Peralta Community College District

333 East Eighth Street ¢ Oakland, California 94606 » (510) 466-7200

Office of Finance and Administration

Memorandum
To: Dr. Wise Allen, Chancellor

From: Ronald Gerhard, Vice Chancello

Date: March 27, 2012

Subject: Budget Update

Budget Update

On March 13, 2012, the Department of Finance released its monthly projections showing State tax receipts for
the month of February lagged the Governor’s revised January forecast by $22 million. Year-to-date projections
show total revenues are now running $676 million below forecast. Lastly, the State unemployment rate fell .3%
to 10.9%. Over the last year, the unemployment rate has fallen by approximately 1.2%. We are eagerly looking
to the Governor’s May revise to gain insights on how the State plans to handle any budgetary shortfallsl

attributed to this fiscal year.

Attached are budget variance reports for all District funds for the period ending March 26, 2012. We are
approximately 67% through the fiscal year; the District continues to spend within budget targets for all funds.

Bond Refunding

We continue to proceed with the general obligation bond refunding that was approved by the Board of Trustees.
Last week we received our ratings from both Standard & Poor (S&P) and Moody’s Investor Services. From
Standard and Poor, the District received an AA- long-term rating with a negative outlook. The supporting
rational provided include recognition of the strong tax base in the local economy, maintenance of good financial
position during the most recent fiscal years and continued strong demand for educational services. The negative
outlook is mostly attributed to the District’s warning status with the accrediting commission. Moody’s Investor
Services has assigned their AA3 rating citing many of the same strengths and concerns as Standard and Poor.

These ratings are attached for your review.

Berkeley City College College of Alameda Laney College Merritt College
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Summary:

Peralta Community College District, California;

Long Term Rating AA-/Negative Mew

Peralta Comnty CoH Dist GO
Unenhanced Rating AA4{SPUR)/Negative Affirmed

Peralta Comaty Coll Dist OPEB
Unenhanced Aating A AHSPURl/Negative Affirmed

Rationale

Standard & Poor's Ratings Services assigned its 'AA-' long-term rating to Peralta Community Coliege District,
Calif.'s series 2012 general obligation {GO) refunding bonds. At the same time, Standard & Poor's affirmed its
'AA-' long-term and underlying rating (SPUR) on the district’s outstanding GO bonds and 'A+' long-term rating and
SPUR on the district’s pension obligation bonds outstanding. The outlook on all bonds is negative.

The rating reflects our view of the district’s:

o Strong underlying local economy situated in Alameda County, with full participation in the greater San Francisco
Bay Area economy and strong income indicators;

s Continued demand for the district’s educational services, which is partly due to the recent ecoromic downrturn;
and

e Maintenance of a good financial position during the past three fiscal years as evidenced by strong reserve levels in
recent years.

Offsetting these foregoing strengths, in our view, are cuts in state funding that have prompted the district to reduce
expenditures through cuts in services and staffing Jevels.

Unlimited ad valorem taxes levied on taxable property within the district secure the outstanding GO bonds. The
Alameda County Board of Supervisors has the power and obligation to levy these taxes at the request of the district

for the bonds' repayment. The county is required to deposit such taxes, when collected, into the bonds' debt service
fund.

Located in Alameda County, the district encompasses roughly 78 square miles, including the cities of Alameda,
Albany, Qakland, Berkeley, Emeryville, and Piedmont. Incomes levels for the district's residents are very strong in
our view: The median household effective buying income is 134% of the national level, which, in our opinion, is
partly due to the district's participation in the strong and diverse regional Bay Area economy. Similarly, the district's
assessed value (AV) has experienced what we consider strong growth during the past five fiscal years, rising at an
average annual rate of 4.5% from 2007 to 2011, The district's AV experienced a modest 0.5% increase in fiscal

Standard & Poors | RatingsDirect on the Global Credit Portal | March 15, 2012 2



Summary: Peralta Community College District, California; General Obligation

2012, bringing the district's AV per capita up to roughly $113,000 per capita in fiscal 2012, which we consider
extremely strong.

Demand for the district's educational services remains strong, in our opinion, given the recent economic downturn;
the district has historically kept enrollment at or above the state-funded cap. In fiscal 2010, the district maintained
enroliment at 22,160 full-time equivalent students {FTES), which is 3,150 FTES above the state-funded cap. This
fiscal year represented the highest unfunded FTES the district has maintained during the past five fiscal years. Asa
result, management began to limit enrollment and reduce the amount of unfunded FTES with a goal of maintaining
total enrollment at roughly 300 FTES above the funded gap. In fiscal 2011, the district was successful in reducing
total enrollment levels by roughly 2,200 FTES with an ending enrollment of 19,926 students, which is just 425
FTES above the funded cap. For fiscal 2012, management projects to end with a total enrollment of 18,318 FTES
and just 301 unfunded FTES.

