
DATE March 25 2008

TO Mayor and City Council

FROM Director ofFinance and Internal Services

SUBJECT OverviewoFinancial Reporting Requirements for Postemployment Benefits
Plans other than Pensions Governmental Accounting Standards Boards
StatementsNo 43 45 and the Results ofthe Actuarial Study for the OPBB
Retiree Medical Benefits

RECOMMENDATION

That the Council reads and comments on this report

BACKGROUND

The purpose ofthis report is to provide the Council with

1 An overview ofthe implementation requirements of Governmental Accounting
Standards BoardsGASB Statement No 43 Financial ReportingforPostemployment
Benefit Plans Other Than Pensions I and Statement No 45 Accounting and Financial

Reporting by Employersfor PostemploymentBenefits Other Than Pensions and

2 To present the Council with the results ofthe actuarial study related to the City
provided retiree medical benefits

These new GASB Statements are similar to previous GASB guidance for pensions GASB
Statements 25 and 27 In addition to pensions governments offer other postemployment benefits

OPEB suchas healthcare The basic premise ofthe twostatements 43 and 45 is to measure and

report the longterm liability exposure ofnonpension post employmentbenefits with the idea that
these benefits are a form ofemployee compensation that should be recognized as an expense as the

employee earns them rather than waiting until the employee retires and his or her medical

premiums are paid

GASBStatement 43linancraReportingfor PostemploymentBenefit PlansOher Than Pension Plans addresses the financial statement requirements
forOPBII held in nthirdparty trust fund The trust fund mustdisclose the funding ratioofthe Plwriethe ratio ofUre assets to We liabilities oCthe
Plan The tnutfundwind be on the fuwtcial report of the plan sponsor employer PERS orother thirdparty CtisrtenUg GASB StatementNo 43 does
notapPty to the City since the City does nothavea tmst fiord for OPEB



An employee is eligible for lifetime medical benefits if all the following criteria are met

The employee is amember ofthe Citys bargainingunit that has negotiated this benefit and

the employee has 5 or 10 years of service with the City of Hayward depending onthe unit

Employee is vested in the Ca1PERS system five years combined service in CaIPERS
agencies and

Employee retires from the City ofHayward within 120 days of the effective date of

separation from employment with the City of Hayward
In addition the survivor ofthe retired employee who qualifies to receive this benefit is also

entitled to receive the medical benefit provided he or she has beendesignated to receive a

survivors pension benefit from Ca1PERS and is enrolled in one ofthe Citys medical plans

Summary ofActuarial Results The City contracted with EFI Actuaries for an actuarial study based

onFY 2007 data This actuarial studyprovides abaseline to establish the ARC This actuarial

study is provided for your review at Attachment A Representatives from EFI Actuaries will be

presenting the actuarial results at the work session Below is a summary ofthe Citys liabilities and

annual required contribution ARC

in millions FullPreFundin Pa As You Go

Discount rate 775 450

Full roected liabili 487 919

Unfunded accrued liabili UAL 420 708

Normal cost of a 139 349

Amortization of UAL of a roll 533 655

Total Cost ARC as a of ayroll 672 1004

Total Cost ARC for FY 2008 43 65

Actual funding policy contribution
Amount Y 2008 43 17

Implementation Options Now that the retiree medical benefit liability has been deternuned the

City must decide how best to manage it taking into account multiple factors such as the size ofthe

liability the resources available to fund it the impact on the Citys budgetofprefunding the
benefits legal issues involved in changing any benefits to reduce the liability whether to establish a

trust fund the need to continue offering competitive benefit packages to attract and retain qualified
staff and the potential impact of funding the plan on bond ratings At aminimum rating agencies
will look for awellthoughtoutplan foraddressing the longterm liability under the new rules

Although GASB 45 requires public entities to account forbut not necessarily prepay the

unfunded liability the financial community will expect jurisdictions to proactively address the

liability via some form of funding plan Addressing these future funding issues is consistent with

Councils Fiscal Stability Initiative

Establishing atrust is one funding plan option for fully or partially funding the liability Creating a

trustmeans that plan assets are dedicated to providing benefits to retirees in accordance with the

terms ofthe plan and are legally protected If the City chooses to establish a trust the following
must be considered

GASB No 43 45

March 25 2008



An irrevocable transfer of assets to a trust means the employer loses access to those funds

permanently or until the plan is terminated

Plan assets in a trust lower the ARC thereby lowering the OPEP expenses that must be

reported on the Citys fmancial statements

Using a trust allows different investment options such as investment in equities and longer
term maturities possibly lowering the annual cash contribufion from the City since interest

earnings maybe greater
A separate audit may be required

Another option to consider as a way to fund the Citysobligation is to create an Internal Service

Benefits Fund and deposit a percentage ofpayroll into this fund each pay period The City will then

begin to accumulate plan assets but the funds will stay within the control ofthe City until the City
reaches a level offurancial stability that atrust can be considered Whilethis option allows the City
to begin funding the liability accumulation ofthese funds will not reduce the CitysOPEB liability
unless they are transferred to an irrevocable trust that prohibits the use offunds for any other

purpose

FISCAL IMPACT

The City contributed approximately 16million toward retiree medical benefits in FY 2007 The

Citys current funding policy ispayasyougoPer the actuarial study these expenses are expected
to increase78annually over the next 10 years The majority of these costs are currently funded

by the General Fund
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The City is likely to save money in the long term if a prefunding policy is implemented This could

be achieved by setting aside a percentage of pay into a special fund or irrevocable trust fund with

each payroll Monies placed in a trust fund will generally accumulate interest at ahigher rate than

General Fund Assets and reduce the amount required by the General Fund

However the Citys current fiscal situation does notallow for prefunding ofthese benefits

Therefore staff recommends that the City plan to establish an irrevocable trust as soon as fiscally
possible to take advantage ofcompounding higher interest returns which will lower the overall cost

to the City Staff s goal is to include some level ofprefunding in future 10year financial plans We
will also need to work with our various employee groups in the future to address this longterm
liability

