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Vested Rights Doctrine

• Federal & State Constitutions prohibit the State (or local governments) from 

impairing contracts.

 In Kern v. Long Beach (1947), California Supreme Court holds right of a public employee 

to a pension benefit is a right based on contract principles.

 The Court also established that “the right to a pension becomes a vested one upon 

acceptance of employment.”

• Two step analysis: 

 Is there a vested contractual right? 

 Is the impairment unconstitutional?  
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Vested Rights Doctrine

• Lower court cases have interpreted the Vested Rights Doctrine to prohibit 

any change in benefits or at least to set a very high bar for changes. 

• However, the California Supreme Court has held that prior to retirement, 

an employee does not obtain “any absolute right to fixed or specific 

benefits, but only to a substantial or reasonable pension”.
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Vested Rights Doctrine

• Impairment may be constitutional if: 

 the change is made to keep a pension system flexible to permit adjustments in accord 

with changing conditions and to maintain the integrity of the system; 

 the change bears a reasonable relation to the theory of a pension system; and 

 changes which result in a disadvantage to employees should be accompanied by 

comparable new advantages.
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Retiree Health Benefits

• Application of Vested Rights Doctrine 

 Fact intensive and will vary from employer to employer.

• Key Cases

 Orange County (2009-2014): County separated its retirees from the active employee healthcare pool -

Upheld

 Sonoma County (2013): County cut health subsidy to $500/month from “substantially all of the cost” –

Upheld 

 San Diego POA v. SDCERS (2009): Modifications to employee eligibility requirements for retiree health 

benefits of represented employees did not amount to an impairment of a vested contractual right - Upheld

 Sappington (2004): Extension of more generous benefits than those promised did not create a vested right 

to continue receiving the more generous benefits – Upheld 
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What We Have Learned

• Recent case law has demonstrated that local governments have more flexibility 

to adjust retiree health benefits than they have for pension benefits.

• However, the California Supreme Court established that retiree health benefits 

can be vested benefits.

• Thus, in evaluating what a public agency can do with respect to its retiree health 

benefit program, resolutions, ordinances, MOUs and employment policies 

become critical to this analysis.
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Future Employees

• Future employees have no vested rights before they are hired, unless 

those rights are set forth clearly in an MOU or other controlling documents.

• However, PEMHCA requires that an employer providing health benefits to 

employees through the CalPERS health benefit program also provide 

health benefits to retirees. 
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Current Employees - Represented

• Recent case law suggests that in certain cases retiree health benefits are 

a condition of employment subject to negotiation.

• Most of these cases have focused on changes to retiree health benefits 

that have resulted from the collective bargaining process.

• If there is a pattern of changes to retiree health benefits from one MOU to 

another and an absence of language amounting to a guarantee of a 

vested benefit, changes are likely permissible.
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Current Employees - Represented

• Vallejo POA v. City of Vallejo (2017)

 City imposed $300/month cap to replace employer-paid retiree health premium for any 

CalPERS medical plan. 

 Union argued that an earlier MOU created a vested right to continue receiving fully paid 

benefits in perpetuity. 

 City disagreed

 California Supreme Court decision in REAOC III 

 U.S. Supreme Court 2015 decision (M&G Polymers USA, LLC v. Tacket) holding that 

contractual obligations cease upon termination of the MOU 

 Court of Appeal (1st District) ruled in favor of City 
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Current Employees - Unrepresented

• Apply the California League criteria:

 Are benefits included in the public employer’s declaration of policy pertaining to 

employment?

 Is there evidence that benefits are important to employees?

 Were benefits an inducement to accept or remain in a position?

 Is benefit a form of compensation earned by remaining in employment?

• REAOC III clarified California League to mean that the presence of the 

four criteria reflected the intent to provide a vested benefit.
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Retirees

• Modifications are presumptively suspect, except in circumstances, where 

the question of what has been promised is ambiguous.

• Examples of changes deemed permissible:

 Increase in retiree contribution toward coverage through cap on the employer 

contribution. 

 Changes in carriers and/or types of coverage.

 Where benefits have been tied to employee benefits, reducing retiree benefits 

consistent with reductions in employee benefits. 
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Legislative Changes

• SB 278 – CalPERS 

 Purpose 

 Triggers

 Contributions were paid on the compensation,

 Compensation was in MOU & weren’t aware it was disallowed,

 Employee was not aware it was disallowed, and

 CalPERS deemed it disallowed after an employee’s retirement

 Consequences 

 Employer must pay an overpayment. 

