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analogous to the State Legislature’s action in appropriating money
from the Public Employees’ Retirement System ‘surplus’ earnings.”
(LACERA Survey Response, p. 1.)

That same LACERA Survey Response notes a further perennial effect of the

regular Article 5 provisions of the 1937 Law:

“One thing we have noticed is that when any so-called ‘surplus’
(which is, or should be, really a reserve for losses or contingencies)
grows to some size, some group (either active members, retired
members or the employer) wants to use it for some purpose other
than what it was designed for -- (such as to pay an extra benefit or to
help the employer balance the budget).” (Oct. 29, 1982 LACERA
Survey Response, p. 2.)

3. The Changes Wrought by the Alternate Financial Provisions in
Article 5.5. '

The Alternative Financial Provisions in Article 5.5 altered each of the three
~ crifical points of the regular provisions identified above: the ability to set lower interest
crediting rates, the uncapped contingency reserve, and the final overflow into county

advance reserves.

A. Removed the Power to Set Non-Actuarial Interest Rates.

Regarding interest crediting rates, § 31611 requires that the board of retirement
recommend’ “[u]pon the basis of the investigation, valuation, and recommendation of

the actuary ... such changes in the rates of interest ... contributions ... and ...

(.. . fn. continued from previous page) .
are not reduced, a board of supervisors may adjust future employer and employee rates
of contributions based upon an evaluation of the assets and liabilities of the Fund”).

7 Note that even though formally denominated as recommendations in § 31 611,
under § 31454 of the Act, which was not superceded by the adoption of Article 5.5 (see
§ 31610, listing the specific sections that are no longer operative), the board of '
supervisors “shall” set the contribution rates “in accordance with” the recommendations
of the retirement board.
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appropriations ... act[ing] with the care, skill, prudence and diligence ... thata pradent
person acting in a like capacity and familiar with such matters would use ....” The
statutory authori'zétion in regular § 31453 to credit actuarial reserves at a rate that is
lower (or higher) than the actuarial rate has thus been removed. Ihstead,- §31612
explicitly sets the “actuarial rate” for crediting actuarial accounts at the interest
assumption rate established in the most recent actuarial survey. Section 31615 then
requires semi-annual crediting of interest at that actuarial rate to all reserves except the
contingency reserve, and the use of the actuarial rate in the calculation of benefits under
~ any mortality table® adopteq by the retirement board.. Moreover, § 31611 explicitly re-
imposes the _prud,ence st_andaid on the retirement Bbaxd in connegtion with these
decisions. In other words, itis no longer statutorily possible to set artificially low
interest and reserve account crediting rat,csin;borde‘rto maximize amounts available for
“pour over” above the 1% minimum cortingency requirement in order to pay special

benefits.’

B. Capped the Contingency Reserve at 3%.

Regarding the uncapped COLA, § 31616 requires that earnings in excess of the
interest credited to contributions and reserves be placed in the Contingency Reserve

Account, which “shall not exceed 3 percent” and must be replenished if it “falls below 1

v 8 In addition, under § 31611 mortality tables are explicitly required to be
“appropriate” -- language not appearing in the superseded § 31453, thereby cutting off
any opportunity to manipulate projected liabilities, and hence employer contribution
rates, by inappropriate selection among mortality tables.

9 The Legislative purposes set forth in Section 1 of the legislation adopting
Article 5.5 include the following, “In enacting this act, the Legislature provides for the
augmented crediting of interest earnings to various employee, employer and retired
member accounts in the retirement fund in an effort to assure that the accounts are in
actuarially sound condition in relation to their current liabilities and existing statutory
requirements regarding the funding of present unfunded actuarial obligations.” Stats.
1983, ch, 886, § 1, p. 4932. '
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percent of system assets.” This caps the amount that can be retained in the non-actuarial
contingency reserve at 3% and directs its further flow. By imposing the 3% cap, the
legislation prevented the uncapped accumulation of funds in the contingency reserve
account (where the funds could not be counted as actuarial assets that would reduce
employer UAAL contributions) in order to build a potential pool of funds to pay

additional benefits.