The district's financial position has remained strong during the past three fiscal years, which we believe is partly due
to continued demand for the district’s educational services that tend to run countercyclical to the economy. Based on
audited fiscal 2011 results, the district ended with reserves of roughly $11.1 million or 9.3% of unrestricted general
fund expenditures, representing an increase from the prior year. However, due to the state’s funding cuts during the
past two fiscal years, the district has experienced budgetary pressure that has resulted in spending reductions,
primarily in the form of furfoughs, staff reductions, and reductions in business and student service and travel
expenditures. For fiscal 2012, management has already implemented $2 mitlion in spending cuts, primarily by
reducing the number of classes as well as by reducing part-time staff. We understand the state may reduce funding
again in fiscal 2013, and the district is prepared to reduce its class offerings to maintain balanced operations.
Overall, reserves are budgeted by management to end at roughly $13.7 million or a strong 12% of expenditures at
the end of fiscal 2012.

We understand the district plans to propose a parcel fax to voters at the end of fiscal 2013, which would provide
roughly $7.9 million in additional revenues each year during the next eight years. Based on management’s prior
surveys of district voters, we understand management believes this parcel tax will likely pass. However, should the
p:ircei tax fail, we understand the district is prepared to reduce its spending for fiscal 2013 to maintain reserves at
heaithy levels.

The district's management practices are considered "good" under Standard & Poor's Financial Management
Assessment {FMA) methodology. An FMA of "good” indicates our view that practices exist in most areas although
not all may be formalized or regularly monitored by governance officials.

In the beginning of fiscal 2011, the district was placed on probationary status for its accreditation by the Accrediting
Commissien for Community and Junior Colleges (ACCJC), which we understand was based on concerns about the
district's financial status, technology-related probiems, and governance issaes. As of fiscal 2012, the ACCJC
removed the district from probation status, reflecting the ACCJC's view of the district’s improved fiscal management
and financial reporting practices. We understand there are three levels the ACCJC uses before complete removal of

"acereditation status: warning, probation, and show-cause, with show-cause being the last step before removal,
Although the district remains on warning status with the ACCJC, we understand management expects it wili be
eliminated by June 2012, with the ACCJC's final review in April 2012. Should the district lose its accreditation, we
believe it would face significant losses in enrollment levels and negative rating actions may be possible.

www standardandpoors.com/ratingsdirect 3
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The district’s overall net debt burden is high, in our view, at roughly $5,010 per capita or 4.5% of market value.
The district participates in the State of California Teachers Retirement System as well as the California Public
Employees Retirement System. The district made its full annual required contribution (ARC) in fiscal 2011, which
totaled roughly $6.2 million. The district also contributed $8.2 million or roughly 64% of its rotal ARC, for its
other post-employment benefit (OPEB) obligations in fiscal 2011. Management indicates it generally budgets to pay
for a majority of its OPEB contribution from the general fund and pays for the rest of its OPEB liability from its
revocable OPEB trust fund, which is estimated by management to contain roughly $164 million as of June 30, 2011,

Peralta Community College District has six forward-interest rate swap agreements outstanding in relation to its
taxable 2005 limited-obligation OPEB bonds series B-1, B-2, B-3, B-4, B-5, and B-6. The swaps are fioating-to-fixed
interest rate swaps (rated 'A-/Negative/A-2' based on a guarantee by Morgan Stanley), and the current fair market
value of all swaps combined is roughly negative $19.6 million. The swap hedges the bonds or will swap them o a
fixed rate as they convert 1o a variable rate {auction rate),

The terms of the swap agreement foliow the same accretion schedule as that'of the corresponding underlying 2005
OPER bonds. Provisions of the agreement provide the district with the option to terminate the swap at its market
cost. Both parties must terminate if either of their respective ratings fall below 'BBB-'. Collateral postings are not
required by the district. Postings are required from Morgan Stanley to the district if swap valuations exceed the
relevant threshold; the district would only have to post collateral to the counterparty to return funds that the
counterparty had previously posted -- which thus far has not occurred.

Outlook

The negative outlook reflects our view of the district's current warning accreditation status, although we understand
the district has improved its accreditation status in the past fiscal year and expects to resolve its accreditation
warning status by fiscal 2013, In addition, the negative outlook reflects our view of a difficult budgeting climate
going forward, partly due to state funding cuts that we believe are likely to occur again in the next two fiscal years.
Negative rating actions may be possible if the district's reserves fall below what we consider to be adequate levels,
However, the outlook may be revised to stable should the district resolve its accreditation warning status and if it
maintains its current reserves at good levels at a minimum during the next six months despite the expected cuts in
state funding.

