the General Fund by up to $2.0 million over the
next five years.

All options also include utilization of the PARS Pension Rate Stabilization Trust Fund to
offset the additional discretionary payment in FY 2019-20.
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UTILIZATION OF PARS PENSION RATE STABILIZATION FUND (PRSF)

When the FY 2019-20 Budget was adopted on June 4, 2019, annual transfers of $250,000
were budgeted in fiscal years 2019-20 through 2023-24. After completing the transfer this
fiscal year, the balance of the PARS Pension Rate Stabilization Fund (PRSF) will be $1.25
million. Currently, the funds are held in PARS’ “Moderate” portfolio allocation which targets
a range of 40-60% equity investments. To date, the City has experienced gains and losses
in monthly portfolio returns and minimal capital appreciation.

To avoid this volatility, changing the City’s PARS portfolio allocation to a more conservative
plan is warranted and in alignment with the City’s investment principles of 1) safety, 2)
liquidity, and 3) yield. Therefore, staff recommends the Finance Subcommittee consider
the “Moderately Conservative” allocation with 20-40%. In 2016, the City Council assigned
responsibility and authority to the Finance Subcommittee to direct investments in the PRSF.

The attached Pension Rate Stabilization Program Funding and Distribution Policy
(Attachment #3) identifies who may authorize withdrawals from the fund and for what
purpose. Considering CalPERS’ recent investment returns of nearly seven percent, it is not
economically advantageous for the City to retain the Pension Rate Stabilization Fund for
the following reasons:

e A pension plan, by nature, is already a prefunding trust. Having a separate Pension
Rate Stabilization Fund is redundant and increases the cost of administration.

e The cost of negative amortization on the CalPERS UAL significantly outweighs the
City’s PRSF portfolio returns.

e The City’s relatively small trust balance is unlikely to outperform CalPERS over time.

For these reasons, staff recommends the Finance Subcommittee approve and recommend
to the City Council the disbursement of the $1.25 million PRSF balance to offset the
recommended additional discretionary payment to CalPERS in FY 2019-20. Additionally,
the budgeted $250,000 transfer to the PRSF in future years will be repurposed to help offset
discretionary payments to CalPERS from the General Fund.

OTHER PAYMENT OPTION — PENSION OBLIGATION BONDS

Pension Obligation Bonds (POBs) are another option to address budgetary impacts from
rising UAL contributions. A POB is a taxable debt issuance used to extinguish some or all
of a public agency’s UAL. The bond proceeds would be deposited with CalPERS and mixed
with other pension system assets. Debt service payments would then replace the UAL
payments that would have been owed for the amount of the UAL that was paid off.

Since CalPERS’ actuarial interest rate (i.e. discount rate) is not a fixed, guaranteed return
on invested funds, savings over the long-run depends on whether actual investment results
exceed the cost of borrowing. Attachment #4 contains further analysis and considerations
on POB financing.

Attachments:
1. CalPERS Pension Payment Savings Options
2. Five Year Forecast Summary Impacts from Savings Options
3. KNN Public Finance Presentation: Pros and Cons of Pension Obligation Bonds
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Agenda Item #:

Staff Report

City of Manhattan Beach
TO: Members of the Finance Subcommittee
FROM: Steve S. Charelian, Finance Director
DATE: July 6, 2020

SUBJECT: CalPERS Pension Costs and Pension Obligation Bond Options

RECOMMENDATION:
Staff recommends that the Finance Subcommittee receive and file this report.

FISCAL IMPLICATION:
Fiscal implications of the City’s rising CalPERS pension costs and Pension Obligation Bond
(POB) options will be discussed during the presentation.

DISCUSSION:

As a follow up to the September 26, 2019, Finance Subcommittee Report on the funding of
CalPERS Pension Contributions, staff requested KNN Public Finance to prepare a
presentation on the City’s options to mitigate pension costs by issuing Pension Obligation
Bonds.