C. Directed the Flow of Remaining Funds.

Regarding the allocation of funds in excess of tho;s,e retained in the contingency
reserve, § 31616 specifically directs that the flow of any remaining funds “shall be
applied as provided in Sections 31617, 31618, and 31619.” Section 31616 also provides
that “[n]o funds in the Contingency Reserve Account shall be available for the payment
of benefits.” By prohibiting the use of contingency reserve funds to pay benefits, and
" imposing explicit requirements directing any overflow pursuant to § 31617 (pre-existing:
COLAs)," § 31618 (50% of any excess to the SRBR), and § 31619 (remaining 50% of
~ excess earnings to all accounts ether than Contingency Reserve ahd SRBR), Article 5.5
eliminates the potential annual tug of war over the allocation of excess earnings between
_various optional benefits and county advance reserves, and prevents any end run around
the prescribed distribution of overflow funds through the use of special COntingency

reserves to pay particular benefits. Any such special benefit reserve is forbidden

10 Note that pre-existing COLA arrangements are not relegated to the SRBR, but
are funded outside of it after replenishment of the Contingency Reserve Account, but
prior to the division of excess net earnings between the SRBR ‘and the other accounts
and reserves in the system. See § 31617. This would allow those pre-existing
arrangements to cut to the head of the “excess earnings” line, and not be subject to the
SRBR limits. Presumably, it was this provision; as well as the provisions expressly
changing the funding source for other supplemental benefits to the SRBR that the
legislative intent section of the statute adopting Article 5.5 was referring to when it said
that it minimized disruptions to existing uses of excess earnings. However, we are
informed that no such pre-1983 COLAs exist in Kemn County.
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because it would, in effect, be using contingency funds to pay benefits and would
disregard the statutory division of remaining excess earnings, by “cutting to the head of
the excess earnings line” and using funds that would otherwise have been split 50/50
between vthév SRBR reserve under § 31618 and all other system actuarial'!

under § 31619,

accounts

By foreing the crediting of actuarial reserves with 100% of-actuarially-expected
net earnings, and with 50% of any excess earnings over the actuarially-expected
amount, the overall amount \vof actuarial assets in the system increases, which thereby
directly lowers the UAAL, and bence lowers employer contribution’ fates on an
amortized basis. This lowering was an intended ;es.ult: of the legislation. The August
22, 1983 Analysis of SB 650 prepared by ,the"I’.,eg‘islatiVe Analyst (copy attached as
Exhibit 4) at page 4 explicitly“describes this contribution reduction effect:

“By crediting employers and employees’ contribution accounts at the
actuarial rate, as-opposed to-a lower rate, and by limiting the use of
excess earnings to finance additional retiree benefits, counties using these:
provisions would reduce the unfunded liability of their funds and thus
reduce future employers’ retirement program costs.”

" D. Advantages to Employers.
‘The édyanta_ges of the alternate financial provisions to the employers are that the
amount of earnings to be credited to actuarial accounts cannot be set at an artificially
low rate, thereby creating an artificially large amount of “excess” earnings; the rate must

~ be prudently and professionally established under § 31611 and § 31612. Further, |

because of the cap imposed by § 31616, no unrestricted amounts can be retained as a

I Section 31619 requires the crediting of “all contnbutlons reserves and
accounts” except the Contingency Reserve Account and the SRBR itself, neither of
which are set aside for the payment of specific non-contingent vested benefits, and
hence neither of which are counted as actuarial assets that can be used to offset the
projected liabilities attributable to those benefits.
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non-actuarial asset in the contingency reserve until released to fund optional
supplemental benefits, rather than into county advance reserves. Finally, the flow of

earnings in excess of the cap is assured and taken “out of play.”

E. Advantages to Members.

The offsetting édvantages to the employees and retirees from the enactment of
Article 5.5, 'are‘that a specified portion of “excess” earnings are irrevocably dedicated
semiannually into the future, as they are earned, to the i)ayment of additional (i.e.,
“supplemental”’) benefits under the discretionary control of the rétirement board. "2
‘From the member standpoint this is an improvement because the regular financial
provisions of the 1937 Law theoretically permit theallocation of the entire amount of
earnings exceeding the amount credited to accounts (which may be set at an artificially -
low rate to generate such artificially increased “excess” earnings) over the 1% that must
be retained in the Contingency Reserve, directly to the county advance reserves. See
§3 1-592;.2. Conversely, the regular provisions would also allow an artificially high
~ crediting rate, which could maximize actuarial reserves, while eliminating excess
earnings available to pay optional benefits. No such under (orover) crediting of
actuarial accounts, or unbalanced allocation to county advance reserves, is possible
under Atticle 5.5. Further, as is discussed in more detail below, the funding mechanism
provides a high assurance of future Afunding for the supplemental benefits, and the
discretion given to the retirement board to control the benefits gives greatef security to
' the retirees by insulating the benefit payments from ongoing labor relations between the

county and its active employees.

