
PREPARED BY: ARN ANDREWS 
ASSISTANT TOWN MANAGER 

Reviewed by:  Town Manager, Finance Director, and Town Attorney 

110 E. Main Street Los Gatos, CA 95030 ● 408-354-6832 
www.losgatosca.gov 

TOWN OF LOS GATOS   

FINANCE COMMITTEE REPORT 

MEETING DATE: 06/17/2019 

ITEM NO:  3 

ITEM NO: 11 

DATE: JUNE 10, 2019 

TO: COUNCIL FINANCE COMMITTEE 

FROM: LAUREL PREVETTI, TOWN MANAGER 

SUBJECT: REVIEW AND PROVIDE DIRECTION ON ADDITIONAL DISCRETIONARY 
PAYMENT STRATEGIES 

RECOMMENDATION: 

Review and provide direction on additional discretionary payment strategies. 

BACKGROUND: 

Based on direction from the Town Council and Town Pension and Other Post-Employment 
Benefits (OPEB) Trusts Oversight Committee (Pension/OPEB Committee), staff presented a report 
to the Town Pension and OPEB Trusts Oversight Committee on March 5, 2019 entitled “Review 
and Provide Direction on Additional Discretionary Payment (ADP) Strategies” (Attachment 1).   
The ADP strategies are intended to reduce unfunded Pension and OPEB obligations.  The staff 
report provided high level informational material about the three primary types of ADP 
strategies available:  (1) long-term capital accumulation and appreciation, (2) pension 
contribution management, and (3) direct payments to CalPERS.  The report concluded that to 
date, the primary strategies utilized by the Town have been the prefunding of OPEB obligations 
and ADPs provided to PARS for long-term capital accumulation and appreciation of the Town’s 
pension assets.   

On June 4, 2019 the Town Council adopted the FY 2019/20 Operating Budget which among other 
items identified an additional $3.2 million allocation to reducing either outstanding OPEB or 
pension unfunded obligations.  Also on June 4, 2019, the Town Pension and OPEB Trusts 
Oversight Committee held its quarterly meeting.  As with past meetings, both bodies expressed  
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BACKGROUND (Continued): 

an interest in the Town Finance Committee reviewing previous guidance for the exclusive 
allocation of ADPs to the PARS 115 Pension Trust and analyzing alternative allocation 
approaches.  In addition, there have been recent discussions regarding the appropriateness of 
the current asset allocations for both the OPEB and Pension Trusts.  The Town Council and the 
Pension/OPEB Committee would also like the Finance Committee to review previous asset 
allocation decisions and report back to both bodies.   

DISCUSSION: 

The following report is intended to be informational and summarize previous data, analysis, and 
Committee decisions regarding the allocation of ADPs and pension/OPEB plan asset allocations.  
Based on the Finance Committee’s deliberations, staff will return at the August Committee 
meeting with more detailed analysis based on the Committee’s direction.  If in August the 
Committee is ready to make a recommendation to the Town Council, the topic would be 
scheduled in coordination with the Mayor as is the Town’s practice.  Assuming a September 
Town Council discussion, this would align well with the anticipated availability of the actuarial 
valuations update and year end performance reports for both the pension and OPEB plans. 

The Town has four primary vessels for receiving additional discretionary payments which include: 
Town OPEB 115 Trust, CalPERS Town Miscellaneous Plan and Safety Plan, and Town Pension 115 
Trust.  The following summaries will outline the advantages and disadvantages associated with 
each one of those vehicles. 

Town OPEB 115 Trust 

The Town’s retiree healthcare plan is an Internal Revenue Code Section 115 Trust which is 
administered by the Town Pension and OPEB Trusts Oversight Committee.  The Oversight 
Committee is responsible for the management and control of the healthcare assets.  In 2009, the 
Town Council approved a Finance Department recommendation to initiate a ten-year phase in of 
pre-funding future OPEB obligations.  Prior to 2009, the Town like most other cities, followed the 
generally accepted government accounting principle of paying OPEB benefits on a “pay as you 
go” basis.  The Finance Department recommendation also included participating in the CalPERS 
managed California Employers’ Retiree Benefit Trust (CERBT) Fund.  As the table below 
illustrates, as of July 31, 2018 the Town pre-funded $12,360,000 since the Trust Fund was 
established.  In addition, the Town’s investment in CERBT Strategy 1 has earned approximately 
$4.2 million in investment earnings with an average annualized rate of return of 8.33%.  
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DISCUSSION (Continued): 

