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ISSUE PRESENTED FOR REVIEW

The Court has limited review to the following:

Is the issuance of pension obligation bonds to finance unfunded
pension liability subject to the voter-approval requirement of
article XVI, section 18, subdivision (a) of the California

Constitution?

INTRODUCTION

This case is about a $3.5 billion pension obligation bond
(POB) proposal by the San Jose City Council. Does borrowing
$3.5 billion to put into the pension system require voter

approval?

Unlike the private sector which mostly offers no retirement
benefits or retirement savings plans, the City of San Jose gives
“defined benefit” pensions to its retired employees. Employees
may begin collecting their pension after reaching the specified
age or years of service. Their “defined benefit” is calculated by
multiplying their years of service by a percentage of the highest
pay they received for 12 consecutive months, including overtime

pay, with some limitations.

The City operates and finances two pension systems, one
for police and fire employees, and one for all other employees.
The City makes annual payments to its two pension funds.
Appointed pension boards invest those funds. The funds grow or
shrink depending on the board’s investment decisions and the

behavior of the market.



The boards’ actuaries are responsible for determining the
amount the City must deposit into the retirement accounts each
year to keep the accounts financially sound so that they can pay
the promised monthly benefits to all current and future retirees.
The actuaries track statistics such as: the number of current
retirees, their age and benefit amounts; the number of active
employees, their salaries, age and years of service; the funds on

hand; and the performance of investments.

Each year, as part of determining the amount the City
must contribute that year to keep the retirement accounts
financially sound, the actuaries calculate each account’s current
“unfunded liability.” Unfunded liability is the difference between
the account’s current value and the potential amount of future
retirement benefits that have, to some extent, already been
earned (depending on how many employees have already vested),

but are not yet due.!

The unfunded liability estimate fluctuates from year to
year — sometimes by wide swings — due to changed circumstances
or revised actuarial assumptions. Factors that influence
unfunded liability include: (1) how many active employees there
are; (2) how many employees stay employed until vested; (3) how

old each active employee is when they retire; (4) how many years

1 Even as to employees who have already vested, the amount
“already earned” is uncertain, because it depends on years of
service or age at retirement and the highest pay received for 12
consecutive months. Thus, vested employees have an undefined
amount that is “already earned,” while employees that are not
vested have yet to earn any retirement benefits.
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of service each employee has at retirement; (5) each employee's
highest 12-month compensation; (6) the number of years each
retiree will collect benefits before dying; (7) how cost-of-living
adjustments will affect payouts; (8) what the retirement boards
choose to invest in; (9) how those investments perform in future
years; (10) whether automation, private contracting or budget
decisions will reduce the number of future employees; and (11)
whether union negotiations or voter initiatives will change future

benefits.

The City Council’s stated purpose for borrowing $3.5 billion
through a bond issuance is to a give the retirement boards a
“large infusion of cash to make new investments.” (1 AA 140;
155.) The City’s theory is that the “large infusion” of investment
capital will eliminate the City’s unfunded liability while
generating returns sufficient to repay the bondholders. If all goes
according to plan, it will reduce the annual contributions the City
must make in the future. Of course, if all does not go according to
plan because, for example, future actuarial factors change or the
investment of this large infusion of capital yields less than is
owed to the bondholders or, worse yet, is lost through a market

correction, then it will cost San Jose taxpayers dearly.2

The future is unpredictable. At present, the City maintains
financially sound retirement accounts by annually paying the

contribution calculated by the actuaries for that year. The City’s

2 $3.5 billion plus interest at 4% totals more than $24,000 per
San Jose household.
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annually fluctuating unfunded liability is not owed yet to anyone;
it is a projection of the future and therefore is not a fixed
indebtedness. Borrowing $3.5 billion, however, would clearly
create both a fixed indebtedness and the possibility that the
City’s taxpayers will be called upon to repay some or all of that
debt in the future. The City’s plan to repay bonds through skillful
Investing is not a sure bet. For these reasons, voter approval

must be obtained under article XVI, section 18(a).

The City Council’s argument for not seeking its voters’
approval is that it is merely exchanging one “debt” for another.
But no law, case or Attorney General opinion on pensions or the
constitutional debt limit has ever adopted that interpretation,
until the Court of Appeal here reversed course on three cases that
should have been respected as guiding precedent: State ex rel.
Pension Obligation Bond Com. v. All Persons Interested etc.
(2007) 152 Cal.App.4th 1386 [state POB required voter approval
under state’s tandem provision to section 18(a)]; County of
Orange v. Association of Orange County Deputy Sheriffs (2011)
192 Cal.App.4th 21 [unfunded liability not yet “debt” requiring
voter approval under section 18(a)]; and San Diegans for Open
Government v. City of San Diego (2015) 242 Cal.App.4th 416
[accounting recommendations not California law for purposes of

section 18(a)].

Reversing course on the three cases above has
disenfranchised voters under section 18(a). Throughout
California’s history, bonds have always been considered new debt

that triggers section 18(a), unless a specific exception applies.

