Agenda Report

June 12, 2017
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TO: Honorable Mayor and City Council

THROUGH: Finance Committee

FROM: City Manager and Director of Finance

SUBJECT: PROPOSED FISCAL STRATEGY TO ADDRESS CURRENT AND
FUTURE FINANCIAL LIABILITIES

RECOMMENDATION:

It is recommended that the City Council:

1. Find that the recommended action is exempt from the California Environmental
Quality Act (“CEQA”") pursuant to State CEQA Guidelines Section 15061 (b)(3); and

2. Approve the following actions to address current and future financial liabilities of the
City. Specifically:

Direct staff to return to City Council with a revised Fund Balance Policy
which would cap the General Fund Emergency Contingency Reserve at
15% of appropriations and create a General Fund Operating Reserve of
5% of appropriations;

Direct staff to bring forward for approval the establishment of a Section
115 Trust in order to pre-fund the City’s pension and Other Post-
Employment Benefits (OPEB), with an initial deposit of $12 million from
unassigned General Fund Fund Balance; $10 million towards pensions
and $2 million towards OPEB;

Approve an allocation of $1 million of unassigned General Fund Fund
Balance to the Workers Compensation Fund; and,

Approve an allocation of $1 million of unassigned General Fund Fund
Balance to the General Liability Fund.

e P et et e e e PE— ——

06/12/2017 AGENDA ITEM NO, 8




June 12, 2017
Page 2 of 10

BACKGROUND:

The General Fund is the City’s most important fund, providing the essential City
services of Police and Fire response as well as other important services including

Parks, Recreation, Public Works and Libraries. Appropriations in the General Fund total
nearly $240 million in the current and proposed fiscal year. Most importantly, as a result
of mid-year budget reductions of $2.1 million made last fall and another $2 million
programmed into the Recommended Operating Budget, along with some modest
projected revenue growth, the budget for Fiscal Year 2018 is balanced without the need
to rely on reserves.

However, as discussed at length as part of the Fiscal Year 2017 and Fiscal Year 2018
budget process, there are certain factors, most significantly future increased pension
contributions to CalPERS, which are expected to put considerable strain on the City’s
General Fund over the next several years. Other liabilities such as those related to
Other Post-Employment Benefits (OPEB) are also rising. Additionally, as discussed
during deliberations on the Capital Improvement Program Budget, there are numerous
unfunded capital needs within the City such as, upgrading/replacing outdated and aging
fire stations and improvements to other municipal facilities.

CalPERS

The City has two retirement plans for current employees through the California Public
Employee Retirement System (CalPERS): one to fund pensions for miscellaneous (non-
safety employees) and one to fund pensions for safety employees; fire and police sworn
personnel. As of the June 30, 2015 CalPERS valuation, the City’s combined unfunded
liability of these two plans was $377 million. The City’s total assets in the plans stood at
over $1.1 billion as of this same period.

Pension benefits are funded by employer and employee contributions and by
investment earnings on those contributions. Numerous assumptions, including actuarial
assumptions about employee and retiree populations and assumptions about
investment returns are used to determine the funding contributions required of the City.

In determining contribution rates, one of the most critical assumptions is the rate of
return (ROR) on investments in the plans. CalPERS’ current annual rate of return
assumption is 7.5 percent. Assuming this rate of return is attained, then funding of
pension obligations would be derived 66 percent from investment gains, and 34 percent
from contributions by employers and employees. The actual ROR has been volatile
over the past twenty years, where periods of gains have been followed by losses;
however, the gains have not offset the significant losses over time. CalPERS ROR was
2.4 percent in FY 2014-15, and 0.61 percent in FY 2015-186.

As a result of past performance, the long low-interest rate environment, and a
movement towards a risk-averse investment portfolio, the CalPERS Board has
approved a plan to reduce the assumed ROR from 7.5 percent to 7.0 percent over a
three-year period, as follows:
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e FY 2017-18: 7.375 percent
e FY 2018-19: 7.25 percent
e FY 2019-20: 7.00 percent

This development means that investment returns will be relied upon less, and employer
contributions relied upon more, in order to fund pension obligations. This will compound
existing pension funding challenges for Pasadena and all CalPERS member agencies.
For Pasadena its Miscellaneous Plan is currently 74.8 percent funded, and the Safety
Plan is currently 75.6 percent funded. As the assumed ROR decreases over the next
three years, the funding levels of each plan will drop, thus putting the City farther behind
in meeting pension obligations if no additional action is taken.

