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Dear Senator Corcoran:

Enrofled HB 2003 (B 2003) and Enrolled HB 2004 (HB 2004), would change
the Public Employees Retirement System (PERS). You asked four questions about the
constitutionality of certain elements of these measures.' We previously provided oral
answers. NOw, at your request, we provide written answers.

To answer your questions. we must anticipate potential challenges and predict the
Judicial resolution of thern. We have set out below vour questions followed in each
mstance by a summary of the result that we believe the courts most likely would reach.
In the detatled answers, we explain our conclusions and discuss other potential outcomes
that we believe are possible but less likely. We refer throughout this opinion to the
Oregon Supreme Court’s two most salient decisions about PERS: OSPOA v. State, 323
Or 356, 918 P2d 765 (1996), and Hughes v. State of Oregon, 314 Or 1,838 P2d 1018
(1992).

FIRST QUESTION PRESENTED

Part A. Does the ‘look back’ provision of HB 20044 adequatelv protect PERS

members’ contract rights?

Part B. Does the ‘look back” provision of HI3 2004 ensure the continued
qualification of the PERS plan under the federa] Internal Revenye Code?
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ANSWER

Part A. No. The appellate courts will likely hold that the legislature may require
the PERS Board (PERB or Board) to apply new actuarial factors only to retirement
benefits that a PERS member may accrue in the future for'work performed after the
effective date of TIB 2004, OAR 459-005-0035, to the extent that it provides for the
application of existing actuarial factors to retirement benefits acerued for work already
performed and for beneflt payments to be calculated based on all segments of work
performed untl the date of retirement, s part of the PERS contract. To the extent that
Section 4 (the “look back™ provision) of HB 2004 impairs these contractual provisions, it
docs not adequately protect the contract rights of persons who perform work as public
employees prior to the effective date of HB 2004. Our detailed discussion of these
conclusions begins on page 9.

Part B. The Internal Revenue Code (IRC) requires that a tax qualified defined
benefit pension plan like PERS provide “definitely determinable” benefits. Whether HB
2004 would disqualify the plan is uncertain. To eliminate uncertainty sbout the meaning
and applicability of the “definitely determinable” requirement, PERS should seek a
determination from the IRS about the plan’s status in light of the changes to OAR 459-
005-0055 caused by HB 2004. Our detailed discussion begins on page 24.

SECOND QUESTION PRESENTED

Does B 2003’s cessation of employee contributions to the PERS plan, and the
consequent lowering and eventual elimination of the money match benefit, constituie a
breach or impairment of PERS members’ contract rights?

ANSWER

Yes. Based on the Supreme Court’s decision in OSPOA, Oregon appellate courts
wiil likely held that HB 2003s cessation of employee contributions to the PERS plan
consiltutes an impairment of some PERS members™ contract rights. If the Supreme Court
ultimately rejects the majority opinion in OSPO and relies instead on its previous
decision in Hughes, employee contributions could be terminated for current PERS
members as to work performed after the effective date of HB 2003, Our detailed
discussion of these conclusions begins on page 25.

THIRD QUESTION PRESENTED

ORS 238.255 provides that each vear the accounts of PERS members who joined
the system before January 1, 1996 arc entitled to be credited in an amount no less than the
amount of the system’s assumed interest rate for that vear (“the guaranteed rate for Tier
Cne accounts™). Does HB 2003 eliminaie, lower or alter the cuaranteed rate for Tier One
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accounts, and, if so, does that constitute either a breach or impairment of the contract
nights of affected PERS members?

ANSWER

Yes. HB 2003 effectively lowers the guaranteed rate for Tier One accounts.
Based on the Supreme Court’s decision in OSPOA, Oregon appellate courts will likely
hold that any change in the guaranteed rate for Tier One account balances (contributions
and accrued earnings) arising from work performed either before or after a chan ge 1s an
unconstitutional impairment of contract rights. Tf the Supreme Court ultimately rejects
the majority opinion in OSPOA4 and relies instead on its previous decision in Huglhes, a
change in the guaranteed rate for Tier One account balances could be made for account
balance amounts generated by work performed after the effective date of the chan ge. Our
detailed discussion of these conclusions begins on page 33,

FOURTH QUESTION PRESENTED

Part A. Do the provisions in HB 2003 that shield public empioyers from the
cffects of the Board actions held unlawful in Marion County Crrcuit Case Nos. 99C-
12794, 00C-16173, 99C-12838 and 99C-202335, by charging the costs of those actions fo
future Public Emplovees Retirement Fund (PERF) earnings as an “administrative
expense,” breach or impair the contract 11 ghts of PERS members otherwisc unaffected by
the disputed Board actions?

Part B. Does the answer vary for Tier One and Tier Two employees because only

Ticr One employees are guaranteed the assumed interest rate?

ANSWER

Part A. Yes. The appellate courts will likely find that shifiing the cost of
overpayments from the recipients to other PERS members would breach the latter’s
contract rights. Our detailed discussion of these conclusions begins on page 36.

Part B. Our answer does not depend on whether an affected meniber 1s Tier One
or Two.

DISCUSSION
THE PERS CONTRACT

Al The Judicial Framework for Analysis of the PERS Contract and Its Terms.

Boti the Oregon Constitution and the United States Constitution prohibit the srate
from passing any law "Impairing the obligations of contracts.” Or. Const, Art, I,

L OR 970 S098 T
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Section 21; ULS. Const., Art. T, Section 10. These prohibitions apply to contracts to
which the state is a party and to contracts between private parties. Eckiesv. State, 306 Or
380,390, 760 P2d 846 (1988).

The Oregon Supreme Court has consistently recognized that PERS creates a
contract between the state and public employees who are PERS members.” The Oregon
Supreme Court has repeatedly stated that “PERS is a contract between the state and its
cmployees, and that public employment gives rise to certain contractual obligations that
are protected by the state and federal constitutions.”® OSPOA, 323 Or at 370, citing
Hughes, 314 Ovat 17-21. In Hughes the court held that a statute comprising part of
PERS was an offer “by the state to its employees, for z unilateral contract” which an
cmployee accepts through performing work for the state. Hughes, 314 Or at 26-21. As
stated in Hughes and reiterated in all three of the court’s opinions in OSPOA.” an
employee’s contractual right to specified pension benefits “becomes vested at the time of
lis or her acceptance of cmployment * * * * [and] [o]n vesting, an employec’s
contractual interest in 4 pension plan may not be substantially impaired by subsequent
legislation.” Hughes, 314 Or at 20; see also OSPOA, 323 Or at 371 (majority opinion), at
385 (Fadeley, J., concurring), and at 407 (Gillette, T, Carson, C.J, and Graber, J.,
specially concurring and dissenting).

Both OSPOA and Hughes recognize that “the state may undertake bindin g
contractual obligations with its employecs, including [for] benefits that may accrue in the
future for work not vet performed.” OSPOA, 323 Or at 371; see also Hughes, 314 Or at
28. Both also recognize that a public employce accepts the unilateral contract offer of
PERS by tendering part performance through his or her work. OSP0OA, 323 Or at 375-
376; Hughes, 314 Or at 20-21. These conclusions are consistent with a series of cases
dating back to 1940 in which the court held that a public employer could not: (1) reduce
the amount ol a teacher's annuity after she had retired, Cravford v. Teacher's Ret. Fund
Ass'n, 164 Or 77,99 P2d 729 (1940); (2) eliminate a cash payment for unused sick leave
at retirement with respect to work already performed, Harryman v. Roseburg Rurdl Fire
Prot. District, 244 Or 631, 420 P2d 831, rev den (1971); (3) cease crediling temporary
service to the period of service needed for retirement after it had been performed, Adains
voSchrunk, 6 Or App 580, 488 P2d 831, rev den (1670); or (4) remove members from
PERS by changing the coverage criteria, Taylor v. Mudz. Co. Dep. Sher. Ret. Bd., 265 Or
445, 510 P2d 339 (1973). The common ¢lement in all of those decisions is that the Court
has consistently held that statutes or ordinances that are part of ihe benefit caleulation arc
part of the pension contract - e statutes that determine: the amount of benefits, whether
divectly or indirectly (guaranteed interest rate); the value of benefits (tax exemption); who
15 eligible to receive benefits; or when a member is eligible 1o receive benefits.

These statements, however, do not provide all that is needed 10 explain the court’s
decisions in OSPOA and Hughes. Further examination of these opinions 1s required to
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understand how the court arrived at its conclusions about the existence and scope of
contractual rights in PERS.

Atthe outsel, we recognize that the court’s analysis of the PERS contract creales
tension between the contract theory of public pension rights, as protected from
impairment by the Oregon Constitution and the United States Constitution, and the
general proposition that one Legislative Assembly may not bind its successors. The state
argusd in Hughes that recognizing a contractual right to apply current rules to the
caleulation of benefits for work vet o be performed could conflict with state
constitutional prohibitions against incurring debts or liabilities that require future
appropriations. Appellant’s Brief at 28-32. Nevertheless, in [Tughes the court held that
"1t the appropriate contractual conditions are met, one legislature may bind a succeeding
legislature to a particular course of action.” Hughes, 314 Or at 13. And, in rejecting the
state’s argument in Hughes that the state’s power to revoke a tax exemption could not be
limited by contract, the court wrote:

“If the legislature creates a statutory contract, regardless of subject maiter,
it imits its sovereign power in some respect. That limit — for good or i1l - -
is part of the substance of the guarantee embodied in the Contract Clause.,

Hughes, 314 Orat 17, fn 21.

Because it is the most recent exposition of the court’s methodology for
determining contract rights as to PERS, our analysis might ordinarily begin and end with
OSPOA. The Oregon Supreme Court, however, was deeply divided in OSPOA. In
OSPOA, members of the court wrote three opinions. And all three opinions purported to
rely upon Hughes and its predecessors,

Furthermore, there are arguable distinctions between the analysis employed by the
court in Aughes, and the analysis used by the majority in OSPOA to determine whether a
statute 1s part of the PERS contract. Hughes and the majority in OSPOA differ in the
analysis used (o determine the PERS benefits to which the contractual obligation applics.
Stated another way, the cases appear to differ in their approach to determining whether a
stafute creates a contractual obligation and, 1f it does, whether that obligation controls not
only how the state treats benefits that an employee has accrued by work already
performed but also controls the treatment of benefits an emplovee may accrue in the
future by work not yet performed. Consequently, we address in some detail the
differcnces we perceive in the court’s decisions in Hughes and OSPOA4. Where relevant,

fy how our answers would differ, if at all, as a result of employing one

it

we also ide
I framework as opposed to the other.
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Lo determine the constitutionality of a statute, baliot measure or other law that
changes terms of the PERS pension plan as it then exists, the court’s decisions require
that we answer three questions: (1) Is the affected term(s) part of the PERS
statutory contract? (2) If it is, what are the terms of the promise? (3) Does the conflict
between the new law and the PERS contract constitute an impairment or merely a breach
of the contract? See Hughes, 314 Or at 22-33. Hughes addressed whether statutory
amendments purporting to tax benefit amounts received by PERS members or other
beneficiaries impaired or breached the PERS contract.

The court first determined that the existing statute exempting PERS benefit
payments from taxation was part of the PERS contract, 4. ughes, 314 Orat 27. The
court’s primary consideration in making this determination was the context in which the
statute had been adopted. /d. at 25. Noting that the exemption statute “was enacted as
part and parcel of the Public Employees’ Retirement Act of 1933.7 id., the court
examined both “the context and purpose of the entive PERS contract” in concly ding that
the particular statute was part of the contract. Jd. The court concluded “that the context
mwhich the tax statute is enacted is of primary importance.” /d

The court then went on to note that the text of the cxemption statute lent further
support to its determination that the statute was a part of the PERS contract because on its
face the statute “unambiguously evince[d] an under! ying promissory, contractual
legislative intent.” Id. at 26. However, unambiguous textual support in the statute was
not essential. In rejecting the dissent’s argument that the exemption statute did not
cxpress contractual intent, the majority in Fughes wrote:

Also significant is that in those cases [from other jurisdictions where
contractual rights {o tax exemptions were found to exist] the tax excmption
terms arc not, on their face, indicaiive of an intention not to repeal those
exemptions. The constitutional protection that was afforded to those
provision’s obligations followed from the fact that they were part of a
larger contract, not that they were promissory in and of themselves.

Highes, 314 Orat 21 — 22, fn. 27,

After concluding that the tax exemption statute was part of the PERS contract, the
Hughes court sought to identify which PERS benefits the statute exempted from taxation.
The language of the statute protected any right “accrued or accruing” under the PERS
statutes from all state and local taxes “heretofore or hereafier imposed.” Hughes, 314 Or
at 27-28. From this language, the court held that the state had contractually obligated
iself 1o “exempt from state and local taxation forever” those benefits that had acerued or
contizied 10 accrue while the statute remained in effect. 4/ at 29 (emphasis added).
However, the court held that the statutory language did not obligate the state 10 exempt



Senasor Tony Corcoran
June 3, 2003
Page 7

from taxation “benefits that may accrue in the future based on work not yer performed,”
so that benefits that accrued as compensation for work performed after the date the
exemption statute was amended were not contractually exempt from taxation. /d.
(emphasis added). In other words, the court identified a temporal limitation based on the
language of the contractual promise made by the state in the e:{émplion statute. In
identifying this limitation, the court stated that “{h]ad it chosen to do so, the legislature
could have dealt with future benefits, but it did not.” Jd. at 28,

[n sum, the approach the court took in Hughes placed a particular emphasis on the
context of the statute at issue to determine whether the statute was part of the PERS
contract. The court then analyzed the particular text of the statute at issue to determine
the scope of the benefits to which the contractual obligation applied.

In OSPOA, the majority opinion held that three amendments to the Oregon
Constitution impaired the PERS coniract because of the way they contradicted a number
of existing statutes that the court held were part of the contract. In reaching its
conclusions, the majority opinion did not focus on the language of the relevant statutes to
determme whether they formed part of the PERS contract or whether the obligations they
created applied to both benefits accrued and to be accrued in the future. Instead, the
majority opinion considered the obligations imposed by the various statutes that form the
PERS contract as a singuiar element. For example, without differentiation between
statutory provisions, the majority opinion states that “[t]he statutory pension system and
the relationship between the state and its employees clearly established a contractual
obligation to provide an undiminished level of benefits at a Jixed cost.” OSPOA, 323 Or
at 375 (emphasis added).

Unlike /{ughes, the majority opinion in OSPOA appears to conclude that a public
employce’s tendering part performance through his or her work freezes the terms of the
PERS contract for that employee, obligating the state to apply the terms existin o when
the employee began working (or any better terms offered during the period of the
employee’s service) to benefits accrued throughout the entirety of the emplovee’s tenure.
OSPOA, 323 Or at 375-376. This perspective is contrary to that displayed in Hugles
where, once the court determined that the tax exemption statute was part of the PERS
contract, 1t then separately examined the text of the statute to delermine the scope of the
benelits to which the contractual promisce of exemption applied. Hughes, 314 Or at 27-
28,

We note below when and how our answers to the questions poscd would differ
depending on which analytical approach Oregon’s appellate courts uitimately apply.

1762
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B. Impairment or Breach

[f'an existing statute comprises part of the PERS contract and therefore obligates
the state with regard to how it acts in relation to acerued benefits, or to both benefits
accrued and to be accrued in the future, each of vour questions asks whether the
amendment or repeal of that law made by HB 2003 or HB 2004 would constitute an
“impairment or breach” of a contractual promise.

The consequences of an “impairment of contract” differ from the consequences of
a “breach of contract.” The remedy for the former voids the attempt to nullify a part of
the contract; the remedy for the latter gives legal effect to the enactment but requires the
breaching party to pay damages.

To impair a contract violates both the Oregon and U.S. Constitutions. Article I,
section 21, of the Oregon Constitution provides in part that “[n]o * * * Jaw impairing the
obligation of contracts shall ever be passed * * *.” The constitutional prohibition against
the impairment of contracts applies to contracts made by the state. Eckles, 306 Or at 390.
Article I, section 10, clause 1, of the U.S. Constitution prohibits a staté from passing any
law 1mpairing “the Obligation of Contracis.” An impairment of contract eliminates a
contractual obligation previously incurred by the state so that the state may alter its
conduct without contractual liability to the other party or parties to the contract. Hughes,
314 Orat 31. Because a statute creating an impairment of contract is unconstitutional, it
1s a “nullity.” 7d. at 31. Following rules established by the Oregon Supreme Court, we
determine whether the amendments made by HB 2003 and HB 2004 would violate the
state’s constitutional prohibition against impairment of contracts.” Jd. at 12.