Account summary as of July 31, 2018 (Source: CalPERS Annual Review)  

Initial contribution (6/29/2009) $400,000 

Additional contributions $11,960,000 

Disbursements ($0) 

CERBT expenses ($53,431) 

Investment earnings $4,212,256 

Total market value of assets $16,518,825 

Average annualized internal rate of return (6/29/2009-7/31/2018) 8.33% 

CalPERS CERBT Asset Allocation Strategies 

The California Employers’ Retiree Benefit Trust (CERBT) provides multiple options for investment 
of the Town’s retiree healthcare assets.  The CalPERS managed CERBT provides three distinct 
asset allocations.  Each asset allocation has varying degrees of exposure to equity, fixed income, 
Treasury Inflation Protected Securities (TIPS), Real Estate Investment Trusts (REITs), and 
commodities.  Following are the three asset allocations:  

2018 Asset Allocation Targets 

Strategy 1 Strategy 2 Strategy 3 

2018 2018 2018 

Global Equity 59% 40% 22% 

Fixed Income 25% 43% 50% 

Global Real Estate (REITs) 8% 8% 8% 

Treasury Inflation Protected Securities (TIPS) 5% 5% 16% 

Commodities 3% 4% 5% 
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DISCUSSION (Continued): 
 
The three investment options represent varying degrees of investment risk/return profiles.  As 
the table below illustrates, a reduction in equity exposure correlates to a reduction in long-term 
expected returns and a reduction in the variability of those returns as expressed by standard 
deviation.   
 

2018 Asset Allocation Strategies 

Strategy 1 Strategy 2 Strategy 3 

2018 2018 2018 

Expected Long Term Annualized 

Rate of Investment Return 
7.59% 7.01% 6.22% 

Discount Rate 

Determined by 

Actuary 

(Currently 6.75%) 

Determined by 

Actuary 

(Currently 6.75%) 

Determined by 

Actuary 

(Currently 6.75%) 

Standard Deviation of Expected 

Investment Returns 
 11.83% 9.24% 7.28% 

 
OPEB Funding Status 
 
Since the initial $400,000 prefunding in 2009, the OPEB funded status has grown steadily due to 
the additional contributions and investment earnings.  Based on the June 30, 2017 Retiree 
Healthcare Plan Actuarial Valuation performed by Bartel Associates, the funded status of the plan 
has grown to 55%.   
 

Valuation Date Total OPEB Liability 
Actuarial Value of 

Assets 
Funded Status 

6/30/2013 $19,211,000 $4,866,000 25% 

6/30/2015 $20,977,000 $8,238,000 39% 

6/30/2017 $24,773,000 $13,605,000 55% 

Projected 6/30/2018 $26,390,000 $16,148,000 61.2% 

Source: Bartel Associates Actuarial Valuations 
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DISCUSSION (Continued): 

It is important to note that during the development of the 2017 actuarial valuation, the Oversight 
Committee elected to lower the discount rate from 7.25% to 6.75%.  In addition, since the 
development of the 2017 actuarial valuation, the Town’s bargaining groups and Management 
and Confidential employees agreed to eliminate the current retiree healthcare benefit 
prospectively for new employees.  During labor negotiations, staff asked Bartel Associates to 
perform a preliminary review of what the implications may be for the funding status and 
potential funded status if ADPs were allocated to the OPEB plan.  Provided below is a summary of 
the preliminary data: 

2018 Asset Allocation Strategies 

& Discount Rates 

(Amounts in 000’s) 

CERBT 
Strategy1 

CERBT 
Strategy 2 

CERBT 
Strategy 3 

6.75% 6.25% 5.50% 

Actuarial Accrued Liability (AAL) $26,390 $28,020 $30,785 

Market Value of Assets (MVA) 16,277 16,277 16,277 

Unfunded AAL (UAAL) 10,113 11,743 14,508 

Funded Percentage 61.7% 58.1% 52.9% 

$ Amount Needed for 80% Funded % $4,835 $6,139 $8,351 

OPEB Trust ADP Advantages 

• Multiple asset allocation options

• Control over asset allocation

• Control over discount rate/assumed rate of return

• Control over amortization period

• Immediate unfunded actuarial accrued liability (UAAL) and contribution impact

• Less UAAL interest cost

• Reduces accounting net pension liability

OPEB Trust ADP Disadvantages 

• Market timing risk

• Assets restricted to OPEB benefits
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DISCUSSION (Continued): 
 