To address this growing concern, in 2013, the Public Employee Pension Reform Act
(PEPRA) was enacted at the state level, which required contracting agencies to
implement a less generous pension formula for new hires that are new CalPERS
members. PEPRA included new restrictions on pensionable compensation, designed to
limit the accrual of unfunded liabilities over time. As these newer formulas only apply to
those hired after the effective date of PEPRA, there has been little immediate impact on
the City’s total pension costs. However, such changes will reduce future liabilities and
costs over the long-term. Currently, about 21% of the City’s workforce is covered under
the new PEPRA formula.

In Pasadena, to help address the growing impact of pension costs, the City has
negotiated pension cost-sharing agreements with each of its bargaining groups.
Currently all City employees covered by CalPERS are paying the Employee-Portion,
which was previously covered by the City. In addition, one bargaining unit, Pasadena
Fire Fighters, is contributing an additional 3% towards the Employer-Portion. It is
anticipated that other bargaining groups will need to follow suit in paying more than just
the Employee-Portion. Although these cost-sharing agreements assist the City in
paying the required annual payments to CalPERS, such arrangements do not provide
any additional payment toward the City’s unfunded liabilities.

As stated above, CalPERS has been unable to consistently hit its investment return
assumption and has taken formal action to gradually reduce the assumed rate of return.
This combined with the substandard investment return for fiscal year 2016 of only 0.61
percent, will result in an increase of at least $100 million to the City’s unfunded liability.
The end result is that the City is facing rapid growth in pension liabilities and required
pension contributions. The following chart depicts the CalPERS pension contribution
rates as a percentage of payroll based upon the changes discussed above.
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In terms of costs to the City over the next few years, for Fiscal Year 2018 the payment
to CalPERS is projected to be $45 million; of which the General Fund will be
responsible for 56% ($26 million), growing to more than $81 million by 2023; an 80%
increase or nearly double where it stands today. Ominously, these projections, dire as
they are, assume that CalPERS hits its earning target each and every year. Should it
fall short, the total liability will rise correspondingly.
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OPEB

In addition to CalPERS unfunded liabilities, the City has Other Post-Employment
Benefits (OPEB) liabilities related to required retiree medical contributions resulting from
providing medical-insurance for employees and retirees through the Public Employees
Medical and Health Care Act (PEHMCA) of CalPERS. PEHMCA mandates a minimum
monthly contribution be paid by local agencies towards the medical insurance of
retirees. An OPEB valuation is required to be completed by the City to determine long-
term liability of this benefit and subsequently report this liability on the City’s financial
statements. As of the most recent valuation completed in 2016, the City’s OPEB liability
was $54 million. The City is currently funding this expense on a pay as you go basis of
roughly $1.5 million per year. This approach does nothing to reduce the outstanding
liability. In order to do so would require an annual contribution of $6 million per year.

Capital Needs

As the City Council is aware, the current five-year capital improvement program has a
list of future unfunded projects totaling almost $300 million along with dozens of current
projects that are underfunded. As presented with the Capital Improvement Program
Budget, the annual funding needed to maintain streets at an acceptable level is $7
million, and even with the recently approved increase to Gas Tax under Senate Bill 1,
the City will have a shortfall in funding of $3 million annually. In terms of facilities,
virtually all of the City’s buildings need additional funding for proper maintenance and
several of the City’s fire stations need to be renovated or reconstructed. The estimated
cost for that work is in excess of $100 million. Additionally, the City’s public safety radio
system is in need of replacement with an estimated cost of approximately $10 million.

The City’s Current Fiscal Condition

The challenges outlined above, while daunting, can be effectively managed provided
the City continues its longstanding practice of taking prudent, meaningful action to
ensure financial stability.

In addition to having a balanced General Fund budget for Fiscal Year 2018, the City
maintains an Emergency Contingency Reserve to be used in the event of a fiscal
emergency such as in the wake of natural disaster. For a number of years, this
Reserve was maintained at a level of 10% of appropriations. In 2011 the City Council
adopted a policy to increase the Reserve over time to 20% of appropriations. Currently,
the Reserve stands at $36.45 million, representing 15.3% of current year
appropriations.

Fortunately, in addition to the committed Reserve, the City is projected to have
approximately $30 million of unassigned fund balance as of June 30, 2017. This total
includes the $19.6 million identified as the Ending Amount Available for Appropriations
shown on the current General Fund Five-Year Financial Forecast (Attachment A) plus
approximately $9 million that was recently transferred from the Los Angeles County
Auditor Controller to the City following the outcome of litigation related to the dissolution
of the state’s redevelopment program, along with some addition one-time revenues.
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While $30 million is significant sum of money, it's important to put it in proper context.
These are one-time dollars, which represent approximately 12.5% of budgeted
appropriations, and that once spent are no longer available. More importantly, although
significant progress has been made in reducing the future projected gap between
revenues to expenses, the Five-Year Financial Forecast currently anticipates that more
than $17 million of the $30 million will be needed to balance the budget over the course
of the next four fiscal years. As has been discussed on several occasions, unless this
trend is reversed, the City will consume its unassigned fund balance, and ultimately tap
into its committed contingency reserve.