While an tmpairment of contract climinates a basis for the state’s contractual
liability, a “breach of contract” violates a contractual obligation that continues {o exist.
The other party or parties to the contract have a right to compensation for the breach.
Hughes, 314 at 32, Hughes held that the 1991 law at issue in that case both impaired and
breached the PERS contract with regard to the state’s obligation to exempt accrued and
accruing PERS benefits from taxation. We briefly review Hughes to further explain the
differences between impairment and breach of contracts.

The 1991 law at issue in Hughes affected employees™ contractual rights to tax-
exempt benefits in two ways. See Or Laws 1691, ¢ch 823, First, it added a new
subsection to the existing PERS tax-exemption statute, which formed part of the PERS
contract, to make the exemption mapplicable to state personal income tax. [Jughes, 314
Orat 10. Second, the law repealed a tax statute that had made the PERS tax-exemption
statute pert of the state income tax law. /d. By narrowing the exemption statute and
changing the income tax laws, the 1991 law resulted in the taxation of PERS beneflts.
Hughes treated the two aspects of the 1991 law differently,
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First, the court held that, in making the exemption inapplicable to state personal
income tax, the 1991 law impaired the PERS contract. Hughes, 314 Or at 31. By
clminating, with respect to personal income tax, the state’s contractual obli gation to
exempt PERS benefits from taxation, the law “would allow the state to subject formerly
exempt PERS retirement benefits to state income taxes without contractual liability to
petitioners — a result directly within the prohibition of Article I,section 21.” /d. The
amendment to the exemption statute did not itself create the taxation of PERS benefits. Tt
did purport (o eliminate a term of the contract, thereby depriving PERS members of a
remedy if their benefits were subsequently subjected to texation. Therefore, this portion
of the 1991 law was “a nullity as it relates to PERS retirement benefits accrued or
accruing for work performed before {its] effective date.” Id.

Second, the court held that, in repealing the tax statute making the PERS
exemption statute part of the state income tax law, the 1991 law breached the PERS
contract because the repeal “resultfed] in the taxation of PERS retirement benefits.”
Hughes, 314 Or at 32. This portion of the 1991 law did not alter the statute that
exempted PERS benefits from taxation and that the court found to be part of the PERS
contract. Instead, it had the legal effect of subjecting PERS benefits to taxation. Because
the court invalidated the attempt to alter the PERS contract to permit taxation of benefits,
the attempt to tax those benefits was a breach of that contract.

FIRST QUESTION: Part A.
The “Look Back” Provisions of HB 2004

This section addresses whether Section 4, the “look back” provision in HB 2004,
which addresses the use of actuarial factors in the caleulation of benefit pavments,
adequately protects the rights of public cmployecs that exist under the PERS contract. If
HB 2004 does not change the existing use of actuarial tactors, it i1s obvious that no breach
or impairment of contract would occur. Cons cquently, we first compare existing law to
HB 2004. Because we conclude that HB 2004 would change existing law to the
detriment of some PERS members, we then analyze i turm whether the changes made by
HB 2004 are constitutionally permissible (Part A of the first question presented), and
whether those changes alter the plan’s tax-exempt status (Part B of the first question
presented).

Al ORS 238.630(3)(¢). OAR 459-005-0055 and HB 2004: How The Bill Would

Change Existing Lay.

ORS 238.630(3)(g) states that the PERS Board “[sThall determine the actuarial
equivalency of optional forms of retirement allowances and extablish from time o time
Jor that purpose the necessary acnuarial Juctors, which shall constitute a part of the

Pmmmt e e e
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system” (emphasis added). The Board has promulgated administrative rule OAR 459-
005-0055 to implement that statute.

For public employees who became members of PERS on or after January 1, 1999,
the rule provides that the Board’s adoption of new actuarial factors will apply on a
prospective basis only. OAR 459-005-0055(4)(b) and (6)(a). Sections (4) and (6) state:

(4) The Board shall adopt, reject, or modify and adopt as modified
the consulting actuary’s recommended changes to the actuarial equivalency
factors used by the System within 60 days of receipt of the actuary’s report
on the Actuarial Equivalency Study, or as soon as practicable thereafter, at
a regularly scheduied meeting of the Board.

(a) Any changes to the System’s actuarial equivalency factors shall
be on the date established by the Board upon adoption of the changes.
Upon adopting any changes, the Board shall establish the date those
changes are effective,

(b) All changes to the System’s actuarial equivalency factors shall be
prospective only for that portion of an allowance attributable to service as
an active member beginning on or after the effective date of the change.

(6) For members who establish membership in PERS on or after the
date designated in section (5) of this rule:

(a) Benefits shall be based on the set of actuarial equivalency factors
in effect for cach segment of a member’s active membership in PERS
effective with the date of cach new set of actuarial equivalency factors.

(b) The calculation of benefits using different sets of actuarial
equivalency factors as described in subsection (4)(b) of this rule shall be as
follows: -

(A) Ior benefit caleulations based on the Fuill Formula method (ORS
238.300(1)) and (2){a):

(1) The pension portion of the calculation which is provided by
cmployver contributions shall usc the Service Pro-Rate Method defined in
section (7) of this rule; and

(1) The annuity portion of the calculation which is provided by
emplovee contributions shall use the Segment With Interest Method as

—

detined 1 section (7) of this rule.
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{B) For benefits based on the Money Match calculation (ORS
238.300(2)(b)(A)), the annuity which is provided by emplovee
contributions shall use the Segment With Interest Method as defined in
section (7) of this rule and that annuity shall be matched by a like annuity
provided by emplover contributions.

Under these sections of the rules, the Board will apply the actuarial factors in effect at the
time particular benefit amounts, plus related interest, accrued to calculate a retiree’s
benefit payment. Jd,

tor PERS members who became members prior to January 1, 1999, OAR 439-
003-0055(5) states:

[Tlhe Board shall not change a factor that would produce a lower periodic
or smgle benefit payment, and any change of factor(s) shall apply to the
total allowance payable.

Section (5} prohibits the Board from applying new actuarial factors if their use would
result in a lower periodic or single benefit payment. The practical effect of Section (3) is
that the actuarial factors used to calculate retirement benefits for public employees who
became members of PERS prior to 1999 are based on life expectancy figures established
m 1978 and amended to some extent in the 1980s. Because these figures are lower than
current life expectancies, larger monthly retirement benefit payments result from OAR
459-005-0053(3) than if the Board used updated actuarial factors.

HB 2004 would require the PERS Board to adopt new actuarial equivalency factor
tables every two years for use in calculating all PERS benefit payments, with the first
newly adopled table being effective January 1, 2003, 1B 2004, §§ 2(1), 3. Under
Section 4, the “look back” provision of HB 20()4, the actuarial factors used in caleulating
a service retirement allowance depend on a member’s retirement date.

For a member retiring on or after July 1, 2003, but before January 1, 2005, Section
4 of the bill requires the Board to calculate the service retirement allowance in two
ways, and then to pay the higher of the fwo.  As we understand the provisions of
Section 4, the first amount is calculated based on the member’s effeciive retirement date.
Under subsection (1), it appears the Board is required to develop actuarial equivalency
factor tables based on the mortality assumptions adopted by the Board on September 10,
2002, HB 2004, § 4(1). Then the Board 1s required to apply those actuarial equivalency
factors 1o the m “lb\,r entire relirement account balance as of the effective date of
retirernent. HB 2004 —L(”} a). The Board then 1s also required to calculate a second

1).
3
. §
amount by creating an account balance as of June 30, 2003, comprised of onlv the
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emplovee contributions and earings accrued as of thai date. HB 2004, § 4(3). The
Board would then use that account balance to determine the refund annuity under ORS
283.300, using the actuarial equivalency factor tables in effect on June 30,2005, The
member is entitled to receive the higher of these two amounts. HB 2004, § 4(’2).0 1d.

Section 4 of HB 2004 provides for the same two calculations to apply to PERS
members retiring on or after January 1, 2003, For retirements beginning in 2005, the
Board either would apply the actuarial factors in effect on the member’s effective date of
retirement to the member’s entire emplovee contribution and earnin gs balance, or would
use the actuarial factors in effect as of June 30, 2003, but would then calculate the refund

annuity only from the emplovec contribution and earnin gs accrued as of that date.” HB
2004, § 4(2), (3).

While HB 2004 limits the discretion of the Board in adopting actuarial factors, it
does not specifically amend the terms of ORS 238.63 0(3)(g). However, cnactment of the
bill, including the look back provision, would effectively void the salient provisions of
OAR 455-005-0055 for some employees. Under HB 2004, benefit payments to some
PERS members currently covered by OAR 459-005-005 5(4), (5) and (0) who retirc on or
after July 1, 2003, would no longer be calculated based on the entirety of the member’s
benefits as provided in the rule. Because actuarial factors consistent with up-to-date life
cxpectancy figures in all likelihood will produce lesser bencfit amounts than the Board’s
currently established factors, we believe that implementation of Section 4 of HB 2004
will result in the payment of reduced retirement benefits.® Since the biil would change
existing law as described, we must analyze whether the provisions of law changed by the
bill, speeifically, OAR 459-005-0055, are part of the PERS contract,

B. Is OAR 459-005-0055 Part of the PERS Contract?

Nothing in the text of ORS 238.630(3)(g) can be construed as a promise to public
cmployees to use any particular actuarial factors or to use factors that will establish 2
particular result other than “actuarial equivalency” between the retirement allowances
available under PERS. The state does not offer, in the statute itself, any promise about
the applicable actuarial factors to be used to calculate benefits. In fact, the statute itself
provides that actuarial factors may be revised from time to time by the Board. If ORS
238.630(3)(g) stood alone, we could not conclude that the PFRS contract included a
promise to limit the state’s power freely to change the applicable actuarial factors,

But ORS 238.630(3)(g) expressly authorizes the Board to make decisions about
actuarial factors. As previously discussed in this opinion, the Board adopted OAR 439-
(005-0053 to implement this statute. Therefore, we must analyze whether this rule is part
of the PERS contract that cannot lawfully be impaired by the Legislative Assembly,
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1. An administrative rule may establish terms of the PERS contract.

If administrative rules cannot ever give rise to contractual rights, it obviously
follows that Section 4 of HB 2004 would not impair the PERS contract. As previously
noted, the state argued unsuccessfully in Hughes that recognition of a statutory contract
right that binds future Legislative Assemblies is inconsistent with the general rule that
cach session of the Legislative Assembly has plenary law-making authority. The same
argument might be made with even more force where the binding effect of the unilateral
offer arises not from the Assembly itself but from an administrative rule.

Nevertheless, we believe it likely that the appellate courts will determine that an
administrative rule can create constitutionally protected contract rights. The legislature
has authorized agencies to bind the government to many different promises. For
example, an entire statutory chapter (ORS ch. 279) is devoted to the procedures by which
agencies may enter into contracts involving the public fisc. A state ageney’s
“fajdministratve rules and regulations are to be regarded as legislative enactments
having the same effect as it enacted by the legislature as part of the original statute.”
Bronson v. Moonen, 270 Or 469, 476, 528 P2d 82 (1974). The reasoning in Hughes and
in all of the opmions in OSPOA does not hinge upon the fact that a statute, as opposed to
a tule, helped established the contractual obligations alleged to exist in those cases.
Although the court has not directly given contractual status to an administrative rule, it
has given contractual force to an agreement entered into by PERB. In Stovall v. State,
324 Or 92, 110, 922 P2d 646 (1996), the Court considered the contractual rights of
employees once covered by school district retirement plans but subsequently covered by
PERS. The court found that the statute providing for the integration of these employees
into PERS “allowed PERB, the local school board, and the focal teachers’ association to
set the terms of the contract.” We perceive no logical reason to conclude that PERB has
authorily to bind the stalc to a contract by exccuting an agreement but not by adopting a
rule with promissory intent.” We turn, therefore, to an analysis of the potential binding
contractual effect of OAR 459-005-0055.

2. Was the Board empowered by ORS 238.630(3)(¢e) to enact QAR 450-
005-00557

A state agency, such as the Board, has “only those powers that the legislature
grants and cannot exercise authority that it does not have.” S4/F Corp. v. Shiplev, 326 Or
537,501,935 P2d 244 (1968), ciring Ore. Newspaper Pub. v. Peterson, 244 Or 116, 123,
415 P2d 21 (1966) (“In the absence of a statute which grants a presumption of validity to
admintstrative regulations, an administrative agency must, when its rule-making pover is
chailenged, show that its regulation falls within a clearlv defined statutory grant of
autherity” (citation omirted)). ” To determine whether the legisiature intended to
delegate to the Board the authority to contractuallv bind the state to the terms of QAR
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459-003-0055, we consider the legislature's intent in enacting ORS 238.630(3)(g), the

statute the Board cites as being implemented by that rule.

In seeking to discern the legislature’s intent in enacting ORS 238.630(3)(g) we
first consider the statute’s text and context.’’ As previously noted, ORS 238.630(3 (g}
states that the PERS Board “[s]hall determine the actuarial equivalency of optional forms
of retirement allowances and establish from time to time for that purpose the necessary
actuarial factors, which shall constitute a pait of the system.” The text of subsection 3(g
1mposes two obligations on the Board: to determine actuarial equivalencies for optional
forms of retirement allowances and to establish the actuaria! factors needed to make those
determinations. The relevant context for interpreting ORS 238.630(3)(g) includes statutes
establishing the Board’s general powers and duties.

The PERS Board is the “governing authority” of PERS. ORS 238.630(1}. As
such, 1t has the “powers and privileges of a corporation,” ORS 238.630(2)(a), including
the power to enter into contracts. The Board also has the “power and duty” to “manage”
" PERS, with its authority being explicitly “subject to the limitations™ of ORS chapter
238. ORS 238.630(2)(b). These powers provide some indication that the legislature has
given the Board authority to adopt OAR 459-005-0055. However, these statutes do not
unarmbiguously speak to the legislature’s intent that the Board adopt the rule. Nor do
they expressly address whether the legislature intended to allow the Board to establish
terms of the contract by an administrative rule. Therefore, we consult the legislative
history of ORS 238.360(3)(g).

That history begins with PERB itself. On April 26, 1985, Thomas Deering, a
Speaial Assistant Attorney- General, provided advice to PERB regarding a then-recent
change in federal tax [aw. Mr. Deering, a tax expert, had by then provided advice for
many years to the Departiment of Justice and to PERS about the conditions under which
contributions to public emplover pension plans qualify for tax exemption. tlis advice
was described as follows in the minutes for PERB's April 20, 1985 meeting:

Tom Deering outside tax counsel reported on changes in federal law now
atfecting this pension plan.

Those changes now require that a plan state in the plan document the
actuarial factors that are used to determine alternate forms of benefits. The
law requires that once we fix these actuarial equivalents evervone under the
plan is entitied to a *Grandfather protection” if we decide to change the
factors 1n the future.

He suggested. mstead of changing Chapter 237, we could specifically
authorize this board to make that determination as recommended by the
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actuary and state that the factors that the board adopts become part of the
system.

PERB Minutes, Apnl 26, 1985, p 2.

ORS 238.630(3)(g) has its origins in Mr. Deering’s report to PERB. The statute
began as Senate Biil 149, enacted as Oregon Laws 1985, chapter 823, section 7. Senate
Bill 149 as ¢nacted amended former ORS 237.251 (current ORS 23 8.630(3)) by adding
paragraph (g). In a letter dated May 20, 1983, to Senator Cliff Trow, Chair of the Joint
Ways and Means Public Safety Subcommittee, PERS Interim Director Kenneth A. Maul
asserted 1o the committee, as Mr. Deering had previously asserted to PERB, that what
became ORS 238.630(3)(g) was required to maintain PERS’ tax-exempt qualification
under the Internal Revenue Code:

Recent federal Jegislation now requires that * * * the actuarial factors for
alternate benefit forms under [IRC] Section 401(2)(25) be stated in our
plan. A qualified plan (which PERS is), must * * * siate the actuarial
equivalency factors. Currently, Chapter 237 does not meet * * * [this]
requirement.

oo ok

The required provisions must be in the “plan,” i.e., in ORS Chapter 237,
There are good reasens, however, not to spell out actuarial factors or
detatled elaborate benefit limits in the statute. If the details went into
Chapter 237, a statutory amendment would be required whenever changes
were necessary, which would reduce flexibility. To satisfy the IRS without
cluttering up Chapter 237 with details, we have been advised that ORS
237.251(3) be amended as described in the attached suggested amendment.

