City of Yuba City
Administrative Services Department

Staff Report
Date: October 17, 2006
Toz Honorable Mayor & Members of the City Coungil
From: Steven C. Kroeger, Assistant City Manager
Summary
Subject: Issuance of Pension Obligation Bonds

Recommendation: Adopt a resolution authorizing the issuance of one or mare series of pension
obligation bonds, approving the form of and authorizing the execution and
delivery of a trust agreement, and authorizing a validation action and other
matters related thereto; resulting in an estimated savings of $770,000.

Alternatives: 1) Include Miscellaneous Plan as part of bond issuance
2) Issue Capital Appreciation Pension Obligation Bonds that will provide for
more upfront savings rather than level savings over time
3) Do not issue pension obligation bonds

Fiscal Impact: Savings of approximately $770,000 over next 11 years. Actual savings will
be determined by market rates at the time of bond sale.

Synopsis

Staff is asking Council for authorization to initiate the process of issuing Pension Obligation Bonds
(POBs) through the California Statewide Communities Development Authority to refinance the City’s

existing CalPERS Safety Plan obligation of the City, providing annual cost savings of approximately
$70,000 in reduced retirement payments over the next eleven years.

Background

The City has a contract with the California Public Employees Retirement System (CalPERS) to provide

retirement benefits for all full-time sworn public safety employees (Safety Plan) and for all other full-
time employees (Miscellaneous Plan).

Pension benefits are funded by annual contributions, and “Normal Cost” is typically the annual cost of
providing benefits for the upcoming fiscal year. CalPERS actuaries use assumptions about
terminations, disabilities, deaths, retirements, wage growth, benefits and most importantly investment
return to determine Normal Cost. Actuaries assume the plans are ongoing and long-term. While
assumptions may prove to be accurate in the long run, short-term deviations from these assumptions,

especially in the investment return or wage growth, can cause substantial increases or decreases ina
plan’s future funding pattern.
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An unfunded accrued actuarial liability (‘“UAAL”) is the amount by which CalPERS is short of the
amount that will be necessary, to pay benefits already earned by current and former employees
covered by CalPERS. The actuarial formula used by CalPERS carries the accrued liability forward as
debt with an interest of 7.75%. A debt obligation bond simply replaces this existing CalPERS debt with
a lower interest rate obligation resulting in savings to the City.

Each year CalPERS evaluates the funding levels for all its member agencies and adjusts contribution
rates accordingly. Due to prior negative and low investment earnings by CalPERS in 2001 through
2003, almost all CalPERS member agencies currently have an unfunded debt or UAAL.

The City's UAAL obligations with CalPERS as of June 30, 2006 for the Safety Plan and Miscellaneous
Plan were $7,810,290 and $7,111,219, respectively. Total assets of both plans combined exceeds
$75 million.

Analysis

Safety Plan. The City's Safety Plan participates in a risk sharing pool with other safety plans.
Participation was required as of June 30, 2003 (when CalPERS set up risk sharing pools) since the
plan had less than 100 active members at that time.

When the City’s Safety Plan was pooled with other agencies, the Plan’s current UAAL was placed in
what CalPERS calls a “side fund” so that the rest of the pool would not be responsible for paying off
the City’s specific unfunded liability. Unlike other CalPERS accounts that are not pooled, the side
account is amortized at a fixed interest rate of 7.75% and has been assigned a set payment

schedule. The City's unfunded debt balance of $7,810,290 is scheduled to be amortized over the
next 11 years.

The City pays a fixed interest rate of 7.75% to CalPERS on the outstanding fund balance. This
situation provides an opportunity for the City to finance the fund balance at an interest rate lower
than 7.75%. The difference between 7.75% and the lower financing rate (e.g., 6%) would represent
annual savings to the City.