If the City pursues the use of Pension Obligation Bonds, the adoption of a Pension Policy is
strongly recommended to memorialize how the City intends to use the budgetary savings that
will result from the issuance of the bonds.

Attachments:
1. KNN Public Finance Pension Obligation Bond Presentation
2. City of Manhattan Beach UAL Policy (Draft for Discussion)
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City of Manhattan Beach
Unfunded Pension Liability Policy - Draft

PURPOSE

The purpose of this Unfunded Pension Liability Policy (“Policy”) is to provide guidance on
the development and adoption of a funding plan for any Unfunded Accrued Liabilities
(“UAL”) that are calculated annually by CALPERS, or for any unfunded accrued liabilities
remaining immediately after the issuance of a Pension Obligation Bond (POB). This
funding Policy should also support the decision making process of the City Council and
should be consistent with the overall purpose and goals of the City of Manhattan Beach'’s
pension plan. As used in this Policy, “City” shall mean the City and/or the City and its
related entities, as the context may require.

The City recognizes that a fiscally prudent Policy should:

= Maintain the City’s sound financial position

= Ensure the City has the flexibility to respond to changes in future service priorities,
revenue levels, and operating expenditures

= Protect the City’s creditworthiness

= Ensure that all pension funding decisions are structured to protect both current and
future taxpayers, ratepayers and residents of the City, and

= Ensure that the City’s debt is consistent with the City’s strategic planning goals,
objectives, capital improvement program, and/or budget

BACKGROUND

The primary goal of funding defined benefit pension plans is to ensure that sufficient assets
will be accumulated to deliver promised benefits when they come due and to protect
pension benefits in situations that involve employer insolvency or bankruptcy. Establishing
sound funding guidelines promotes pension benefit security. The City’s overall objective
is to fund the CALPERS pension plan near 100% of the total accrued liability and no less
than 80%, whenever possible.

The City is committed to fiscal sustainability by employing long-term financial planning
efforts, maintaining appropriate reserve levels, and employing prudent practices in
governance, management, budget administration, and financial reporting. This Policy is
intended to make all relevant information readily available to decision-makers and the
public to improve the quality of decisions, identify policy goals, and to demonstrate a
commitment to long-term financial planning. Adherence to this Policy signals to rating
agencies and the capital markets that the City is well managed and able to meet its
obligations in a timely manner.

The purpose of this funding policy is to establish a framework for funding the City of
Manhattan Beach’s defined benefit pension plan, taking into account factors that are
relevant to the plan and the City. These factors include:
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The financial position of the City

Stability of the plan and / or the affordability of the annual contributions

Benefit security

The terms of the CALPERS contract for Manhattan Beach, along with any related
collective bargaining agreements

e Minimum funding requirements under State law

There are a number of advantages to developing a funding policy to address an unfunded
accrued liability. These advantages include the following:

e Provides the framework to ensure the proper management of future liabilities and to
minimize the effects on operations. The adoption of a funding policy will ensure a
disciplined decision making process, which will contribute to better predictability in
funding.

e Having a written summary of the funding policy that is accessible to the employees
and the public will help improve the transparency of funding decisions and increase
the understanding of pension funding issues.

e The exercise of developing this funding policy improves the identification,
understanding, and management of the risk factors that affect the variability of
funding requirements and the security of benefits to the employees and retirees.

REMAINING UNFUNDED ACCRUED LIABILITY

The City is in the process of considering a POB that would generate bond proceeds to
deposit with CALPERS up to an amount equal to 100% of the UAL asof ___date  (based
on the latest actuarial valuation information available to the City). After the deposit of bond
proceeds to CALPERS, the City may or may not have a remaining unfunded accrued
liability still owed to CALPERS.

If the City issue’s a POB for less than the full 100% of the UAL, any remaining unfunded
liability will be accounted for separately, for the purposes of this Policy, from any new
increase in the accrued unfunded liability resulting from the annual actuarial valuation
report changes.