As Dndicated to the Senate Labor Conmittee on April 18, 1985, it is
necessary for the pension plan to receive technical corrections to maintain
conformance with new federal laws.

Given the foregoing, there can be no doubt that the Legislative Assembly intended
by ORS 238.630(3)(g) to authorize the Board to adopt actuarial tables as necessary to
mamntain PERS’ tax exempt status.” From its carliest inception, ORS 238.630(3)(g) was
linked to the necessity of conforming PERS to federal tax requirements as PFRRB
understood those requirements. But this conclusion begs an important guestion: was the
Board authorized only to do the minimum pecessary Lo retam tax exempt qualification?
Or was the Board instead zuthorized to weigh the risks of alternatives and then to select
the course thatin 1ts judgment most likelv would result in continued tax exenpt
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qualification? Answering this question is essential because, if QAR 459-003-0055
exceeded the Board’s statutory authority, the rule is void and could not form any part of a
contract. If, on the other hand, OAR 459-005-0055 was within the Board’s authority to
adopt, further analysis is required to determine whether the rule has become part of the
PERS contract.

The text of ORS 238.630(3)(g) does not require PERB to adhere to any particular
method for complying with tax qualification requirements. Indeed, the text itself,
supported by Mr. Maul’s comments, indicates that the Legislative Assembly intended to
allow PERB to determine the appropriate method for reaching the outcome — tax
qualification — that was the animating factor in adoption of ORS 238.630(3){¢). Nothing
in the text itself required PERB to choose one policy option over another for achieving
and maintaining tax cxempt qualification for PERS. To further understand the extent of
PERB’s power to select among altemative strategies for securing federal tax exempt
qualification, we turn to the context surrounding ORS 238.630(3)(g).

By virtue of Mr. Maul’s express reliance upon them, “New federal laws™ —
specifically including Internal Revenue Code Section 401(a)(25) — arc part of the
“context” that helps give meaning to the scope of the Board’s authority under ORS
238.630(3)(g). Federal requirements applicabic to PERS constitute the context most
salient to the Board’s adoption of OAR 459-005-0055. And the most salient feature of
those requirements is that they are uncertain.  As discussed in the following paragraphs,
tax experts disagree about the implications of those requirements for changes in actuarial
tablcs, and, as we suggest — on page 24 in Part B of the answer to your {irst question — the
IRS has not 1ssued any unambiguous determination of how those requirements would be
applied to amendments to PERS” actuarial tables. We conclude that the appellate courts
likely would hold that OAR 459-005-0055 was an authorized exercise of judgment by the
PERS board under ORS 238.630(3)(g) even though, as described below, the rule is more
gencrous to beneficiaries than federal tax law may require.

Treasury Regulation § 401-1(b)(1)(1) requires that a defined benefit pension plan
must provide benefits that are definifely determinable for the plan to be tax qualified.
Since 1979, the Internal Revenue Service (IRS) has made clear that the actuarial factors
used to determine benefits must be stated in a defined beneflt plan in order for the
benefits to be “definitely determinable.” Rev Rul 79-90. Treasury Regulation §401-
I{b)(1)(1) and Rev Rul 79-90 arguably are consistent with the proposition that benefits
satisfy federal standards for tax qualification whenever any actuarial rule is in force. In
this reading of Regulation §401-1(b)(1)(1) and Rev Rul 79-90, the actuarial assumptions
applicable to calculating benefits could be changed at will as long as the arithinetic
caleulation alwayvs yielded a definite amount. If this reading were correct, then PERB or
the Legislauve Assembly could change actuarial tables at will, including making changes
that apply to benefits that already had accrued at the time the mortality assumptions were
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changed. This reading, however, may be foreclosed by a subsequent interpretation issued

by the IRS.

In 1981, the IRS decided that the definitely determinable rule would not be
satistied unless the actuarial factors for determining benefits could not be changed io
reduce a participant’s accrued benefir. Rev Rul 81-12. According to that ruling, accrued
benefits can be preserved in af least two ways. One method is for a plan to make the
benefit after the change equal to the greater of (1) the accrued benefit prior to the change
or (2) the total benefit (including post-change accruals) calculated using the new factors.
IFor convenience, we refer to this as the “alternative benefit” rule. A second method is to
calculate accrued benefits at the pre-change level using existing actuarial factors and add
the benefit from accruals after the date of change, calculated using the new factors.
Because benefits for any given employee may be made up of successive calculations
applying different factors, we refer to this as the “segmented benefit” rule. Either
approach fulfills the requirements of Rev Rul §1-12.

An example may help clarify the differences between these two approaches.
Assume an individual has acerued $10,000 in benefits prior to a change in actuarial
factors and accrues an additional $100 in benefits each month. Under the alternative
benefit rule, one would have to make two calculations for comparison: (1) apply the old
actuarial Zactors to the $10,000 accrued prior to the change (plus any interest on that
accrued amount or other necessary adjustments)’™ and determine the amount of
retrement benefits, and (2) apply the new actuarial factors to the $10,000 plus all
additional benefits accrued at the time of retirement and determine the amount of
retirement benefits. To maintain its tax exempt qualification, the plan would have to
entitie the retiree to receive the greater of these two retirement benefits. The longer the
mdividual works after the change, the more likely the second figure (applying the new
actuarial factors to the entire amount accrued) will produce a larger retirement benefit
and eventually the old acmarial factors are phased out. Under the segmented benefits
rule, the old actuarial factors would be applied to the $10,000 in benefits (plus any
interest on that accrued amount or other necessary adjustments) and the new actuarial
factors would be applied to all benefits accrued afier the change. The retirement benefit
would be the combination of these figures and there would never be a complete phasc-out
of the old actuarial factors for members participating in the system prior to the change.

In 1984, Congress enacted the Retirement Equity Act and added to the IRC a new
§401(2325) which states: “A defined benefit plan shall not be treated as providing
definite]v determinable benefits unless, whenever the amount of any benefit is to be
determined on the basis of actuarial assumptions, such assumptions are specified in the
plan m a way which precludes emplover discretion.” There is no doubt that PERB and
the Legisiative Assembly believed in 1985, when ORS 238.630(3)(¢g) was added, that
IRC § 4012)(23) applies to PERS and other government plans. The text of the federal
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statute 1s consistent with the view that a plan may retain its tax exempt qualification even
1f the plan is amended from time to time to revise the actuarial tables applied to accrued
benefits; under such a plan, the actuarial assumptions would be at all times specified and
the employer obliged to apply them as they exist at the time the employee retired. To
maintain tax exempt qualification, benefits provided under a defined benefit pension plan
must be “definitely determinable.” Treasury Regulation §401-1(b)(1)(i). This regulation,
too, is consistent with the view that the plan could be tax exempt even if actuarial tables
were routinely revised and applied to accrued benefits. But the legisiative history of 26
USC §401(a}25) cites and appears to rely on Rev Rul 81-12, thus suggesting that 26
USC §401(a)(25) codifies the limitations set out in that ruling, and further suggesting
that, despite the absence of any explicit language fo this effect, the new statute was
mtended to confirm that PERS and other governmental defined benefit plans were subject

to Rev Rul 8§1-12.

As previously noted, ORS 238.630(3)(g) was enacted in 1985. PERB first
exercised the authornity granted by that statute on March 29, 1993 when it adopted QAR
459-005-0055. PERB Minutes, March 29, 1993, p. 6. The PERS Director, Fred
McDonald, informed PERB that the proposed rule stated “that the Board will not change
any annuity factor that would produce a lower benefit.” Memorandum from Fred
McDonald, March 26, 1993, to Members of the PERS Board, p 1. In a subsequent report,
PERB’s actuary reiterated the Director’s description of the rule:

“If the consulting actuary’s recommendation to change a factor would
produce a lower benefit, the Board will not change the current factor.”

Reportto PERB, Actuarial Equivalency Study, July 27, 1995, p. 4. The actuary noted
that “improved mortality assumptions would indicate a lower monthly benefit should be
paid, however, the Board’s rules call for the current factors to be retained.” /d. at 7.

in 1996, the Board amended OAR 459-005-0055 by adding OAR 459-003-
0035(4) and (6) addressed to public employees who join PERS on or after January 1,
1999, OAR 459-005-0055(4) and (0) adopt the “segmented benefit” method described
in RS Revenue Ruling 81-12 for maintaining the qualification of PERS as a tax-exempt
govemmental plan. While the Board could have adopted the “alternative benefit” rule to
protect accrued benefits from actuarial changes, ORS 238.630(3)(g) does not mandate the
use of a particular method. Morcover, the method sclected by the Board is one
specitfically identified by the IRS as meeting federal requirements. See Rev-Rul §1-12.
In light of the powers provided to the Board and the legislature’s interest in having the
Board act to maintamn PERS” status as a qualified plan, the PERB’s decision to apply
newly adopted actuarial factors on a segmented prospective basis only was lawful, even if
federal 1ax exemption qualification standards requiring such limitations ultimately are
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found to be inapplicable to PERS or otherwise are interpreted to permit retroactive
application of revised actuarial assumptions.

OAR 459-005-0055(5) protects accrued benefits against reduction by the
application of newly adopted actuarial factors for those public employees who joined
PERS before 1999. Unlike Sections (4) and (6), Section (3) of the rule adopts a method
to protect accrued benefits that is different from either of those offered in IRS Revenue
Ruling 81-12. OAR 459-003-0053(5) might be characterized as a “frozen benefit” rule
because the Board will not apply new actuarial factors, even on a prospective basis, if the
newly adopted factors “would produce a lower periodic or single benefit payment.”
Thus, Section (5) of the rule commits the Board to acting as specified with respect to all
benefits, whether accrued or to be accrued in the future. While QAR 459-005-0055(5)
complies with federal requirements, it provides a more generous guarantee to public
employecs who joined PERS before 1999 than is needed to meet the federal standards.
The Board adopted this provision restricting its future actions even though, accerding to
advice received, all that was required to keep PERS a qualified governmental retirement
plan was a rule precluding a change in actuarial factors from decreasing a member’s
accrued benefir.

But the possibility that some other choice might equally have maintained PERS’
tax exempt qualification is not evidence that the Board acted beyond its lawful authority.
The Board did not exceed 1ts authority in charting a course that maintained PERS’ tax-
exempt status; that much of what the Board did fell squarely within the scope of what the
Legislature mtended PERB to do.

The cenclusion that PERB Tawfully promulgated and subsequently amended
OAR 459-005-0055 does not end our inquiry. We presume that PERB 1s authorized to do
things which do not become part of the PERS contract. For example, PERB has authority
to enter into lease agreements, yet we doubt that the exercise of this power defines any
term of the PERS coniract. Therefore, we must now analyze whether OAR 459-005-
0055 defines constitutionally protected contractual rights.

3. Does OAR 459-005-0055 establish terms of the PERS contract?

The Oregon appellate courts will begin to answer this question by acknowledging
that a PERS contract exists. See e.g., Hughes, 314 Or at 18, As previously noted, the text
of OAR 459-005-0055 will be relevant but not contreliing. The relevant statements in
Sections (4), (5) and (6) of OAR 439-003-0055 use the term “shall” in describing how the
Board will apply actuarial factors and caleulate benefit pavments, e.g., “Iblenefits shall
be based on the set of actuarial equivalency fuctors in effect for each segment of a
member’s active membership in PERS effectuve with the date of each new set of actuaria]
equivalency factors.” OAR 439-003-0033(6(a).



Senator Tony Corcoran
June 3, 2003
Page 20

The Oregon Supreme Court found the former statute exempting PERS retirement
benefits from state taxes to be promissory in nature based in part on its use of the
mandatory verb “shall.” Hughes, 314 Or at 26, Similarly, the mandatory language in
OAR 459-005-0055 indicates a commitment on the part of the PERS Board to maintain
the stated practices with regard to calculating benefit payments, at least with respect to
benefit amounts accrued prior to the effective date of any amendment.’

4y

The record generated by the Board when the rule was adopted in 1993, and again
when it was amended in 1996, unquestionably establishes that the Board intended to hold
members harmless from the reductive effect of revisions to actuarial factors. As noted
above, in first adopting the rule in 1993 the Board noted that it would not change any
annuity factor that would produce a lower benefit. In 1996, PERB amended OAR 459-
005-0055. PERB’s minutes describe the Board's understanding of the amendments as

follows:

The amendments would establish a method of implementing periodic future
changes to the actuarial equivalency factors for members who establish
membership in PERS after January 1, 1999, the date designated by the
Board in the revised rule. There is no change of practice for current
members of PERS.

PERB Minutcs, August 13, 1996, p.4.

An “BEditor’s Note” preceding the proposed amendment described how the
amended rule would establish different actuarial equivalency factors “for cach segment of
active membership that coincides with each set of actuarial equivalencics adopted by the
Board {scgmented factorsiservice).” The note continued:

No change of practice for current members. All current active and 1nactive
members of PERS shall receive benefits based on the set of annuity factors
adopted by the Board in October of 1995; e.g. these members who

established membership in PERS prior to the date designated by the Board,

The foregoing comments were consistent with a written report submitted to the Board by
a hearings officer who conducted rulemaking hearings. He wrote: “The propoesed
changes would impact only newly hired employees and would establish their contract
rights at that time.” Hearings Otfficer Report, Actuarial Equivalency Factors Rule,
73196, p. 4.

As to those who became members prior to any given amendment, the board clearly
acted with promissory inteni. And the provisions of the rule refate directly to the
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calcuiation of PERS members’ benefits —clearly a core component of the PERS pension
plan, Asin Hughes, the text and context of the rule confirm that it is part of the PERS

contract.

However, as described above, OAR 459-605-0053(5) does more than protect
accriced benefit amounts. Tt also promises members that the board would never use
actuartal factors that will produce lower benefit payments. In this respect, Section (5)1s
qualitatively different from Sections (4) and (6) of OAR 459-005-0055. Section (4)
expressly describes a process whereby PERB periodically will ¢hange the applicable
actuariai assumptions. Likewise, Section (6) establishes that the benefit calculations for
public employees who become PERS members on or after January 1, 1999, will be
segmented according to the actuarial assumptions applicable at the time each employee 1g
hired. Like Section (4), Section (6) anticipates that PERB periodically will make
changes 1n the actuarial assumptions applicable to emplovees who join PERS on or after
January 1, 1999. And, under Sections (4) and (6), the effect on monthly or total benefits
payable under one or another actuarial scenario is irrelevant to the scope of the authority
granted to PERB by each subsection. In contrast, Section (5) expressly uses the effect on
monthly or total benefits to limit PERB’s discretion with respect to emplovees who
became PERS members prior to January 1, 1999, Unlike Sections (4} and {6), Section {5}
tests the validity of & given proposcd actuarial assumption against its effect on benefits.

To determine whether OAR 459-005-0055(5) constitutes a term of the PERS
contract, we raturn to the context and history of ORS 238.630(3)(g) for indications of
lcmsldtWL mntent. The context includes ORS 238.605. That statute requires that, at least
once every two years, PERB must hire an actuary to evaluate PERS and provide
recommendations “as the actuary deems advisable to facilitate administering it properly.”
One aspect of PERS that the actuary evaluates is the mortality of its members. 7d. Thus,
the Tegislature intended for the Board, in making decisions about how to manage PERS,

. . . ‘ 16
to consider changes in actuarial factors at least every two years.

In OAR 459-005-0055(5), PERB promised employees who became PERS
members before January 1, 1999, that PERB would never use actnarial factors that
would produce lower benefit payments, regardless of objective changes {o average {ife
expectancy figures, That promisc prevents PERB from applvi ng new actmrial factors
could respond to an actuary’s recommcndatmm b\ adoptmrT new agmalml mctols
applicable to the protected group of PERS membwa only 1f the change would maintain or

merease the level of their benefit pavments.