 Employer must also pay a penalty equal to 20% of the present value of the employee’s benefit loss. 

 Retroactive liability begins Jan. 1, 2017 for cases that have not exhausted legal remedies.
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SB 278

• Mitigation 

 Compensation Documentation 

Compensation details must be contained on Publicly Available Pay Schedule (Payrate) / 

MOU or CBA (Special Compensation)

Common errors 

 Document approval 

Missing payrates 

Missing language 

 Group or class of employment 
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SB 278

• Mitigation 

 Compensation Reporting 

 Key concepts

 Reported as earned 

 Earnings Divided by Full-time Payrate = Service Credit

 10 months, 1,720 hours, or 215 days = 1 year of Service Credit

 Common errors 

 Reported exclusively in final compensation period

 Compensation granted in anticipation of separation or retirement 

 Classic/PEPRA differences 

 Out-of-class assignments 
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Legislative Changes

• AB 1912 (JPAs) – All

 Current and former members of a JPA must be responsible for the retirement obligations 

of the JPA.

 Amends Joint Exercise of Powers Act to provide that member agencies must agree on 

allocation of total retirement liability upon the occurrence of certain specified events. 

 If member agencies cannot agree, retirement board is empowered to apportion liability.

 Applies retroactively unless prior to January 1, 2019:  (1) pension contract was 

terminated; or (2) JPA dissolved.
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Legislative Changes

• AB 1487 (Out of Class Assignments) - CalPERS

 Section 20480 added to PERL. 

 Provides that an out-of-class appointment cannot exceed 960 hours in a fiscal year.

 Defines “out-of-class appointment” to mean a limited-term appointment to an upgraded 

position or higher classification that is vacant.

 Does not apply if filling in for employee on leave.

 Employers must track hours and report them to CalPERS within 30 days after the end of 

the fiscal year.

 Requirements on pay 
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AB 1487

• Imposes penalties for noncompliance

 3 times the total contributions that would have been paid for the difference between 

the out-of-class compensation (a), and the compensation paid for the position but for 

the vacancy (b).  Amended by AB 2696 

 Example: if (a) is $5,100 and (b) is $8,500, and total contribution rate is 35%, the 

penalty is 3 x (35% x $3,400) = $3,570.

 No penalty if contributions made on higher payrate. 

• Bill effective January 1, 2018, as amended effective January 1, 2019.  
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The OPEB Picture 

• $183.6 Billion 

 Combined OPEB liability of State of California and local governments as estimated by Reason Foundation in 2021 Report

• $ 7.3 Billion 

 The amount that has been set aside to offset OPEB liabilities (source: Surveying California’s Unfunded Retiree Healthcare 

Obligations, 2014) 

• 82%

 Percentage of public entities that offer retiree healthcare benefits out of 1,200 entities surveyed in 2008 by Public 

Employee Post-Employment Benefits Commission

• 73% 

 Percentage of surveyed public entities that set aside no assets to cover future retirement healthcare cost (source: 

California Common Sense) 
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Increase in Retiree Health Care Costs

• Rising health care costs

• Retiree population is increasing

• Workers are retiring younger

• Workers are living longer 

• Delay in prefunding 
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Defining Pension Liabilities

• What does CalPERS consider when it calculates pension liabilities? 

 Demographic assumptions (e.g., life expectancy, length of service, retirement age, 

disability). 

 Economic assumptions (e.g., future salary increases and investment returns).

• What goes into the annual contributions to CalPERS? 

 Normal cost is the cost associated with the current year of service credit expressed as a 

% of covered payroll.

 Unfunded accrued liability is the current value of the benefit for all accrued service credit 

amortized over a specified period that is unfunded. 
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CalPERS Investment Returns
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Recent Performance & Impact 

• FYE 2022 – (6.1%)

• Reduced funded stated of PERF 82% to 71%

• Long term performance

 6.7% over 5 years

 7.7% over 10 years

 6.9% over 20 years 

 7.7% over 30 years 

• The impact on rates will impact public agencies on July 1, 2024 
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What Affects Pension Liabilities?

