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HAYWARD

HEART OF THE BAY

DATE: April 16, 2015
TO: Council Budget & Finance Committee Members
FROM: Director of Finance

SUBJECT: Annual City Benefit Liabilities and Funding Plan Review

RECOMMENDATION

That the Committee reviews and comments on this report and provides guidance regarding funding
the City’s benefit liabilities.

BACKGROUND

The City of Hayward, like all cities and municipal agencies, manages unfunded benefit liabilities
as part of its financial picture. Effective 2013, staff has provided the Council Budget & Finance
Committee with a report that summarizes the City’s benefit liabilities. This report serves as the
third annual review of benefit liabilities — and addresses the funding of the City’s benefit
liabilities.

The City’s four benefit liabilities include:

1. California Public Employees’ Retirement System (CalPERS)

2. Workers’ Compensation (self-funded)

3. Other Post-Employment Benefits (OPEB) — Retiree Medical Benefits
4. Accrued Leave Payouts

Unfunded liabilities are defined as identifiable obligations of an organization for which the
organization does not have 100% of the funding (cash or other assets) set aside to cover the cost
should all obligations become immediately and simultaneously due. Generally, an organization
operates based on policies that attempt to find a responsible balance between funding some
identified portion of each of those obligations, the associated risk that the unfunded portion of
the obligations presents to the organization, and responsible and realistic management of the
organization’s cash.

Achieving this careful balance is considered the practical and responsible approach since
payment demands of these obligations rarely, if ever, occur simultaneously. The alternative
would be to fund the obligations at the 100% level causing an unreasonable portion of the City’s
cash to be reserved and making it unavailable for funding on-going City services and operations.



DISCUSSION

The City actively manages its benefit liabilities and completes actuarial valuations for all benefit
liabilities with the exception of accrued leave payouts. These valuations consider the economic,
demographic, and historical compositions of the benefit programs and establish amounts that the
City should set aside each year to fund its benefit-related financial obligations. In today’s
economic climate, it is critical that the City continue to manage its liabilities to ensure long-term
fiscal stability. Actuarial valuations identify the Annual Required Contribution (ARC) an agency
should make toward the funding of the benefit. This is essentially the minimum funding amount
that should be responsibly made by any organization. The ARC is generally comprised of two
elements: a portion of funding for current costs (sometimes referred to as “pay go™) and a portion
of funding for future costs (the Unfunded Actuarial Liability or UAL).

As bond rating agencies review the City’s debt, they actively consider the level of the City’s
unfunded benefit liabilities and the economic pressure this places on the City. Failure to meet the
minimum recommended funding levels or implement a long-term plan to pay down the future
liabilities could have a negative impact on future bond ratings — with a possible resultant increase
in the cost of borrowing should the City seek to incur new debt.

Table 1 provides a summary of the City’s benefit liabilities and current levels of funding. Each of
these benefit liabilities is unique in its structure and the degree of funding varies depending on the
benefit.

Table 1: Summary of Benefit Liabilities (in millions)

Actuarial

Valuation Accrued Value of Funded  Unfunded Unfunded
(in millions) Date Liability Assets Ratio Liability(1) Ratio

CalPERS Police Safety Plan 6/30/2013 § 29271 S 188.82 64.51% S 103.89 35.49%
CalPERS Fire Safety Plan 6/30/2013 § 22582 $§ 153.34 67.90% S 7248 32.10%
CalPERS Miscellaneous Plan 6/30/2013 $ 357.28 S 246.51 69.00% @S 110.77 31.00%
Total CalPERS S 87581 S 588.67 67.21% $ 287.14 32.79%
OPEB - Retiree Medical Police Officers 6/30/2013 S 4337 S - 0.00% S 43.37 100.00%
OPEB - Retiree Medical Firefighters 6/30/2013 $ 12.82 S 0.76 596% S 12.06 94.04%
OPEB - Retiree Medical Miscellaneous 6/30/2013 S 19.60 $ 0.08 0.38% S 19.53 99.62%
Total OPEB-Retiree Medical S 75.80 $ 0.84 111% S 74.96 98.89%
Workers' Compensation 6/20/2014 $ 16.54 §$ 7.26 43.89% S 9.28 56.11%
Accrued Leave Payouts (1) 6/30/2014 S 723 S - 0.00% S 7.23  100.00%
Total $ 97538 $ 596.77 61.18% $ 378.61 38.82%