There 1s nothing in the hist ory of ORS 238.63003)(;
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) to indicate that in enacting it
ate to a contract that did not
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the legislature intended o authorize the Board 1o bind the
easonably appear 1 be necessary to comply with federal requirements. To accomplish



Senator Tony Corcoran
June 3, 2003
Page 22

that aim, the Board did not need 1o freeze actuarial factors used in calculating benetits for
employees who joined PERS prior to 1999, QAR 459-005-0055(4) and (6) satisfied the
IRC requirements as PERB understood them. The legislature’s lack of intent for ORS
238.630(3)(g) to provide for any substantive change to the statutory contract bevond what
the Board reasonably believed was needed for PERS to remain a qualified governmental
retirement plan i1s emphasized by the PERS interim director’s testimony that the
amendment later codified as ORS 238.630(3)(g) was “housckecping in the strictest scnse
of'the word.” Testimony of Kenneth A. Maul, May 20, 1985, Hearing of the Joint Ways
and Means Public Safety Subcommittee, SB 149, Tape 177, side A at 53,

The requirement that the PERS Board have an actuary evaluate the condition of
PERS and make recommendations about its administration has existed since 1953."% See
Or Laws 1953, ¢ch 200, § 12 (now codified as ORS 238.605). Prior to the addition of
paragraph (g) to the forerunner of ORS 238.630(3), it appears that the Board established
ail actuarial factors necded te calculale member benefits through exercise of 1ts overall
managenient responsibilities under ORS 238.630(2)(b), in consideration of the actuarial
evaluation required under ORS 238.605. There was no intent apparent on the
legislature’s part for the addition of paragraph (g) to give broad contractual authority to
the PERS Board beyond that reasonably needed to make the system’s use of actuarial
tactors comply with federal requirements.

Based on a review of the text, context and history of ORS 238.630(3)(g), we
conclude that the legislature did not intend, by the addition of paragraph (g) in 1985, to
authorize the PERS Board to amend the statutory PERS contract by the terms of OAR
459-005-0055(5), except to the same extent as the protection provided by sections (4) and
(6) of the rule, i.e., the protection of accrued benefits against reduction by the application
of new actuarial factors. We conclude that the Board’s adoption of OAR 459-005-
0055(5) does not constrain the legislature’s authority to require the Board to act to
establish new actuarial factors on a prospective basis to all members. The legislature is
free to require the Board to adopt, according to a specific schedule, new actuarial factors
that arc consistent with current life expectancy data and to apply those factors to benefits
accrued subscquent to their adoption.

We do nof conclude that PGRB lacked authority to limit irself by adopting OAR
459-005-0055(5). As noted above, PERB has broad autherity to manage PERS, and to
do so, 1t may select among many policy options. But we do conclude that PERB Jacked
authority to contractually bind the state in perpetuity to the terms contained in OAR 459-
003-0055(5).
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C.  Does HB 2004 (Section 4) Impair or Breach Contract Rights of Public
Employees Who Became PERS Members Before the Effective Date of HB

20047

HB 2004 changes the benefit calculation that otherwise would have been
performed by the Board under OAR 459-005-0055(4), (5) and (6). Under Section 4 of
HB 2004, the Board would either apply newly adopted factors to the totality of the
member’s benefits or apply existing actuarial factors but determine payment amounts
based only on the member’s benefits accrued as of June 30, 2003, We assume that life
expectancy has increased since the current factors were determined. Therefore, the first
calculation would reduce monthly benefit pavments at least for those PERS members
retiring within several years of January 1, 2005, Because the second calculation would
entirely exclude consideration of benefits accrued afier June 30, 2003, it also would
produce a lower benefit payment than that provided under OAR 459-005-0055.

As explained above, public employees who became members of PERS prior to
1998 do not have contract rights in the use of particular actnarial factors in relation to
benefits not yet accrued for work not yet performed. But they do have a contract right in
the promises made in OAR 459-003-0055(5) to the extent that paragraph 3 protects
accrued benefits from being lowered by the application of newly adopted actuarial factors
and provides for the calculation of benefit pavinents on the basis of the entirety of a
member’s eligible service. Section 4 of HB 2004 does not protect these rights. For
public employees who became members of PERS before 1999 and who retire between
Tuly 1, 2003 and January 1, 20035, Section 4 requires the application of new actuarial
factors based upon the mortality assumptions of the actuary’s 2001 Experience study
adopted by the Board on September 10, 2002 to determine the member’s benefits or
requires the application of existing actuarial figures to only a part of the member’s
chigible service. T'or reasons previously discussed, this requirement will result in a
reduced level of benefit payments from those to be paid under OAR 459-005-0035. For
public employees who became members of PERS before 1999 and who retire on or after
January 1, 2005, Section 4 similarly requires the Board to either apply the newly adopted
factors to the totality of the member’s benefits or apply existing actuarial factors but
detcrmine payment amounts based only on benefits accrued as of June 30, 2003, As
discussed in the preceding subsection, either of these options would produce a benefit
payment reduced from that currently provided under QAR 459-005-0055, at Teast for
those PERS members retiring within several vears of January 1, 2005.

HB 2004 does not preempt OAR 4506-005-0035(5)’s calculation of a member’s
benellt payment(s) in a way that protects already acerued benefits from application of
newly adopted actuarial factors or ensures caleulation of benefit pavments based on all
benetit amounts accrued at the time of retirvement. Instead the bill, including the “look

back” provisions in Scction 4, cffectivelv voids Section (3) of the rule. Because the bill
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impairs the terms of the PERS contract provided by OAR 456-0035-0053(5), Section 4 of
the bill does not adequately protect the contract rights of public emplovess who became
members of PERS before January 1, 1999,

For these same reasons, HB 2004 does not adequately protect the contract rights of
public employees who became members of PERS after January 1, 1999, but before the
effective date of the act. As described above, OAR 439-005-0055(4) and (6) establish the
“segmented benefit” approach to revisions of actuarial equivalency factors. HB 2004
does not adopt such a “segmented benefit” approach but rather adopts the “alternative
benefit” approach looking back to service rendered prior to the effective date of the act.
Inzsmuch as OAR 459-005-0055(4) and (6) expressly state that any change to the
“segmented benefit” approach will only be made on a prospective basis, the terms of HB
2004 substantially change the terms of OAR 459-005-0055(4) and {6) for those who
became PERS members after January 1, 1999, but before the effective date of the act.

LB 2004 does not breach the provisions of OAR 459-005-0055(4) and (6) that
establish the calculation of & member’s benefit payment(s). Instead the bill, including the
look back provisions in Section 4, effectively voids them, thereby impairing the PERS
contract of which the rule is a part. Therefore, Section 4 of the bill does not adequately
protect the contract rights of public employees hired on or after January 1, 1999 but prior
to the effective date of HB 2004.

FIRST QUESTION: Part B.
The Tax Qualification Issue

PERD has, by longstanding practice, employed outside counsel expert in tax
matters to assess and maintain the plan’s tax-exempt status. To answer your question, we
sought the opinion of Mr. Donald Burns, a tax practitioner of standing in the legal
community. We also reviewed confidential legal advice provided over the vears to
PERB.

Mr. Buns® analysis is attached as Exhibit A. He “cannot say with certainty
whether the proposed change in actuartal factors will or will not income tax disqualify
PERS.™ He suggests that the requirement that benefits be defined and determinable could
be met even 1f actuarial factors were applied-to benefits that had already accrued for work
thal had alrcady been performed at the time that the factors were revised; in such a plan,
benefits would be defined and determinable at any moment because actuarial
assumptions would always exist at the moment benetits were calculated.

Mr. Bumns acknowledges that he is not certain that his cenclusion s correct.
Substantrve arguments can be arraved against his suggestion.  Private letter rulings are
not controlling on the IRS, and the discretion that Mr. Bums accords the state with
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respect to changes in the actuarial assumptions may have been foreclosed by Revenue
Rulings 79-90 and 81-12 — which are controlling on the IRS. As previously indicated,
PERB’s mimutes reflect that it has been advised that it is subject to the IRC tax exempt
qualification standards.

There is unanimity, however, on the proposition that PERB should seek an IRS
determination about PERS tax qualification status in light of changes made by the 2003
Legislative Assembly. A determination may be pursued even after the changes have been
implemented; if a determination is pursued in compliance with IRS rules, and if the
determination is adverse, the plan would be allowed to make conforming changes without
penalty. Rules governing such a determination require specialized expertise. The
Attorney General would authorize PERS to retain Special Assistant Attorneys General to
pursue a determination from the IRS.

SECOND QUESTTION
(IZmployee Contributions and B 2003)

Under the current system, most active PERS members contribute six percent of
their salary to the fund. ORS 238.200(1)(a). Active PERS members who eam less than
$1000 a month salary contribute less. ORS 238.200(1){b). These employee
contributions are deducted by the employer automatically and credited to the member
account. ORS 238.200(2). The employer may, by a written employment policy or
agreement, agree to assume or pay the full amount of the emplovee contributions to the

fund. ORS 238.203.

HB 2003 changes the current system by eliminating the employee contributions as
of January 1, 2004. Section 1(4). No legal impediment to this policy exists with respect
to employces who become members after January 1, 2004, As to those who are members
on December 31, 2003, the effect of this change will be to diminish the amount of growth
in their accumulated contributions. This change will affect the member’s retirement
allowance by reducing the refund annuity portion of the member’s retirement benefit.

Under the present system, the service retirement allowance consists of a “refund
annuity” and a “life pension.” The refund annuity is determined by “the actuarial
equivalent of accumulated contributions by the member and interest thereon credited at
the time of retirement[.]” ORS 238.300(1). The “life pension” “shall be an amount
which, when added to the sum of the annuity provided under subsection (1) of this
section and the annuity, if anv, provided on the same basis and payable from the Variable
Annuity Account, both annuities considered on a refund basis, results in a total of > * *
1.67 percent of fimal average salary multiplied by the number of vears of membership in
the svstem{.]7 ORS 238.300(2){a). This is commonlyv known as the “full formula”

nethod of caleulating benefits.
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The current statutes provide an alternative mecthod of calculating the amount of the
required “life pension” as “[the actuarial cquivalent of the annuity provided by the
accumulated contributions of the member.” ORS 238.300(2)(b). This method is
commonly known as the “money match” because the life pension amount is determined
by “matching” the amount of the refund annuity, which consists of the balances of the
member’s regular and, if applicable, variable accounts at the time of retirement.
Depending on the size of the member’s accounts at the iime of retirement, one of the two
methods will provide the larger “life pension.” For most members retiring now, the
“money match” formula provides the greater life pension. Under HB 2003, the members’
accounts would not grow by way of employee contributions and, at some point, all
members would receive the greater life pension under the “full formula™ method of

calculating benefits,

The question asks whether the climination of employee contributions and the
eventual de fucto elimination of the money match benefit constitute a breach or
“impairment of PERS members’ contract rights.”” As already noted, it is important to
observe that the legisiature is free to change this portion of the system for new emplovees
without any concern for contract rights. Consequently, these changes are permissible as
they apply to newly hired employees. Furthermore, assuming that for some current
employvees the retirement benefits calculated under the new system would be cqual to or
greater than the benefits calculated under the current system, there is no contract issue as

to these individuals.®”

The potential problem arises as to current employees whose retirement benefits
would be greater under the money match formula assuming the employee contribution
provision did not change. Under HB 2003, these employees will receive a smaller
retirement benefit than they would without the enactment of HB 2003, As discussed
above, in order to answer the question whether the enactment of HB 2003 would violate a
contractual obligation of the state, the first step is to determine whether the current
employee contribution in ORS 238.200, and the current “money match” formula for
compuling retirement benefits, are components of the PERS contract. If so, the next step
15 to determine the scope of that contractual promise.

As the Supreme Court stated in Hughes, the conlext in which the statute is enacted
1s of primary importance in deciding whether the legislature intended to creale a statutory
promise. Hughes, 314 Orat 25, Both the emplovee contribution component of the PERS
system and the “money match™ method of calculating benefits were enacted as part of the
Public Employees” Retirement Act of 1953, Except for a two vear hiatus, both
compoenents have continucusly been at the core of the PERS Svystem.

As onginally enacted. jorer ORS 227.071 provided:
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(1) The objective of this Act with reference to service after July 1, 1946,
shall be to provide each emplovee who is a member of the system and who
is ineligible for participation in the Old Age and Survivors Insurance
program * ¥ * a total service retirement allowance of approximately one-
half his average salary during his last five vears of service for police
officers and firemen with 25 or more years of membership in the svstem
and for other employees with 30 or more years of membership in the
system. For any employee incligible for Old Age and Survivors Insurance
coverage entering the system after the age of 35 years, the objective shall
be to provide an allowance for service after July 1, 1946, proportionately
reduced on the basis of his age at the time he first becomes a member of the
system. IFor the purpeses of this subsection no employee’s compensation
shall be deemed to exceed the first $3,000 carned by him during the fiscal

year.

(2) The objective of this Act with reference to service after July 1, 1951,
shall be to provide each employee who is a member of the system and who
is eligible to participate in the Old Age and Survivors Insurance program *
* * atotal service retirement allowance of approximately ons-quarter of his
average salary earned while a member of the system for police officers and
firemen with 25 or more years of membership in the system and for other
employees with 30 or more vears of membership in the system. For any
such employee entering the system after the age of 35 years, the objective
shall be to provide an allowance for service after July 1, 1931,
proportionately reduced on the basis of his age at the time he first becomes
a member of the system. For the purposes of this subsection no employee’s
compensation shall be deemed to exceed the first $3,600 earned by him
during the fiscal year. Contributions shall be withheld from one-half of
such earnings as shown on the payroll of the employer.

(3) Those employees who are qualificd to contribute under the provisions
of subsection (2} of this section and who had established an account with
the system prier to July 1, 1951, shall also receive benefits from their
contributions and the contributions of their emplover made before July 1,
1951, as provided in subsection (1) of this section.

(4) Upon the basis of this objective and of actuarial tables approved by the
board the actuary shall ascertain for each member of the system the
percentage of his compensation earned after July 1, 1946, and before his
compulsory service retirement age which with interest is necessary to
provide approximately one-half of the henefits this Act intends for him to
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receive on account of service during that period. From each payroll during
the period, his employer shall deduct that percentage of half the amount
credited to him on the payroll and shall transmit the deduction to the board.,
which shall causc it to be credited to his account in the fund. An employee
whose rate of contribution to the fund is fixed at more than five percent of
his salary may elect to reduce his contribution rate to five percent by
notifying the board to that effect, in which event his benefits shall be
reduced accordingly; provided, that a member who has elected to reduce his
contribution to five percent may increase his contribution to the fixed rate,
subject to the approval of the board and in compliance with rules prescribed
by it, by notifying the board in writing of his desire. No employee may
elect to increasc his rate from five percent to the fixed rate, nor reduce from
the fixed rate to five percent, more than once in any fiscal year. * * *

Or Laws 1953, ¢h 200, section 13.

The 1953 Act also provided for the computation of the “money match” formula as

follows:

Upon retiring from service on account of super-annuation at compulsory
retirement age a person who 1s a member of the system shall receive a
service retirement allowance which shall consist of (1) a refund annuity
which shall be the actuarial equivalent of his accumulated contributions and
interest thercon credited to him at the time he retires, which annuity shall
provide an allowance payzble dunng his life * * *; and (2) a life pension
(non-refund) provided by the contributions of his employers of the actuarial
equivalent of the cash refund annuity provided by his accumulated
contributions; and (3) an additional life pension {(non-refund) for prior
service, including military service, credited to him at the time he first
becomes a member of the system, as elsewhere provided in this Act, which
pension shall be provided by the prior service contributions of his employer
or, in casc he 1s an employee of a school district, by a uniform rate of
contribution by all school districts.

Or Laws 1953, ¢h 200, section 18,

In 1953, the legislature amended the Act to change the anticipated retirement
benefit (mdudm g Old Age and Survivers Insurance primary benefit) to 50 to 60 percent
of the emrlovee’s average salary and modified the emplovee contribution rate. Or Laws
1955, ¢h 131, section 3(2). As amended, the legislature provided “A member whose
salary exceeds 54,300 per year may clect to contribute on all salary in excess ot 54,800 at
the same percentage rate as arc his other retirement contributions computad. Such



Senator Tony Corcoran
Junes 3, 2003
Pagz 29

contributions will purchase at retirement, additional benefiis which will be matched by
the employer.” The same “money match” formula for calculating retirement benefits
remained in effect,

The legislature modified the employee contributions in 1967 to a straight
percentage of salary, based on the amount of monthly salary. Or Laws 1967, ch 622,
section 4. An employee making less than $500 a month contributed four percent of his
salary, an employee making between $300 and $1000 contributed five percent, an
empioyee making between $1000 and $1500 contributed six percent, and an employee
making more than $1500 a month contributed seven percent. The legislature modified
the [ife pension to introduce a version of what became known as part of the “pension plus
annutty” method of computing benefits. A retiree would continue to receive the refund
annuity from the employee’s accumulated contributions and interest, but the lifc pension
(nonrefund) provided by the contributions of his employers changed to “the actuarial
equivalent of .67 percent of his final average salary multiplied by the number of years of
hig membemhip n the systemn, not exceeding 30, before he reaches the age of compulsory
retirement.” Or Laws 1967, ch 622, section 13(2). The legislature also eliminated for a
brief time the money match as an dltemanve means to compute the life pension. Jd.