CASD No 43 45 4
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NEXT STEPS

The Budget and Finance Committee will discuss possible future funding options for retiree medical
benefits at their next meeting Staff has provided an article at Attachment B that explains the OPEB
liability in detail and discusses various funding options

Recommended by

iVV

ebra CAuker Director ofFinance and Internal Services

and

of y Bro kCohnHuman Resources Director

Approved by

Manager

Attachment A Actuarial Valuation Report
Attachment B Funding ofOPEB Liabilities article

GASB No 43 45
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Introduction and Purpose

EFI Actuaries under contract with the City of Hayward the City performed an actuarial valuation of the

retiree healthcare benefits as of January 1 2007 This report contains the results of the valuation The

purposes of this Report are

To compute theannual City contribution required to fund the retiree healthcare benefits the Plan
on an actuarial basis and under various funding scenarios

To discuss items which are required for disclosure under Statements No 43 and 45 ofthe

Governmental Accounting Standards Board GASB

To estimate benefit payments overthe next 30 years based on current plan provisions

This actuarial valuation incorporates methodologies which are required under GASB Statement No 45

GASB 45 to disclose the liabilities and costs associated withpostretirement medical and other non

pension benefit plans
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Actuarial Valuation of Retiree Healthcare Benefits

Executive Summary
Plan Cost

A funding policy has not yet been adopted by the City Assumingpayasyougofunding continues the

actuarial cost as ofJanuary 1 2007 would be 1004measured as a percentage of payroll Projecting

pay to Fiscal Year 2008 July 1 2007 through June 30 2008 the corresponding dollar amount ofthis

cost is6471992 The expected benefit payments nominal premiums for Fiscal Year 2008 are

estimated to total1685658262of projected payroll

Summary ofLiabilities and Amoral Required Contribution ARC

Discount Rate 775 450

Fully Projected Liability 487 919

Entry Age Accrued liability 420 708

Assets 0 0

Unfunded Accrued Liability 420 708

Normal Cost of pay 139 349

Amortization of UAL of pay 533 655

Total Cast ARC as a of pay 672 1004

Total Cost ARC for FY 2008 43 65

Actual Funding Policy
Contribution Amount FY 2008

43 17

Summary of Liabilities and Costs by Employee Category Continued Yay As You Go

Entry Age Accrued Liability 236 99 372 708

Normal Cost ofpay 226 163 694 349

Amortization of UAL of pay 433 445 1192 655

Total Cost ARC as a of pay 660 609 1886 1004

Total Cost ARC for FY 2008 22 08 35 65

Expected Benefit Payments for

FY 2008
07 04 06 17

Results in these tables are based on the currentpayasyougofunding arrangement and corresponding

discount rate of4s which represents the expected return on general assets for the City An alternate
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City of Hayward B
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cost calculation was also done under a full funding policy assuming the City will contribute the full

amount of the Annual Required Cost ARC to the California Employers Retiree Benefit Trust CERBT
The cost under this scenario is shown in Section 1

The 8ntry Age Normal actuarial cost method has been used to determine the liabilities and costs in all

cases with a 30year level dollar amortization of the unfunded accrued liability UAL There are other

available methods underGAS6 45 however the Entry Age Normal method is required for prefunding

through the CERBT

Community Rating

The explicit costs of the Citys OPEB Other PostEmployment Benefits Plan are the healthcare

premiums paid to CaIPERS or to the retired members and their surviving beneficiaries by the City An

additional implicit cost is associated with plans in which the premium rates charged by an insurer are

determined based on thecombined demographics of the active and retired populations If the pre

Medicare retiree group were rated separately the rates actually charged to the retirees would be higher
than the rates currently charged This is due to the higher average age and associated higher average

medical costsofthis retired group compared to the combined population

The City provides coverage under the Public Employees Medical and Hospital Care Act PEMHCA

through CaIPERS This is a community rated plan as defined in GASB Statement 45 This means that the

same premiums would apply for plan participants regardless of the presence or number of active

employees in the Plan The significance of this is that there is no implicit subsidy as described above

associated with providing healthcare benefits to preMedicare retirees

Funding Strategy Implications

To demonstrate the effects ofprefunding benefits we have determined the City cost for Fiscal Year

2008 based on two scenarios

1 Full prefunding of benefits This implies that the City will consistently contribute an amount

equal to the Annual Required Contribution ARC as defined by GASB 45

2 Continuing payasyougofundingThis entails no intendedprefunding and that all future

benefits will be paid from the Citysgeneral assets

It is also possible to implement a funding policy that involves contributing a portion ofthe full ARC

CaIPERS has set up a fund to allow employers to contribute for prefunding of retiree healthcare

benefits If the City intends to prefund this is one available option CaIPERS has published a set of

OPEB Assumption Model guidelines pertaining to employers who use this funding option The

guidelines place restrictions on actuarial cost method discount rate asset valuation medical inflation

and demographic assumptions The assumptions used for this valuation are incompliance with the

guidelines
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Should a fund be set up independently GASB Statement 43 has particular requirements pertaining to

the legal structure of the trust fund when determining whether assets can be considered to be

accumulated for the purposes ofprefunding the OPEB benefits specifically

Contributions to the plan are irrevocable

Plan assets are dedicated to providing benefits to their retirees and their beneficiaries in

accordance with the terms ofthe plan

Plan assets are legally protected from creditors ofthe employeror plan administrator

The key difference between the funding strategies described above is in the selection of the discount

rateie return assumption used to determine liabilities and costs As required by GASB 45 the return

assumption must correspond with the assets used to support the benefits For a plan withafullfunding

policy the expected return on plan assets may be used For an unfunded planiepayasyougo the