(1) Accrued Leave Payouts - no actuarial valuation

Acceptable or Best Practice levels of funding vary by liability type. In general, an appropriate range
of funding would be 75% - 80%.
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California Public Employee Retirement System (CalPERS)
Current Annual cost: $26.2 million
Unfunded Liability: $287.1 million

Benefit Summary -- CalPERS is a defined benefit pension plan funded by a combination of
employee contributions that are set by statute. Employer contributions fluctuate from year to year
based on an annual actuarial valuation performed by CalPERS. The City’s retirement benefit
plans represent its largest benefit liability and CalPERS retirement rates continue to be one of the
most significant citywide budgetary pressures. This same budgetary stress is felt by the State of
California and the over 2,000 public entities statewide that contract with the California Public
Employees’ Retirement System (CalPERS) for pension benefits. When CalPERS performs its
actuarial analysis, it uses data from two years prior; for example, the employer rates for Fiscal
Year 2016 are based on data as of June 30, 2013. The City contracts with an outside actuary
(John Bartel & Associates) to review the City’s rates each year, advise on the funded status of
the plans, and project employer rates for future years.

The City contributes to three plans: Police Safety Plan, Fire Safety Plan, and Miscellaneous
Employee Plan (all non-sworn employees). All full-time and part-time benefited employees are
required to participate in CalPERS. The three plans are independent of one another with different
contract plan amendments negotiated over the years through the collective bargaining process.
Assets and liabilities of each plan are segregated with no cross subsidization from one plan to
another.

CalPERS Retirement Rates — The cost of the retirement plans is broken into Employee
Contribution rates (fixed) and Employer Contribution rates (variable). Both rates are a percent of
payroll. The Employee Contribution is fixed and is based on the pension plan formula (generally
9% for public safety plans and 7% or 8% for miscellaneous plans). The Public Employees’
Pension Reform Act of 2013 (PEPRA\) introduced new benefit formulas effective January 1,
2013 that affect new employees to the City that have not previously been part of the CalPERS
system. While there is little immediate financial benefit to the City with this “two-tiered” system,
the long-term benefit of lower retiree costs is significant.

There are two employee groups (sworn police and sworn fire employees) that actually contribute
beyond the Employee Contribution portion (9% for these two groups) and pay a portion of the
Employer Contribution: 6% for sworn police and 6% for sworn fire personnel. This is a
significant benefit cost-sharing effort. The Employer rates displayed in Table 2 represent the full
Employer cost as assessed by CalPERS, and do not reflect these cost-sharing agreements, as
these agreements do not affect the overall cost of CalPERS, only who pays what share.

Over the last several years, the CalPERS Board of Administration has considered and adopted
several rate methodology changes that directly impact the retirement rates that cities pay
(employer contribution rates). Each of these changes is effective in different fiscal years, with
varying phase-in schedules. While these changes significantly increase our current retirement
costs, they are intended to stabilize the CalPERS plans for long-term sustainability, actually help
the cities in the long-run, and should have been implemented long ago by CalPERS.
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1. March 2012 Change (effective FY 2014, two-year phase-in through FY 2015)
In March 2012, the CalPERS Board took action to reduce the assumed rate of investment
return from 7.75 percent to 7.5 percent. The employer rate impact from this action was
effective FY 2014, with a two-year phase-in, and a full rate impact by FY 2015. The
actual rate impact resulting from this change was originally estimated to range from 2.4%
- 4.6% of payroll.

2. April 2013 Change (effective FY 2016, five-year phase-in through FY 2020)
On April 17, 2013, the CalPERS Board adopted significant rate methodology changes
that directly impact employer rates starting in FY 2016. The impact of these changes will
commence in FY 2016 and be phased in over five years, with the full impact by FY 2020.
The anticipated rate impact resulting from this change is approximately 2% - 5% of
payroll by FY 2020.These actuarial changes are designed to boost funding levels and
make employer rates more predictable in the long-run:

v Shorter smoothing period* and shorter amortization period for gains/losses
v" Closed instead of rolling thirty-year amortization
v Use market value of assets to determine rates?