The 1969 legislature restored the money match as one of the available alternative
methods to compute the life pension (nonrefund). 1969 Or Laws, ch 640, section 7(2)(b).
In the 1969 legislative changes, the Jegislature required that the life pension (nonrefund)
had to be the greater of that calculated under the “pension plus” method and the “money
match” method in order to maximize retirement benefits. The legislature expressly
required that a fife refund pension “shall be at least the actuarial equivalent of the annuity
provided by the accumulated contributions of the person.” Id. The legislature increased
the amount mc]ud;d in the “pension plus” method to .84 percent and ehmmdtcd the 30-
year cap in 19717 and increased that amount to one percent in 19737

In 1951, the legislature added the “full formula™ method to its current system.
Uinder this new alternative, a base pension is caleulated as 1.67 percent of final average
salary multiplicd by the number of years in the system (for police officer, firefighter and
legislative service, two percent is used). Or Laws 1981, ch 761, section 1, 4; ORS
238.300(2). But the “money match” alternative continued to be available after the 1987
amendments. And, for members who made contributions before August 21, 1981, the
“penston plus” method remains available if it provides greater benefits. See Sledge v,
Oregon Public Emplovees Retirement Board, 112 Or App 333, 339-341, 826 P2d 1037
(1992) (“[tJhe full formula plan simply prevides a floor, below which losses fron
paniquuon in the variable annuity program before 1981 cannot fall’™).

Thus, since the enactment of the PERS system in 1932, the legislatre has alwayvs
provided for a retirement benefit that consisted of both employee contmibutions and
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emplover contributions. The legislature has modified the amount of contributions and the
formula for calculating the retirement benefit. But since the “full formula” benelit
calculation was enacted in 1981, this method has served to provide a minimum level of
benefits. At least since the full formula benefit calculation was enacted in 1981, that
formula has provided a floor below which retirement benefits will not fali.
Concomitantly, the legislature has also maintained the alternative retirement benefit
calculation method of the money match formula. The money match formula was part of
the original PERS laws dating back to 1953 and, when it was reenacted in 1969, it was
reenacied for the express purpose of making the “life pension” component of an
cmpioyee’s retirement benefit be at least the actuarial equivalent of the employce’s
refund annuity component.

Thus, the employee contribution component has always been a central part of the
PERS retirement benefit system, and, at least since 1981, the “full formnula™ and the
“money match” methods for calculating retirement benefits have coexisted as part and
parcel of the PERS law for the express purpose of defining the retirement benefits of state
emplovees. Furthermore, the PERS statutes have also had the additional and expressly
stated purpose of estublishing the retirement benefit amount at the higher amount
resuiting from the alternatively available calculation methods.

The level of retirement benefits is a core component of a retirement benefit
program. Consequently, we conclude that the employee contribution provisions and the
full formula and money match methods for computing retirement benefits based in
substantial part on employee confributions to their retirement accounts are integral parts
of the PERS statutes. Thus, the context of these provisions clearly supports the
conclusion that these statutory provisions are part of the PERS contract.

In Hughes, the court found the exact text helpful but not cssential. Just as the
court did in Hughes, we find that the text of the relevant statute buttresses our conclusion
that the right to continue to make contributions is part of the PLRS contract.

First, the statutes address employee contributions in mandatory terms. For
example, ORS 238.200 (1){a) provides: “An active member of the system shall
contribute to the fund and there shall be withheld from salary of the member six percent
of that salary.” (Emphasis added.)

Second, the retirement benefits derived in part from the employee contributions
arc also set out in mandatory terms. ORS 238.300 provides in pertinent part:

Upon retiring from service at normal retirement age or thereafier, a member
of the svstem shall receive a service retirement allowance which s/hal/
consist of the following annuity and pensions:
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(1) A refund annuity which sha/l be the actuarial equivalent of accumulated
contributions by the member and interest thereon credited at the time of

retirement * * *,

(2)(a} A life pension (nonrefund) for current service provided by the
contributions of employers, which pension, subject to paragraph (b) of this
subsection, shall be an amount [set according to the full formula method] *

(b) A pension under this subsection shall be at least:

(A) The actuanal equivalent of the annuity provided by the accumulated
contributions of the member.

(Emphasis added).

All of these statutes are mandatory. All of these statutes on their face
unambiguously evince an underlying promissory, contractual legislative intent. See
Hughes, 314 Or at 26. Consequently, we conclude that these statutory provisions
establishing employee contributions and the full formula and money match calculation
methods for establishing employee retirement benefits are terms of the PERS contract at
least as to retirement benefits that have accrued or are accruing for work performed while

these statutes have remained in effect.

The next question that must be addressed is whether the legislature intended the
contractual promises contained in the statutes establishing employee contributions and
the full formula and money match methods for calculation of retirement benefits to apply
to retirement benefits that may accrue 1 the future based on work not vet performed. In
short, we must ascertain the scope of the contract. At the outset, 1t must be noted that the
slatutory provisions at issue do not contain any cxpression of duration — etther by wav of
limitation or by wayv of setting out the intent to have them apply forever. It would appear
that this means the legislature did not contract away its ability to change these parts of the
PERS reurement benefits system for benefits that mayv acerue in the future based on work
not yet performed. See Hughes, 314 Or at 29, Consequently, were we to base our
opinion on fHughes and under earlier contract cases decided bv the Oregon Supreme
Court, we would conclude that the legislature 1s free to eliminate employvee contributions
and change retirement benefit calculation methods for benefits that may accrue in the
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future and on work not vet performed (as long as such changes protected the benefits
accrued to the date of such changes).

However, OSPOA suggests that the Supreme Court might, 1f it achered to the
majority opinion in that case, conclude that employee contribution rights must be
protected even as to benefits aceruing for work not yet performed. In OSPOA the court
concluded that the statutory PERS contract includes promiscs to the members “with
respect to the cost of their participation in the PERS retirement plan and the benefits that
they will receive on retirement.” 323 Or at 375, As a result, the court found that a
constilutional change that prohibited emplovers from paying the employees’
contributions (and thereby increased the costs of those contributions for the employees)
impaired the state’s contractual promise because “the cost of participation to the
employee increases while the benefiis that the employee ultimately will receive on
retirement decrease.” Id.

Here, HB 2003 sets up a transition account for each PERS member and causes
what formerly were employee contributions paid into the PERS fund and credited to the
member’s relirement account to be paid instead inte the member’s newly created
transition account. While the transition account mechanism means that the costs
experienced by PERS members will stay the same in the short term, it will have an
adverse effect on the retirement benefits that PERS members will receive at retirement.
And for those PERS members whose employee contributions currently are picked up by
their employer, the transition account mechanism only provides for thosc payments to be
continued until December 31, 2005, As we understand it, the transition account
mechanism does not decrease costs for any PERS members, and beyond question it will
reducc retirement benefits to PERS members because the retirement accounts of
individual PERS members will not grow by any ecmployee contributions in the future.
Thus, all PERS members who would otherwise receive a greater PERS retirement benefit
based upon the money maich calculation, which is in turn based in substantial part on
employee contiibutions credited into their individual retirement accounts, will reccive

decreased benefits on retirement.

In light of the OSPOA court’s conclusion that “[t]he statutory pension system and
the relationship between the state and its employees clearly established a contractual
obligation to provide an undiminished level of benefits at a fixed cost” to the employes,
323 Or at 375, an appellate court that adheres to the majority opinion in OSPOA 1s likely
to find that the change in employee contributions in HB 2003 unconstituticnally tmpairs
the contract rights of many current members. Consequently, if future court decistons
follow OSPOA, the current PERS contract will be determined to contain a promise that
members will continue to contribute to their retirement accounts (or have their emplovers
make the contributions on their behalf). The court would also hold that those accounts
w1l continue 1o crow and be included in the caleulation of the retirement benefit under
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both the full formula and the money match formulas under OSPOA, and that the
legislature is not free to eliminate either the members’ contributions or the money maich
formula without impairing these contractual obligations.

THIRD QUESTION
(The “Assumed Interest Rate™ and HB 2003)

Under ORS 238.255 (formerly ORS 237.277),” the board must annwally credit
earnings on Tier One™* PERS members’ individual accounts in an amount that equals or
exceeds the “assumed interest rate.”” The board periodically determines the assumed
interest rate, both for purposes of ORS 238.255 and to value employer liabilities and the
assets of the system as required by ORS 238.670. See 38 Op Atty Gen 880, 887 (1977},
The assumed interest rate 1s the board’s “educated guess as to the prospective interest
eamings of the fund over the indefinite future.” 7d.°°

HB 2003 prohibits crediting earnings to a Tier One regular account if there 1s a
“deficit in the reserve account” or the draw on that account “would result in a deficit in
the reserve account.” I3 2003, Section 5. This change applies to the crediting of
earmings to Tier One members’ accounts beginning in calendar year 2003, /d. at Section
(6). HB 2003 also establishes what it terms a “Mimimum Account Balance.” /. at
Section 8. Under this section of HB 2003, a Tier One member who retires after April 1,
2004 weuld be entitled to have his or her regular account computed as if it had been
credited “at the assumed interest rate in every year that the account was in existence.” /d.

To answer whether these changes to the guaranteed interest rate unconstitutionally
impair Tier One employee’s contract rights, we first consider whether the requirement
that PERB credit accounts with at least the assumed interest rate is part of the PERS
contract. We next analyze the specific aspects of any promise. Fially, we must consider
the duration of any promise (i.e., does it apply to contributions and earnings from work
performed to date or does it also apply to future work). As with the preceding discussion
on employee contributions te the PERS plan, the outcome depends i part on whether the
courts foliow the majority’s approach in OS5POA or adhere to the approach expressed in

Hughes.

Regardless of the analvtical approach used by an appellate court on this question,
we conclude that an appellate court would determine that HB 2003 impermissibly impairs
Tier One contract rights as to the guaranteed interest rate on contributions and earnings
thereon related to work performed before the date of any change. For the reasons that
follow, we also conclude that an appelfate court would determine that HB 2003
impermissibly impatrs contract nights as 1o the guaranteed interest rate on contributions
and earnings arising from future work by Tier One employees, 1f future court decisions
follow OSPOL
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A, Crediting Assumed Interest Rate Earnings to Tier One Members’ Accounts
as a Contractual Obligation

For at least two reasons, we believe that the appeliate courts will conclude that
ORS 238.253 1s part of the Tier One PERS members’ contract. First, in OSPOA, the
cowtt unanimously held that section 11 of Ballot Measure 8 violated the Contracts Clause
of the federal constitution and was void. OSPOA, 323 Or at 378, Section 11 prohibited
the state or any of its political subdivisions from guaranteeing any rate of return on the
funds 1 a public employee retirement system. /d. at 382. Although the members of the
court disagreed as to their reasons, in this aspect of the OSPO.4 decision all members of
the court agreed that section 11 impaired PERS members’ ORS 238.255 contract rights.”
See OSPOA, 323 Or at 377 {majority opinion), at 392-393 (Fadelev, J., concurring), and
at 411-412 (Guliette, T., Carson, C. I, and Graber, J., specially concurring and dissenting).

Second, the terms of ORS 238.2535 state mandatory obligations. In Huglies, the
court noted that the text of a specific statute could buttress a conclusion that the statute is
part of the PERS contract. Here, ORS 238.235(1) states that the regular account of each
PERS member “shall be examined each year.” (Emphasis added). If the actual earnings
arc less than the assumed interest rate earnings, the difference “shall be credited.”
(Emphasis added). /d.  On its face, the statute unambiguously evinces an underlying
promissory, contractual legislative intent. See Hughes, 314 Or at 26. Conscquently, we
conclude that the guaranteed interest rate in ORS 238.255 is part of Tier One members’

contract rights.
B.  Specific Promisc Made in ORS 238.255 i

Next, we must consider the precise scope of the ORS 238.255 promise. Although
ORS chapter 238 does not set a specific guaranteed rate of return, the effect of the
enactiment of ORS 238.255 “was to guarantee a minimum rate of return on the individual
account of each PERS member.” OSP0OA, 323 Or at 377. In other words, if the earnings
on an individual’s regular account in a given year arc less than the assumed interest rate
then in effect, the board must credit the difference to the account each vear.™ As noted
above, the express language of ORS 235.255%s mandatory obligations (7.e., “shall be
credited”) supports this inferpretation. See Hughes, 314 Or at 29,

in evaluating the scope of the state’s “assumed interest rate” promise, it is helpful
to 1dentify the categories of PERS nights that might exist under potentially differing
durations of that pronuse:

1. Rights 1o assumed interest rale income that previously has been
credited to Tier One members™ individual accounts:
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3 L

A

2 Rights to future assumed interest rate income on Tier One members’
current reguiar account balances; and

3 Raghts to assumed interest rate income on Tier One members’ future
contributions to their regular accounts and the earnings on such
contributions.

Cf Hughes, 314 Or at 28; see OSPOA, 323 Or at 407 (Gillette, J., specially concurring
and dissenting).

As 1o the first two of these categories, Tier One members already have performed
the requisite labor from which these rights flow. Under the majority and both concurring
opmions in OSPOA, any change in the ORS 238.255 assumed interest rate promise that
adversely affects the first two categories would be a retrospective change. Such a
retrospective change would impermissibly impair the Tier One members’ contract rights.
OSPOA4, 323 Or at 377-378 (majority opinion: the state’s material promise to the return
rate procedure cannot be cancelled after employees performed their services), at 402
(Fadeley, J., concurring: removal of assumed interest rate guarantee eradicates accrued
statutory contract rights and unconstitutionally impairs obligation of contract), and at 412
(Gillette, J., Carson C. I, and Graber, J., specially concurring and dissenting: guaranteed
rate of return section applies retrospectively and is an impermissible impairment of
contract). In light of the legislature’s promises that the Tier One accounts “shall” be
examined and credited with at least the assumed interest earnings each year, we believe
in this instance that Hughes dictates the same result as OSPOA on PERS benefits
“accrued or accruing for work performed so long as” current ORS 238.255 remains in
effect. See IMughes, 314 Or at 29.

The next question that nmust be addressed is whether the legislature intended to
apply the assumed nterest rate to contributions that may aceruc in the future based on
work not vet performed. ORS 238.255 does not contain any expressjon of duration —
either by way of limitation or by way of setting out the intent that it apply forever.
Although an examination and any necessary credit of assumed interest must occur “each
vear”, this language by itself or in context does not express a clear legislative intent to
promise that this arrangement will never be altered as to contributions or earnings arising
trom furure Tier One emplovees’” work. ™ As the [Tlughes court noted, the “legislature has
evidenced the fact that it knows how to refer to the future” in the PERS statutes. Hughes,
314 Orat 28 (referring to former ORS 237201 that addressed taxes “heretofore or
hereafter imposed™). Finally, there simplv is no express indication in ORS 238,235 that
the guaranteed interest rate promise was intended to be perpetual. To conclude that the
legislature intended to include beneflts that may accrue in the future as compensation for
work not vet performed would be to "insert what has been omitted” in the stamte, in
violation of ORS 174.010.°" See Hughes, 314 Or at 28. Thus, under Hughes, 1t would
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appear that the legislature did not contract away its ability to change the PERS retirement
benefits system in this arca for benefits that may accrue in the future based on work not
yet performed. Hughes, 314 Or at 29.

As noted above, however, the OSPOA court concluded that neither the people nor
the legislature could make any prospective changes in the ORS 238255 guaranteced
interest rate promisc as to public emplovees already on the job at the time of such a
change. In reaching its conclusion on this issue, the majority opinion found Section 11 of
Ballot Measure 8 {the prohibition against a contract that guarantees an interest rate) to be
void because it eliminated the rate of retun guarantce “with respect to employee
contributions to PERS made by current employees for work performed both before and
after the effective date of Mcasure 8.7 OSPOA, 323 Or at 378 (emphasis in original).
Thus, as to Tier One members’ regular account balances arising from work performed
both before and after any statutory change, under OSPOA the appellate courts are likely
to conclude that Section 5 of HB 2003 unconstitutionally impairs Tier One members’

contract rights.