CalPERS Town Miscellaneous and Safety Plans 
 
The Town’s pension plans are administered by the Board of Administration of the California 
Public Employees’ Retirement System (CalPERS).   In addition, the Board has exclusive control of 
the administration and investment of funds.  The Miscellaneous Plan is administered by CalPERS 
and invested in the Public Employees’ Retirement Fund (PERF A).  Sworn employees are covered 
under the Safety Plan which is a pooled cost-sharing plan and invested in PERF C.  According to 
the 2017 Annual Valuations provided by CalPERS, the Miscellaneous Plan and Safety Plan had 
$69.5 million and $62.5 million calculated Market Value of Assets, respectively.  According to 
CalPERS, 59 cents of every dollar paid out of the PERF fund has historically been from investment 
returns.   
 
CalPERS Public Employees Retirement Fund (PERF) Asset Allocation 
 
The PERF was established by statute in 1931 and provides retirement, death and disability 
benefits to members of its participating employers, which include the State of California, non-
teaching, non-certified employees in schools, and various other public agencies.  The benefits 
options for the public agencies are established by statute and voluntarily selected by contract 
with the system in accordance with the provisions of the Public Employees' Retirement Law.  
 
In December 2017, the CalPERS Board voted on the asset allocation of the PERF's investment 
portfolio for the next four years.  The Board examined four potential portfolios and their impact 
on the PERF.  Each portfolio represented different distributions of assets based on varying rates 
of expected return and risk of volatility.  The Board selected the portfolio with expected volatility 
of 11.4 percent and a return of 7.0 percent, which aligns with the December 2016 decision to 
lower the discount rate to 7.0 percent over three years.  The following tables provide the PERF 
investment returns for the 12-month period that ended June 30, 2018, as well as five-year, ten-
year, and twenty-year periods since inception. 
 

 
The current asset allocation is provided in the next table. 
 
 
 

CalPERS  
Investment 

Return 
2018 5 Years 

 
10 Years 

 
20 Years 

PERF 
Since Inception 

(1988) 

 8.6% 8.1% 5.6% 6.1% 8.4% 
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DISCUSSION (Continued): 
 

2018 PERF Asset Allocation Targets 

 
 

PERF A 

 
 

PERF C 

2018 2018 

Global Equity 49%  49%  

Private Equity 8%  8%  

Global Debt Securities 22%  22%  

Real Assets 12%  12%  

Liquidity 3%  4%  

Inflation 6% 6% 

 
Miscellaneous and Safety Pension Plan Funding Status 
 
As of June 30, 2017, the funded status of the PERF was 70.1 percent.  The funded status as of 
June 30, 2018, is estimated to be approximately 71.0 percent.  PERF funded status values were 
calculated using a 7.00 percent discount rate.  In December 2016, the CalPERS board voted to 
lower the discount rate from 7.5 percent to 7.0 percent.  Also in February 2018, the CalPERS 
Board voted to shorten the period over which actuarial gains and losses are amortized from 30 to 
20 years.  The table below illustrates the funding history for both the Town’s Miscellaneous and 
Safety Plans. 
 

Pension Plan 
Valuation Date 

6/30/11 
Valuation Date 

6/3014 
Valuation Date 

6/30/17 

Miscellaneous 72.6% 76.2% 69.6% 

Safety 71.7% 82.2% 73.9% 
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DISCUSSION (Continued): 

Provided below is the schedule of amortization bases for the Miscellaneous Plan as of June 30, 
2017.  Similar to the early analysis performed on the OPEB Plan by Bartel Associates, if the 
Finance Committee were interested, staff could ask Bartel Associates to run scenarios which 
illustrate the effects on contribution rates and funding status for paying down/off varying 
amortization bases.  