The City will create a payoff / funding plan that will address this remaining unfunded liability
immediately after the issuance of the POB. The remaining unfunded liability will be paid
off or fully funded within a twenty (20) year period.

NEW UNFUNDED ACCRUED LIABILITY

Every year, CALPERS completes a new actuarial valuation report and recalculates the
City of Manhattan Beach’s pension liability as of the new valuation date. If the value of the
funded assets is not equivalent to this new liability amount, the City will incur a new
unfunded accrued liability at that point in time. The unfunded accrued liability may increase
or decrease from year to year, due to the following factors:
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e Changes in actuarial assumptions and experience changes (e.g., changes in the
discount rate, changes in demographic experience, etc.)

e Changes in actuarial gains and losses due to asset returns being higher or lower than
expected

e Changes in plan benefits

Due to the possibility of a new pension liability developing, the City of Manhattan Beach
desires to create a policy in order to immediately address any new pension liabilities, or
amortization bases, that arise. (Any new increase or decrease in the liability resulting from
the annual actuarial valuation is identified as a separate line item, or amortization base,
on the annual CALPERS actuarial valuation report.) The table below lays out the
parameters for paying off / funding the UAL in a designated amount of time, based on the
amount of the UAL, as follows:

New Unfunded Accrued Liability

(Any new liability incurred after the
June 30, 2018 valuation report )

Payoff / Funding Time Period

$0 to $5,000,000

Within 1 to 5 years

$5,000,001 to $10,000,000

Within 6 to 10 years

$10,000,001 to $15,000,000

Within 11 to 15 years

Over $15,000,0001

Within 16 to 20 years

Each year, when the City is provided with the annual valuation report from CALPERS, staff
will present to the City Council, as part of the Mid-Year Budget Report, the following:

The dollar amount of the new liability (new amortization base)

The number of years that staff is recommending to pay off/fund the liability

The dollar amount of the annual contribution to be made

The funding source(s) of the payments

The short-term and long-term financial impacts on the City’s General Fund reserve
balance

When a new amortization base results in a credit balance, the credit will be applied, first,
to any negative bases during the same period and, secondly, against any prior year bases
until the credit is fully exhausted. The remaining outstanding liability will then be
recalculated and a new payoff schedule and annual contribution will be determined based
on the payoff schedule above. New amortization repayment schedules will be kept within
20 years to help maximize long-term savings.
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PREPAYMENT OPTIONS

At the beginning of each fiscal year, the City analyzes the cost / benefits of prepaying
amounts due CALPERS during that fiscal year. The City strives to continue taking
advantage of any prepayment discount that is afforded by CALPERS.

FUNDING LEVELS

The City’s target funding level will be near 100% of the accrued liability. The City will strive
to achieve this funding level through debt refinancing, allocation of reserves, and / or cost
containment measures. The total funding amount will be a combination of the amount on
deposit with CalPERS, the funds deposited in the City’s Section 115 trust, and any funds
reserved by the City that are designated for pension liabilities.

FUNDING OPTIONS

Funding options for the remaining unfunded liability and / or any new unfunded accrued
liabilities may include the use of a Section 115 Trust and / or allocating fund reserves from
any allowable fund within the City.

Section 115 Trust

A Section 115 Trust was established in 2017 to transfer funds to a trust to ensure that
these funds will only be used for pension related costs. The trust assets can be accessed
to pay CalPERS at any time to reduce volatility and offset unexpected pension rate
increases. The trust will have funds deposited into it at the discretion of the City Council,
based on recommendations made by City staff during the annual budget adoption process.
For the calculation of funding levels, monies put in this trust will be treated the same as
putting monies on deposit with CalPERS.

ADDITIONAL DISCRETIONARY PAYMENTS

Additional Discretionary Payments (“ADP”) may be deposited with CalPERS at any time.
After completion of the annual audit, all discretionary fund reserve balances will be
reviewed by City staff. Based on any budgetary constraints at that time, a determination
may be made that it is in the best interest of the City to use any available reserves or one-
time savings from the prior fiscal year to make ADP’s. ADP's should not adversely affect
the general operations of the City. ADP’s could be deposited with CalPERS, or invested
in the City’s Section 115 trust.