For FY 2016, these changes equate to a almost a $2 million increase to the General Fund
over FY 2015 PERS costs. Table 2 provides a summary of rates and cost impacts.

3. February 2014 Change (effective FY 2017, five-year phase-in through FY 2021)
On February 18, 2014, the CalPERS Board adopted additional rate methodology changes.
While the Board voted to retain its current long-term assumed rate of return at 7.5
percent, they did adopt actuarial changes to assumed mortality rates. The new mortality
assumptions will cost local agencies an average of 6-9% of payroll for safety
classifications and 3-5% of payroll for miscellaneous employees by year five of the
phase-in (FY 2021). Some municipal officials believe these estimates may be low
because of the continued decline in the local government workforce in many cities,
reducing the number of active employees contributing to CalPERS.

The most recent actuarial valuations provided to the City of Hayward by CalPERS in November
2014 (actuarials dated October 2014) reflect the final rates for FY 2016 and incorporate all of the

! “Smoothing” and “Closed vs. Rolling Amortization” go hand in hand. Smoothing refers to the method by

CalPERS plans to address the unpredictability of investment income and the impact that unpredictability has on
employer rates. The revised “smoothing” plan determines the rate increase needed to reach a funding level of 100% in 30
years, phase in the rate increase over five years, and then to maintain those rates as steadily as possible or even lower
them. In the past, CalPERS employed an amortization and smoothing policy that spread investment returns over a 15-
year period with the actual gains and losses experienced by the investment pool paid for over a rolling 30-year period.
With the current change, CalPERS will employ an amortization and smoothing policy that will pay for all gains and
losses over a fixed 30-year period with the increases or decreases in the rate spread directly a five-year period.

2 CalPERS has traditionally used the actuarial value of their investments in their financial calculations and rate
projections (i.e., the investment assets fluctuate in value from one day to the next, so the administrators calculate an
average value for the assets, over a given period of time, or the “actuarial value”). In accordance with new FY 2015
GASB provisions, CalPERS will only use “market value,” which is using the actual value of the investment assets as
determined by the market and adjusting the value up or down accordingly.
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adopted changes to date, which result in FY 2016 rates increasing over FY 2015 rates by 2.4% -
3.25% of payroll and growing each fiscal year through 2021. See estimated impacts to
Hayward’s rates below in Table 2.

Purpose of Adopted Methodology Changes

While the revised methods are designed to create a sustainable CalPERS plan by improving
funding levels and reducing the overall funding-level risk, the cumulative changes result in a
significant increase in Hayward’s employer contribution rates starting in FY 2014 through FY
2021; and in the very long-term (absent additional assumption changes), result in stabilized
employer rates.

Estimated Rate Impacts

The new valuations the City received in November 2014 reflect rate projections that include the
actions taken by the CalPERS Board in March 2012, April 2013, and February 2014. Table 2
provides a detailed summary of our revised CalPERS employer rates based on the October 2014
valuation. These changes will result in cost increases over the FY 2016 Adopted General Fund
Ten-Year Plan of $1.8 million, and continues to increase each year until stabilizing in FY 2021 —
by which time rates for Miscellaneous, Police, and Fire are estimated to be 29.6%, 54.7%, and
48.6% of payroll, respectively. Impacts of any future Board actions and resultant rate increases
are not included in this summary, and it is quite possible the CalPERS Board may take additional
rate-impacting actions to achieve long-term sustainability of the retirement program.