Miscellaneous Plan. The City's Miscellaneous Plan does not participate in a CalPERS risk sharing
pool due to its size (i.e., greater than 100 members as of June 30, 2003). For such plans, CalPERS
also amortizes the Plan’s UAAL over a series of years; however, a fixed interest rate is not established.
The actual annual investment return of the CalPERS program is the interest rate that is used to

calculate the Plan returns. In this instance, the City does not have the opportunity to “lock-in” savings
as is the case with the Safety Plan.

Drawing upon the example set forth in the Safety Plan analysis above, the difference between the
actual annual investment return (“return”) and a lower financing rate (e.g., 6%) would represent
annual savings to the City. As before, if the return is higher than the alternate financing rate, then

the City would “save” money. Conversely, if the return is lower than the alternate financing rate,
then the City would “lose” money.

Pension Obligation Bonds. A method of fulfilling the City's existing debt obligation to CalPERS in a
cost-effective manner is for the City to issue pension obligation bonds (“POBs”) at a lower interest rate

than the current obligation to CalPERS. This does not create a new obligation for the City, rather it
refinances an existing obligation.



It is recommended that the City issue POBs for the value of the side fund related to the Safety Plan.
Based on current market rates for POBs (at a true interest cost of 5.54%), itis anticipated that the City
will save approximately $70,000 annually over the next eleven years.

it also recommended that the City not proceed at this time with the issuance of POBs to refinance the
debt obligation of the Miscellaneous Plan. As noted, the benefit of the POBs depends upon the actual
investment return of the CalPERS program. While the average annual investment return has been
11.4% over the past 22 years, past performance is not an indicator of future results. Itis notable that
recent investment returns have varied widely — ranging from -7.2 to +16.7 in the last five years.
CalPERS has recognized that these varying returns have led to wide fluctuations in the annual pension
contribution rates of cities. In response, they have made certain policy decisions to try to “smooth”
actuarial returns. Staff would prefer to further evaluate the effect of these recent policy changes on the
Miscellaneous Plan (and its UAAL) and reconsider the option of POBs at a future date.

POB Options. The California Statewide Communities Development Authority, more commonly
known as "California Communities," is a joint powers authority sponsored by the League of
California Cities and the California State Association of Counties to provide California local
governments and private entities access to low-cost, tax-exempt financing programs. Yuba Cityis a
member of California Communities.

Last year, California Communities worked in conjunction with the League of California Cities to set-
up a POB pool program to assist smaller agencies in their efforts to issue debt to pay for unfunded
pension costs. lssuing POBs through California Communities is beneficial because the costs are
lower than issuing alone, documentation is standardized and the overall process is very efficient.
For the current issue, California Communities anticipates an overall issue of over $100 million in
aggregate from all participating agencies. A list of agencies that participated in previous California
Communities POB issues is attached (Attachment C).

Staff contacted California Communities regarding the program, and they provided POB cost savings
estimates specific to Yuba City (Attachment B). This work was done at no charge and with no
obligation. The estimated savings based upon a traditional POB issue is $770,000. Actual savings
will depend upon market rates at the time of bond issuance.

California Communities also offers a POB structuring option that will provide more “upfront savings”
to the City (referred to as Capital Appreciation Bonds). Since this option defers principal payments
and results in lower overall savings, it is not the recommended option. Nonetheless, the analysis
provided by California Communities is included as an attachment to this staff report in case the
Council has an interest in exploring this option.

Fiscal Impact

Refinancing the current safety unfunded liability will result in a total savings of approximately
$770,000 over the next 11 years. This savings will benefit the general fund.

(If the City were to issue Capital Appreciation Bonds, which provide for more “upfront savings,” the
total savings is estimated to be $520,000.)



Next Steps

To move forward with the issuance of POBs through California Communities, the City Council will need
to adopt the attached resolution (Attachment A). The resolution authorizes the issuance of POBs and
calls for the filing of a validation action in Superior Court. The validation action is necessary to allow
for the issuance of bonds representing a refunding of the existing liability as an obligation statutorily
required by law. The resolution authorizes the City Manager, Assistant City Manager and Finance
Officer to sign financing documentation in connection with the issuance of the POBs. The resolution
also appoints the law firm of Orrick, Herrington & Sutcliffe as bond counsel to the City and
authorizes the sale of the bonds to California Communities.