• Investment returns 

• Experience gains/losses

• PEPRA – minimal effect until new members replace classic members

• Changes in CalPERS’ policies (improve funded status, less volatility in 

contribution rates) 

• Changes in demographic assumptions (longer life expectancy, retiring younger)

• Assumed rate of return – currently 6.8% as of July 1, 2021
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Outside Pressures on Pension Liabilities

• Shift from GASB 27 reporting to GASB 68 reporting as of fiscal years 

beginning after June 15, 2014.

• Tension between funding public services and paying for increasing 

pension liabilities

• Public perception 

• Legislative initiatives 
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The Anatomy of a CalPERS Termination 

• The PERL permits a contracting agency to terminate its contract (§ 20573). 

• BUT CalPERS discourages this by imposing a termination charge backed by a statutory 

lien (§ 20574).

 At termination, CalPERS holds assets for the benefit of employees and beneficiaries with respect to 

accrued benefits. 

 Then assets merged into single termination pool invested conservatively to protect those assets. 

 This results in underfunding even for a plan that is fully funded.

 The terminating agency must then fully fund the plan – on an accelerated basis.

 A statutory lien, applicable to all assets except a prior lien or wages, enforces the termination liability. 
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Overview of Pension Funding

• Pension Funding = current assets (A) + future required contributions (B) + 

future investment earnings (C) 

 On an ongoing basis:

 (B) is fulfilled on an ongoing basis by both employer and employee contributions, and  

 (C) is 7%
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Overview of Pension Funding

• Pension Funding = current assets (A) + future required contributions (B) + future 

investment earnings (C), continued  

 On a terminated basis:  

 (B) is accelerated, due on a lump sum basis unless installments are accepted by CalPERS (but 

interest charged), and 

 (C) is substantially reduced to a variable rate generally based on the yield on 30 year treasury 

obligations, less than 3% since this was changed in 2011.  

 Example

 Stockton as of 6/30/12: Ongoing liability was  $412 million but liability on a terminated basis was 

$1.6 billion
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The High Cost of Terminating

• The termination process has been described as a “poison pill” or “golden handcuff”.

• CalPERS has authority to cut accrued benefits to a level consistent with the funded status of 

the terminated plan on a withdrawal basis (§ 20577).   

• Termination of CalPERS contract is rarely a good option. 

 City of Loyalton (2016) – 60% reduction affecting 5 members. 

 East San Gabriel Valley Human Services Consortium (2017) – 63% reduction affecting 197 members.

 Trinity County Waterworks District No. 1 (2017) – 70% reduction affecting 10 members.

 Niland Sanitary District (2017) – 92% (4 classics)  and 100% (1 PEPRA) reduction.  

• BUT terminating an agency’s contract with CalPERS does not terminate the contractual 

relationship between the agency and its employees to provide pensions. 
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Effect of Bankruptcy on CalPERS Contract

• High Profile Bankruptcies

 Vallejo (2008)

 Stockton (2012) 

 San Bernardino (2013)

• Not a single one attempted to reject its CalPERS contract.

• However, in In re Stockton the Bankruptcy Court concluded that: 

 Pension contracts, including a pension administration contract, may be rejected pursuant to Bankruptcy Code Section 365. 

 City’s failure to impair its pension contract did not defeat confirmation because pensions are a part of “total compensation”

and other reductions in compensation were sufficient.

 CalPERS does not bear financial risk from reductions by the City in its funding payments because state law requires 

CalPERS to pass along the reductions to retirees in the form of reduced pensions.  
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Managing Pension Liabilities

• Less costly benefits for future hires complicated by CalPERS and PEPRA

 CalPERS

Once in, always in unless you can afford to terminate CalPERS contract. 

Withdrawal liability is an insurmountable obstacle in many cases.

 PEPRA

New “classic member” hires are enrolled in plan in place on 12/31/12, new “new member” 

hires are enrolled in pre-designated plans based on classification. 

 Prior option to create tiers is no longer viable except in limited cases for safety 

classification. 
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Managing Pension Liabilities

• Shifting costs to employees 

 New Members

Normal costs

 Required contribution equal to 50% of normal costs

 Can increase normal cost contribution pursuant to collective bargaining principles

 Employer normal costs and unfunded liabilities 

 Cost-sharing of employer contribution rate pursuant to Section 20516 

 PEPRA increased flexibility of cost-sharing provisions 
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Managing Pension Liabilities

• Shifting costs to employees 

 Classic Members

 Section 20516.5 permits a unilateral shift of normal costs to classic members – permissive, not 

mandatory.