12



Here, however, the Court of Appeal held that exceptions are
irrelevant because no new debt would be created. Rather, it held,
unfunded liability is an existing debt that the City merely wants
to convert to another form. Although voters never had an
opportunity to approve this so-called existing debt, the Court of
Appeal simply shrugged and essentially concluded that “what’s
done is done.” That decision (“Decision”), if upheld, will deny San
Jose voters the right to approve or disapprove borrowing $3.5
billion that they are ultimately responsible to pay. Moreover, the
Decision’s rationale, that “what's done 1s done,” 1s 1llogical.
Unfunded lLability, being merely a projection about the future, is
not “done.” Issuing bonds, however, will for the first time create a
fixed debt and the duty to repay that debt with interest over a
stated time period. That is new debt that triggers section 18(a).

STATEMENT OF FACTS AND PROCEDURAL HISTORY

For more than a decade, the San Jose City Council has
considered a pension obligation bond (POB) as one of several
potential tools to “improve funding,” while recognizing “risk of
financial loss.” (1 AA 116; 127; 130; 337.) The City Council now
represents the POB as “the last tool in the toolbox.” (1 AA 337.) It
has become the City Council’s preferred option. (1 AA 330.)
Unfunded pension liability is a fluctuating estimate of future
pension liability that has gone by many names over many
decades, including actuarial deficit, unfunded actuarial Liability,

and unfunded accrued actuarial liability.

111
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On October 5, 2021, the San Jose City Council passed a
resolution to authorize the $3.5 POB at issue here in this in rem
validation action. (1 AA 008-016.) According to a September 1,
2021, Memorandum to the Mayor and City Council, court
approval was necessary due to a “lack of case law” regarding
POBs and the “State Constitutional Debt Limit.” (1 AA 094.) The
City has never sought voter approval for the $3.5 billion POB per
section 18(a). Had it done so, it would not have needed the

judicial validation it planned to pursue instead. (1 AA 131.)

The September 1, 2021, memorandum proclaimed an
understanding of the “independent, but interrelated roles” of the
City Council and the retirement boards, in that “only the City
Council will have a role in authorizing and paying any POBs that
are issued. Conversely, only the respective retirement boards will
have authority and responsibility to make decisions about how
the proceeds of the bonds are invested once transferred by the
City to the respective boards to satisfy a portion of the UAL of
each plan.” (1 AA 094.) The City characterizes the potential bond
proceeds as a “large infusion of cash to make new investments

either all at once or over time.” (1 AA 140; 155.)

On November 18, 2021, the City of San Jose filed this Code
of Civil Procedure Section 860 validation action against “all
persons interested” seeking judicial authorization for the POB
without voter approval under article XVI, section 18(a). (1 AA
008-016.) The City recognized application of section 18(a), but
claimed the “obligation imposed by law” exception. (1 AA 015.)

14



As “persons interested,” Defendants and Petitioners
Howard Jarvis Taxpayers Association, Citizens for Fiscal
Responsibility, and Pat Waite (collectively “HJTA”), answered. (1
AA 022-031.) HJTA asserted that the “obligation imposed by law”
exception does not apply, and that voter approval is indeed

necessary.

Following a trial on the papers on August 22, 2022, the
trial court filed its “Final Statement of Decision Following Court
Trial” on December 9, 2022. (3 AA 529-539.) The court entered
Judgment on February 6, 2023. (3 AA 545; 555.) The court filed
the Judgment on February 16, 2023. (3 AA 542-546.) Plaintiff
filed the Notice of Entry of Judgment also on February 16, 2023.
(3 AA 547.) This was the final trial court judgment, which
ordered that the POB(s) were valid and that the “obligation
1imposed by law” exception applied. HJTA timely filed a Notice of
Appeal from this order, on March 8, 2023. (3 AA 557.)

The Court of Appeal heard oral argument on April 4, 2024
and issued its published decision on April 29, 2024. It affirmed,
but without the “obligation imposed by law” analysis and without
applying section 18(a). This Decision is currently published as
City of San Jose v. Howard Jarvis Taxpayers Association (2024)
101 Cal.App.5th 777. This Court granted review on August 14,
2024.

111

111
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ARGUMENT

I.

VOTER APPROVAL UNDER ARTICLE XVI, SECTION
18(a) IS THE RULE, NOT THE EXCEPTION.

Article XVI, section 18(a) provides the relevant rule of

municipal finance and voter rights:

No county, city, town, township, board of education, or
school district, shall incur any indebtedness or liability in
any manner or for any purpose exceeding in any year the
income and revenue provided for such year, without the
assent of two-thirds of the voters of the public entity voting

at an election to be held for that purpose ...
(Cal. Const., art. XVI, § 18(a).)

Also known as the constitutional debt limit, section 18(a) has
“provided the principal instrument for the control of local
borrowing. It is apparent, from a reading of the section, that one
of its purposes was to establish the ‘pay as you go’ principle as a
cardinal rule of municipal finance. Accordingly, the section
requires each year’s expenditures to be satisfied from the income
of that year, thus preventing a gradual year-by-year amassment
of liabilities. As a result, the actual cost of municipal government
1s more closely reflected in the tax rate and the citizens are better
able to make informed judgments on the performance of their
elected officials.” (Westbrook v. Mihaly (1970) 2 Cal.3d 765, 776.)