Copies of the referenced trust agreement and purchase agreement are on file with the City Clerk's

office. If you prefer to have a personal copy, please let staff know and we will certainly provide one
to you.

Conclusion

Based on the foregoing, staff recommends that the City Council initiate the process to issue Pension
Obligation Bonds through the California Statewide Communities Development Authority to refinance
the City's existing CalPERS Safety Plan unfunded debt obligation.

Attachments: A) Resolution authorizing the issuance of POBs

B) Letter from RBC Capital Markets outlining estimated POB savings for
the City’s Safety Plan

C) California Communities POB Program: list of previously participating
agencies

On File With City Clerk: 1) Trust Agreement
2) Purchase Agreement



RESOLUTIONNO.

RESOLUTION OF THE CITY COUNCIL OF THE CITY OF YUBA CITY
AUTHORIZING THE ISSUANCE OF ONE OR MORE SERIES OF
PENSION OBLIGATION BONDS, APPROVING THE FORM OF AND
AUTHORIZING THE EXECUTION AND DELIVERY OF A TRUST
AGREEMENT AND A PURCHASE AGREEMENT, AND AUTHORIZING
A VALIDATION ACTION AND OTHER MATTERS RELATING
THERETO

WHEREAS, the legislative body (the “Legislative Body”) of the City of Yuba
City (the “Local Agency”) adopted a retirement plan pursuant to the Public Employees’
Retirement Law, commencing with Section 20000 of the Government Code of the State of
California, as amended (the “Retirement Law™); and

WHEREAS, the Retirement Law obligates the Local Agency to (1) make annual
contributions to the California Public Employees’ Retirement System (the “System”), to fund
pension benefits for its employees, (2) amortize the unfunded accrued actuarial liability with

respect to such pension benefits, and (3) appropriate funds for the purposes described in (1) and
(2); and

WHEREAS, the obligation of the Local Agency to pay its unfunded accrued
actuarial liability to the System ( the “Pension Obligation”) is evidenced by a contract dated

between the Local Agency and the System, as heretofore and hereafter
amended from time to time (collectively, the “PERS Contract”); and

WHEREAS, the Local Agency desires to issue bonds (the “Pension Obligation
Bonds”) in an aggregate principal amount not to exceed the Pension Obligation, plus an
additional amount to pay costs of issuance of the Pension Obligation Bonds, for the purpose of
refunding the PERS Contract and thereby providing funds to the System in payment of all or part
of the Pension Obligation and to authorize the issuance of additional bonds in the future from
time to time for the purpose of paying the obligations of the Local Agency to the System
required pursuant to the Retirement Law, including (i) all or a portion of the unfunded accrued
actuarial liability of the Local Agency remaining unpaid on the date of issuance of such

additional bonds and (ii) refunding the Pension Obligation Bonds or additional series of bonds;
and

WHEREAS, there is on file with the Legislative Body the proposed form of Trust
Agreement (the “Trust Agreement”) to be entered into between the Local Agency and Wells
Fargo Bank, National Association, as trustee (the “Trustee™), relating to the Pension Obligation
Bonds, including the forms of Bonds attached thereto as an exhibit.

WHEREAS, there is on file with the Legislative Body the proposed form of
Purchase Agreement (the “Purchase Agreement”) to be entered into between the Local Agency
and the California Statewide Communities Development Authority, as pool bond issuer (the
“Pool Bond Issuer™), relating to the Pension Obligation Bonds.



NOW, THEREFORE, THE CITY COUNCIL OF THE CITY OF YUBA CITY
DOES HEREBY RESOLVE:

Section 1. This Legislative Body hereby finds and declares that the issuance of
the Pension Obligation Bonds to refund the Pension Obligation, and the other actions
contemplated by this Resolution are in the best interests of the Local Agency and are anticipated
to result in savings based on current actuarial assumptions.