 Completion of good faith bargaining process.

 Subject to applicable caps (8% miscellaneous, 12% safety)

 Not applicable until January 1, 2018

 However, Section 20691 already provides authority to eliminate EPMC.

 Eliminating EPMC may be impractical if Section 20636(c)(4) benefit has been added.

 Nonetheless, trend is towards achieving AB 340 standard for classic members.
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Managing Pension Liabilities

• Pension obligation bonds (POBs) 

 Bonds issued by state or local government to pay its obligations to the pension fund.

 Benefits 

 Savings generated by paying for pension costs with lower cost debt. 

 Discounts from paying contributions up front rather than periodically.

 Potential for bond proceeds to perform better if investment performance exceeds assumed interest rate.

 Budget relief

 Disadvantages

 Pension fund investments underperform bond rate. 

 Subjects bond proceeds to volatility of CalPERS investment return (e.g., equity correction could create more 

debt). 
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Managing Pension Liabilities

• Borrow from general fund to increase payments to CalPERS 

 Anticipated repayment through savings is uncertain. 

 Funds are subject to CalPERS investment volatility. 

 Loss of control over timing and allocation of payment.

• Establish internal reserve fund 

 Subject to investment limitations of general fund investments.

 Would not offset pension liabilities. 
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Managing Pension Liabilities

• The advantages of paying down liability directly with pension plan 

administrator: 

 Keep in mind that the cost of amortizing pension liabilities is high. 

 Can achieve significant interest savings.  

 Options:

 Fresh start - Consolidate all bases and fund over a single period

 Pay down UAL bases

 Formal vs. informal 
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Managing Pension Liabilities

• Prefund pension liabilities through irrevocable Section 115 trust: 

 Pension volatility risk mitigation 

 Investment flexibility 

 Agency retains oversight and local control of fund management selection and 

monitoring of performance

 Increased flexibility on use of trust assets

 May offset pension liabilities for GASB 68 purposes
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Retrospective

• Historically most public agencies paid retiree health benefits using a “pay-

as-you-go” method without reporting the obligations as liabilities

• GASB Statement Numbers 43, 45 and 57, while not requiring a change in 

how OPEBs are paid, forced public agencies to account for OPEB 

obligations as liabilities on their financial statements
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Pre-Funding OPEB Liabilities

• What does it mean? Setting aside funds irrevocably for the express 

purpose of paying for OPEB costs.

 Dedicated fund within the public agency’s treasury is insufficient. 

 Reduces liabilities that must be recorded on financial statements.

 Higher investment returns lead to lower long-term costs.
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OPEB Trust Options

• Section 401(h) account

 Account within a 401(a) qualified retirement plan.

 Contribution limitation – 25% 

• Section 115 Trust

 Independent trust

 Exempt to the extent that income is derived from the exercise of an essential government function. 

 Examples: PARS, CERBT, single agency trust 

• Section 501(c)(9) VEBA Trust

 Independent trust 

 Requires annual information returns. 

 Examples: Nationwide PEHP, single agency trust 
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Funding Sources for OPEB Trusts

• Employer contributions 

• Mandatory employee contributions 

 Percentage of salary 

 Flat amount 

 Conversion of accrued leave (cannot have cash option)

• OPEB bonds 
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Strategies Used to Constrain Costs

• Cap employer’s contribution for retiree health benefits.

• Change eligibility requirements (e.g., raise minimum age and service 

requirements, limit benefits until Medicare eligibility).

• Eliminate higher cost plans.

• Eliminate coverage for future retirees (consider PEMHCA).

• Shift from defined benefit to defined contribution. 

• If feasible, modify benefits of current employees and retirees.
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Questions?
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DISCLAIMER: BB&K presentations and webinars are not intended as legal advice. Additional 

facts, facts specific to your situation or future developments may affect subjects contained herein. 

Seek the advice of an attorney before acting or relying upon any information herein. Audio or video 

recording of presentation and webinar content is prohibited without express prior consent.