Any savings realized from the issuance of the 2020 POB, as determined by comparing the
POB level debt service and fiscal year 2020-2021 CalPERS actuarial determined
contributions, will be allocated as follows: 40%-60% of the savings will be used to offset
any future UAL costs that arise and 40%-60% of the savings will be used to offset General
Fund operational costs.

Each year during the Budget process, a recommendation for the precise savings allocation
of the next fiscal year will be determined based on CalPERS’ latest year-end investment
return. If CalPERS'’ fiscal year-end investment return is below its benchmark, the City will
allocate a higher portion of savings to fund future UAL costs. Alternatively, if CalPERS’
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fiscal year-end investment return is higher than its benchmark, then the City may allocate
more of the budgetary savings to offset General Fund operational costs.

CONSIDERATION OF FUTURE PENSION BENEFITS

The issuance of a POB may result in the funding of the City’s pension plan with CalPERS
up to, and even in excess of, 100% of the plan assets necessary to pay all pension
liabilities. Even though this situation may occur, the City is still obligated to make annual
debt service payments on the bonds. These payments are in lieu of annual UAL payments
that the City would have made to CalPERS.

To the extent that the City is making any annual debt service payments on an issued POB,
it is fiscally responsible for the City to not offer any enhanced pension benefits to City
employees. This will allow the City to focus its financial resources on the current pension
obligations due the bondholders and / or CalPERS.
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CITY OF MANHATTAN BEACH
Unfunded Pension Liability Policy - DRAFT

PURPOSE

The purpose of this Unfunded Pension Liability Policy (“Policy”) is to provide guidance on
the development and adoption of a funding plan for any Unfunded Accrued Liabilities
(“UAL”) that are calculated annually by CALPERS, or for any unfunded accrued liabilities
remaining immediately after the issuance of a Pension Obligation Bond (POB). This
funding Policy should also support the decision making process of the City Council and
should be consistent with the overall purpose and goals of the City of Manhattan Beach’s
pension plan. As used in this Policy, “City” shall mean the City and/or the City and its
related entities, as the context may require.

The City recognizes that a fiscally prudent Policy should:

= Maintain the City’s sound financial position

= Ensure the City has the flexibility to respond to changes in future service priorities,
revenue levels, and operating expenditures

= Protect the City’s creditworthiness

= Ensure that all pension funding decisions are structured to protect both current and
future taxpayers, ratepayers and residents of the City, and

= Ensure that the City’s debt is consistent with the City’s strategic planning goals,
objectives, capital improvement program, and/or budget

BACKGROUND

The primary goal of funding defined benefit pension plans is to ensure that sufficient assets
will be accumulated to deliver promised benefits when they come due and to protect
pension benefits in situations that involve employer insolvency or bankruptcy. Establishing
sound funding guidelines promotes pension benefit security. The City’s overall objective
is to fund the CALPERS pension plan near 100% of the total accrued liability and no less
than 80%, whenever possible.

The City is committed to fiscal sustainability by employing long-term financial planning
efforts, maintaining appropriate reserve levels, and employing prudent practices in
governance, management, budget administration, and financial reporting. This Policy is
intended to make all relevant information readily available to decision-makers and the
public to improve the quality of decisions, identify policy goals, and to demonstrate a
commitment to long-term financial planning. Adherence to this Policy signals to rating
agencies and the capital markets that the City is well managed and able to meet its
obligations in a timely manner.