Citys expected rate of return on general funds will be required For a plan with apartialfundingpolicy
a blended rate will be required whereby the expected return can be a weighted average of the two

rates

The discount rate and assumed future medical inflation are key economic assumptions and as shown in

this report have a substantial impact on the determination of liabilities and costs A lower discount rate

leads to a higher present value of future benefits and subsequently higher calculated liabilities and

actuarial costs A higher assumed medical inflation leads to higher costs This impact is somewhat

mitigated for certain employees due to defined City maximum contributions

The calculations of Plan liabilities and costs in this Report have been developed in accordance with

generally accepted actuarial methods and procedures

Graham A Schmidt ASA Gregory MStump FSA
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Section 1

Actuarial Computations GASB Liabilities

FI



City of Hayward 16Actuarial Valuation of Retiree Healthcare Benefits

Development ofActuarial Cost PreFunding Scenario

Fully Projected Liability

Active 8662197 2848151 13420752 24931100

Inactive 8200790 4221685 11389435 23811910

Total 16862987 7069836 24810187 48743010

EAN Accrued Liability

Active 6723947 2137809 9333881 18195637

Inactive 8200790 4221685 11389435 23811910

Total 14924737 6359494 20723316 42007547

Actuarial Value of Assets 0 0 0 0

Unfunded Accrued

Liability UAL
14924737 6359494 20723316 42007547

Normal Cost 322421 83051 473870 879342

Amortization of UAL

30 years level
1201468 511951 1668264 3381683

Normal Cost Pay 101 064 258 139

Amortization Cost Pay 375 393 909 533

Total Cost Pay 476 457 1167 672

Projected Payroll FY 2008 32554020 13252058 18648792 64454870

Total Cost for Fiscal 2008 1548454 604593 2176665 4329713

LFl



City of Hayward
Actuarial Valuation of Retiree Healthcare Benefits

Development of Actuarial CostPayAsYouGo Scenario

Fully Projected Liability

Active 17769908 6205180 32478765 56453853

Inactive 11421490 5932262 18126139 35479890

Total 29191398 12137442 50604904 91933743

EAN Accrued Liability

Active 12209362 3951505 19116502 35277370
Inactive 11421490 5932262 18126139 35479890

Total 23630852 9883767 37242641 70757260

Actuarial Value of Assets 0 0 0 0

Unfunded Accrued Liability

UAL
23630852 9883767 37242641 70757260

Normal Cost 725163 213142 1274174 2212479

Amortization of UAL

30 years level
1388263 580650 2187927 4156840

Normal Cost Pay 226 163 694 349

Amortization Cost Pay 434 446 1192 655

Total Cost Pay 660 609 1886 1004

Projected Payroll FY 2008 32554020 13252058 18648792 64454870
Total Cost for Fiscal 2008 2147494 806589 3517909 6471992

FI



City of Hayward
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Timing and hnplementation of GASB 43 and 45

GASB Statement 43 governs the required disclosures for an established OPEB plan This statement

would become applicable if the City establishes an OPEB fund outside of CaIPERS that is considered to

satisfy the requirements of the Statement Implementation of disclosure under GASB 43 is required for

the first fiscal year beginning after December 15 2005 for the City Fiscal Year 2007

GASB Statement 45 governs the accounting for OPEB costs on the financial statements ofthe employer
The City must implement GASB 45 for Fiscal Year 2008 Early implementation is optional and is

encouraged by GA56

GASB 45 specifies that the percentage of payroll used in determining the ARC for a given year may be

based on an actuarial valuation up to 24 months in advance of the beginning of that fiscal year

Therefore the percentage of payroll cost determined from the January 1 2007 actuarial OPEB valuation

can be used to derive the Fiscal Year 2008 or the Fiscal Year 2009 ARC

Sample GASB 43 and 45 Disclosure Statements

The tables below present sample exhibits required under the two financing approaches described

earlier fully prefunded andpayasyougoIn thepayasyougoscenario the employer contribution

amount is set equal to the net employer retiree cost for the current year Under theprefunded

scenario we assume that the City will contribute an amouht equal to the computed ARC to that trust

In both cases we have determined the Fiscal Year 2008 ARC by multiplying the percentage of payroll
cost by the projected payroll All are based on the Entry Age Normal actuarial cost method The

following table shows the components of the Citys annual OPEB cost for the year based on projected

payroll the amount contributed and changes in the net OPEB obligation under all scenarios Once a

funding policy is established only one of the scenarios will need to be shown
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City of Hayward 9
Actuarial Valuation of Retiree Healthcare Benefits

Anneal OPEB Cost Conhibution and Changes in Net OPEB Obligation
For the Fiscal Year Ceding Jaue 30 2008

ii I

Annual Required Contribution 4330 6472
Interest on Net OPEB Obligation 0 0

Adjustment to Annual Required
0 0

Contribution

Annual OPEB cost expense 4330 6472

Contributions Made 4330 1686

Increase in Net OPEB Obligation 0 4786

Net OPEB Obligation Beginning
0 0

of Year

Net OPEB Obligation
0 4786

End of Year

Funded Status of the Plau as ofJanuary 1 2007

Actuarial Accrued Liability AAL 42008 70757

Actuarial Value of Plan Assets 0 0

Unfunded Actuarial Accrued
42008 70757

Liability UAAL
Funded ratio Actuarial Value of

Plan Assets AAL
00 00

Covered Payroll Active Plan
63432 63432

Members
UAAL as a Percentage of Covered

662 1115
Payroll

A threeyear schedule ofthe ARC contributions net obligation and funding status is also required

within the disclosure statements We have not shown this schedule as the historical information does

not yet exist to produce it
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City of Hayward 10
Actuarial Valuation of Retiree Healthcare Benefits

