
cc18-043 

 

STAFF REPORT 

 

 

DATE:    March 13, 2018  

 

TO:    City Council 

 

FROM:   Tony Clark, Finance Manager 

    Michael L. Antwine II, Assistant City Manager 

   

PRESENTER:   Tony Clark, Finance Manager 

 

SUBJECT: PROPOSED ALTERNATIVES TO STRATEGICALLY PLAN FOR THE  

CITY’S UNFUNDED ACCRUED PENSION LIABILITIES   

  
 

REQUEST 

 

Consider reviewing and evaluating five (5) possible options to strategically plan for the City’s 

increasing unfunded accrued pension liabilities from the CalPERS Miscellaneous Plan, Tier 1 

Safety Plan, Tier 2 Safety Plan, and Safety Public Employee Pension Reform Act (PEPRA) Safety 

Plan, directing staff to create an Irrevocable Supplemental (115) Pension Trust and providing 

direction to staff as to which additional option(s) to pursue further research and analysis. 

 

DISCUSSION 

 
On November 28, 2017, as part of a report on the City’s $1.5 million dollar General Fund surplus 

from fiscal year 2016-2017, staff presented Council with an option to create an Internal Revenue 

Code Section 115 Irrevocable Exclusive Benefit Trust as a first step towards developing a plan to 

address the City’s unfunded accrued pension liabilities. Council directed staff to come back at a 

later date and provide additional alternatives for addressing the City’s unfunded accrued liability. 

 
To provide some historical context, the City has experience with the IRC Section 115 Irrevocable 

Exclusive Benefit Trust. In 2013, the City of Novato contracted with Public Agency Retirement 

Services (PARS) to create and manage an irrevocable trust for its Other Post-Employment Benefits 

(OPEB) unfunded accrued liability of over $3.6 million, with annual payments of over $450,000.   

 
The City made an initial contribution of $140,000, and with contributions made over the last four 

years, developed an account balance of over $1.2 million which has generated $194,242 in 

investment earnings.  These earnings have been used to augment the annual payments required for 

City retiree healthcare obligations.  

 

In an effort to illustrate a more macro level overview of the City’s pension obligations, staff has 

provided analysis to determine the total City pension liability, and total unfunded accrued liability.  

Similar to the City’s Comprehensive Annual Financial Report, CalPERS provides its annual 

financial reports in August, which reflects the prior year activity. The following data is based on 

the CalPERS report provided on 8/31/17, and reflects balances as of 6/30/16.   
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Note: Miscellaneous PEPRA Plan is consolidated in the Miscellaneous Plan 

 

The total unfunded accrued liability is currently amortized over 30 years, and is accruing 0.75% 

in interest charges.  Based on the four current 30-year amortization schedules, as part of the 

$46,378,677 total unfunded accrued liability, the City will also pay an estimated $60,346,539 in 

accrued interest as well. 

 

 

 

 

➢  Miscellaneous Plan *

o   Entry Age Normal Accrued Pension Liability  91,140,508$          

o   Market Value of Assets                      69,087,547 

o   Unfunded Accrued Liability   $          22,052,961 

➢  Tier 1 Safety Plan 

o   Entry Age Normal Accrued Pension Liability  90,115,740$          

o   Market Value of Assets                      65,887,921 

o   Unfunded Accrued Liability   $          24,227,819 

➢  Tier 2 Safety Plan 

o   Entry Age Normal Accrued Pension Liability  667,573$                

o   Market Value of Assets                            625,948 

o   Unfunded Accrued Liability   $                  41,625 

➢  PEPRA Safety Plan 

o   Entry Age Normal Accrued Pension Liability  594,265$                

o   Market Value of Assets                            537,997 

o   Unfunded Accrued Liability   $                  56,272 

Total Unfunded Accrued Liability 46,378,677            
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Annual Actual & Projected City Unfunded Accrued Liability Payments 

 

 

 

Staff has proposed five (5) potential alternatives to proactively address the City’s growing 

unfunded pension liabilities. The five (5) options ranked in order of preference are listed below:  

 