Isabel Safie

isabel.safie@bbklaw.com  |  (951) 826-8309
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PAYDOWN NET PENSION LIABILITY

Amortization

Flat Amount $50,000 additional contribution annually

Amortize the NPL over a number of years,
similar to a mortgage



San Bernardino LAFCO Staff’s 

PENSION ANALYSIS
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SAMPLE AGENCY

PENSION, SAFETY PLANS

2018 is the first year of OPEB reporting
0%

$   30,436,713 

OPEB

AGENCY COVERAGE OF NET POST-EMPLOYMENT LIABILITIES

2015 2016 2017 2018

Governmental Assets                       (other than
capital)

$30,776,542 $29,270,833 $36,334,929 $44,190,218

Net Liabilities (pension & OPEB) $30,721,081 $36,579,955 $47,315,229 $84,379,795

Gov't. Assets (other than capital)             as a %
Net Liabilities
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2015 2016 2017 2018 Trend

81% 78% 74% 73%

30,721,081$   36,579,955$   47,315,229$   53,943,082$   
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ALL FIRE AGENCIES IN SAN BERNARDINO COUNTY

PENSION, SAFETY PLANS

OPEB

ALL FIRE AGENCIES COVERAGE OF NET POST-EMPLOYMENT LIABILITIES

2015 2016 2017 2018

Governmental Assets                        (other than
capital)

$1,236,800,490 $1,198,305,404 $1,457,554,504 $1,535,549,870

Net Liabilities (pension & OPEB) $400,422,422 $448,976,948 $563,427,254 $779,078,527

Gov't. Assets (other than capital)                   as
a % Net Liabilities

309% 267% 259% 197%
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2015 2016 2017 2018

78% 77% 73% 72%

400,422,422.00  448,976,948.00 563,427,254.00     680,873,657.00 

2018

26%

98,204,860$           
2018 is the first year of OPEB reporting
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ALL CALPERS FIRE PLANS IN SAN BERNARDINO COUNTY

Year 2016-17 2017-18 2018-19 2019-20

UAL Payment $    7,299,418 $   17,335,603 $   21,023,384 $   24,844,729 

CONTRIBUTION HISTORY

Year 2020-21 2021-22 2022-23 2023-24 2024-25 2025-26

UAL Payment $ 27,700,709 $ 31,324,530 $ 34,335,070 $ 36,230,820 $ 38,432,990 $ 39,132,400 

PROJECTED CONTRIBUTIONS
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CONTRIBUTION HISTORY AND PROJECTIONS

Year 2016-17 2017-18 2018-19 2019-20 2020-21
Normal Cost % 17.6% 17.5% 18.1% 19.2% 19.8%
UAL Payment n/a $3,216,851 $3,823,928 $4,569,645 $5,332,971 

Year 2021-22 2022-23 2023-24 2024-25 2025-26
Normal Cost % 19.8% 19.8% 19.8% 19.8% 19.8%
UAL Payment $6,316,000 $7,169,000 $7,754,000 $8,286,000 $8,514,000 

SAMPLE AGENCY “A” 

Year 2016-17 2017-18 2018-19 2019-20 2020-21
Normal Cost % 21.2% 21.4% 22.3% 23.7% 25.5%
UAL Payment $ 1,201,923 $ 1,471,559 $ 1,840,337 $ 2,250,464 $ 2,546,205 

Year 2021-22 2022-23 2023-24 2024-25 2025-26
Normal Cost % 25.5% 25.5% 25.5% 25.5% 25.5%
UAL Payment $ 2,894,000 $ 3,183,000 $ 3,367,000 $ 3,550,000 $ 3,648,000

SAMPLE AGENCY “B” - CLASSIC SAFETY PLAN

Year 2016-17 2017-18 2018-19 2019-20 2020-21
Normal Cost % 0.0% 12.7% 13.0% 13.8% 13.9%
UAL Payment $ - $96 $209 $313 $870

Year 2021-22 2022-23 2023-24 2024-25 2025-26
Normal Cost % 13.9% 13.9% 13.9% 13.9% 13.9%
UAL Payment $ 1,500 $ 2,100 $ 2,600 $ 3,100 $ 3,200 

SAMPLE AGENCY “B” - PEPRA SAFETY PLAN
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AGENCY PROFILE

FISCAL INDICATOR

AGENCY’S WEBSITE

SERVICE REVIEW
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