Projection of Benefits and Contributions

The following projections are based on the current covered population any benefits expected to be paid
to future new entrants are not included All assumptions are the same as used for the actuarial

valuation as of January 1 2007

2007

r

1627000

2008 1744000

2009 1894000

2010 2OS3000
zo11 zzzsooo

2012 2398000

2013 2577000

2014 27s1000
201s 2947000

2016 3143000

2017 3349000
2018 3ss3000

2019 3801000

2020 4034000

2021 4262000

2022 4481000

2023 4703000
2024 4937000

2026 s159000

2026 s379000
2027 s601000

2028 s834000

2029 6OS3000

2030 624s000

2031 6428000
2032 6613000

2033 6768000

2034 6908000

203s 7034000

2036 7141000

BFI
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Section 2

Summary of Plan Provisions

FI



City of Hayward 12
Actuarial Valuation of Retiree Healthcare Benefits

Benefit Cligibility

An employee is eligible for lifetime medical benefits under the Plan if all criteria listed below are met

la The employee is a member of the HAME Police Police Management or Fire bargaining units
and the employee has ten or more years of service with the City of Hayward or

1b The empldyee is a member of one of the other bargaining units for the City of Hayward and the

employee has five or more years of service with the City of Hayward and

2 The employee is eligible for retirement as defined under the CaIPERS retirement system and

3 The employee retires within 120 days of the effective date ofseparation from employment with

the City of Hayward and

4 The employee is enrolled in a medical plan offered by the City of Hayward

In addition the survivor of a retired employee who qualifies to receive this benefit is also entitled to

receive the medical benefit provided he or she has been designated to receive a survivorspension
benefit from CaIPERS and is enrolled in one of the Citys medical plans

BenefitAmount

Eligible retirees receive a City paid medical benefit in an amount shown in the table below paid as a

direct payment to the CaIPERS medical insurance plan andor as a supplemental payment to the retiree

subject to a maximum amount equal to the membersactual premium

Clerical

I

22601

Maintenance 22601

Confidential 22601

Professional Technical 22601

HAME 27472

Unrepresented 23731

Police 43117

Police Mgmt 27472

Fire 24918

Fire Mgmt 26131

Elected 23731

The benefit amount for the Police bargaining unit is set to be equal to the Kaiser North single party rate

43117 per month for 2007 The benefit amount for all other bargaining units is determined under

the negotiating process

BFI



City of Hayward 13
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Funding

The cost of the benefits provided by the Plan is currently being paid by the City on apayasyougobasis

The longterm strategy for funding the benefits provided under the Plan is currently being evaluated

FI



City of Hayward 114Actuarial Valuation of Retiree Healthcare Benefits

Section 3

Summary ofParticipant Data
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City of Hayward 115Actuarial Valuation of Retiree Healthcare Benefits

Participant Data

Data on active and inactive employees and their beneficiaries as of January 1 2007 wassupplied by the

City on electronic media Participant data was reviewed for reasonableness and consistency but was

neither verified nor audited

A summary of data as of January 1 2007 is shown below

Number of Participants 814

Average Age 439

Average Service 114

Average Projected Pay 77927
Number Currently Retirement Eligible 209

Number of Retired Participants 394

Average Age 682

Number of Disabled Participants 132

Average Age 603

Number of Beneficiaries of Deceased

Participants

49

Average Age 731

Total Number Covered 466
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The following table is a summary of the current healthcare coverage for the above participants

Blue Shield

r

r

Single Coverage 38 11 7

Dual Coverage 41 8 17

Family Coverage 167 17 4

Kaiser

Single Coverage 71 28 62

Dual Coverage 66 23 12

Family Coverage 232 49 62

Pers Care

Single Coverage 18 3 38

Dual Coverage 13 2 25

Family Coverage 42 1 1

Pers Choice

Single Coverage 5 9 14

Dual Coverage 4 13 18

Family Coverage 6 15 1

PORAC

Single Coverage 4 4 7

Dual Coverage 2 1 2

Family Coverage 6 12 0

Other 0 0 0

Waived Coverage 99 0 0
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Section 4

Actuarial Methods and Assumptions
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Actuarial Methods and Glossary ofTerms

The annual actuarial contribution to pay for the medical benefits provided to retired employees of the

City is computed under the Entry Age Normal Actuarial Cost Method

Specific operation of this Cast Method is as follows

Normal Cost

The liability for all future healthcare benefits payable by the City to current and future retired

employees is computed This is called the Fully Projected Liability

Entry age is established based on the service provided in the data from the City

A portion of the Fully Projected Liability is assigned for each participant based on a comparison of

total career earnings to the assumed past earnings The sum of these portions is called the Actuarial

Accrued Liability

The excess of the total Fully Projected Liability over the Actuarial Accrued Liability is divided by the

present value of future pay to determine the Normal Cost as a percentage of pay The percentage
for each individual is multiplied by their respective pay The sum ofthese is the City Normal Cost

The City Normal Cost is divided by the total payroll to determine Normal Cost as a percentage of

payroll

Amortization Cost

The actuarial value of the assets on hand to pay future benefits is subtracted from the Actuarial

Accrued Liability producing the Unfunded Actuarial Accrued liability

The Unfunded Actuarial Accrued Liability determined from this valuation is amortized as a level

dollar amount over a closed period of 30 years The payment for a given year is expressed as a

percentage of projected active member payroll for that year

Amortizations of future gains and losses can be tracked individually and amortized over different

periods

The sum of the Normal Cost and theAmortization Cost is the total City contribution percentage

The Citys actuarial cost is determined by multiplying the active payroll by City contribution percentage

Actuarial Value ofPlan Assets

There are currently no assets set aside to pay for retiree healthcare benefits Market Value Actuarial

Value 0

BFI
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Actuarial Assumptimts

The assumptions used for this valuation are in accordance with the CaIPERS OPEB Assumption

Model which describes guidelines to be used for retiree healthcare valuations for plans intending

to prefund benefits through California Employers Retiree Benefit Trust CERBT

Valuation Date All assets and liabilities are computed as ofJanuary 1 2007

Rate of Return The annual rate of return on assets used to pay for benefits

is assumed to be45 assumed rate of return on general

assets The rate of return for assets in a trust is assumed

to be775

Inflation

Salary increases

Retired Employee Mortality

The cost of living as measured by the Consumer Price Index

CPI is assumed to increase at the rate of300per year

Salaries are assumed to increase annually at325

Rates ofmortality for retired employees and their

beneficiaries are based onthe current CaIPERSagebased

assumptions Representative rates are as follows

50 0245 0136

55 0429 0253

60 0721 0442

65 1302 0795

70 2135 1276

75 3716 2156

80 6256 3883

85 10195 7219

90 17379 12592

95 25917 21773

100 34724 32036

BFI
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Disabled Employee
Mortality