Employer Normal Cost 

Rate 

Employer 

Amorization of UAL 

Miscellaneous Plan 

FY18/19 9.02% 1,272,693$              

FY19/20 Projected 9.40% 1,560,000                

FY20/21 Projected 10.30% 1,767,000$              

Safety Tier 1 Plan 

FY18/19 18.68% 1,329,594$              

FY19/20 Projected 19.50% 1,669,000                

FY20/21 Projected 21.10% 1,929,000$              

Safety Tier 2 Plan 

FY18/19 17.61% 588$                        

FY19/20 Projected 18.40% 2,300                       

FY20/21 Projected 19.90% 5,000$                     

Safety PEPRA Plan 

FY18/19 12.14% 1,640$                     

FY19/20 Projected 12.40% 4,000                       

FY20/21 Projected 13.10% 8,100$                     

FY18/19 Payment 2,604,515.00           

FY19/20 Proj Payment 3,235,300.00           

FY20/21 Proj Payment 3,709,100.00           
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 Option 1: Irrevocable Supplemental (115) Pension Trust  

 

An irrevocable trust can only be used to reimburse the City for CalPERS contributions and 

to make payments directly to CalPERS.  The investments are governed by fiduciary rules, 

not CA Government Code, and as a result, are significantly less restrictive, offering the 

potential for higher rates of return.  

 

In addition, an irrevocable trust offers more flexibility than paying CalPERS directly.  

Specifically, the City not only decides if and when to contribute to the trust, but if and 

when to remit payment to CalPERS or to reimburse the City for a payment made to 

CalPERS as well.  

 

Funding strategies typically focus on reducing the unfunded accrual liability and stabilizing 

contribution rates.  The irrevocable trust potentially can offer a vehicle to leverage the 

City’s resources, and use market returns to augment and stabilize the increasing unfunded 

accrued pension liability. 

 

Option 2: Make Payments Directly to CalPERS 

 

There are two options when payments are made directly to CalPERS, and both must be 

considered irrevocable decisions.  

 

Option 2A: Request a shorter amortization period  

 

The unfunded accrued liability is accruing .75% interest, and based on a discount 

rate of 7.375%, is amortized over a 30 year period.  Requesting a shorter 

amortization period of either 20 years or 15 years will increase short term payments, 

but will decrease interest paid, and long term payments. 

  Option 2B: Target Specific Amortization Bases  

When targeting specific amortization bases, comprised of each negotiated contract, 

the City can designate what base, as a component to assign the one-time payment 

to.   

Paying off shorter amortization bases will result in larger contribution savings over 

a shorter period.  Paying off longer amortization bases will result in smaller 

contribution savings over a longer period.  However, paying off longer amortization 

bases will result in more interest savings.  Although a potentially effective method 

to mitigate interest payments, there is no savings guarantee with this approach as 

the larger the asset pool, the larger the volatility of gains and losses on the 

contribution.  

 

Option 3: General Fund  

 

The City can underwrite a temporary loan payable from the General Fund, and use the 

proceeds to make a one-time payment or a series of payments in installments to pay down 

each of the subsequent year’s unfunded accrued liability. 

4



5 

 

At the direction of City Council, in the event of a budget surplus, staff can allocate a 

percentage or portion of surplus funds to various City programs such as: one-time projects, 

or  the unfunded accrued liability.  

Option 4: Internal Service Fund (ISF)  

 

An internal service fund is a fund used in governmental fund accounting to track goods 

or services shifted between departments on a cost reimbursement basis.  For pensions, 

an ISF is typically used for rate stabilization and offers more flexibility in terms of the use 

of investment proceeds.   

 

The authority governing investments for municipal governments is set forth in the 

California Government Code, Sections 53600 through 53659. Adhering to these 

government codes, the City of Novato’s investment policy is directed by the goal of capital 

preservation, not appreciation.  As such, the ISF model, although flexible, may offer only 

marginal rates of returns.  

Option 5: Pension Obligation Bonds (POB) 

 

Issuing pension obligation bonds to pay down the unfunded accrued liability can offer 

interest rate arbitrage between the expected earnings on the contribution and the interest 

rate paid on the POB.  However, there is no guaranteed savings, and the additional debt 

will add leverage to the City’s fiscal position.  

 

These options could be combined to comprise a multi-faceted strategic approach to long term fiscal 

sustainability, however these options are not mutually exclusive and staff is confident that 

immediately moving forward with option 1 to fund an irrevocable trust is a prudent first step in 

addressing the City’s growing unfunded accrued pension liability.   

 

Upon direction from Council, staff will perform further due diligence and analysis, contact any 

necessary third-party consultants or firms required to develop an implementation plan which will 

be presented to the Council at a later date.    
 

 

RECOMMENDATION 

 

Staff recommends that Council select Option 1 and review and evaluate the four (4) proposed 

alternatives and provide direction as to which additional option(s) to pursue further research and 

analysis.  

 

 

ATTACHMENTS 

None 
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