The combined effect of all of the changes wrought by Article 5.5 was to largely

curtail any incentive to engage in an annual political tug of war between a county and a

12 Section 31618 expressly provides, “The distribution of the Supplemental
Retiree Benefits Reserve shall be determined by the board.”
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retirement system over allocating funds between benefits and employer contribution
reductions, and to minimize any temptation to alter actuarial findings so as to
accommodate political bresS’u'I,es to create and maintain a pool of funds that could be
used to pay for various supplemental benefits. The Assembly Minority Committee on
Ways and Means report recommending approval of SB 650 (copy attached as Exhibit 5)
bluntly acknowledged this effect of the legislation:

“In a nutshell SB 650 would, if adopted by a county, ‘encourage’ the
retirement board to credit the retirement fund with an actuarially

* sound rate of earnings rather that [sic] ‘siphon’ off earnings for
benefit packages.”

Looking at the sum total of all of the changes, the key differences between the
regular provisions of the 1937 Law and the new ones under Atticle 5.5 are that under
Article 5.5 closer adherence to sound actuarial principles is required, and the exact flow
of funds is predetermined and pre-divided between members (active and retired) and
employers. The crediting rate for all reserves other than the Contingency Reserve
(including aétive and retired member, employer, and supplemental benefit réserves) is
set at the actuarial rate. The Contingency Reserve must be held at between 1% and 3%
and replenished from eanﬁn'gs_-ifitj ever drops below the 1% minimum. Finally, any
excess earnings remaining over those amounts is semi-annually divided 50/50 between

the SRBR and all other reserves (excluding the SRBR and Contingency Reserve).

By contrast, under the regular provisions of the 1937 Law the amount of any
statutory “excess” is defermined by the amount of the interest crediting rate, which can
be set either higher or lower than the actuarial rate. Moreover, there is no statutory'
maximum limiting the size of the contingency reserve, and no express prohibition on the
use of funds in the contingency reserve to fund additional benefits. Finally, although
there are provisions allowing the use of “pour over” funds to pay various optional
supplemental-beneﬁts, there is no pre-set accepted division between the amount of “pour

over” funds to be used for additional supplemental benefits, and the amount of such
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funds that can be allocated directly to employer (but not employee or retiree) reserves to

offset accrued liabilities that drive up future employer contributions.

Ultimately, by requiring adherence to actuarial principles and channeling the
distribution of both normal and excess earnings within narrowly defined parameters,
both the employers and the members of the system are safeguarded from manipulation

of the system to unduly benefit one side or the other.

4. Vested Rights of the Members.

As noted above in Section 1, KCERA members have constitutionally-protected
vested rights to retirement benefits “based on the system then in effect.” Miller v. State
of California, 18 Cal.3d 808, 817 (1977). However, the Article 5.5 “system” does not
award specific benefits from the SRBR. Instead § 31618 provides, “The distribution of
the Supplemental Retiree Benefits Reserve shall be determined by the board,” but “shall
be used only for the benefit of retired members and beneficiaries.” This language grants
the retirement board broad authority and discretion to determine what benefits to pay
retirees and their beneficiaries. The Board Resolutions_have been careful to identify the
benefits themselves as non-vested. See Resolution No. 98-04 adopting “SRBR 3~
benefits; § 1(b) (“The alternative financial provisions include the [SR.BR] providing an
opportunity for payment of non-vested benefits supplementing the basic vested
benefits”); § 1(1) (“In 1994, the Board of Retirement . . . decided to “freeze” the non-
vested flat monthly'_paymenté”); § 1(i) (“To restore lost purchasing power to retirees and
beneﬁcian'es, the Board of Retirement adopted . . . ‘SRBR 2’ which provided non-
vested benefits to members . .. who had experie;nce'd a minimum of 20% loss of

purchasing power . . . ."); § 2(1)(d) (“This Board hereby adopts a target non-vested

benefit providing 80% of purchasing power of the original benefit at retirement, which
target benefit may be reduced so that the present value of SRBR 3 benefits do not

" exceed the available reserve.”) (emphasis added).
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A. Vested Right to Board Discretion Over SRBR Distributions.