The purpose of this funding policy is to establish a framework for funding the City of
Manhattan Beach’s defined benefit pension plan, taking into account factors that are
relevant to the plan and the City. These factors include:

e The financial position of the City
e Stability of the plan and / or the affordability of the annual contributions
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e Benefit security

e The terms of the CALPERS contract for Manhattan Beach, along with any related
collective bargaining agreements

e Minimum funding requirements under State law

There are a number of advantages to developing a funding policy to address an unfunded
accrued liability. These advantages include the following:

e Provides the framework to ensure the proper management of future liabilities and to
minimize the effects on operations. The adoption of a funding policy will ensure a
disciplined decision making process, which will contribute to better predictability in
funding.

e Having a written summary of the funding policy that is accessible to the employees
and the public will help improve the transparency of funding decisions and increase
the understanding of pension funding issues.

e The exercise of developing this funding policy improves the identification,
understanding, and management of the risk factors that affect the variability of
funding requirements and the security of benefits to the employees and retirees.

REMAINING UNFUNDED ACCRUED LIABILITY

The City is in the process of considering a POB that would generate bond proceeds to
deposit with CALPERS up to an amount equal to 100% of the UAL as of ___date  (based
on the latest actuarial valuation information available to the City). After the deposit of bond
proceeds to CALPERS, the City may or may not have a remaining unfunded accrued
liability still owed to CALPERS.

If the City issue’s a POB for less than the full 100% of the UAL, any remaining unfunded
liability will be accounted for separately, for the purposes of this Policy, from any new
increase in the accrued unfunded liability resulting from the annual actuarial valuation
report changes.

The City will create a payoff / funding plan that will address this remaining unfunded liability
immediately after the issuance of the POB. The remaining unfunded liability will be paid
off or fully funded within a twenty (20) year period.

NEW UNFUNDED ACCRUED LIABILITY

Every year, CALPERS completes a new actuarial valuation report and recalculates the
City of Manhattan Beach’s pension liability as of the new valuation date. If the value of the
funded assets is not equivalent to this new liability amount, the City will incur a new
unfunded accrued liability at that point in time. The unfunded accrued liability may increase
or decrease from year to year, due to the following factors:

e Changes in actuarial assumptions and experience changes (e.g., changes in the
discount rate, changes in demographic experience, etc.)
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e Changes in actuarial gains and losses due to asset returns being higher or lower than
expected
e Changes in plan benefits

Due to the possibility of a new pension liability developing, the City of Manhattan Beach
desires to create a policy in order to immediately address any new pension liabilities, or
amortization bases, that arise. (Any new increase or decrease in the liability resulting from
the annual actuarial valuation is identified as a separate line item, or amortization base,
on the annual CALPERS actuarial valuation report.) The table below lays out the
parameters for paying off / funding the UAL in a designated amount of time, based on the
amount of the UAL, as follows:

New Unfunded Accrued Liability

(Any new liability incurred after the
June 30, 2019 valuation report )

Payoff / Funding Time Period

$0 to $5,000,000

Within 1 to 6 years

$5,000,001 to $10,000,000

Within 7 to 11 years

$10,000,001 to $15,000,000

Within 12 to 16 years

Over $15,000,0001

Within 17 to 20 years

Each year, when the City is provided with the annual valuation report from CALPERS, staff
will present to the City Council, as part of the Mid-Year Budget Report, the following:

The dollar amount of the new liability (new amortization base)

The number of years that staff is recommending to pay off/fund the liability

The dollar amount of the annual contribution to be made

The funding source(s) of the payments

The short-term and long-term financial impacts on the City’s General Fund reserve
balance

When a new amortization base results in a credit balance, the credit will be applied, first,
to any negative bases during the same period and, secondly, against any prior year bases
until the credit is fully exhausted. The remaining outstanding liability will then be
recalculated and a new payoff schedule and annual contribution will be determined based
on the payoff schedule above. New amortization repayment schedules will be kept within
20 years to help maximize long-term savings.
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PREPAYMENT OPTIONS

At the beginning of each fiscal year, the City analyzes the cost / benefits of prepaying
amounts due CALPERS during that fiscal year. The City strives to continue taking
advantage of any prepayment discount that is afforded by CALPERS.