Active Employee

Mortality

Increases in Pay

Rates of mortality for retired employees and their beneficiaries are

based on the current CaIPERS agebasedassumptions

Representative rates are as follows

SO 1459 1129

55 2115 1481

60 2870 1884

65 3617 2356

70 4673 3020

75 6552 4298

80 9481 6514

8S 14041 10269

90 20793 16189

95 30792 25522

100 45599 40236

Rates ofnonduty related active member mortality are based on the

current CaIPERS agebased assumptions Representative mortality
rates for active members are as follows

20 0019 0009

30 0038 0021

40 0077 0046

50 0156 0102

55 D221 0151

In addition public safety members are also assumed to experience

dutyrelated mortality based on the CaIPERS assumptions given by

the following representative rates

20 0003

30 0010

40 0017

50 0023

55 0027

Assumed pay increases for active employees consist of increases due

to inflation cost of living adjustments and those due to longevity and

BFI



City of Hayward 21
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promotion

Rates of assumed annual rates of future pay increases are based on

the current CaIPERS current age and service based assumptions

Representative rates of salary increases including inflation are as

follows rates are shown based on an Entry Age of30

0 1265 1115 1075

1 1075 955 965

2 935 835 855

3 525 725 775

4 735 635 705

5 675 575 645

10 485 445 485

15 435 415 415

20 395 385 385

25 365 355 355

30 325 325 325

Service Retirement Rates of service retirement eligible to retire are the current CaIPERS

age and for public safety members servicebased assumptions For

public safety members the representative rates shown below are

based on an employee with 25 years of service at retirement

50 S0 70 121 68

51 20 S0 107 92

52 30 S0 171 138

53 30 60 192 166

54 40 S0 197 204

SS 80 90 250 252

56 60 70 191 241

57 70 60 223 201

58 80 100 220 235

59 90 90 228 199

60 160 120 1000 1000

61 150 100 1000 1D00

62 260 210 1000 1D00

63 220 180 1000 1000
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64 150 130 1000 1000

65 250 250 1000 1000

66 140 150 1000 1000

67 120 140 1000 1000

68 120 110 1000 1000

69 90 130 1000 1000

70 1000 1000 1000 1000

BFI
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Disability Representative rates of ordinary disability are as follows

20 001 001 001 001

25 002 002 001 001

30 002 004 002 001

35 008 010 003 001

40 015 016 004 001

45 024 023 005 002

50 037 035 008 005

55 049 041 013 010

60 055 039 020 015

Iri addition public safety members are also assumed to experience
dutyrelated disability based on the CaIPERS assumptions given by
the following representative rates

20 006 002

25 028 010

30 056 021

35 084 031

40 112 041

45 140 051

50 167 062

55 581 601

Termination Rates of termination for all employees from causes other than death

disability and service retirement are based on the current CaIPERS

current age and service based assumptions Representative based
on an Entry Age of 30 are as follows

0 1622 1299 947

1 1423 816 739

2 1224 348 531

3 1025 331 323

4 826 314 290

S 627 297 257

10 435 213 090
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1s 307 129 079

20 041 022 016

25 009 015 010

Medical Inflation Annual increases in retiree healthcare benefits are assumed to be as follows

2007

r
77 35

2008 120 36

2009 105 36

2010 90 35

2011 80 36

2012 70 36

2013 60 3s

2014 50 35

Election of

Coverage

Family

Composition

The medical growth rates are based on an analysis of anticipated growth in

healthcare costs in the state ofCalifornia as well as known information

regarding future changes in rates The benefit amount for the Police General
bargaining unit is directly tied to the medical premium therefore the expected

rate of increase in the Police benefit is equal to the assumed increase in the

medical premium costs The expected rate of increase for all other bargaining

units is based on the expected growth in the negotiated City maximum

contribution

80 of all 90 of all active members 90 for general Police are assumed to

elect medical coverage upon retirement 65ofthese members are assumed

to be married and to elect spouse coverage

Males are assumed to be three years older than their wives
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Appendix Sensitivities to Economic Assumptions

Uncertainties in OPEB Projections Healthcare Inflation

As can be seen in the discussion above the decision to prefund postretirement benefits has a large
impact on the determination of the OPEB liabilities and costs

Also unlike pension plans which have a relatively predictable pattern of benefits postretirement

healthcare benefits are much more difficult if not impossible to forecast accurately Pension

benefits are based on service and salary which can be reasonably anticipated Postretirement medical

benefits are much more variable as they depend heavily on medical inflation In fact healthcare

inflation is the most important determinant of the City cost over the long term

The chart below demonstrates the extreme variability in health insurance premiums since the 1980s

Increases in Health Insurance Premiums vs General Inflation

2ooi

d

15
d

Health Insurance
10 Increases

7

AnnualCPI
5

Change

00o

o ry
ti ti tiq tiqti ti ti ti ti

In order to calculate future medical benefits it is common to use relatively high expected medical

inflation rates for the next few years which gradually decrease over time One explanation for the

downward trend in medical inflation rates is that if medical inflation is not controlled then expenditures

in the healthrelated sectors will constitute an unacceptably large portion ofthe overall national

economy It is not clear yet whether this explanation will prove to be correct

Even if medical inflation decreases to the level of general inflation longterm rates of medical premium

rate increases may still exceed the general inflation rate Medical care premiums often increase faster

than medical inflation due to the particulars of the medical coverage such as the leveraging effect of

employee costsharingcopays deductibles etc on premium rates For this reason alongterm
medical inflation assumption is frequently set at a level higher than assumed general inflation The