Although the statutory language does not vest any particular benefit level,
Jeaving the determination of what supplemental benefits to pay to the discretion of the
Retirement Board, it is our opinion fhat the right to have the benefits from the SRBR
~ distributed at the diseretion of the Retirement Board (rather than the Board of
Supemsors or some other leglslauve body) and the right to require the Retirement
Board to exercise its discretion are vested rights of the members. In California vested
rights can encompass more than the benefits themselves, and can extend to the exercise
of disoretion by the Retirement Board. In Valdes v. Cory, 139 Cal.App.3d 773 (1983),
disagreed with on a different point (scope of legislative single subject limitation) in .
‘,H_arbor v. Deukmejian, 43 Cal.3d 1078, 1101, fn. 23 (1987), the Court of Appeal

invalidated a legislatively mandated transfer from the deficiency reserve to offset

employer contributions in part because the members’ vested right to have the PERS
Board eXcr.cise its actuarial discretion with respect to any such transfer had been

unconstitutionally disregarded:

“The explicit language in the retirement law constitutes a contractual
obligation on the part of the state as employer ... to make the statutorily
set payment of monthly contributions to PERS unless and until such time

. as the board or the Legislature, after due consideration of the actuarial
recommendations by the board, deems such contributions inappropriate.
Absent actuarial input from the board in the manner set forth by '
Government Code section 20750.9, legislative action randomly and
unilaterally cancelling or decreasing otherwise continuously appropriated
periodic employer contributions clearly interferes with vested contractual
rights of PBRS members.” 1d. at p. 787 (emphasis added).

In Claypoolv. Wilsen, 4 Cal. App. 4th 646, cert. denied, 506 U.S. 1034 (1992)

the Court of Appeal conﬁrrned its conclusion in Valdes that there was a vested nght to

the retirement board’s exercise of actuarial discretion, but explained that in the Claypool
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case, that right had been satisfied because the PERS Board had already deemed the

funds at issue to be unnecessary to maintain actuarial soundness:

“In Valdes v. Cory we discerned in the statutes which imposed actuarial
duties upon the PERS Board a requirement that periodic employer
contributions not be altered ‘absent actuarial input from the board in a
timely manner.’ [Citation omitted.] In this case, the monies which
initially funded the former supplemental Colas were obtained from the
reserve against deficiencies pursuant to a finding by the PERS Board that
the money could be so allocated without jeopardizing the actuarial
soundness of the system.” Claypool, supra, at p. 672 (italics in original,
underlining added).

Accordingly, both Valdes and Claypool confirm'? that a statute can create a vested right

in the members to have the Retirement Board exercise its statutorily-granted discretion.

Here, § 31618 expressly grants the retirement board discretionary authority over
the distribution of funds inthe SRBR. This transfer of authority over benefit
determination from the Board of Supervisors to the Board of Retirement confers a
significant structural advantage on the System members. So long as the Board of
Supervisors controls benefits, their payment is potentially subject to preconditions or
even dﬁtﬂ'ght refusal by the County based upon the existing relations between the
County and its labor force. Moreover, the County is stnicturally- set up to bargain with

its current active employees, who may not have identical interests with the retiree group.

13 The 1987 Opinion of the California Attorney General on funding for
retirement benefits cited earlier (Opinion No. 86-707, 70 Ops.Cal.Atty.Gen. at p. 9) also
confirmed the Retirement Board’s discretion over the distribution of SRBR funds in the
course of an opinion concluding that it was permissible for the Board to fund certain,
supplemental benefits from the SRBR, “Accordingly, the clear and unambiguous
language of section 31618 would appear to permit the board of retirement, in its
discretion, to utilize the Supplemental Retiree Benefits Reserve for the section 31681.52
benefits.”
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Conferring upon the Retirement Board the authority to determine the benefits to
be paid to retirees from the SRBR thus significantly improves the situation of retired
members, both current and future. Accordingly, it is our opinion that the current
members of Article 5.5 counties have a constitutionally-protected vested contract right
to preserve the advantage gained by that statutory grant of discretionary authority over
the distribution of those; funds to.the retirement board. |