General Fund — Fund Balance

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Fiscal Years
B Emergency Contingency ® Unassigned

Staff is proposing the following strategy as a way of addressing these fiscal challenges:

1. Maintain fiscal discipline as it relates to the General Fund Operating Budget. As
discussed above, the Fiscal Year 2018 (FY18) Recommended Operating Budget as
presented is fully balanced. To achieve this, in excess of $4 million in reductions were
made between FY17 and FY18. Nevertheless, current projections indicate that just
under $3 million of additional reductions or increased revenues, or some combination
thereof, will be necessary to balance the FY19 Operating Budget.

Cap the General Fund Emergency Contingency Reserve at 15% of current year
appropriations and create an Operating Reserve of 5%. Fully fund each of these
reserves at $35.5 million and $11.8 million respectively. The recommendation to amend
the current Fund Balance Policy and split the current 20% reserve into two portions is in
recognition that the City has a large number of other obligations and liabilities that could
necessitate utilizing reserved funds, but may not rise to the level of a true fiscal
emergency. Moreover, from time to time there may be opportunities to further the long
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term interest of the City through the strategic use of reserves such as the acquisition of
land. By maintaining a separate reserve the City maintains such flexibility without
having to utilize funds truly intended for fiscal emergencies.

2. Establish two Section 115 Trusts to prefund pension and OPEB liabilities at $10
million and $2 million respectively. Section 115 Trusts can be used by local
governments towards pre-funding pension and OPEB obligations, and offer the
following benefits:

¢ Act as a reserve fund to help the City pay for increasing annual contribution
requirements

¢ Provide local control and more flexibility in investment allocations compared to
maintaining funds in a City-invested reserve or making additional contributions
to CalPERS to pay down unfunded liability

e Allows for a higher discount rate to be used for OPEB liabilities, which in turn
lowers the overall liability

¢ Offer higher investment returns than could be attained by maintaining monies
within the City’s investment portfolio (which is restricted by State regulations to
fixed income instruments and has yielded a return of approximately 1.4 percent
. in the last year)

To date over 40 towns, cities and counties in California have established Section 115
Trusts to deal with their pension and OPEB liabilities. In the last few weeks the
neighboring city of Glendale established a trust with an initial investment of $35 million
and it is expected that many others will follow suit.

The chart below shows the current rates and dollars being paid to CalPERS for FY2018
along with the projections through FY2023. As indicated, the General Fund’s costs are
anticipated to increase by $20 million in 5 years. Assuming that CalPERS hits its
assumptions on an ongoing basis, the City’s annual contributions are expected to
continue to rise through FY 2032 and will likely not begin declining until FY 2035.

Citywide Cost GF Cost
Fiscal Year* . Safety Rate Misc. Rate (Normal + UAL) (Normal + UAL)
FY 2017-18 38.09% 2457% S 44,786,282 S 25,080,318
FY 2018-19 Projected 42.96% 27.74% S 52,066,257 S 29,157,104
FY 2019-20 Projected 48.03% 31.02% $ 59,959,228 § 33,577,168
FY 2020-21 Projected 53.87% 34.65% S 69,089,953 S 38,690,374
FY 2021-22 Projected 57.49% 37.06% $ 76,051,715 S 42,588,960
FY 2022-23 Projected 59.46% 39.13% S 82,080,269 S 45,964,950

* Based on data provided by CalPERS
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Based on current projections, it is highly unlikely that growth in City revenues will be
sufficient to fully offset these additional pension costs. Moreover, while shifting more
pension payments to City employees would help, it would also not resolve the issue.
For example, based on General Fund’s current payroll of $150 million annually, an
additional 3% cost sharing on the part of City employees would generate $4.5 annually,
which represents an amount roughly equal to a single year’s anticipated increase.
Consequently, if left unaddressed the City will likely be faced with the prospect of
making significant service reductions in order to free up scarce financial resources to
fund pension contributions. However, by acting now to establish a Section 115 Trust
and making ongoing future contributions to that Trust, the City can reduce its liabilities
through prudent investments.