Although another section of HB 2003, Section 8, appears to aitempt to ameliorate
‘this problem in part through the “Minimum Account Balance”, we do not believe that this
provision cures or avoids the constitutional infirmities of Section 5. Under Section 8 of
HB 2003, the regular account balance of a Tier One employee will not be less than the
amount that would have existed if the account was credited with the assumed interest
every vear of the account’s existence. Since regular account earnings credits m years
before 2003 often exceeded the assumed interest rate, the effect of the “Minimum
Account Balance” provision would be 1o use Tier One emplovees’ previously accrued
and credited earnings that exceeded the assumed interest rate o offset subsequent years
that vieid less than the assumed rate.

In sum, we conclude that prospective changes in the guaranteed rate would be
permissible as to any contributions arising from Tier One members’ work performed
after a statutory change, if the appellate courts follow the Hughes approach. If the courts
were to adhere to the majority epinion In OSPOA, however, any adverse change 1n the
cuaranteed rate for Tier One accounts, whether refrospective or prospective, would likely
be found to be an unconstitutional impairment of Tier One members’ conftract rights.

FOURTH QUESTION
(Marion County Case)

In a lawsuit brought against the Board in 1999 by several public employers, the
trial court has ruled that certain PERB actions that substantially increase the amount of a
member’s retirement allowance under money match are unlawful. Cin of Fugene v.
State of Oregon, Marion Co. Cir. Ct. Case No. 00C 16173, Under HB 2003, 11 the tral
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court 1s affirmed, the cost of the unlawful benefits is to be paid from future Fund
earnings. In tumm, this will reduce amounts that would otherwise have been available for
distmbution to the accounts of members who have not vet retired and who will not receive
any of the overpayments. Your question instructs us to assume that the disputed actions
were unlawful™ and asks whether recovering the costs of overpaying some members
from, as a practical matter, earnings on the accounts of other members would breach or
mmpair the latter’s contract rights within the meaning of the state or federal constitutional

contract clauses.

T+ . . 32 .
Under the assumption you prescribe, the Board’s errors™ can be summarized as
follows:

I. The Board has been using mortality tables first adopted in 1978 to
calculate annuities and life pensions. Those tables do not reflect increases
m average life expectancy of recent retirees. HB 2003 and your question
assume that the Board should have updated its mortality tables on a regular
basis.

2. The bulk of members’ contributions and earnings are credited to
“regular accounts,” which are managed pursuant to the investment strategy
prescribed by ORS chapter 238. Since 1968, members have had the option
of placing a portion of their contributions in “variable annuity accounts,”
which are invested primarily in equities. See ORS 238.260(1), (6). Until
2001, employer contributions could only be invested pursuant to the regular
account strategy. Or Laws 2001, ch 945, § 17, For purposes of money
match, the Board has required life pensions to match the full balance in
both accounts, with the result that employer accounts currently are
substantially underfunded relative to members who had variable accounts
during the 1990s when those accounts outperformed the rest of the PERS
portfolio. I3 2003 and your question assume that the Board should require
that a life pension match the entire amount in a member’s regular account
but no more of the member’s variable account than the amount that would
be in 1t if it had been invested like a regular account.

3. T'und mvestments generated extraordinarily high camings for 1999, The
Board decided to distribute a substantial portion of those earnings in excess
of the assumed interest rate provided for by ORS 238.235 to members’
regular accounts, which has resulted, and will continue to result, in larger
annuttics and life pensions for members retinng under the money match
formula. HB 2003 and vour question assume that the Board should have
distributed to members’ regular accounts the assumed interest rate (S 9% as
the time) end allocated all or virtually alt of the rest of the 1999 earnings
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generated by regular accounts to reserve accounts in anticipation of
economic downturns.

As aresult of those actions, znd assuming they were unlaw{ul, the PERS
retirement allowances for members refiring in recent vears under the money match
formula are in varving degrees excessive and unlawful. As to overpayments resulting
from the 1999 distribution, HB 2003, Section 10 reduces the magnitude of the
overpayments to members who retire between April 1, 2000, and April 1, 2004, on a
going-forward basis by withholding cost of living adjustments until the correct benefit
plus cost of living adjustments catches up with the overpayment.™ As to overpayments
resulting from the 1999 distribution that are not corrected by Section 10, and
overpayments that result from outdated mortality tables and from matching the full
amount of a member’s variable account, HB 2003, Section 14b provides:

(1} If the Public Employees Retirement Board is required to correct one or
more of the erroneous benefit calculation methods identified in City of Eugene et
al. v. State of Oregon, cases Nos. 99C-12794, 00C-16173, 99C-12838 and 99C-
200235, the board shall recover the cost of benefits erroncously paid to retired
members as a result of those erroneous benefit caleulations by one or both of the
following methods:

(a) The board may withhold cost of living 1ncreases under ORS 238.360
from a retired member whose benefit is greater than the correctly calculated
benefit of the member until such a time as the member’s benefit is equal to the
correctly calculated benefit.

(b) The board may treat all or part of the present value of the benefits
crroneously paid and payable to retired members as a result of the erroneous
benefit caleulations as an administrative expense of the Public Employces
Retirement Fund, and to be amortized over an actuarially reasonable period not to
exceed 15 years.

(2) In no event may the cost of erroneous benefit calculation methods
identified in City of Eugene et al. v. State of Orcgon be considered an employer
Jiability or charged to employers through employer contributions.

Al Would HB 2003 Contravene Any Terms of Existing Law?

HB 2002 implicates elements of the existing plan in two related wavs. We discuss

them separately,
1. Recoupment of Overpavments From Administrative Expenses.

The first Issue 1s whether deducting the costs idenufied in HB 2003 from future
Fund earnings as an “administrative expense”™ 1s permitted under the terms of the PERS



Senaor Tony Corcoran
Junz 3, 2003
Page 29

contract as 1t currently exists. Under current lasw, Fund eamings are used to pay
“administrative expenses,” ORS 238,610 and 238.260(6), and the fees charged by
variable account investment advisors, ORS 238.260(7)(b). Net Fund eamings are to be
allocated bv the Board to member accounts, ORS 238.250 and 238.260, emplover
accounts, OAR 439-007-0520, and/or the reserve accounts established by ORS 238.670.
Although “administrative expenses” are not defined in ORS chapter 238, they explicitly
exclude the cost of “retirement allowances,” ORS 238.610(4).

ORS 238.713 currently provides for recovery of overpavments made to PERS
retirees. HB 2003 15 not concerned merely with the cost of overpayments that have
already been made, however. HB 2003 mandates that PERB continue to pay retirement
allowances 1n the future to a specified class of retivees in amounts not authorized under
the current plan (until the correct benefits catch up) and prevents the Board from
exercising existing remedies for the recovery of past overpayments. This, in effect and in
law, renders the otherwise excessive and otherwise illegal benefits thereafter correct and
lawful. Under these circumstances, the cost to PERS of continuing to make
“overpayments” to retirees on money match would simply be the cost of the new
“retirement allowance” which could not be charged as an administrative expense under
current law. ORS 238.610(4). The same reasoning would apply to the costs of any past
overpayments that HB 2003 prohibits the Board from recovering.

On the other hand, to the extent the disputed Board actions are ultimately
determined on appeal to have been unlawful, the resulting overpayments fo recent money
match retirecs would not be part of the true “retirement allowance” provided for by
chapter 238, [f unlawful, the 1999 distribution and the matching of variable accounts
would have resulted in the transfer of an excessive amount from employer accounts to the
Benefits-in-Force reserve, ORS 238.670(2), upon the member’s retirement in order to
fund the overpayments. Mortality tables that underestimate retirees’ life expectancies
mean that, on average, a member’s annuity and matching life pension will be insufficient
to sustain the monthly payments over time and emplovers will be liable for the
difference. See ORS 238.225.

For these reasons, excessive benefits that have already been paid ro recent
retirees and cannot be recovered from retirees pursuant to ORS 238,715 would result in
excessive emplover costs attributable to the Board’s maladministration of PERS. We
note, however, that ORS 238.660(3) expressly provides that public emplovers who
contribute to the PERTE have no proprietary interest in either the fund or in their
contributions to the fund. In fact, all public employers participating in PERS express!y
“disclaim any right to reclaim those contributions and watve any right of reclamation
they may have in the fund.” ORS 238.660(3). Nevertheless, to determine whether such
texecessive emplover costs” may be paid with Fund assets under current law, we frst
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refer to additional federal requirements with which PERS must comply to maintain its
status as a tax-preferred governmental plan.

To maintain its status as a tax-exempt governmental benefit plan, PERS must
comply with the non-diversion regulations promulgated by the IRS:

Under section 401{a)(2) a trust is not qualified unless under the trust
instrument it is impossible (in the taxable year and at any time thereafier
before the satisfaction of all liabilities to employees or their beneficiarics
covered by the trust) for any part of the trust corpus or income to be used
for, or diverted to, purposes other than for the exclusive benefit of such
employees or their beneficiaries.

26 CFR §1.401-2(a)(1). (Emphasis added). The requircments of the IRS regulation are
reflected in ORS 238, 660(1) and (2), which declare PERF to be a trust fund and prohibit
the diversion of its asscts.”! However, nothing in the state statute limits its reach fo the
scope of the IRS regulation. In other words, ORS 238.660 declares PERT to be a trust
fund, not just for purposes of satisfying IRS requirements, but for all purposes.

While neither 26 CFR §1.401-2(a}(1) nor ORS 238.660 provides guidance for
determining whether a particular use of I'und assts would meet the “exclusive benefit of
PERS members or their beneficiaries” requirement, the bill would effectively reduce the
earnings distributed to some members’ accounts to pay for excess benefits for others as a
result of decisions made by the trustee of the PERF, namely PERB. This resolution
absolves other parties (e.g., public employers or taxpayers of the state of Oregon) from
any lability existing under current law to pay for the errors made by PERB, and instcad
places the burden on at least some non-retired members of PERS who 1 no way
benefited from the overpayments at issue. From the plain language of the phmsc

“exclusive benefit” it appears likely that this use of future PERF eamings™ contemplated
by HB 2003 would constitute an unlawful diversion of trust funds contrary to the IRS

regulation and ORS 238.660.

We believe it is also likely that the appellate courts would turn to what the law of
trusts says about the recovery of cxcessive benefit payments to determine the validity of
these provisions of HB 20037 % Asnoted, ORS 238.660 expressly establishes PLRF as a
trust. Conscquently, general principles of trust law will be uscful to the courts at least by
anzlogy. The appellate courts will likely conclude that maintenance of PERF according
to general principles of trust faw s an element of the PERS contract. Thus, we expect
that general principles of trust law will be apphied by the appellate courts to the bill.
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The RESTATEMENT (SECOND) OF TRUSTS (1959} includes two statements about
the overpayment of benefits that are important to our analvsis. Firsi, as a general
comment, 1t states:

[£the trustee has made a payment out of trust property to one of several
beneficiaries to which the beneficiary was not entitled, such beneficiary is
personally liable for the amount of such overpayment, and his beneficial
mterest 1s subject to a charge for the repayment thereof, unless he has so
changed his posttion that it is inequitable to compel him to make payment.

RESTATEMENT (SECOND) OF TRUSTS, § 254. This principle of law places the burden of
making a trust whole from excessive benefit payments on those who received such
payments. Second, a comment to the general statement makes clear that the assets of the

trust are not liable for recovery of overpayments:

e. Rights of trustee and co-beneficiaries. If the trustee makes an
overpayment out of the trust estate to one of several beneficiaries, the
trustee is entitled to maintain a suit agaist the bencficiary who is overpaid
and 1s entitled to a charge upon the beneficiary’s interest for the amount of
the overpayment, and he is under a duty to the other beneficiaries to
maintain such a suit or to enforce such a charge, unless he has himself
made good to the other beneficiaries or has paid into the trust the amount of
the overpayment, for which he is himself personally liable. See § 226. The
fact that the trustee was himself at fault in making the overpayment does
not preclude him from maintaining such suit or enforcing such charge. By
so doing he benefits the other beneficiaries and since he is thereby relieved
of personal liability he benefits himsell also. Even if he himself made good
the amount of the overpayment, he is not ordinarily precluded from
mainfaining such suit or enforcing such charge.

The current statutes governing PERS are consistent with the quoted provisions of the
Restatement msofar as they authorize the PERS Board to recover excess payments from
those who recetved them. See ORS 238.715.

Based on the foregoing analvsis, we conclude that the use of future earnings of the
PERF to pay for the excess benefits received by certain PERS retirees and beneficiaries,
as contemplated by 3 2003, would more likelv than not constitute a diversion of trust
funds prohibited by ORS 238,660,
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2. Shifting Recoupment of Overpayments from Retired Members Who
Received Them to Members Who Have Not Yet Retired.

The second issue is whether the current pension plan permits shifting the costs of
“excessive” and “unlawful” benefits from the recipients to members who will retire in the
future. As discussed above, under HB 2003 certain money match retirecs are to retain
overpayments already received and either (a) continue to receive overpayments in the
future, albeit frozen in amount, until the correct payment would catch up with the
overpayment, and thereafter receive the correct payment; or (b) continue to receive the
overpayments augmented by regular cost of living adjustments as if the original
computation of the retirement allowance were correct except as provided in Section 10,
In other words, none of the overpayments received or to be received by money match
retirecs are to be recovered and some overpayments are to continue in the future. In the
latter respect, the “remedies” provision of HB 2003 is concerned with more than just the
recovery of overpayments. It would have the effect of altering the plan retroactively to
increase the retirement allowances for affected money match retirees beyond that
prescribed by current law and to shift moneys among member accounts to accommodate
the increase, i.e., distribute future earnings to the Benefits-in-Force accounts for retirees

receiving overpayments.

As to past overpayments, the current pension plan includes a mechanism for their
recovery, including deducting them over time from a member’s future monthly payments,
and permits the Board’s exercise of other general remedies provided by law with two
exceptions. ORS 238.715. The Board may not reduce a monthly payment by more than
ten percent to recover overpavments unless the member consents and may not recever an
overpayment more than six years after its receipt. ORS 238.715(3), (7). The
Board may also write off overpayments that total $50 or less. ORS 238.715(6). But for
larger overpayments, the Board is obligated to make vigorous efforts to recover all debts
lawfilly owed to it. See, ORS 293.240 (all state agencies required to make all reasonable
cfforts to collect money owed). In additicn, as fiduciary to a trust fund, ORS 238.660(1),
the Board must treat beneficiaries fairly and impartially. RESTATEMENT (SECOND) OF
TRUSTS, § 183. For those rcasens, under current law the Board could not forego its
remedies under ORS 238,715 if the result would be to overpay one group of members at

the expense of another.

As to future overpayments authorized by HB 2003, no provision of current law
permits the Board to provide a retiree with monthly paynients greater than thosc
authorized by ORS chapter 238, For that reason. in addition to recovering past
overpavments, the current plan would require the Board to reduce promptly the monthiy
retirement allowance of any member whose benefit as previously calculated was
cxcessive and unlawful (and to recover past overpavments from that reduced allowance).



Senator Tony Corcoran
June 3, 2003
Page 43

Based on the same analysis as that set out above relating to freating overpavments
as “administrative expenses”, we conclude that shifting recoupment of overpayments
from those who received them to members who have not vet retired would also constitute
a diversion of trust funds prohibited by ORS 238.660.

In sum, the provisions of HB 2003 would shield employers entirely, and current
retirees Tor the most part, from the cost of any Board actions ultimately found to be
unlawful in the Marion County litigation. HB 2003 would instead charge those costs to
future Fund earnings as an administrative expense and shift recovery of overpayments
from those who received them to other PERS memebers. This would contravene the
existing PERS pension plan in four ways: (1) The bill would result in a new retirement
allowance for some moncy match retirees in excess of that authorized by ORS 238.300;
(2) Tt would supercede ORS 238.715, which would otherwise oblizate the Board to
recover unlawful benefits from the recipients; (3} Tt would pay the costs with Fund
earnings as an administrative expense contrary to ORS 238.610; and (4) Tt would
constitute a diversion of trust funds contrary to ORS 238.660.

B. Are The Terms Contravened By HB 2003 Part Of The State’s Contract With
PERS Meéembers?

As before, we begin with the proposition that a PERS contract exists. Hughes,
314 Orat 18. As described above, ORS 238.300, 228.610. 238.660 and 238.715 would
be altered by HB 2003. The question is whether ORS 238.300, 238.610, 238.660 and
238.715 are part of that contract.