B. Vested Right to SRBR Reserve Funding Mechanism.

As described in detail above, Article 5.5 was designed to fund actuarial reserves
on a proper actuarial basis, cap the Contingency Reserve, and set up a pre-defined 50/50
split in excess earnings between the actuarial reserves and the SRBR. This permanent
allocation of 50% of such excess eamings to thé SRBR represented a permanent
c,omiMCnt of any such excess earnings to the funding of the payment of supplemental
benefits, which would be in addition to basic retirement benefits already otherwise
payable under the 1937 Law. Although there wasno commitment to fund any such
additional supplemental benefits on an actuarial basis (i.e., with current contributions
calculated at a level necessary to fully fund projected benefit payments over time), there
was a commitment to-devote 50% of any excess earnings from future income streams to
pay such supplemental benefits as the Retirement Board determined in its discretion to
pay from the funds so set aside. This funding mechanism provides more security for the
payment of supplemental benefits than the ad hoc annual decisions permitted under the
regular financial provisions in two ways: (1) it pre-commits to the payment of
additional benefits a specified percentage of excess earnings (which must be calculated
based on proper actuarial eamings assumptions rather than arbitrarily higher or lower
rates); and (2) it shields amounts set aside in the SRBR from direct depletion in low
earnings years. Once excess earnings have been placed in the SRBR, they may not be

used to make up for decreased earnings in future years.
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The delineation of vested pension rights in California embraces rights over the
statutory mecha'nisms for funding benefits; it is not limited to the benefits themselves.
See California Teachers Assn. v. Cory, 155 Cal. App.3d 494, 506 (1984) (emphasis
supplied):

“Pension rights can encompass the funding mechanism for the pension
when there is a palpable element of exchange involving funding;

_continued service as a teacher in return for enhanced assurance that funds
to pay the pension benefits will be available at rétirement. We held in
Valdes, given its statutory context, that a right to reserve funding of the
state retirement system is a contractual pension right within the ambit of
the contract clause.” :

The crucial difference in the Claypool case that allowed a change in the funding
mechanism at issue in that case was that the funding for those supplemental benefits -
came solely from earnings on member ac,coun’ts‘.:” Because such accounts ultimately
depend for their continued existence upon continued member contributions, and such
contributions could be eliminated by the creation of non-contributory tiers for new hires,
the funding mechanism lacked the required permanence to prevent the legislative
change. Thus, the Claypool opinion could find that the existing members’ vested rights
were offset by corhparaBIe new-advantages because the permanency of the new benefits
compensated for the non-permanent existing benefits that had been tied to a potentially

disappearing funding source. Claypool, supra, 4 Cal.App.4th at p. 660.

Unlike Claypool, in which the funding source could disappear, under Article 5.5
the funding source is a pre-set poftion of the earnings of the entire retirement fund. See
§ 31613 (Net Earnings are “the earnings of the retirement fund”) and § 31618 (SRBR

credited with 50 percent of “the balance of net earnings™). To be sure, these earnings

. 14 See the July 1991 Declaration of CalPERS then Assistant Executive Officer

_ Robert D. Walton with attached flow chart (copy attached as Exhibit 6) submitted in
support of the Claypool Petitioners’ Verified Petition for Writ of Mandamus explaining
the funding mechanism for the IDDA/EPDA programs.
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must be in excess of those credited to the actuarial accounts. However, because that
crediting must be made at the “actuarial rate” (§ 31615) -- i.e., at a rate that represents a
level that represents a professional estimate somewhere between expected future peaks
and valleys in actual earnings — there is a built-in assurance that actual future earning
will experience some “peaks” that exceed the predicted rate. Although there ié 1o
assurance that those “peaks” in'actual eamnings will occur in any particular given year,
yet, if the rate is properly set, over the course of time there should be some “peak” years
that exceed the predicted rate in order to geﬁerate sufficient earnings to fill in “valleys”

in which future earnings do not meet expectations.