Section 2. This Legislative Body hereby authorizes and approves the
issuance of the Pension Obligation Bonds and hereby authorizes and directs the City
Manager to execute the Pension Obligation Bonds, and to cause the Pension Obligation
Bonds to be authenticated and delivered in accordance with the Trust Agreement. The
Pension Obligation Bonds shall be in substantially the forms attached to the Trust
Agreement, with such changes therein, deletions therefrom and additions thereto as the
City Manager shall approve, such approval to be conclusively evidenced by the execution
and delivery of the Pension Obligation Bonds; the Pension Obligation Bonds may be
issued as either current interest fixed rate bonds or capital appreciation bonds or a
combination thereof, and may be issued in a single series or in two or more series, at one
time or from time to time, provided, however, that the aggregate initial principal amount
of the Pension Obligation Bonds shall not exceed the amount of the Pension Obligation
(as confirmed by the System or the Local Agency’s actuary) remaining unpaid on the
date of issuance of the Pension Obligation Bonds, plus an additional amount to pay costs
of issuance of the Pension Obligation Bonds, original issue discount, and underwriter’s
discount on the Pension Obligation Bonds (such underwriter’s discount, excluding
original issue discount, not to exceed one percent (1%) of the aggregate principal amount
of the Pension Obligation Bonds; the maximum interest rate on each series of the Pension
Obligation Bonds shall not exceed six and one-half percent (6.5%) per annum; and the
Pension Obligation Bonds shall mature not later than thirty (30) years following their
date of issuance. The Pension Obligation Bonds shall constitute an obligation imposed
by law, pursuant to the Constitution of the State of California and the Retirement Law
and an obligation of the Local Agency not limited as to payment from any special source
of funds. The Pension Obligation Bonds shall not, however, constitute an obligation of
the Local Agency for which the Local Agency is obligated to levy or pledge any form of
taxation or for which the Local Agency has levied or pledged any form of taxation.

Section 3. The proposed form of Trust Agreement, between the Local
Agency and the Trustee, on file with the City Clerk, is hereby approved. The City
Manager, the Assistant City Manager and the Finance Officer (the “Authorized
Representatives”) are each hereby authorized and directed, severally, or any such
officer’s designee, for and on behalf of the Local Agency, to execute and deliver the
Trust Agreement, substantially in the form on file with the City Clerk, with such changes
therein, deletions therefrom and additions thereto (including, but not limited to changes,
deletions and additions as may be required by a municipal bond insurer) as such
Authorized Representative shall approve, such approval to be conclusively evidenced by
the execution and delivery of the Trust Agreement. Pursuant to the terms of the Trust
Agreement, the Legislative Body hereby approves the issuance of additional series of
bonds in the future from time to time (which additional series of bonds may be current
interest fixed rate bonds, listed securities, capital appreciation bonds, index bonds,
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auction rate securities, variable rate bonds or tender option bonds) pursuant to
supplemental trust agreements to be approved by this Legislative Body, subject to the
limitations contained in the Trust Agreement presented to this meeting, for the purpose of
refunding the Pension Obligation Bonds or any additional series of bonds from time to
time issued pursuant to a supplemental trust agreement or for the purpose of paying the
obligations of the Local Agency to the System required pursuant to the Retirement Law,
including all or a portion of the unfunded accrued actuarial liability of the Local Agency
remaining unpaid on the date of issuance of such additional series of bonds.

Section 4. The proposed form of Purchase Agreement, between the Local
Agency and the Trustee, on file with the City Clerk, is hereby approved. The Authorized
Representatives are each hereby authorized and directed, severally, or any such officer’s
designee, for and on behalf of the Local Agency, to execute and deliver the Purchase
Agreement, substantially in the form on file with the City Clerk, with such changes
therein, deletions therefrom and additions thereto as such Authorized Representative shall

approve, such approval to be conclusively evidenced by the execution and delivery of the
Purchase Agreement.