ORS 238.200 provides that a retiring PERS member “shall receive a service
retirement allowance which shall consist of the following annuity and pension.” ORS
238.610 (1) provides that PERS administrative expenses “shall” be paid from Fund
mcome. ORS 238.610(4) provides that retirement allowances “shall not for any purpose”
be deemed Board expenses. ORS 238.660 declares PERF to be a trust fund, declares the
Board 1o be trustee with {iduciary obligations, and provides that I'und asscts “may not”
be directed or used for other than the exclusive benefits of members. Morcover, there
can be no more fundamental components of an investment-based pension plan than the
rules governing how {und assets are 1o be used; how investment earnings are to be
allocated; how the amount of a member’s retirement beneflts are to be determined; and
that members are to benefit from their contributions’ increase in value. And while the
PERS plan does not promise to allocate to members’ accounts any specific amount or
percentage of Fund’s earnings, apart from the assumed interest rate, the distribution of
Fund earnings 1s undeniably a “zero-sum game.” If overpavments to cerfain PERS
menibers can be recovered from funds that otherwise would be credited to other
members’ accounts, then those other members have clearly lost retirement benefits they
otherwise would have received. For those reasons, we believe the Supreme Court would
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find that ORS 238.300 238.610, and 233.660 governing the distribution of earnings,
setting the retirement allowances for members, and prohibiting the diversion of assets are
part of the PERS confract.

ORS 238.715 was enacied into law by the 1993 Legislative Assembly, which
directed that it be added to the PERS chapter and be applicable to post-enactment
overpayments. Or Laws 1993, ch 119. That statute gives four explicit agsurances to
recipients of overpayments, all of which appear to be in the nature of promises: The two
restrictions on the recovery of overpayments discussed above (ten percent maximum on
reduction of monthly payment and six year limitation on recovery) and the requirement
that the Board give advance notice of its intention to recover the overpayment and
provide the member with an opportunity to appeal the determination. ORS 238.715 also
grants the Board rights adverse to the member: The right to recover interest at one
pereent per month, and collection costs including attorney fees, if the overpayment results
from the recipient’s intentional or fraudulent act. Neither would otherwise be available to
the Board, as nine percent per year is the rate of interest assessed on overdue debts “if the
parties have not otherwise agreed to a rate of interest,” ORS 82.010, and attorney fees are
not recoverable in a collection action absent a contract or statute so providing, Maitiza v.
Foster, 311 Or 1, 4, 803 P2d 723 (1990). But the assurances provided to overpayment
recipients by ORS 238.715 are incidental to the statute’s core purpose, which is the
recovery of overpayments. For that reason, ORS 238.715 also implicitly promiscs all
PERS members and all participating public employers that retirces will receive the
benefits to which they are lawtully entitled, but no more, and that PERS will take
whatever steps are necessary to recover overpayments so that employees and other
members are not damaged as a result. We believe that the Supreme Court would find
ORS 238.715 to be part of the PERS contract.

Finally, we find nothing in the text or context of the statutes relevant to this
question to indicate that they could not be changed in the future with respect to carnings
on contributions and benefits that accrue because of work performed after the cffective
date of the bill. HB 2003, however, would adverscly affect benefits for work already
performed. Consequently, HB 2003 violates current PERS members’ contract rights
under both Hughes and OSPOA.

C. Breach or Impairment

As it relates to vour fourth question, HB 2003 would not amend or repeal anv
elements of the current PERS contract: it would simply disregard the terms discussed
above. For that reason, HB 2003 would constitute a breach, mstead of an impairment of
contract. The state potentiallv would be liable for the damages of members adversely

affecrad.
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Our analysis of this question does not depend on the assumed interest rate
guarantee, and our conclusions are therefore no different for Tier One and Tier Two

members,

Sincerely,

/%M%

Hardy Mvers
Attorney General

HM:s36/AGS12426. DOC

! Your questions were received before HB 2003 was amended and ultimately
passed by the Legislative Assembly. Throughout this letter, we refer to the prO\ isions of
Enrolled HB 2003 as enacted. HB 2004 also was amended and enacted into Jaw between your
request and the date of this letter. Throughout this letier, we refer to the provisions of Enrolled
HB 2004 as enacted.

2

Each of the questions addressed in this opinion focuses on the contractual nature
cf PERS and whether changes to PERS by proposed {egislatnon would constitute an
unconstitutional impairment of that contract. Public emplovee claims filed in response to prior
attemmpts to alter PERS have argued not only that the attempted amendments impaired the PERS
contract, but alsc that they constituted a taking of property without just compensation in
violation of Article I, section 18 of the Oregon Constitution. See, e.g., Flughes, 314 Or at 33-34,
Two commentators have suggested that courts should recognize that public employees possess a
protected property interest in accumulated funds. PUBI I EMPLOYEE PENSIONS IN TIMES OF
Fiscal DIsTRESS, 90 Harvard Law Review 992; NOTE, “TIL DEATIE DO Us PaRrT:
PENNSYLVANIA'S “CONTRACT” WITH PUBLIC EMPLOYEES FOR PENSION BENEFITS, 59 Temple
Law Quarterly 553 (1986}, The Oregon Supreme Court, as noted in the text, has explicitly
analyzed these issues under the contract clauses of the Oregon and United States Constitutions.
Therefore, like the questions posed, the opinion focuses on issues raised by the contractual nature
of PERS.

; Whilc characterizing PERS as a contract between the state and public employees,
the Oregon Supreme Court has also recognized that individuzl entities of the state in their role as
emmplovers, e.g., a school distriet, a city or the state 1tself, are responsible for the contractual

enactment of statutes that form part of the PERS
3,128,922 P24 646 (1996).

cornmitments made by the legislature’s
contract. Siovall v, State, 324 Qr 92,12

! Justice Van Hoomissen wrote the majority opinion for the court. Justice Fadeley
joined the majority opinion, but also wrote a separate concwrence. Justice Gillette, joined by
Justices Curson and Graber, wro'e a separate opinion specially concurring m part and dissenting
In part.

Analysis under the fzderal impairments clause Is largely consistent with that used
under Aruele I, section 21 of the Orsqon Consutution See Does [, 2, 3, 4 3, 6, cm-:f 7 Stare,
1od Or. App. 345, 502-363, 993 P.2d 822 (1999 ciung Fekfes, 306 Or at 295-298 (“For the most
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part, the analysis * * * of the Oregon constitutional protection against impairment of the
obligation of contracts is parallel 1o the federal analysis™). Ways in which federal and state
analysis differs arise once an impainnent is found. See [Huglhes, 314 Or at 35 fn 39 (determining
wheltlier state law viclates federal Contracts Clause includes consideration of whether public
purposes justify the impairment). The Oregon Supreme Cowt has noted that it may be unwilling
to apply the “balancing” founded by modern Federal Court interpretations of the ULS.
Constitution fo the analysis of Article I, scction 21 of the Oregon Constitution. /fughes, 314 Or
at 14 in. L6

° While we have presented our understanding of the legislature’s intent in drafting
HB 2004, alternative interpretations may be offercd due to ambiguities in Section 4(1) of the bill.
Subscction 1 is imprecise in that it requires the Board fo “use” actuarial equivalency factors
based on September 10, 2002 mortality assumptions, but, unlike Section 3 of the bill, 1t decs not
specifically require the Board (o adopt new actuarial factors. While it appears that the Board
must adopt new factors to carry out Section 4(1), it appears to be left to its discretion as to when
to adopt such factors during the period from the effective date of the bill through July 1, 2003, If
the Board adopted new factors effective prior to July 1, 2003, 1t would affect all calculztions
under Section 4(3), for employees retiring both before and after July 1, 2003, Because
subsection 1 states that the Board is to usc factors based on the 2002 assumptions “for the
purpose” of calculatling retirement allowances for employees retiring between July 1, 2003 and
January 1, 2003, we conclude that the best Interpretation of subsection 1 requires the Board to
adopt new actuarial factors based on the 2002 mertality assumptions to be effective beginning
July 1, 2003,

Section 4(1) is also ambiguous in its use of the introductory clause “[s]ubject 1o
subscetions (2) and (3) of this section™ * *” Reading subsections 1 through 4 fogether, it
appeers that the legislature’s intent is for the Board to use one set of actuarial factors in
calculating an employee’s retirement allowance under subsection 2 and a different set of factors
for the calculation stated in subsection 3. To comply with such an intent, the actuanal factors
referred to.in subsection 1 would apply only to the subsection 2 calculation. This interpretation
would be clear if the introductory language in subscction 1 referred only to subsection 3, ie.,
“subject to subsection (3} #**.” or, alternatively, referred only to subsection 2, e.g., “lor
purposes of subsection (2) #**.” The fact that the introductory language refers to both
subsections 2 and 3 raises the possibility that the actuarial factors established by the Board under
subscction 1 are to apply to both calculations, making the caleulation under subsection 3
superfluous for employecs retiring before 2005, We think the more reasonable reading of those
provisions is that they call for separate seis of actuarial factors to be used in the subsection (2)
and subsection (3) caleulations as sct out in the text.

Death benefits would be calculated using the actuarial factors i effect on the due
date of the first pavment. B 2004, § 4(5}.

s

gires will decrease

.

Weare aware of no reason to anticipaie that Life expectancy
in the foresceable tuture.

G e - ~ 1. S v ~ ., o
' ['he lawwver for one of the plamu{fs in Cinv of Fugene v. Stare of Oregon, has
assened thar "The attorney gencral has concluded thar heard praciices and rules cannot create
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permanent coniract rights.” Letter from Biil Gary to Senator Tony Corcoran and Representative
Tim Knopp (March 26, 2003}, Respectiully, we disagree. The document relied upon for that
assertion cannot fairly be construed to support that cencluston.

= See also Assoc. Oregon Veierans v. DVA, 300 Or 441,450, 712 P2d 103 {1985)
{(*‘This court has not held that a state agency possesses ‘reserved’ or “inherent’ power to modify
contracts to which 1t is a party whenever, in the opinion of its responsible officials, such
modification will further the interests of the eitizenry. We decline to do so here. Whatever
reserved nower exists lies in the state, that is, the legislature, and the people”).

! Our goal In interpreting a statute is to determine the intent of the legislature. 2GL
v. Bureau of Labor and Industries (PGFE), 317 Or 606, 610, 859 P2d 1143 (1993); ORS 174.020.
We start by examining the text and context of the statute, with the text being the best evidence of
legislanive intent. In interpreting the text, we consider statutory and judicially developed rules of
construction that “bear directly on how to read the text,” such as “not to insert what has been
omitted, or to omit what has been inserted,” and to give words of common usage their plain,
natural and ordinary meaning, PGE, at 611; ORS 174.010. The conlext of a statute includes
other provisions of the same statute, prior versions of the statute and other related statutes, as
well as case law interpreting those statutes. PGE, at 610; SAIF Corporation v. Walker, 330 Or
102, 108, 996 P2d 979 (2000); Krieger v. Just, 319 Or 328, 336, 876 P2d 753 (1994);
Ecumenical Ministries v. Oregon State Lottery Comm., 318 Or 551,360 n 8, 871 P2d 106
(1694). Ifthe text and context of a statute unambiguously disclose the intent of the legislature,
the inquiry almost certainly will end there; though parties may offer legislative history to assist a
court in construing a statute, the court will only give it the weight the court considers
appropriate. ORS 174.020. If the legislative intent 1s not clear from the text and context, the
court will look to legislative history to attempt to discern that intent. PGE, at 011-12; see Young
v. State, 161 Or App 32, 983 P2d 1044, rev den 329 Or 447 (1999).

b2 The dictionary definition of “manage,” as the legislature has used 1t in relation to
the Board, 1s “lo direct or carry on businegss or affairs : SUPERVISE, ADMINISTER.” WEBSTER’S
THIRD NEW INT’ L DICTIONARY (1993) at 1372,

After enactment of ORS 238.630(3){g) and the Board’s adoption of OAR 459-
005-00353, the legislature made clear its infent that the Board act to protect PERS’ quahified
status. In 1995, the legislature obligared the Board to “adopt rules and take all actions necessary
1o maintain qualification of the Public Employees Retirement System and the Public Employees
Retivement Fund as a qualified governmenial retirement plan and trust under the Intermal
Revenue Code and under regulations adopted pursuant to the Internal Revenue Code.” ORS
238.630(3)(h) as amended by Or Laws 1995, ¢h 296, § 5. Also, in 1999, the legistature added a
second section to ORS 238.650 stating that “[a]ll rules adopted by the board become part of the
written plan document of the Public Emplovees Retirement System for the purpose of the status
of the system and the Public Emplovees Retiremen? Fund as a qualified governmental retirement
plan and trust under the Tp ernal Revenue Cede and under regulations adopted pursuant to the

I e BN

Intermnul Revenue Code” ORS 235630 2) cs amended by Or Laws 1999, ¢ch 317, § 1.

- There arz 2 number of tactors that must be taken into account in detinmg the pre-
change accrued benefit. For exemple, cortain PERS members are cligible to obtain mereased
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benefits by purchasing one or more credits for certain periods of service such as military service
or the member’s six-month waiting period for initial eligibility. In some cases, those credits
would need to be added to the accrued benefit.

- As 1o the calculation of benefit payments for employees who joined PERS on or
after January 1, 1999, what the Board's rule protects from alteration 1s treatment of accrued
benefits. By its own terms, the rule permits the Board to apply new actuarial factors to benefits
accrued subsequent to the effective date of the establishment of the new factors.

o ORS 238.601 states the legislature’s intent that the Board “shall administer the
system to create and maintain long-term stability and v mbllm in the system, and shall act to
achieve full funding for the benefits provided by the sysiem.” While this statement may reflect
“on the legislature’s intent te authorize the Board to commit the state to certain actions with
regard to the use of actuarizl factors, the statute was not enacted until 2001, sever al vears after
the legislature enacted ORS 238.630(3)(g). See Or Laws 2001, ch 945, § 2.

b In deciding that the PERS Board “has acted improperly in refusing to update its
mortality tables and has abused its discretion in failing to follow the legislative mandate to
maintain ‘actuarial equivalency’ when determining retirement benefits,” The circuit court
characterized the legislature’s intent for the establishment of actuarial factors as follows:

it is apparent from the use of strikingly similar language throughout the
operative statutes that the legislature ptaced substantizl importance on the

maintenance of “actuarial equivalency” in establishing members’ retirement

benefits on a parity with their contributions. In implementing this legislative

policy, the Board is charged with monitoring changes in members’ mortality and

establishing “from time to time” the necessary actuarial factors to maintain that

“actuarial equivaleney” with the assistance of its actuary. ORS 238.005 and ORS
238.630(3)(g). The legislature’s use of the verb “shall” only scrves to emphasize

the mandatory nature of this dircctive.

Ciny of Eugene v. State of Oregon, Marion Co. Clr. Ct. Case No. 00C16173, October 7, 2002
Opinicn and Order at 14-13.

o Tn 1953, the legislature added authority for the PERS Board to transfer funds
collected from employer contributions to carry out the acluary’s recommendation and, in 1987,
required that the actuarial evalualion be conducted every two, instead of four, years. See Or
Laws 1955, ch 131, § 20; Or Laws 1987, ch 849, § 3

o HB 2003 does not actually eliminate the meney match formula. However, as a
result of the changes in HB 2003, many future retirees ultimately will receive the greater life
penston under the full formula melhud of calculating retirement benefits.

20
- For example, any cmpiox ce who would recelve a greater wmcmun be mm under

the “rull formula” refund would not be adversely affected b} the provision of HB 200
eliminating the emplovee contribution.
= Or Laws 1971, ¢h 738, § 2.

- Or Laws 1673, ch 693, § 4
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= The legislature adopted ORS 238.235 (then numbered ORS 237.277) in 1975, Or
Laws 1975, ch 333, § 2. The statute was amended in 1993 and 2001, Or Laws 1993, ch 177, §
31: Or Laws 2001, ch 945, § 4. Neither amendment maferially altered the “assumed interest
rate” earnings requirement.

H [Under the Board’s rules, a “Tier One member” is a “member who established in
the system before January 1, 1996, as defined in ORS 238.430(2).” OAR 439-005-00C1(14).
“Tier Two members” are those “cstablished” in the system after January 1, 1996, OAR 439-0035-
0001715). Tier Two members do not receive the annual “assumed interest rate” earnings credit
under ORS 238,235, ORS 238.435(4).