FUNDING LEVELS

The City’s target funding level will be near 100% of the accrued liability. The City will strive
to achieve this funding level through debt refinancing, allocation of reserves, and / or cost
containment measures. The total funding amount will be a combination of the amount on
deposit with CalPERS, the funds deposited in the City’s Section 115 trust, and any funds
reserved by the City that are designated for pension liabilities.

FUNDING OPTIONS

Funding options for the remaining unfunded liability and / or any new unfunded accrued
liabilities may include the use of a Section 115 Trust and / or allocating fund reserves from
any allowable fund within the City.

Section 115 Trust

A Section 115 Trust was established in 2017 to transfer funds to a trust to ensure that
these funds will only be used for pension related costs. The trust assets can be accessed
to pay CalPERS at any time to reduce volatility and offset unexpected pension rate
increases. The trust will have funds deposited into it at the discretion of the City Council,
based on recommendations made by City staff during the annual budget adoption process.
For the calculation of funding levels, monies put in this trust will be treated the same as
putting monies on deposit with CalPERS.

ADDITIONAL DISCRETIONARY PAYMENTS

Additional Discretionary Payments (“ADP”) may be deposited with CalPERS at any time.
After completion of the annual audit, all discretionary fund reserve balances will be
reviewed by City staff. Based on any budgetary constraints at that time, a determination
may be made that it is in the best interest of the City to use any available reserves or one-
time savings from the prior fiscal year to make ADP’s. ADP's should not adversely affect
the general operations of the City. ADP’s could be deposited with CalPERS, or invested
in the City’s Section 115 trust.

Any savings realized from the issuance of the 2020 POB, as determined by comparing the
POB level debt service and fiscal year 2020-2021 CalPERS actuarial determined
contributions, will be allocated as follows: 40%-60% of the savings will be used to offset
any future UAL costs that arise and 40%-60% of the savings will be used to offset General
Fund operational costs.

Each year during the Budget process, a recommendation for the precise savings allocation
for the next fiscal year will be determined based on CalPERS’ latest year-end investment
return. If CalPERS’ fiscal year-end investment return is below its benchmark, the City will
allocate a higher portion of savings to fund future UAL costs. Alternatively, if CalPERS’
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fiscal year-end investment return is higher than its benchmark, then the City may allocate
more of the budgetary savings to offset General Fund operational costs.

CONSIDERATION OF FUTURE PENSION BENEFITS

The issuance of a POB may result in the funding of the City’s pension plan with CalPERS
up to, and even in excess of, 100% of the plan assets necessary to pay all pension
liabilities. Even though this situation may occur, the City is still obligated to make annual
debt service payments on the bonds. These payments are in lieu of annual UAL payments
that the City would have made to CalPERS.

To the extent that the City is making any annual debt service payments on an issued POB,
it is fiscally responsible for the City to not offer any enhanced pension benefits to City
employees. This will allow the City to focus its financial resources on the current pension
obligations due the bondholders and / or CalPERS.
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CITY OF MANHATTAN BEACH
PENSION OBLIGATION BONDS — OCTOBER 2020
FREQUENTLY ASKED QUESTIONS

What are City pension costs?

The City contracts with CalPERS to offer a defined benefit retirement plan to full-time City
employees. Benefit formulas are based on years of service, age at retirement, and final actual
annual compensation. Benefit formulas vary by Classification (“Miscellaneous” or “Public
Safety”) and by the date an employee entered into CalPERS membership (“Classic” or “PEPRA”,
if 2013 or later).

Who contributes to the cost of the City’s employee pension benefits?

Pension benefits are funded by City and Employee contributions, as well as investment earnings
achieved by CalPERS. The City and active employees pay annual contributions as a percent of
payroll. These contributions are referred to as “normal” annual service costs.

City and Employee contributions are calculated by CalPERS, however, the City may negotiate
with employees to pay higher contribution rates. Currently, public safety employees pay an
additional 3% over the required normal cost rate required by CalPERS.