Accordingly, because the SRBR funding is tied to future earnings on the entire
retirement find over the predicted actuarial rate, in our opinion there is a mechanism in
the alternate financial provisions that creates an expectation of permanent future funding
for the SRBR; 15 Quch areserve finding mechanism, when tied to a permanent source
independent of annual legislative budgetary appropriations, gives rise by itself to an

implication of perménence., See California Teachers Assn. v. Cory, supra, 155

- Cal.App.3d at pp. 509-510 (“where the state makes a contractual offer of a reserve
funding scheme for a pension plan the consideration being tendered is a measure of
fiscal insurance against future adverse economic and political developments. The -
teacher who accepts this inducement at the outset of a career ... gains nothing if the state

has a retained power to pei'iodically modify the’ agréement”).

As shown above, the SRBR funding mechanism was the result of a carefully
considered political tradeoff that was designed to allow greater protection for the system

financing mechanisms from political pressures from either the members or the

, 15 A further implication of a commitment to continuation of the SRBR into the
future can also be gleaned from the reference to “providing benefits to present and
future retirees” in the legislative intent section of the statute quoted earlier. See Stats. -
1983, ch. 886, § 1, (9 West’s Cal. Leg. Serv. 1983 at p. 4932). o

1a-400569



" MORRISON & FOERSTER vrie

David J. Deutsch, CFA
July 20 2000
Page Twenty-Five

employers. It achieved that result by requiring adherence to actuarial principles, while
setting aside a certain portion of excess funds for the purpose of paying additional
supplemental benefits to retirees at the discretion of the Retirement Board. The

“palpable element of exchange” mentioned in California Teachers, supra, 155

Cal.App.3d at 506 has thus been met, both in the initial political compromise and by the
continued service furnished by the employees under the new arrangement, giving rise, in
our opinion, to a constitutionally-protected vested right of the members to the permanent

allocation of the pre-deﬁnéd 50% of excess earnings to the protected SRBR fund. '

C. Vested Rights of Current Members.

Section 31618 further specifies that any-such distributions “shall be used only
for the benefit of retired members and beneficiaries,” raising a question about whether
or not current active members have any vested rights to SRBR distributions. We agree
with the conclusion of the Kern County Counsel’s office in its March 14, 1994 Opihibn
to the Members of the Retirement Board that, “Had the Legislature intended to limit;the
Board of Retirements’ discretion over the payment of SRBR funds, the Legislature
would have qualified this grant of discretion by mandating that SRBR “shall be used
»only for the benefit of current retired members and beneficiaries.” This conclusion is
strengthened by the explanatory language in Section 1 of the 1983 legislation creating
Article 5.5,'6 stating,

~ “In providing a limit on contingency reserve accounts ... it is the
intent of the Legislature that any funds currently in reserve against
deficiencies accounts which exceed the maximum prescribed by this

6 This language has been cited above in footnote 15, and is also quoted in the
Note following § 31610 in Deering’s Ann. Gov. Code (2000 pocket supp.), at p. 131.

See also Valdes v. Cory, supra, at p. 785 (“[aJuthority is not lacking, however,
for the proposition that employee pension beneficiaries have a vested interest in the
integrity and security of the source of funding for the payment of benefits”).

1a-400569



MORRISON & FOERSTER ..

David J. Deutsch, CFA
July 20 2000
Page Twenty-Six

act, on the effective date of this act, be transferred to the
Supplemental Retiree Benefits Reserve ... to be disbursed at the
discretion of the affected county board of retirement for the purpose
of providing benefits to present and future retirees and
beneficiaries.” 1983 Stats., ch. 886, § 1 (émphasis added).

Tomorrow’s “future retirees” come from today’s current active members.