Related Criteria And Rescarch

¢ USPF Criteria: GO Drebr, Oct. 12, 2006
e USPF Criteria: Contingent Liquidity Risks, March §, 2012

Peralta Comnty Coll Dist GO bnds (2608 Election) ser 2009C

Long Term fating AA-/Negative Affirmed
Paralta {omnty Coll Dist Taxable GPEB Refdg bnds
Leng Term Rating A+/Negative Affirmed

Peralta Comnty Coll Dist GO
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Pttt

I Unenhanéed Rating

Golden West Sch Fircg Auth, California
Peralta Comnty Coll Dist, California

Golden West Sch Fincg Auth (Peralta Comnty Coll Dist} GO

Unenfanced Rating . AA4{SPUR)/Negative Affirmed
Many issues are enhanced by bond insurance, :

AA-SPURYNegative

Complete ratings information is available to subscribers of RatingsDirect on the Global Credit Portal at
www.globalcreditportal.com, All ratings affected by this rating action can be found on Standard & Poor's public
Web site at www.standardandpoors.com. Use the Ratings search box located in the left column.
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MOODY'S ASSIGNS Aa3 RATING TO PERALTA CCD’S G.O. BONDS
APPROXIMATELY $426 MILLION IN BONDS AFFECTED INCLDUING CURRENT ISSUE

Moody’s Investors Service has assigned an Aa3 rating to the Peralta Community College District’s 2012
General Obligation Bonds. We have also affirmed the Aa3 rating on the district’s outstanding long term
debt.

RATIONALE

The rating outcome incorporates the district’s very high large Bay Area tax base, satisfactory fiscal
position, continued progress towards removal from accreditation probation and a higher than average
debt levels. The bonds are secured by the district’s unlimited property tax pledge.

STRENGTHS

-Very large San Francisco Bay area tax base

-Strengthened management team .

WEAKN.ESSES

-Narrow general fund balance

-High peak general fund debt burden

-Uncertain funding environment for California community college districts
-Uncertain outcome of accreditation process

DETAILED CREDIT DISCUSSION

VERY LARGE EAST SAN FRANCISCO BAY TAX BASE THAT UNDERWENT ONLY MINOR DECLINES IN VALUE
BEFORE RETURNING TO MINIMAL GROWTH

The district's very large $69.9 billion tax base is spread across the East Bay cities of Alameda, Albany,
Berkeley, Qakland and Piedmont, During the course of the economic downturn, the district's assessed
valuation has undergone some minor déclines but appears to have entered a period of what will likely
be very small, gradual growth. In 2010 and 2011, the district's assessed valuation fell by -1.02% and -
1.89% respectively with modest 0.95% growth in 2012. Despite these recent contractions, the assessed
valuation remains very large for a Moody's-rated community college district. Prospects for additional
assessed valuation growth in the near to mid-term are uncertain as the economic recovery has been
very gradual and the largest portion of the district is undergoing the most significant impact of the
downturn. The Aa3-rated City of Oakland's $40 billion tax represents the largest segment of the district
and has about two-thirds of the district's estimated population of 616,402, Oakland also has the
district's highest level of unemployment at 16.5% compared to the next highest, the City of Berkeley at
10.5%. The district is 75.5% residential but includes a large industrial and commercial base primarily
centered in Qakland. The district's taxbase is very diverse with the top twenty taxpayers representing
only 5.1% of the total assessed valuation. '

BELOW AVERAGE BUT STABLE FISCAL POSITION



The district’s fiscal 2011 actual general fund balance improved to 9.4% of total general fund revenues
versus the unaudited expectation of 5.4%. Though above the initial projections, this level of fund
balance is still well below the median for the rating level. However, we anticipate that the district’s will
continue to manage its budget to maintain reserves that are least consistent with its current level.

For fiscal 2012, the district has anticipated a $4 million loss in state revenue but is also expecting to
continue to reduce expenditures to produce a surplus that would boost the general fund reserve to
12.1% of total general fund revenues.

Like other district’s around the state, the district is faced with the uncertainty of additional funding
reductions as the state tries to balance its budget. In the event of additional community college district
cuts in fiscal 2013, we anticipate that the district will continue to make budget adjustments as needed to
maintain a stable financial profite.

The district’s accreditation was placed on probation for a variety of reasons related to four areas: OPEB
liability oversight, audit findings, management capacity, and board policies. In June 2011, the district’s
accreditation status was improved from probationary to "warning" as the district satisfied the
accrediting body that it was making material progress in improving these areas. In June 2012, the district
will undergo a final review at which time it expects its accreditation status to be reaffirmed for another
six years The removal of the district's accreditation from warning status is reliant upon the district
demonstrating sustainable improvement in the aforementioned areas. A failure of the district to clear its
accreditation would be a significant credit weakness.

HIGHER THAN TYPICAL DEBT LEVELS

The district's direct and overall debt levels are 0.8% and 4.6% respectively of assessed valuation {AV).
These debt levels are higher than average for a California community college district though not
unprecedented for the district. The district’s debt levels are driven by a capital plan that calls for the
renovation and expansion of several district facilities and the securitization of the OPEB liability. The
overall debt is also fueled by overlapping City of Qakland and Oakland Unified School district debt.

-Material and sustained improvement in the district fiscal position
-Removal of warning status for district's accreditation
-Stabilization of the local economy

WHAT COULD CHANGE THE RATING DOWN

-Further diminishment of the district’s fiscal position

-Loss of accreditation |

.KEY STATISTICS

Assessed value, FY2012: $69.9 billion

Average annual growth, assessed value, 2007-2012: 2.4%

Total General fund balance, FY2011: 9.4%

Full-time equivalent students, 2011: 18,500



Overall debt burden: 4.6%

Direct debt burden: 0.8%