CaIPERS OPEB guidelines suggest an ultimate medical inflation between 4and6

0

0

0

0
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The tables below demonstrate the impact of medical inflation and investment return on Plan costs

showing liabilities and costs under three scenarios each The baseline scenarios apply the valuation

assumptions of a 46return initial annual medical inflation of 12and ultimate rate of6 and35

increases in employer maximums The alternate scenarios assume medical costs and employer

maximums or investment returns increase at rates 1higher and 1lower per year than valuation

assumptions In each case the Entry Age Normal cost method was used

Summary of Liabilities and PayasyougaCost ARC
Under Various Medical Inflation Scenarios

Initial Medical Inflation first two years 766120 866D 130 666110

Ultimate Medical Inflation 60 60 40

Increase in Employer Maximum 35 45 25

Unfunded Accrued Liability UAL 708 863 588

Normal Cost of Pay 349 466 264

Amortization of UAL of Pay 655 800 545

Total Cost of Pay 1004 1266 809

Summary of Liabilities and PayasyougoCost ARC
Under Various Investment Return ScenariosPayasyougo

Assumed Return 46 66 36

Unfunded Accrued Liability UAL 708 594 854

Normal Cost of Pay 349 259 476

Amortization of UAL of Pay 655 611 708

Total Cost of Pay 1004 870 1184

As a point of comparison a reduction of 1in the annual earnings on Plan investments maybe

expected to increase the cost of the Plan to 1184of payroll as shown above Comparing this to the

1266level due to higher medical inflation and employer maximums Plan costs appear to be more

sensitive to changes in the rates of medical inflation and benefit increases than to similar changes in the

rate of earnings on assets
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Uncertainties in OPEB Projections Other Sources

There are other types of risk associated with the determination ofpostretirement medical costs that

are difficult to quantify such as political risk As an example the Medicare reform legislation that was

recently passed will have a great impact on future prescription drug costs and many employers have

not yet decided what approach they will use to take advantage of these benefits

No offsets for the receipt of current of future anticipated Part D subsidies from the Federal government

have been included in these calculations as recent guidance from GASB has taken the position that any

Part D subsidies received from the Federal government must be accounted for as a separate transaction

and therefore cannot be used to reduce OPEB expense or future OPEB liabilities Other examples of

future uncertainty are the establishment of a nationalized healthcare program or decreases in the

Medicare eligibility age Each of these would have enormous impacts on valuation liabilities

FI
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Gditors note This materialtk printed with the permission ofStandard Poors a division

of The McCraurHilCompanies lac

The
fulfillment of retiree pension and other benefit obligations has become a

major concern globally in both the government and private sectors driven in

part by the demographic phenomenon of people living longer hr addition life

style choices have tended to lower the actual retirement age These two factors have

expanded the period during which pension benefits must be paid resulting in bur

geoningliabilities foremployers Adding to the problem has been the rapid increases in

costs related to retiree heafh care While state and local governments have been stnrg

gling tomaintain adequate f unding for pensions buffeted not only by demographics but

also ny invesbnent losses and recent benefit increases a new challenge has appeared

on the horizon in the form ofchanges in the financial reporting for and funding of other

retiree benefit costs

Last year the Govenunental Accounting Standards Board issued Statement No 45

Accounting and Financial Reporting by Employers for Postempioyment Benefits Other

Than Pensions These other postemployment benefits known as OPEB include health

care as well as all otha retiree benefits that arc not a part of a passion plan Retiree

health care is always considered OPEBIhisclass of postemployment benefit may also

include a variety of options such as life insurance or other nonpension benefits In

essence the new GASR requirements far OPER tend to follow the repnrting regnire

menls or pension benefits because the benefits aresimilar in nature and both area form

of deterred compensation

While OPEB costs have traditionally been accuunled for end financed on a payar

yougoPAYGO basis they will now be treated for accounting pwposes on an accrual

basis like pensions Once a government determines its OPEB liability under the new

standard it will then have to decide how fo manage it Should the employer advance

fund its OPEB liability under GASR 45 or continue to use the PAYGO method If the

advance funding choice is made how will the resultant higher coNrihutions affect the

budget Isthe current benefit struchrre sustainable given the new apprnach This article

will present an overview of the new OPE6 reporting requirements the implications for

employers including some of the options that may he available for managing this lia

bilitythe effects of advance funding the liability and certain managerial considerations

that employers may have to face during the process of measuring their OPEB costs and

obligations and preparing for implementation of GASB 45

THE NEWOIEBpfCOUNTINC Fil1LE5

6r its introduction to Statement No 45 the GASB said that OPEB are part of an

exchange of salaries and baiefits for employee services rendered Fw1her hour an

accrual accounting perspective the cost of OPEB like the cost of pension benefits gen
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erally should be associated with the perio s in whiclahe

exchange occurs rather than with the periods ften many years

Iater when benefits are paid orprovided GASB glieves that the

reporting for the current PAYGO financing practice farlst4

Recognize he costof benefits in periods when the related

services are received by the employer

Provide information about the actuarial accrued iabilities for

promised benefits associated with past services and whether

and to what extent those benefits have been funded

Provide information useful in assessing potential demands qt

the employers future cash flows t
The intention of GASB 45 is to overcome these deficiencies And

provide more relevant and useful reporting In additionbyefulreporting hr regtuP
ing the financial reporting of OPEB expense as services are pro

vided issues related to intergeneraional inequities will be

addressed

A simple example of the practical application of the new

reporting standard can be found in looking at the OPEB cost

structure of a fictitious new city with a relatively young ire

dcpmhnentThe city haspromised lifetime health carebenefits to

the departments members in its labor negotiations Currently
this retiree benelit costs the city nothing nn the PAYGO basis

since there are no retirees However as the firefighters age and

actually retire and collect health care benefits suddenly the city
will experience a new and growing budget item Even foran older

city the current PAYGO OPEB costs may only be the tip of the ice

berg as these expenses subsequently mushroom notonly from

he increasing number of retirees but also hom accelerating

health carerelated expenses CASB 45 will lead governments to

present a clearer picture by requiring that governments take into

consideration for financial reporting purposes both current and

probable utrue cash flows associated with promised benefits for

services received to date

Basically the new standard requires that employers using single
employer oragent multiple employer defined benefit OPEB plans
measure and disclose the annual OPGB cost on the accrual basis

of accountingThis cost is eq ual to the employers annual required
contribution ARC to the plan with some adjustmentsIheARC

includes the normal cost for the year and an amount to amortize

the total unhmderl actuarial accrued liability or funding excess

over a period of up to 30years Actuarial valuations are required at

least every two years for plans with200 members or more Single

employers with ewer than 100 members may use a simplified
alternative measwement method