Contributions to amortize unfunded actuarial liability (UAL) are by law, the sole responsibility of
the City

How are the City’s pension costs calculated?

There is a base cost contribution - “normal cost or service cost” which is the accrued liability
generated by active employees in the current fiscal year. The contribution is based on a
percent of payroll and are made by both employee and employer. Normal Pension
contributions are calculated by CalPERS and based on demographic and financial information as
of a certain date. The calculations include demographic and economic assumptions for the
future, such as how much CalPERS will earn on its investment portfolio of $400 billion. CalPERS
actuaries assume the discount rate will remain at 7% going forward and that the realized rate of
return on assets for subsequent fiscal years is also 7%. When actual investment returns are
below the assumed rate of return, an unfunded accrued actuarial liability (UAL ) is created and
future required contributions are necessary to amortize the UAL. When actual investment
returns are above the assumed rate of return, a negative UAL is generated and is amortized by
reduction in employer normal contribution rate. future required contributions will decrease.
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CITY OF MANHATTAN BEACH
PENSION OBLIGATION BONDS — OCTOBER 2020
FREQUENTLY ASKED QUESTIONS

What is an Unfunded Accrued Liability (UAL)?

In addition to City and Employee “normal cost” pension contributions, the third component to
funding long-term pension liabilities is investment returns. CalPERS invests contribution
payments with the goal of earning sufficient returns over the long-term to pay defined benefits
as promised and cover CalPERS’ expenses. When investment earnings do not meet expectations
over extended periods - an unfunded-accrued actuarial liability is generated.

When the market value of assets is less than the City’s accrued liability (debt), the difference is
called an Unfunded Accrued Liability (UAL). If the City has an unfunded liability, then the City
must pay additional contributions.

What are Pension Obligation Bonds?

A public finance strategy and tool that state and local governments can use to issue taxable
debt that extinguishes some or all of the public agency’s unfunded accrued liability (“UAL”).
Pension Obligation Bond proceeds would be deposited with the City’s pension system, CalPERS,
and invested along with other pension system assets. Debt service payments to bondholders
would replace the City’s UAL payments to CalPERS.

POBs are only advisable when the all-in interest rate of the bond issue is significantly below the
actuarial rate of interest factored into the calculation of the UAL (currently 7%).

Pension Obligation Bonds do involve investment risk. If invested bond proceeds yield high
returns, the pension system could be “overfunded”. In that case City normal cost rate would be
adjusted downward. However, should the City’s assets ever exceed liabilities, those funds will
stay in the City’s CalPERS account and be used to cover future UAL shortfalls.

Is there a “good time” and a “bad time” to issue POBs? Does the economic cycle factor in?

Yes. The economic cycle can be a deciding factor on whether POBs should be issued. Long-term
POB savings depend on long-term investment returns. POBs “make sense” if the investment
earnings exceed the cost of borrowing over the long-term.

If POBs are issued with an interest rate higher than the interest rate that CalPERS charges the
City (currently 7%), then no savings would result.-However, if the City issued POBs with a fixed
interest rate lower than CalPERS’ 7% rate, then the difference in how much the City will repay
bondholders will be less than what the City would have paid to CalPERS. With the City’s AAA
rating, the City could issue POBs at an all-in interest cost as low as 3.1%, which would save the
City roughly $31 million in present value savings (interest costs) over the next twenty-five years.
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CITY OF MANHATTAN BEACH
PENSION OBLIGATION BONDS — OCTOBER 2020
FREQUENTLY ASKED QUESTIONS

What about stories in the news of cities issuing POBs but then owing money to bondholders
and CalPERS?

There are examples of governmental agencies running into financial trouble even after issuing
POBs. Examples often cited in the news are the cities of Oakland and Stockton. When
comparing to the City of Manhattan Beach’s current financial position, key differences to these
historical references include the timing of their bond issues to the economic cycle.