It is apparent that retirement benefits can be paid only after a current active
member has actually retired. Howevet, that does not mean that current active members
have no vested rights in théir retirement benefits. It has long been the rule in California
that active members have vested pension rights from their first day on the job, |
notwithstanding the fact that they cannot receive those benefits until they later retire.
See, e.g., Dryden v. Board of Pension Comfnissioners, 6 Cal.2d 575, 579 (1936) (“the

right to a pension becomes a vested one upon acceptance of employment by an

applicant™); Kern v. City of Long Beach, 29 Cal.2d 848, 855 (1947) (“[ilt is true that an

employee does not earn the right to a full pension until he has completed the prescribed
period of service, but he has actually earned some pension rights as soon as he has

performed substantial services for his employer”); and Camman v. Alvord, 31 Cal.3d

318, 325 (1982) (“[bly entei"ingi public service an employee obtains a vested contractual
right to earn a pension on terms substantially equivalent to those then offered by the
employer”).. California has rejected the notion that active members have no vested right

to retirement benefits until they actually retire. See also Legislature v. Eu, 54 Cal.3d

492, 530 (1991), cert. denied, 503 U.S. 919 (1992), invalidating the cut-off of continued
accrual of retirement service credit for incumbent législators as a part of the term limits
imposed ‘by Proposition 140 (“incumbent legislators had a vested right to earn additional

pension benefits through continued service™).
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So here, it is our 6pinion that current active members share in the vested rightsto
the future funding of supplemental benefits through the SRBR funding mechanism, and
in having the Retirement Board continue to possess and exercise its discretion over the

distribution of those funds.

D. No Power to Revert to Article 5 to Divert Future Earnings.

Because both active and retired members of KCERA have the constitutionally
protected vested rights in the Article 5.5 “system now in effect,” discussed above, any °
attempt to end the system by reverting to Article 5 would impact tBose members’ vested
rights, including their rights to have 50% of any future excess earnings set aside for the
payment of supplemental benefits in addition to basic retirement benefits to be paid at
the discretion of the retirement board. If the Retirement Board acted with the County to |
repeal the system, it would in effect be surrendering the employees’ and retirees’ vested
rights to have a specified portion of future excess earnings set aside for the payment of
supplemental benefits, and to have the retirement board exercise its discretion over those
funds.

Tn our opinion any proposed diversion of future earnings from SRBR would
violate the members’ vested rights to have these future earnixigs ‘set aside for the
payment of additional supplemental benefits to the members. See Valdes v. Cory,
supra, 139 Cal.App.3d at pp. 788-789 (“[wlhen ... the Legislature directs that funds held
in trust for the exclusive benefit of the members and beneficiaries of PERS be used to
satisfy the state’s contractual obligations to make monthly contributions to.the
retirement fund so that monies regularly appropriated for that purpoée can irretrievably
be redirected to balance the state budget, the ... vested rights of PERS members are

~ impaired.”).
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Because any reversion to Article 5 would be disadvantageous to the members,
the only way to change the system now would be to offer existing members some

offsetting “comparable new advantages™ under Allen v. City of Long Beach, 45 Cal.2d

128, 131 (1955) (“[t]o be sustained as reasonable, alterations of employees’ pension
rights must bear some material relation to the theory ofa pension system and its
successful operation, and changes in a pension plan which result in disadvantage to

V employees should be accompanied by comparable new advantages”). In our opinion
such reversion would not provide such comparable advéntages because, as discussed

above, that system would then provide fewer protections for benefits and a less secure

and stable funding system. ‘Cf. United Firefighters of Los Angeles City v. City of Los
Angeles, 210 Cal. App.3d 1095; 1113 (1989) (capping Cola benefits was not related to
the successful operation of the pension system because “it lessens a retiree’s economic
-security, i-mpairing rather than preserving his or her standard of living” and because
“[w]hile it reduces the benefits which must be paid, it in.no manner enhances the
integrity or soundness of the funds, for it does not require the maintenance of the same
or a similar level of funding”), cert. denied, 493 U.S. 1045 (1990); California Teachers
Assn. v. Cory, sup_ra, 155 Cal.App.3d at p. 506 (“‘[T]he interest of the employee ... isin

the security and integrity of the-funds available to pay future benefits.” (Valdes, supra, at
p. 784.)”); and Board of Administration V. Wilson, 52 Cal.App.4th 1109, 1138 (1997)
(in arrears payment of state contributions did not meet the material relation test -- “it is

undisputed that Senate Bill No. 1107 and Senate Bill No. 240 were budget balancing

measures. Appellant fails to show any pension reform or pension-related connection

whatsoever”).