The cumin rive difference between the employersannual

OPE6 cost an its contributions to the plan is called the net OPE6

obligation If trere is a net OPEB obligation at the beginning of the

period the RC is adjusted for both the interest on that obligation

and past nder or overcontributions to get the final amount The

net OFFB obligation is calculated hom the implementation of

GA 45 forward rehoactive application of GASB 45 is not

fequired Conhibutions may include direct payment of benefits

paid insurance premiums and assets inevocably tmnstened o a

dedicated trust

OPEB information will be included in the different sections of

lle nnual financial report similar to that for pensions The goveipentwide statements will report the net OPEB obligation The

Gi
recent funded status actuarial value of OPEB assets divided

by th actuarial accrued liability will be found in he notes to the

fhi ncial statements Managements discussion and analysis will

include any major changes for the year Trends in actuarial data

will be found in the requiredsupplementmy information

IM4LICA1IC1N5 FCaR STATES ANpLOCALfCIES

With completion o the CASB 45 actuarial groundwork the

employer will have a clear picture of its OPEB actuarial liability
exposuret7requestion then becomes how to manage this liability
One general difference between pension and OPEB liabilities for

state and local governments in the United States is that while most

jurisdictions have offered defined benefit pension plans with basi

cally similar terms and historically documented values there is a

wide disparity in the scope of benefits offered as OPE6 and Ihere

ore the starling point for actuarialaccrued liabilities will vary wide

ly Whereas one government may give Iffetime health care benefits

for retirees andspouses another may offer little oro coveragefhis

dichotomy will mean that the actual financial effect of GASB 45 on

variousgovemmentswillbeuneven Forexampleonegovemment

may find that it can manage its benefits with little or no change in

plan terms while another government may conclude that a major

overhaul in the retiree benefit structure is needed

As the employer evaluates its position under the new OPEB

reporting requirements it can then develop a plan to manage its

liability under the new nder For those with minimal OPEB expo

sure the accounting and financial eFect will be minimal For

those with greater exposure serious review and planning must be

done to address the problem

Once the actuarially based liability and annual OPEB cost

expense derived from the ARC are determined management

may want to decide if it will fund the plan or continue to handle it
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on a PAYGO basis It is important to note hat GASB does not

require ending of OPEB In most cases the GASB 45 ARC payment
will be a multiple of the existing PAYGO amount DepAnding on

the size of the plan including the nwnbcr of employees and the

level of benefits in relation o an entitys total budge advance

provide for payment of the benefits as they come due in future

years Conhibutions to a fended OPEB plan over time should be

more stable if initially higher than under a PAYGO arrangement
in that PAYGO cash ouClalre are directly immediately affected by
the vagaries of volatile health cme costs While advance funding

funding the plan under the new rules may add stress to the budg of OPEB will not rein in actual health care costs the flows into the

et On the other hand continuing to pay only the PAYGO amowll

will result in a growing unfunded actuarial liability and net OPEB

obligation Before malting a final decision on whether or not to

fund the plan management may want to tape a step back and look

at the entire slate of postemployment benefits to see if there are

ways to Tower the total liability and further the unfunded liability

Since tew OPEB plans have actual assets usually when we say

OPEB liabilities we mean unfunded liabilities

SELECTED STRAIEGIES7ORE3UCE OPEB COSTS

There me severalshategies employers can use to manage their

OPEB costs in light of the new CASB 45 requirements Some may

opt to reduce their exposure to OPEB liabilities through actual

changes to the plan structure These methods include the following

Reduce OPEB benefits An employer may Be able to change

the number of years for which a retiree is eligible to receive health

care coverage for example a former lifetime benefit may be

changed to end aage G6

Offer new employees or new retirees a lower bene

fit level The creation of different tier of benefit levels has been

a tactic used to manage pension Benefit liabilities for many years

plan should be more predictable because actuarially horded ben

efit plans usually attempt to stabilize contribution rates However
due to the dynamics of the health care industry actuarially deter

mined contribution rates for OPEB will probably be more suscep
tible to change than conhibution rates for pension benefits

The growth in real assets through advance hording also will pro

videgreater benefit securityfaemployeesretireessince progress
of funding by tangible investments can be measmedand moni

tored over time As the asset base builds and the funding ratio

increases a larger share n the revenues into the plan will come

from investment income while the corollary portion 8om contri

butions declines This relationship is part of the design aiul was

the experience in the development of pension hust funds in the

US over the last century Today reasonably wellfunded defined

benefit pension plans may receive up to 60 to 70 percent of total

revenues from investment income

Another advantage to employers from advance hording OPEB

comes from the potential ability underGASB 45 to use a higherdis
counrateto value liabilities than under the PAYGO method The