Miscellaneous and Safety Pension Plan ADP Advantages 

• Immediate UAL and contribution impact

• Can elect shorter amortization (Fresh Start)

• Can elect to pay specific amortization bases

• Less UAL interest cost

Miscellaneous and Safety Pension Plan ADP Disadvantages 

• Single asset allocation option

• No control over discount rate/assumed rate of return

• Market timing risk

• Assets restricted to pension benefits

• No current benefit to accounting net pension liability

• Pooled liability risk with Safety Plan

Town Pension 115 Trust 

On August 15, 2017, Town Council approved Public Agency Retirement Services (PARS) as the 
administrator of the Town’s Section 115 Pension Trust.  The 115 Pension Trust acts as an 
additional investment vehicle for the overall funding of pension liabilities associated with the  
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DISCUSSION (Continued): 
 
Town’s Miscellaneous and Safety Pension Plans (the “Pension Plans”).  The 115 Pension Trust 
provides the Town with flexibility in a variety of ways, including making lump sum payments 
directly to CalPERS and augmenting budget stability by using trust assets to defray pension costs 
in future years.  In addition, the 115 Pension Trust can be utilized to either mimic or alter the 
risk/reward profile of assets currently invested with CalPERS.   
 
On December 4, 2017, the Council Finance Committee recommended to invest in the PARS 
Capital Appreciation Index Plus.  PARS utilizes the services of Highmark Capital for the 
management of the 115 assets.  In addition, the Committee recommended that assets placed in 
the 115 Pension Trust be dollar cost averaged over the next year to mitigate risks associated with 
a single market entry point.  On December 19, 2017, the Town Pension and OPEB Trusts 
Oversight Committee affirmed the Committee recommendations.   
 
Asset Allocation Strategies 
 
Highmark Capital Management currently provides the 115 Pension Trust with five different asset 
allocation options.  Each asset allocation has varying degrees of exposure to equity, fixed income, 
and cash.  The five asset allocations are intended to provide the Pension Plans with five distinct 
risk/reward profiles.  The following are the equity exposures and investment objectives for the 
asset allocations provided by PARS: 
 

PARS Strategy Investment Objective Equity 
Allocation 

Fixed 
 Income Cash 

Capital 

Appreciation 

Provide growth of principal and 

income 
65-85% 

 

10-30% 

 

0-20% 

Balanced 
Provide growth of principal and 

income 
50-70% 

 

30-50% 

 

0-20% 

Moderate 
Provide growth of principal and 

income 
40-60% 

 

40-60% 

 

0-20% 

Moderately 

Conservative 

Provide current income and 

moderate capital appreciation 
20-40% 

 

50-80% 

 

0-20% 

Conservative 
Provide a consistent level of inflation-

protected income over the long-term 
5-20% 

 

60-95% 

 

0-20% 
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DISCUSSION (Continued): 
 
The asset allocation for the PARS Capital Appreciation Index Plus portfolio as of April 30, 2019 is 
provided below. 
 

PARS Strategy Equity  
Allocation 

Fixed 
 Income Cash 

Capital Appreciation 76% 
 

22% 
 

2% 

 
For the period ending April 30, 2019 the investment returns for the PARS Capital Appreciation 
Index Plus portfolio are provided below with an expected standard deviation of 11.85%. 
 

PARS Strategy 
1 Month 3 Month 1 Year* 

Capital Appreciation 2.37%% 
 

5.99% 
 

6.79% 

*Plans Inception Date 3/20/2018 

 
PARS Funding Status 
 
In March 2018 the initial $300,000 was deposited into the PARS account with additional 
$300,000 deposits programmed monthly for a current total of $4.4 million in assets as of April 
30, 2019.   
 
PARS Pension Trust ADP Advantages 

• Actuarial equivalence with CalPERS for interest savings if assumed rate of return achieved 

• Multiple asset allocation options 

• Control over asset allocation 

• Assets can be used to pay CalPERS directly or reimburse the Town for CalPERS 
contributions 

 
PARS Pension ADP Disadvantages 

• Market Timing Risk 

• Assets Restricted to Pension Benefits 

• No Current Benefit to Accounting Net Pension Liability 
 

 
 
 



PAGE 11 OF 11 
SUBJECT: REVIEW AND PROVIDE DIRECTION ON ADDITIONAL DISCRETIONARY PAYMENT 

STRATEGIES 
DATE: JUNE 10, 2019 

N:\MGR\AdminWorkFiles\Council Committee - FINANCE\2019\6-17-2019\03 ADP\Staff Report - ADP.docx           

CONCLUSION: 

Staff looks forward to the discussion with the Committee and its direction on next steps 

ATTACHMENT: 
1. Public Comment
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