Table 2: CalPERS Rate Comparison, Growth & Impacts

FY 2014 FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021

Miscellaneous

CalPERS 10/2014 Valuation 19.70% 22.1% 24.47% 26.00% 27.20% 28.40% 29.60% 29.60%
Change over prior year 2.36% 2.41% 1.53% 1.20% 1.20% 1.20% 0.00%
Police

CalPERS 10/2014 Valuation 35.19% 39.80% 42.40% 46.40% 49.10% 51.80% 54.60% 54.70%
Change over prior year 4.61% 2.60% 4.00% 2.70% 2.70% 2.80% 0.10%
Fire

CalPERS 10/2014 Valuation 33.40% 37.15% 40.40% 42.80% 44.70% 46.60% 48.60% 48.60%
Change over prior year 3.75% 3.25% 2.40% 1.90% 1.90% 2.00% 0.00%

1% of
Estimated Annual GF Impact of  payroll FY 2015 FY 2016 FY 2017 FY 2018 FY 2019 FY 2020 FY 2021
Rate Increases (FY 2015)

Miscellaneous 269,000 | 634,840 648290 411,570 322,800 322,800 322,800 -
Police 240,000 | 1,106,400 624,000 960,000 648,000 648,000 672,000 24,000

Fire 163,000 | 611,250 529,750 391,200 309,700 309,700 326,000 -
672,000 | 2,352,490 1,802,040 1,762,770 1,280,500 1,280,500 1,320,800 24,000

Table 2 provides a summary of rate increases since 2014. Rates for FY 2014 — FY 2016 are
actual assessed rates, and FY 2017 — FY 2020 are estimates as provided by CalPERS. CalPERS
rates are assessed as a percentage of payroll — and the increases reflected in Table 2 demonstrate
the percentage increase of payroll. Another way to summarize the increase in CalPERS rates is to
look at the year-over- year percentage increase. Using the chart above, the average growth
increase in rates from FY 2015 to FY 2021 is about 50%. The estimated budget impacts to the
General Fund are intended to provide a general understanding of the rate impacts; however, these
are conservative numbers that do not account for future payroll growth — only CalPERS rate
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growth — as the 1% percent of payroll multiplyer is set at the FY 2015 level and does not grow
each year.

Funding Status & Plan

The City is fully meeting its annual required contribution (ARC) amounts based on the CalPERS
premium rates. Given the new CalPERS “smoothing” methodology, the long-term intent is to fund
the City’s liability over the 30-year amortization period.

As part of the long-term policy discussion on unfunded liabilities, the Council should consider the
advantages and disadvantages of paying additional premium towards the unfunded portion of the
City’s liability. However, although a prepayment to pay down the City’s liability will reduce the
City’s unfunded liability and save money in the long-term, it will have little to no impact on current
costs. Given other competing financial priorities, it may be difficult to justify allocating additional
funding toward the CalPERS liability at this time, especially in the absence of any short-term
benefit of doing so.

Staff recommends that if one-time funds become available, the City Council can consider using
these funds toward a liability payment to either CalPERS or another of the City’s benefit liabilities
such as Retiree Medical.

Retiree Medical (OPEB)

Annual Required Contribution (ARC): $7.7 million
Unfunded Liability: $75 million

Components of OPEB $7.7 million ARC:
$2.7 million: FY 2016 Cost Current Retirees (“pay as you go”)
$5.0 million: FY 2016 Unfunded Actuarial Liability

The retiree medical benefit represents the second largest benefit liability, and is the most
underfunded of the City’s benefit liabilities. By City Council resolution — and as agreed to with
some bargaining groups — the City provides certain health care benefits for employees who retire
directly from the City with at least five years of City service (most bargaining groups require ten
years of service) and who are vested in the California Public Employees Retirement System
(CalPERS). The City participates in the CalPERS health care plan, which is governed under the
California Public Employees Health and Medical Care Act (PEMCHA).

The City contributes a fixed dollar amount for retiree medical benefits for most bargaining units
(all employees except sworn police employees hired before June 12, 2012), with amounts
varying by employee bargaining group and coverage level as governed by PEMCHA.. Benefits
continue for surviving spouses in amounts as required by PEMCHA. As of June 30, 2013,
approximately 525 retirees were eligible and were receiving retiree health care benefits from the
City at an annual cost of about $2.7 million, which is the “pay as you go” amount the City
currently pays.

There are approximately 792 active employees that may be eligible to receive health care
benefits upon retirement. This group of employees represents the number of eligible, current
employees and it is the City’s current maximum exposure; it does not necessarily mean all of
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these employees will either retire with the City or ultimately meet the requirements for receiving
this benefit. Similar to the CalPERS retirement plan, the increased life longevity of retirees
places a stress on the benefit. The updated actuarial valuation of our local Plan will consider
these impacts within its analysis.