Place a cap on employervprovided benefits This could

limit the total exposure to the employer or a variety of different

Benefits

Convert a defined benefit plan to a defined contribu

tion plan A DC plan limits the employers exposure in terms of the

amount of conlibutionsand shifts the risk of benefit fulfillment to

the employee in the DB model he employer has the risk

There are also ways or employers u ease the presswefrom

cash outlows such as introducing orincreasing employee contri

butions to the plan or increasing employee copays Of course

the actual implementation of any of these options will present dif

ficultmanagerial challenges

ISVaNCEFI1N71NC

WHATSIN IT FOft EP4PLOYER

The advance funding of OPEB presents a vehicle for employers
to build an asset base to offset the actuarial accrued liabilities and
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use of a higher discount rate will result in lower actuarial liability
and expense calculations Por employers that are expected to con

tribute amounts equal to or greater than he ARC a discount rate

based on the longterm expected rate of rerun on the OPEB plans

assets would be used Plan assets would most likely he invested in a

portfolio ofsecurities designed to generate a higher longterm rate

of return similar topension lruslfundsmaybe in the 7 to 8 percent

range Employers that continue tp have no plan assets would use a

discount rate based on the employersown investrnenls which

might be in the t to 3 percent range Employers that have someplan
assets but are expected to conhibute less than the ARCwould use a

blended rate9hus the full advance funding of OPEB would gener

ate both real cost savings from investnent earn

ings and more favorable liability calculations

Some employers may choose to fund part of

their OPEB actuarial liability through the use of

bond proceeds OPEB obligation bonds contain

malty of the same characteristics as their sister

debt instrument pension obligation bonds

These bonds ure basically arbitrage funding in

that the proceeds are placed in a plan trust and

invested in equities bonds and other instru

mentsthat are expected to return a higher rate of

return than the interest cost of the bonds

Savings are projected to be generated through
lower annual costs for pension obligation bond

debt service compared to the cost to pay all or a

portion of the pension funds unfunded actuari

alaccrued liability The principal risk of thisshat

egy is that inveshnent returns may not meet

expectations over the longteen and the bond

issue could have he effect of actually adding
costs during periods of weak investment returns

instead of generating savings Another pension
obligation bond issue is that due to debt limita

tions set by either policies or statutes this type of debt may use up

bonding capacity that might have been applied to other projects
While pension obligation bonds issued in the early 1990s have on

average met withsuccess to date despite several rocky years hose

sold in the late 1990s have been disappointing The success of any

pension obligation bond orOPEB obligation bond in the futwewill

depend on conservative planning and fortuitous market timing

MANAGEMfNTCpNSICaERATItNS

ftClATEI3TCPFfi CHANCFS

As employers wrestle with policy decisions in response to infor

mation provided through implementation of the new OPEB

reporting requirements including the decisions to fund or not to

fund and whether or not the existing benefit shucture is to be

maintained they will be juggling multiple issues

Competitive Position The principal reason employers
promise retirement benefits to employees is to help attract and

keep qualified personnel Like all employment sectors state and

local governments must offer to employees a combination of

salary benefits and job satisfaction that will maintain adequate
staffing to deliver the services required and a a level of qualify
expected by the canmunity To the extent that any diminution of

benefits undercuts a governments cornpetilive ability ro hire good
people its mission may be compromised

Affordability When the OPEP valuations

are completed some employers may find that

the advance funding of GASB 45 annual OPE6

costs is just too expensive given the budgets
resources This is the point at which someof the

options mentioned above to mitigate OPEB

exposure may be considered Are there feasi

ble ways to lower the OPEB liability or should

the old PAYCO practice simply be continued

Also under consideration will be any new rev

enue sources or areas where fees or taxes

could be increased to cover the added costs

Given the receui pressures from other cost cen

ters including pensions public safety and

health care nonretiree finding additional

resources will be challenging in most cases

From a rating standpoint
OPEB obligations like

othercost pressures

without offsetting
resources affect not only
debt and management

factors but also financial

If any changes resulting
from OPEB have the

effect of adversely

affecting an employers
financial position or

flexibility then credit

quality may suffer tally palatable For example private sector

Political Hazards Even iF increasing OPEB

costs are affordable they may not be politi

workers as voters whu du not have as high a

level of health care coverage as their local

government employee neighbors may resist any increases in gov

ernment taxes or fees to cover higher OPEB contributions

Management will have to be sensitive othis issue

Legal Issues A major legal issue that is again being raises as

par of the OPE6 reporting change discussion is whetherornot an

employer can reduce this type of retiree benefit hat has been

promised to certain employees Whereas many states have shong

constitutional or statutory protections against taking away pen

sionbenefits hat have been granted the legalstatus of OPEB is fre

qucntlyunclear Also pension protections have been bolstered by
extensive case law over the decades A further complicating legal
factor is that most OPEB promises have been made through col
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lective bargaining agreements and these beeflts may a may not

be contimled upon contract renewal vn in the absence of a

written agreement state and local gcternment employees may

have reportable OPE6 liabilities if th benefits arebase on any

substantive plan one hat is underslo d by the employer nd its

employees As the changes in OPE6 re rung advance i is like

lythat related attempts toalter benefits in s riaecases vXil end up

in the cowls

Rating Considerations Another issue facing employers in

their OPE6 choices will be how their decisions will affect the P

bond ratings Standard Poors views unfunded actuarial retehealthcare obligations as debtlike in nature similar to pen loos
Whileahistoryofauditedpensionliabilitytrendshavebee ncor

porated inroindividual state and local debt ratings OPEB ctuari

al liabilities most yet fo be quantified present some uncert inties

Given that in many cases the OPE6 actuarial liabilities are e eec
ed to be large and that liabilities also me expected to vary wide
from employer to employer the key to maintaining a stable credit

profile for employers will be how they manage he e liabilities

From a rating standpoint OPEB obligations like other cost pres

sures without offsetting resources affect notonly debt and man

agement factors but also financial 11 any changes resulting from

OPEB have the effect of adversely affecting an employers finan

cial position or flexibility then credit quality may suffer

CLUSIOhd

Pie new accounting and reporting odes for retiree healthcare

ben fits under GASB 45 are going to cast a bright light o this cor

ner f state and local government employee deferred compensa

tion Based on the evidence to date the difference between

fin being these benefits under the old PAYGO method and the

n advance funding method is going to be significant

Employers in some cases will have to go back to the drawing
board to retool their benefit packages if they wish to advance fund

these liabilities In addition to the financial implications emplay
ers may also be hit with a variety of related factors including
political legal and bond rating issues in the course of their

OPEB review compliance and planning As OPEB obligations
lake on greater urgency management must respond withthoughl
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