Section 5. If an Authorized Representative determines that it will be
advantageous to the Local Agency to purchase municipal bond insurance or secure other
credit or liquidity enhancement with respect to some or all of the Pension Obligation

Bonds, such Authorized Representative or his designee is hereby authorized to do so at
market rates.

Section 6. This Legislative Body hereby designates Orrick, Herrington &
Sutcliffe LLP (“Orrick™), as bond counsel for the Pension Obligation Bonds, with bond
counsel services to consist of and be limited to rendering an opinion on the validity of the
Pension Obligation Bonds, the preparation of documents providing for the issuance of the
Pension Obligation Bonds and the validation action relating to the Pension Obligation
Bonds. This Legislative Body hereby agrees to compensate Orrick in the amount of
$7,500 to cover a portion of the cost of the validation action (plus court filing fees and
publication costs if paid by Orrick), such amount to be paid from proceeds of the Pension
Obligation Bonds, or if the Local Agency does not for any reason (including, without
limitation, a challenge to the validation action) issue Pension Obligation Bonds during
the 2006-2007 Fiscal Year, from any available funds of the Local Agency. In the event
the Pension Obligation Bonds are issued for purchase by the Pool Bond Issuer, all other
fees and expenses of Orrick shall be the responsibility of the Pool Bond Issuer to be paid
from proceeds of bonds (the “Pool Bonds”) issued by the Pool Bond Issuer to purchase
the Local Agency’s Pension Obligation Bonds. If the Local Agency issues Pension
Obligation Bonds in reliance on the validation and other than for purchase by the Pool
Bond Issuer and substitutes a firm other than Orrick as bond counsel, the Legislative
Body hereby agrees to compensate Orrick an additional $7,500 to more clearly
approximate its true fees and costs associated with the validation action, such amount to
be paid from proceeds of the Pension Obligation Bonds or from any available funds.
This Legislative Body hereby acknowledges and consents to and waives any conflict
arising from the appointment of Orrick also as bond counsel and issuer counsel to the
Pool Bond Issuer in connection with the Pool Bonds.



Section 7. The Authorized Representatives of the Local Agency are, and
each of them hereby is, authorized and directed to do any and all things, including
bringing a validation action under Section 860 of the California Code of Civil Procedure,
and to take any and all actions (including any required publications of summons or other
notice) and execute and deliver any and all documents which they or any of them deem
necessary or advisable in order to consummate the transactions contemplated by this
Resolution and the Trust Agreement and otherwise to carry out, give effect to and comply
with the terms and intent of this Resolution, the Trust Agreement and the Purchase
Agreement, including supplying information for and approving any portion of any
official statement or any future continuing disclosure for the Pool Bonds pertaining to the
Local Agency and approving any bond purchase agreement between the Pool Bond Issuer
and the underwriter of the Pool Bonds, including any representations, warranties or
covenants of the Local Agency contained therein.

Section 8. Effective Date. This Resolution shall take effect from and after the date of its

passage and adoption.

The foregoing Resolution was duly and regularly introduced, passed, and adopted by the City
Council of the City of Yuba City at a regular meeting thereof held on the 17th day of October,

2006.

AYES:

NOES:

ABSENT:

Attest:

Mayor

City Clerk



Attachment B
October 10, 2006

Steven C, Kroeger

Assistant City Manager

Director of Administrative Services
City of Yuba City

1201 Civic Center Blvd.

Yuba City, CA 95993

Dear Steven:

As requested, we have completed a preliminary analysis of the potential savings resulting from Yuba City’s
participation in a California Statewide Communities Development Authority (“California Communities™) Pension
Obligation Bond ("POB") pooled financing based on the recently available 6/30/04 CalPERS Actuarial Valuation
numbers and given amortizations. The estimated savings are detailed on the attached pages. The analysis includes a
review of the City’s Safety Plan and we have incorporated the following assumptions:

POB Financing Assumptions

Safety Plan
Unfunded Accrued Actuarial Liability ("UAAL") (as of 6/30/08): $7,810,096
Assumed Amortization Period for UAAL and Bonds: 11 years
Assumed Eamings Rate on Proceeds Invested in the System: 7.75%
Assumed Payroll Growth Rate: 3.25%
True Interest Cost of Pension Obligation Bonds (as of 10/10/086): 5.54% (CIBs)

5.63% (CABs)

Level savings (CIBs)
Upfront savings (CABs)

Savings Structure:

This analysis shows the savings generated from pension bonds compared to the amortization of the City’s UAALs as
indicated in the City’s most recent (6/30/04) CalPERS valuation reports. We have assumed the 6/30/06 UAALs
provided us in the reports and then rolled forward to the assumed bond issuance date in December 2006. The analysis
includes two structure options for the City’s consideration: 1) a level savings scenario utilizing current interest bonds
(CIBs) to allocate level savings to the City over the duration of the financing or 2) an upfront savings scenario using
capital appreciation bonds (CABs) to allow the City to realize savings in the near term. The detailed annual savings can
be found on page 3 of each attached file for the different scenarios. As with all refunding analyses, the results will
change as a result of change in market interest rates or any of the above assumptions. Please also note that the City
locks-in the savings from its Safety Plan, which is part of a Risk Sharing Pool, based on CalPERS current practice of
depositing pension bond contributions into a “Side Fund” that is credited with earnings of 7.75% annually. Any
investment returns above or below this level are consolidated into the Risk Sharing Pool UAAL rather than the City’s
Side Fund. Should CalPERS modify this practice, the savings could change based on actual CalPERS returns and other
factors. Based on the above assumptions, the savings resulting from a POB sale in the current market are as follows:

POB Savings Summary

Safety Plan

Level Savings Upfront Savings
Present Value Savings ($) $743,308 $695,758
Present Value Savings (%) 9.26% B.66%
Total Gross Savings §770,279 $521,125
Avg. Annual Savings FY0B6-07 to Maturity $70,025 §47 375

Gross Savings FY06-07 $68,436 $498,775




Please do not hesitate to call with any questions about the financing assumptions or results. 1 look forward to discussing
this with you in more detail and working with you,

Very truly yours,
Randy S. Merritt, Vice President

RBC Capital Markets
213-362-4119
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SOURCES AND USES OF FUNDS

California Statewide Community Development Auth.
Yuba City (Safety, Level Savings)

Dated Date 06/29/2006
Delivery Date 06/29/2006
Sources:
Bond Proceeds:
Par Amount 8,030,000.00
8.030,000.00
Uses:
Refunding Escrow Deposits:
PV cost of cashilows 7.810,290.30
Delivery Date Expenses:
Cost of Issuance 75,760.00
Underwriter's Discount 98,300.00
Bond Insurance @ 40bps 43,605.48
217,665.48
Other Uses of Funds:
Additional Proceeds 2,044.22
8,030,000.00

Notes:
'PV cost of cashflows' represents the 6/30/2006 rolled forward UAAL
as reported in the 6/30/2004 CalPERS Actuarial Valuation report.
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SUMMARY OF REFUNDING RESULTS

California Statewide Community Development Auth.
Yuba City (Safety, Level Savings)

Dated Date 06/29/2006
Delivery Date 06/29/2006
Arbitrage yield 5.315598%
Escrow yield 7.605395%
Bond Par Amount 8,030,000.00
True Interest Cost 5.540693%
Net Interest Cost 5.397393%
Average Coupon 5.218732%
Average Life 6.852
PV of prior debt 1o 06/29/2006 @ 5.315598% 8,754,638.97
Net PV Savings 743,307.65

Percentage savings of refunding bonds 9.256633%