Funding Status & Plan

The current annual required contribution (ARC) was determined as part of a May 1, 2014
actuarial valuation by Cheiron, the City’s OPEB Actuary. This valuation analysis considered
benefits that are expected to be earned in the future as well as those already accrued, and is
required by the Governmental Accounting Standards Board (GASB) to be completed every two
years.

The City’s OPEB unfunded actuarial accrued liability is amortized as a level percentage of
projected payroll using a closed thirty-year amortization period that has twenty-four years
remaining as of the latest valuation date. The minimum funding target is the Annual Required
Contribution (ARC), currently estimated at $7.6 million. The two components of the ARC are:

1. “pay as you go” payments to the current retirees (currently $2.7 million)
2. amortized Unfunded Actuarial Liability (UAL) ($5 million)

In the past, the City only funded the “pay as you go” portion of the plan. As of FY 2014, pursuant
to City Council direction, the City began contributing toward the cost of the UAL both through
direct City contributions, as well as employee contributions pursuant to some bargaining unit
agreements. Payments for both components of the ARC are built into payroll to spread the cost
appropriately across all City funding sources.

While the City is not fully funding the UAL (short by about $2 million annually), the City has made
great progress toward this goal. The City’s Ten-Year General Fund Plan includes phasing this cost
in until the full ARC is achieved in FY 2018.

Pursuant to the valuation, if the City fully funded the ARC, the City would pay for current costs and
fund the future liability by the end of the amortization period. Because the City has not fully funded
the ARC, the City will not meet this goal without additional funding allocations. City Council
should consider additional funding toward the unfunded liability in future years as one-time funds
become available. Staff recommends that City Council consider identifying a certain level of one-
time funds to be allocated toward this liability.

Workers’ Compensation
Current Annual Cost: $4.6 million
Unfunded Liability: $9.3 million

The City is self-funded for Workers’ Compensation and began its program on July 1, 1975. While
the City fully funds present day costs, it does not fully fund future liability. Of all the benefit
liabilities, Workers’ Compensation has the highest current funding level. Payments are made to the
Workers’ Compensation Self-Insurance Fund by transfers from all City funds through established
rates assessed against payroll pursuant to classification type. The amount of payments made by the
City into the Workers” Compensation Self Insurance Fund is determined by an actuarial analysis
conducted by an outside actuary (Bickmore). These accruals represent estimates of amounts to
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ultimately be paid for reported claims, past experience, recent claim settlement trends, and other
information. Funds are available to pay claims and administrative costs of the program on a pay-as-
you-go basis.

It is important to understand that payments on indemnity claims may be made over a very long
period of years. Indemnity claims are those in which future medical care is projected to be needed
for the injured worker and the cost is largely dependent on the type and severity of the injury, as
well as whether or not the claimant is a sworn employee.

Funding Status & Plan

Pursuant to the current actuarial valuation conducted for the program, a funding status of 70% to
85% is recommended. Table 1 shows that the City is currently at about a 56% funding level. Staff
recommends funding at the 80% level and beginning in FYY 2013, implemented a plan to build the
fund balance toward achieving that funding level. Workers” Compensation rates charged against
live payroll include a component of cost (about $1 million/year) toward unfunded liability. Once the
80% funding level is reached (about $10 million in fund balance reserved for future liability) — the
Workers’ Compensation rates will be adjusted downward. Staff recommends that the City continue
with this plan until the funding goal is reached.

Accrued Leave Payouts (Compensated Absences)
Current Annual Cost: varies
Unfunded Liability: $7.2 million

It is the City’s policy to permit employees to accumulate earned but unused vacation and sick leave
benefits. The City records the cost of vacation and sick leave as “earned.” Earned vacation and sick
leave that is taken during the year is payable from the fund(s) to which the employee’s salary or
wage is charged. When an employee retires or otherwise leaves the City, vacation balances are paid
out to the employee, and in some cases, some of the accumulated sick leave is also paid out
(pursuant to bargaining unit agreements). These payouts are paid through a department’s budget out
of vacancy salary savings — and are not specifically budgeted for as a separate line item.