Both Stockton and Oakland issued POBs to prepay their current UAL. After the issuance Cal
PERS experienced significant market losses on its investment portfolio. If Stockton and Oakland
had not issued POBs, they would have accrued the same additional UAL to their existing
balance to CalPERS.

Are Pension Obligation Bonds “new debt” for the City?

No, the current UAL is a debt already owed by the City to CalPERS and is recognized in our
Balance Sheet. With the issuance of POBs, the current UAL debt owed to CalPERS is exchanged
for debt to bondholders. POBs are not new debt or additional debt, they replace our current
debt at a lower cost.

Can the City’s UAL increase in the future?

Yes. Due to timing lags in the preparation and release of CalPERS Actuarial Valuation Reports,
the UAL amount of $91.5 million is projected as of June 30, 2021 based on the City’s June 30,
2019 Valuation Reports. Therefore, it does not include a factor for the most recent fiscal year
ending June 30, 2020, when CalPERS earned 4.7% instead of the expected rate of return of 7%.
The Actuarial Valuation Reports that the City will receive in July 2021, which will be “as of June
30, 2020”, will indicate a higher projected June 30, 2021 UAL due to the lower investment
return. The determination of the new UAL requires complex actuarial calculations based on a
set of actuarial assumptions, which can be divided into two categories:

e Demographic assumptions (e.g. mortality rates, retirement rates, disability rates,
etc.)

e Economic assumptions (e.g. future investment earnings, inflation, salary growth
rates, etc.).

How much will the City pay in interest on the UAL debt to CalPERS?

On the projected current UAL of $91.5 million, the City expects to pay $164.9 million from FY
2021-2022 through FY 2025-2046. Total interest is $164.9 million less the $91.5 million = 73.5
million
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CITY OF MANHATTAN BEACH
PENSION OBLIGATION BONDS — OCTOBER 2020
FREQUENTLY ASKED QUESTIONS

Assuming the City issued POB’s at an all-in interest cost of 3.1%, how much would the City
pay in interest over the life of the bonds?

On the current debt of $91.5 million, the City’s estimated interest costs are $38 million, thus
saving the City approximately $35.5 ($73.5 million -$38 million) million over 25 years. Present
value savings are $31.7 million. Please refer to Power Point chart from the October 10, 2020
City Council meeting titled “lllustrative Pension Obligation Bonds — 100%”

What if City does not issue bonds and pays annual amortization amounts to PERS?

The City will forego interest savings as indicated above. The cash flow comparison shows the
current method of payments to CalPERS will ramp up on the amortization payments over the
next 11 years compared with level debt payments. The ramp up in payments will go from $5.7
million in fiscal year 2021 to over $10 million in fiscal year 2032. With no General Fund relief
from issuing POBs there will be additional stress on the General Fund for the next 11 years.

What if PERS earns less than 7.00% in the future?

The 7.00% PERS discount rate used in these calculations is based on assumptions made PERS.
Staff realizes that future events are subject to uncertainty, but these assumptions are made by
professionals and our decisions are based on information provided by CalPERS. We can expect
some variability in earnings, one year may be 6.8%, next year 7.5%, but in the long run, the
return is expected to be 7.00%. With variability in returns, we can expect increases and
decreases in UAL. However, proposed City pension policy provides for set aside of savings in
case UAL is trending upward and for additional discretionary payments to more quickly
amortize any future UAL.

If POB bonds are approved by City Council when will bonds be issued?

The Pension Obligation Bonds would be issued in the Spring of 2021. Once the Resolution and
Indenture are approved by City Council it takes approximately 16-20 months for the completion
of the process

Is it important to have a Pension Policy as best practice? What do other Cities do?

Rating agencies have highlighted as a credit positive the approval of a Pension Policy. KNN has
advised all of our cities who have issued or are considering issuing POBs to adopt a pension
policy consistent with the form that Manhattan Beach is considering.
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