As stated above, one of the key benefits of a Section 115 Trust is that the funds may be
invested outside of the State’s regulations for the City’s regular investment portfolio. It
is reasonable to assume that an annual rate of return of 4 - 5% is realistic assuming
stable economic conditions. For example, the HighMark Capital portfolio, which is used
by Public Agency Retirement System, one of the two providers of Section 115 Trusts in
California, has generated returns between 3.8% - 5.0% over the past ten years, even
when accounting for the past recession. The City would have the option of using the
portfolio of the Trust Administrator or could develop its own portfolio allocation based on
an investment policy. Additionally, these types of trust funds seek returns similar to the
market average, which is far less aggressive that what CalPERS seeks to achieve its
current 7.5% target, which leads CalPERS to make higher risk investments with greater
volatility.

Aside from the investment risk that the City takes with the portfolio, there is no risk to
obtaining the funds should such need arise. Trust funds may be withdrawn at any time
for pension or OPEB obligations, depending on the nature of the trust. Since the City’s
annual pension obligation is well above the amount being established by the proposed
trust, these funds could be drawn down within one fiscal year if the City chose to use ‘
the trust to make all of the required CalPERS contribution in a given year. For example,
if circumstances necessitated a withdrawal of money from the Trust in FY 2020, the City
Council could liquidate the Trust to offset the FY 2020 General Fund portion ($33.5
million) of the CalPERS bill.

In addition to the initial contribution to the pension trust, it is also recommended that the
City’s Fund Balance Policy be amended to direct future one-time revenues or fiscal
year-end surpluses to the Trust. While not used to balance the proposed operating
budget for FY18, staff anticipates that the General Fund will receive at least $6 million in
one-time revenue from the continued unwinding of redevelopment. It is recommended
that most if not all of these funds be allocated to the Trust.

Should the Council proceed with this recommendation, staff would engage the services
of an Actuary to further refine anticipated future pension costs and determine the
optimal funding level for the Trust. Based on current information, it is expected that
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ideally the Trust would need $75 - $100 million to provide optimal pension rate
stabilization for the General Fund.

As mentioned above, there are currently only two independent retirement plan
administrators in California authorized to offer Section 115 Trusts, Public Agency
Retirement System (PARS) and Public Financial Management Group (PFM). Both
administrators have received a Private Letter Ruling from the Internal Revenue Service,
which assures participants of the tax-exempt status of their investments. To date, the
most widely adopted Section 115 Trust Program has been the plan administered by
PARS. The City of Pasadena has an existing relationship with PARS for the City’s part-
time retirement payments in-lieu of participating in Social Security. Should the Council
accept the staff recommendation, staff would request proposals from both firms to
ensure the City had the best plan possible and return to Council for formal authorization.

3. Allocate $1 million of undesignated fund balance to both the Workers Compensation
Fund and the General Liability Fund. While the stability of both of these funds has
improved in the past two years, each remains significantly below their respective policy
targets. The Workers Compensation Fund is currently funded at 11% with a policy
target of 70% and the General Liability Fund stands at 14% with a policy target of 70%.
An additional contribution to speed up the recovery of these two funds will help ensure
that there are adequate funds available to address liabilities as they arise. Importantly,
this underfunding has been noted by Fitch Ratings as a concern in their most recent
review of the City and a strong statement to add additional funding will be a positive
step forward.

4. Consider seeking voter approval for a revenue measure either to support needed
capital projects or operations. Separately this evening the City Council will be
presented potential revenue measures which could be considered in order to support of
either capital improvements or ongoing operations.

Council Policy CONSIDERATION:

The City Council’s strategic planning goal of maintaining fiscal responsibility and
stability will be advanced by the commitment of these funds in line with existing fiscal
policies.

ENVIRONMENTAL ANALYSIS:

The proposed action has been determined to be exempt from the California
Environmental Quality Act (‘CEQA”) pursuant to State CEQA Guidelines Section 15061
(b)(3), the general rule that CEQA applies only to projects which have the potential for
causing an significant effect on the environment. Where it can be seen with the
certainty that there is no possibility that the activity in question may have a significant
effect on the environment, the activity is not subject to CEQA. Such is the case with the
proposed commitment of funds to the General Fund Emergency Contingency, which
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does not propose any physical changes to the environment and does not involve any
commitment to any specific project.

FISCAL IMPACT:

As discussed above and during recent budget deliberations on both the Operating and
Capital Budgets, the City is facing significant financial challenges in the form of current
and future projected pension contributions, OPEB liabilities and the need to address
significant infrastructure needs in addition to the ongoing challenges of operating a
complex municipal enterprise. The prudent financial measures outlined in this report
will help position the City to successfully address these challenges while continuing its
mission to deliver exemplary municipal services. Moreover, such proactive steps are
viewed as positive actions by the rating agencies and may prevent future credit rating
downgrades of the City’s General Fund.

Respectfully submitted,

s

Matthléw E. HAwkesworth
Director of Finance

Approved by:

S 1<

Steve Mermell
City Manager