» ORS 238.255, as amended by section 1, chapter 3, Oregon Laws 2003 { HB 2001)
provides:

(1)  The regular account for an active or inactive member of the system

shall be examined each year. If the regular account is credited with earnings for

the previous vear in an amount less than the earnings that would have been

credited pursuant to the assumed interest rate for that year determined by the

Public Employees Retirement Board, the amount of the difference shall be

credited to the regular account and charged to a reserve account in the fund

established for the purpose. A reserve account so established may not be

maintained on 4 deficit basis for a period of more than five years. Earnings in

excess of the assumed interest rate for years following the vear for which a charge

is made to the reserve account shall first be applied to reduce or eliminate the

amount of a deficit.

(2)  The regular account for an active or inactive member who
established membership in the system before January 1, 1956, as described
ORS 238.430, may not be credited with earnings in excess of the assumed interest
rate until:

(a) The reserve account established under subsection (1) of this section no
Jonger has a deficit;

(b) The reserve account established under subsection (1) of this section 1s
fully funded with amounts determined by the board, afler consultation with the
actuary employved by the board, 1o be necessary to ensure a zero balance in the
account when all members who established membership in the system before
Jenuary 1, 1996, as described in ORS 238.430, have refired; and

(¢) The reserve account established under subsection (1) of this section has
been fully funded as deseribed in paragraph (b) of this subsection in each of the
three unmediately preceding calendar years.

" We previously described the process for establishing the assumed interest rate as
follows:
This assumed interest rate. we understend, 1s not set for anv specific year or

S

neviod of vears. That s, it is not a prediction that in 1977 the fand will cam X percent
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interest on its investments. Rather, it is a prediction that based upon current interest rates,
economic trends so [ar as they can be foreseen, etc., the fund will for so much of the
future as can be {forescen eam at an overall rate of X percent per annum. This 'assumed
interest rate’ would certainly be exhaustively re-evaluated at least every four years as a
part of the quadrennial actuarial review in detail required by [former ORS 237.285, now
ORS 238.605]; and it would appear proper for the board to adjust the assumed rate at any
other time changed conditions require a change in assumptions as to future interest raes.

38 Op Atty Gen 880, 887 (1977). Due to a 1977 amendment to former ORS 237.825 {now ORS
238.605), the formerly quadrennial actuarial review now takes place every two years. See Or
Laws 1987, ch 849, § 3. '

a7y
i

We previously reached the same conclusion. In 1992, there was a proposal to
frecze the guaranteed minimum rate of return at 8.0 percent and to “decouple™ it from the
actuarial assumed interest rate. In the course of concluding that such an amendment would
impa'r non-retired PERS members’ contractual rights in violation of Article I, section 21, of the
Oregon Constitution, we said:

Because the guarantced minimum is part of the PERS law and affects the lovel of
benefits to PERS members, we conclude that the guaranteed payment of earnings to
members' accounts provided by ORS 237.277 is part of the PERS members' retirement

contract.
I etter of Advice to Shervl Wilson, Director of PERS, November 25, 1992, (OP-6293, 1992 WL
526815).

28 The purpose of the 1975 enactment of former ORS 237.277 was to “insure that
PERS members will receive earnings that arc at least equal to the assumed intercst rate earned by
the svstem.” See Minutes, Joint Committee on Ways and Means (HB 2507), May 29, 1975, al
310.

> Previously, we concluded that ORS 238.255 promises that, so long as an
individual account exists, the minimum amounts credited will be the assumed rate. Letter of
Advice to Sheryl Wilson, Dircctor of PERS, November 25, 1992 (OP-6293, 1992 WL 526815).
In that opinion, we did not discuss any distinction between the second and third categories of
richts discussed above {i.e., future credits on contributions or earnings thercon from worl
occurring before any change in the assumed interest rate promise and future credits related to
contributions or carnings related to work occurring after a change).  That analysis did not {focus
with sufficient precision on the specific promises set cut in ORS 238.255.

) ORS 174.010 provides:

In the construction of a statute, the office of the judge 1s simply to ascertain and
declare what is. in terms or in subsiance, contained therein, not to insert what has been
omitted, or to omit what has been inserted; and where there are several provisions or
particulars such construction is, if possibie. to be adopied as will give effect to all.
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31 - . . . ) ..
I'he case challenging the Board’s action is on appeal and the authoritative answer
to whether the Roard’s disputed actions were, in fact, unlawful will be determined by the Court
of Appeals or the Supreme Court, absent settlement or dismissal.

2 The preamble to HB 2003 describes the Board’s errors as follows:

(a) Unlawfully using outdated mortality tables to calculate retirecs’
monthly benefits; (b) Unlawfully requiring employers to match earnings in the
emplovees’ variable accounts when those employees’ pensions are calculated
under the “money match formula”™; and (¢) Unlawfully abusing its discretion in
failing to set aside adequate statutorily mandated reserves out of investment
income while crediting imprudenily Jarge amounts of mvestment income to
member accounts].]

. Section 10 of TIB 2003 provides:

(1) Notwithstanding ORS 238.360, cost of living increases for that portion
of a service retirement allowancz that is not atiributable to a variable annuity
under ORS 238.260 and that is payable to or on account of members described
subsection (3) ol this seclion may be made only as provided by this section.

{2) The Public Employees Retirement Board shall calculate a revised
service retirement allowance for that portion of a service retirement allowance
that 1s not attributable to a variable annuity under ORS 238.260 and that is
payable to members described in subsection (3) of this section. The revised
service retirement allowance shall be calculated as follows:

(a) The board shall estzblish 2 member account balance for the member as
of the member’s effective date of retirement, determined as though the regular
member account for the member had been credited with 11.33 percent earnings in
calendar year 1999,

(b) The board shall calculate a service retirement allowance for the
member under ORS 258300 as of the member’s effective date of retirement,
using the member account balance established under paragraph (a) of this
subsection.

(c) If the member clected an optional service retivement allowance
caleulation under ORS 238.305, the hoard shall convert the service retirement
allowance calculated under paragraph (b) of this subsection to the optional
calculation elected by the member,

(d) The board shall adjust the revised service retirement allowance
caleulated under paragraph (b) or (¢} of this subsection for each calendar year
efter the member’s effective date of retirement based on the cost of Iiving
adjustment provided for in ORS 238.360.

(21 The beard shall calculare a fixed service retirement allowance for
members described in subsection (3) of thus section. The fixed service retirement

allovance shall be the amount that is not attrthorable to a variable annuity under
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ORS 238.260 and that is payable to or on account of the member on the effective
dzte of this 2003 Act. The fixed service retirement allowance may not be
adjusted under ORS 238.360.

(4) The service retirement allowance payable to or on account of
members described in subscetion (3) of this section shall be the greater of the
revised service retirement allowance calculated under subsection (2) of this
section or the fixed service retirement allowance calculated under subsection (3)
of this section.

(5) The provisions of this section apply to members who:

(a) Established membership in the Public Employees Retirement System
before January 1, 1996, as described in ORS 238.430;

(b) Receive a service retivement allowance calculated under ORS 238.300
(2)(B)(A); and

(¢) Have an effective date of retirement that is on or after April 1, 2000,
and before Aprii 1, 2004,

* Inrclevant part, ORS 238.660(1) and (2) state:

(1) The Public Employees Retirement Fund is declared to be a trust fund, separate
and distinet from the General Fund, for the uses and purposes set forth in this
chaprer and ORS 237.950 to 237.980, and for no other use or purpose, except that
this provision shall nnot be deemed to amend or impair the force or effect of any
law of this state specifically authorizing the investment of moneys from the fund.
[nterest earned by the fund shall be credited to the fund. Except as otherwise
specifically provided by law, the Public Employces Retirement Board established
by ORS 238.630 is declarcd to be the trustee of the fund, * * *

{2) Unul ali liabilities to members and their beneficiaries are satisfied, assels of
the fund may not be diverted or otherwise put to any use that is not for the
exclusive benefit of members and their beneficiarics. * * *

35 PERF “earnings™ include interest. See, e.g, ORS 238.250 and 238.255
(discussing “Interest” earned by member accounts). ORS 238.660(1) specifies that “[i]nterest
camed by the Fund shall be credited to the fund.” Thus, it is undisputable that HB 2003
contemplates the use of PERY assets.

. The statules in ORS chapter 128 governing trusts do not apply to trusts that have
as their primary purpose the paying of pensions. ORS 128.005(1),

ORS 228.713 provides in relevant part:

(1) Ifihe Public Empiovees Retirement Board determines that a member * * * has
recerved any amount it excess of the amounts that the member * * # is entitled to under
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this chapicr, the board may recover the overpayment or other improperly made payment
by

(a) Reducing the monthly pavment to the member or other person for as many months as
may be determined by the board to be necessary to recover the overpavment or other

~improperly made payment; or

(b) Reducing the monthly payment to the member or other persen by an amount
actuarially determined to be adequate to recover the ovarpayment or other improperiv
made payment during the period during which the monthly pavment will be made to the
member or other person.

(2)(a) Any person who receives a payment from the Public Employaes Retirement Fund
and who 1is not entitled to receive that payment, including a member of the system who
recelves an overpayment, holds the impreperly made payment in trust subject (o the
board's recovery of that paviment under this section or by a civil action or other
proceeding.,

%k ok ok

(3) Unless the member or other person receiving a monthly payment from the fund
authonzes a greater reduction, the board may not reduce the monthly payment made to a
member or other person under the provisions of subsection {1) of this section by an
amount that is equal to more than 10 percent of the monthly payment,

bl

(6) Notwithstanding ORS 293.240, the board may walve the recovery of any payment or
paymeuts made to a person who was not entitled io receive the payment or payvments if
the total amount of the overpayment or ather mmproperly made payvments is less than $50,

(7) A payment made to a person from the fund may not be recovered by the board unless
within six years after the date that the payment was made the board has commenced
proceedings (o recover the pavment. For the purposes of subsection {1} of this section, the
board shall be considered to have commenced proceedings to recover the pavment upon
matling of notice to the person receiving a monthly payment that the hoard has
determined that an overpavment or other mmproperly made payment has been made.

(8) The remedies authorized under this section are supplemental to anv other remeadies
that may be available to the board for recovery of amounts incorrectly paid from the fund
to members of the system or other persons,

(9) The board shall adopt rules establishing the procedures to be followed by the board in
recovering overpaviments and erroneous pavments under this section.
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FHardy Myers, Attomey General
State of Oregon

Department of Justice

1162 Court Street N.E.

Salem, Oregon 97301-4096

Subject:  Public Employees Retirement System
Legislative Change in Actuarial Factors

Dear Attorney General Myers:

Request For Opinion. This letter responds to the federal tax qualification
portion of the first question presented in Senator Tony Corcoran’s March 5, 2003, letter request
for a number of opinions about pending Oregon Public Employees Retirement System (“PIERS™)
legisiative 1ssues. His first question asks: “Does the ‘look back’ provision of HB 20044
adequately protect members’ contract rights as well as assure the continued qualification of the
PERS plan by the IRS?” We are not providing any opinicn on the state law protection of the
contract rights portion of that question, except to the extent the federal tax qualification portion
refates 1o that contract rights portion. We understand that the change and the “look back”
provision s now in a later engrossed version of that bill, and our opinion extends to later
versions and other biils as well, to the extent the provisions are the same.

Earlier Opinions. Our October 31, 2002, letter regarding the PERS board’s
change in actuarial factors was that complying with the October 7, 2002, Marion County Circuit
Court decision did not give PERS a defense against it being income tax disqualified by the
Internal Revenue Service ("TRS™). In our September 9, 2002, letter, we defined what was
inciuded in the PERS “accrued benefit” for federal tax gualification purposes. In both of those
letters, we gave no opinion on whether it would tax disqualify PERS if any portion of the change
date accruad benefit was not preserved on a change in the actuarial factors, the so-called
“anti-cutback” rule. The State received a November 21, 2001, puuun from then legal counsel,
that 1f the [RS was asked to ruie on an actuarial {actors charwc that had the effect of reducing the
accrued benefit, it would more likely than not rule against the tax qualification of such a change.
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Summary Opinion. We cammot say with certainty whether the proposed change
in actuarial factors will or will not income tax disqualify PERS. We do not take 1ssue with the
analysis in the earlier legal opinion received by the State, but conclude differently that there 1s a
reasonable likelihood that the IRS would rule in favor of the continued tax qualification of PERS
with such change. Because the tax qualification of PERS is at stake in any such change, our
opinion 1s conditioned upon PERS sceking IRS approval. We strongly recommend that the
actuarial factors change be made contingent upon 1RS approval and that such approval be
sought immediately after this legislative change is enacted so that PERS is within the remedial
amendment period should anv corrective legislation be needed. Because the nature of the change
is a reduction in benefits, there should not be any administrative risk to PERS tax qualification in
implementing the change pending IRS consideration. If the IRS determined that the change
would tax disqualify PERS, then the condition of the change would not be met, and the prior
benefit differential from the change date (o the TRS determination date could be paid to the

members.

Explanation of Opinion. The legal authorities are set forth in the November 21,
2001, opinion of prior legal counsel. We have not found any later authorities.

We raised this issue with Dick Wickersham, the IRS chief technical advisor,
whose opinion would be important in its decision on this matter, and who was ccnsulted by prior
legal counsel. Nothing that Mr. Wickersham communicated to us is binding on the IRS. We
asked him very specifically whether an actuarial factors change, which retroactively reduces
accrued benefits, would violate the Internal Revenue Code (“Code™) Section 401(a)(25) or the
IRS Regulation § 1.401-1(b)(1)(1) definitely determinable benefit rule. We told him we could
not determine the answer., Even though he agrees there is no clear answer to this issue, his sense
was that an actuarial factors change would be aceeptable to the IRS based on a combination of
the law and practicalitv. The “look back” approach included in HB 2004A mitigates 1o some
extent the effects of the changes in the factors and would apply to that practicality.

Mr. Wickersham thought that the change would not be tax disqualifying when weighing the
strictures of the “definitely determinable benefits” requirement and the fact that the Code
Scction 411 acerued benefit “anti-cutback™ docs not apply to a governmental plan. He suggested
that a covernmental plan request a determination letter on any such amendment to receive a
definitive answer.

Caode Section 401(a)(25) is violated if a plan’s actuarial assumptions, which must
be set forth in the Plan, are subject to employer discretion. In IRS Private Letter
Ruling 9645031, the TRS concluded in that governmental plan fact situation that “the power of
the Retirement Board to amend the plan to change the interest rate crediting mechanism does not
mean that the benefits provided under the Plan are not definitely determinable * * *7 because
that board did not effectively have the prohibited discretion under Code Section #01(a)25). As
with any IRS private letier ruling. the contents of that miling cannot be relied upen by other
taxpavers as authority, however, IRS private letter rulings are not the work ol a single person and
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that ruling is strong support for concluding that the IRS is reasonably Likely to approve the
pending change.

Prior legul counsel discussed in his opinion, IRS Revenue Rulings 79-90 and
81-12. We did not find the single reference in the preambie to the Code Section 401(a)(4)
regulations that Code Section 401(a)(235) affirms the IRS position in those Revenue Rulings, to
be dispositive. Had Congress meant the Code Section 411 (d)(6) anti-cutback rule to apply to a
governmental plan by adding Code Section 401{a)(23), it would have been simple drafting to do
so. Code Section 401{a)(23) virtually codified Revenue Ruling 79-90 and PERS has and wili
continue to comply because the actuarial factors will be specified in the plan, which includes the
board’s rules. The mere power te amend the factors could not be the prohibited employer
discretion as all plans can be amended. Revenue Ruling §1-12 relates solely to the Code
Section 411(d)(6) anti-cutback rule, which clearly does not apply to a governmental plan like

PERS.

Arguably, the case for there not being the prohibited employer discretion and the
benefits being definitely determinable is even stronger in the present case where the Oregon
Legislative Assembly is directing the PERS board to use the tables it considered last September
and to adopt tables every two years using the best actuarizl information available on mortality as
provided by the board’s actuary, which may be in conjunction with the statutorily required
system evaluation. The legislative process and those restrictions on changes in the actuarial
tables are not akin to the employer discretion that would violate Code Section 401 (2)(25) and the
IRS Regulation Section 1.401-1(b)(1)(i) definitely determinable benefits requircment.

Very truly yours,

Dol A e

Donald A. Burns, P.C.

APP. A-3