E. The Statute Provided Only a One-way Door into the New
© System.

Whatever the comparative advantages of the two financial structures ate, the
Legislature did not provide any statutory power to revert to the r,egﬁlar provisions, once

the alternative provisions were chosen. Upon adoption by both the county board of
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supervisors and the board of retirement, Article 5.5 provisions “supersede and replace”!’

the specified provisions of the regular retirement law. Under § 3 1610 upon adoption of
Article 5.5 by both the County and the retirement system specified regular sections
“shall not be Opefative” in that county. Indeed, given the Legislature’s awareness of the
problems with the existing system, and its evident view that the alternative provisions
would correct and improve the existing system, it only makes sense that the Legislators
made no provision for reverting to the old system from which that they were providing
an-escape. This impression is reinforced by the Staff Comments concluding the
Analysis of SB 650 prepared for the Assembly Committee on Finance and Insurance
dated July 1, 1983 (Exhibit 2, at p. 3):

“This proposal is a logical step in dealing with the perennial

problems of the reserve for actuarial deficiencies.... The bill is a step

towards establishing a systematic and pragmatic approach to

achieving actuarial soundness in 1937 Act systems.”
Itis not surprising that the Legislature did not provide a method to step backwards to
restore the old system in the very legislation that it viewed as a step forward to get away

from it.

Moreover, the general provision in the 1937 Law dealing with the reversion of
optional provisions, rather than providing the power to revert, provides a further

obstacle to the exercise of any such reversion. Section 31483 states:

“Notwithstanding any other provision of law, whenever the
governing body of a county or district has made a particular
provision or provisions of this chapter applicable in such county or
district through the adoption of an ordinance or resolution, such

1 December 28, 1982 Preprint Analysis and Hearing Notice prepared by the
Senate Committee on Public Employment and Retirement, (Comparison of SB 650
(5/4/83) with Current Law, at p. 1, § 31510) (copy attached as Exhibit 7). -
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governing body may at any time thereafter adopt a further ordinance
or resolution terminating the applicability of such provision or
provisions as to employees of the county or district whose services
commence after a given future date specified in the latter ordinance
or resolution.” (Emphasis added.)

Because the reversion could apply only as to ﬂiMe employees, current
employees and retirees could not be affected by any such reversionary resolution
adopted under § 31483. However, unlike benefits, which can be selectively withheld
only from fuf,ure" employees, both the “regular” and the alternate financial provisions
apply to the system as a whole. As discussed above, under Article 5.5 the excess net
earnings of the entire system are to be split one way, whereas un_def the regular
provisions of the 1937 Law the system earnings are subject to a different disposition.
There is no provision in the Act to function under “split” financial provisions. Section
31610 provides that upon adoption of the alternative financial provisions the
corresponding regular provisions “shall not bevo'perati've as to that county.” Further,
because both the regular and the alternative financial provisions control the uses-of all of
the system earnings, there is tio practical way under the statute to operate a “dual”
system allocating only a part of “the earings of the retirement fund” (§ 31613) in two
different ways. Accordingly, because the current statutory authority governing
reversions does not allow such reversions to affect the rights of current active and
retired members (and because any such attempt would violate those members vested
constitutional rights), there is no current statutory authority-allowing a reversion to the
old “regular” financial provisions under Article 5, even if the County and the Retirement
Board should try to do so.

Because the Retirement Board does not have the power, either separately or in
conjunction with the County, to reverse the decision to adopt Article 5.5, no question of
breach of fiduciary duty if it were to cause such a reversal can arise under the current.
statutory structure. Whether or not some future legislation would attempt to confer such

a power is a question on which this opinion does not speculate, and on which we offer
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no opinion. However, in our opinion any such legislation would face serious
constitutional questions in light of the vested rights created by the current system

discussed above.

- In rendering this opinion and responding to your inquiry, we have considered
such facts and circumstances as you have made available to us regarding the
administration of the financial provisions of KCERA. We have also considered the
legislative history oftixe adoption of the alternative financial provisions by the
California Legislature, such law as we deemed appropriate, and have made assumptions
as stated in the foregoing discussion. This letter responds only to the specific questions

asked, and should not be relied upon for opinions on issues that were not specifically

requested.

This opinion is provided solely for the use of the Board of Retirement of the

Kern County Employees’ Retirement Association and may not be relied upon by anyone

else.

Very truly yours, -
Ty & frrerlom &7

MORRISON & FOERSTER LLP
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