Funding Status & Plan

Staff has taken strong action to lower this liability during the past two years by managing
employees to approved vacation caps. This has helped to prevent large accrued leave payouts to
retiring or terminating employees. The total liability has reduced from the FY 2013 balance of $8.6
million to the FY 2014 balance of $7.2 million —a 16% reduction in liability. However, while
progress has been made in this area, it has been a challenge to get all employees below the cap due
to staffing shortages compounded by increasing workload.

Accrued Leave payouts are currently absorbed within each department’s budget appropriation. In
practice, the salary savings achieved through normal attrition and the vacancy created by the exiting
employee cover the cost of these payouts. In general, departments have had enough salary savings
to accommodate this cost.

A possibility to further fund this liability is to build a funding mechanism into payroll as a
component of the fringe benefit rate (e.g., 1% of payroll for non-sworn and 2% of payroll for sworn
positions). This would result in a budgeted increase to the City budget without offsetting budgetary
decreases — about $1.4 million to the General Fund. While this might provide a segregated funding
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source that would prevent spikes to department payroll budgets for large payouts, it does increase
the overall City payroll budget. Given the City’s fiscal challenges, it does not seem a prudent use of
City resources at this time to add this cost. Staff recommends maintaining the current methodology
of actively managing employee’s leave balances to lower the overall liability. This has been
successful these past several years as demonstrated in Table 3:

Table 3: Accrued Leave Liability History

Unfunded Change from
Liability prior Year

FY 2007 7,003,161

FY 2008 7,685,961 682,800
FY 2009 7,477,214 (208,747)
FY 2010 9,250,970 1,773,756
FY 2011 10,497,994 1,247,024
FY 2012 10,701,569 203,575
FY 2013 8,589,354 (2,112,215)
FY 2014 7,230,041 (1,359,313)

SUMMARY of STAFF RECOMMENDATIONS

1.

Council should formally adopt desired or “best practices” funding levels for each Unfunded
Liability.

Upon receipt of any one-time funds, Council should review the City’s unfunded liabilities
and assess whether some or all of the one-time money should be used to pay down one or
more Unfunded Liabilities before expending the funds in other areas; including the
advantages and disadvantages of each action weighed against the others.

CalPERS: Although a prepayment to pay down the City’s CalPERS liability will reduce the
City’s unfunded liability and save money in the long-term, it will have little to no impact on
current costs. However, Council should consider establishing a policy to gradually work at
reducing this Unfunded Liability at least to a level within Council policy as described in #1
above. Given other competing financial priorities, it may be difficult to justify allocating
additional funding toward the CalPERS liability, especially in the absence of any short-term
benefit of doing so, but that decision should be made thoughtfully and within the over-
arching philosophy of reducing all unfunded liabilities to a financially prudent level.

OPEB: Council should continue the progress toward fully funding the ARC. Once that is
accomplished, Council should consider additional funding toward the unfunded liability in
future years as one-time funds become available to compensate for prior years of not
funding the full ARC. Staff recommends that Council consider identifying a certain level of
one-time funds be allocated toward this liability annually.

Workers Compensation: Staff recommends that Council continue with the current plan of
reaching a funding status of 80%. Once the 80% funding level is reached (about $10 million
in fund balance reserved for future liability) — the Workers” Compensation rates will be
adjusted downward.
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6. Accrued Leave Payouts: Staff requests Council’s support to maintain the current
methodology of funding Workers’ Comp expenses; and continuing to actively manage
employee’s leave balances. In addition, staff intends to bring back to Council an analysis of
the pros and cons of an employee vacation buy-back program. Such a program, while
requiring the use of cash, has the potential to further reduce the Accrued Leave Liability, as
well as to provide financial flexibility to cash-strapped employees and improve employee
morale.

NEXT STEPS
Staff will continue to actively manage benefit liabilities and report annually to the Council Budget

& Finance Committee and the City Council the funding status of these benefit liabilities, including
bringing suggested policy actions to the Council for formal adoption.

Prepared and Recommended by: Tracy Vesely, Director of Finance
Approved by:

Fran David, City Manager
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