Under the Decision, if upheld, voters will have no say over the

16



amassment of liabilities, and elected officials will be less

accountable to voters and taxpayers.

A. The “ ‘Pay As You Go’ Cardinal Rule Of Municipal
Finance” Requires Voter Approval To Exceed The
Current Year’s Budget. A City Council Has No
Unilateral Discretion.

Section 18(a) 1s “intended to compel local legislative bodies
to inform the public of projects necessitating long-term
expenditures and to give to the people the ultimate power of
approving or rejecting them.” (Westbrook v. Mihaly, 2 Cal. 3d at
776-717.)

The “pay as you go” rule comes from the phrases “in any
year’ and “for such year” within section 18(a). All municipal
finance i1s evaluated on an annual accounting basis. (See Barkley
v. City of Blue Lake (1996) 47 Cal.App.4th 309, 313-314 [“[Section
18] has been construed to require each year’s debts and liabilities
to be paid from that year’s revenue, and to bar payment from the

revenue of any future year.”].)

The purpose of the debt limit’s annual accounting
requirement is to prevent today’s generation from encumbering
future generations and to protect taxpayers from “an unconsented-
to increase in the taxes” or seizure of public assets to repay a loan
they did not approve. (See Redondo Beach v. Taxpayers, Property
Owners, Citizens, & Electors (1960) 54 Cal.2d 126, 131 [purpose of
section 18 is “to safeguard the general funds and property of a
municipality from a situation whereby the holders of an issue of

bonds could, at some time after the issuance thereof, force an

17



unconsented-to increase in the taxes of, or foreclose on the general
assets and property of the issuing public corporation to obtain

payment of the principal or interest thereon.”].)

When the City Council takes on debt in the current year that
exceeds its ability to pay that debt in the same year, it surpasses
the constitutional debt limit. “[T]he question i1s whether the public
entity’s debt incurred in a particular year is a debt that can be paid
from that year’s income. If the answer is yes, the public entity has
not incurred constitutionally prohibited indebtedness under
article XVI, section 18, and, thus, no public vote is required.” (City

of San Diego v. Rider (1996) 47 Cal.App.4th 1473, 1482.)

Starr v. City and County of San Francisco (1977) 72
Cal.App.3d 164 demonstrates section 18(a)’s application to
contracts affecting future years. In Starr, taxpayers challenged
two contracts. A lease for the Yerba Buena Center was upheld
under an exception known as the Offner-Dean rule or the
“contingent payment exception” not raised here. But the second
contract, a repayment contract lacking voter approval, similar to
the POB here, was not upheld. “The repayment clause violates the
above principles: It creates a municipal indebtedness in 1975 (the
execution date of the repayment contract) to be paid out of the
City’s general funds in 1980, regardless of the expenditures
allotted for that year and regardless of the revenue generated by
the special fund which is to finance the project.” (Id. at 174.) The
contract created a “future encumbrance of the City’s general fund
beyond the year in which income is received which alone violates

the constitutional provision.” (Id. at 175.) The same future

18



encumbrance is true here with the City’s proposed $3.5 billion
bond — but voters have not had opportunity to approve or

disapprove the proposal.

1. Since 1992, “Sole And Exclusive
Responsibility” For Ongoing Actuarial
Soundness Of Any Pension System Is
Constitutionally Vested In Its Retirement
Board(s), Not In Any City Council Discretion.

In its Respondents’ Brief on Appeal, the City argued that it
may issue the POB unilaterally because section 17(a) of article
XVI requires that retirement plans be actuarially sound, and that
the City’s charter requires the same. Section 17 is of course
supreme to the charter. As amended in 1992 by Proposition 162,
Section 17 provides that “the retirement board of a public pension
or retirement system shall have the sole and exclusive fiduciary
responsibility over the assets of a public pension or retirement
system...” (Cal. Const., art. XVI, § 17(a).) It does not say that a
local legislative body has this role, which the City Council
attempts to step into here. With the role being “sole and
exclusive” to the retirement board(s), the City Council cannot also
perform it. (§ 17, subdivision (h) [“retirement board” may not
“mean or include” ... “elected legislative body”].) Thus, the City
Council cannot decide that additional assets must be supplied in
the current year, nor can it perform any “actuarial services in

order to assure the competency of the assets.” (§ 17, subdivision
(e).)

The City Council has only two relevant roles. One is to

create a plan on actuarially sound terms if it chooses to create a

19



retirement plan. (Gov. Code, § 45342 [any system “adopted shall
be on a sound actuarial basis...”]; emphasis added.) Section 45342
was added in 1949 and has remained unchanged. It gives city
councils authority to adopt an actuarially sound retirement plan;
1t does not give them authority to manage it. But even if section
45342 were interpreted to allow city councils in the past to
manage actuarial soundness as an ongoing concern, it is now,
subject to the 1992 constitutional amendments to section 17
exclusively vesting ongoing actuarial soundness authority in the

boards.

The City Council’s second role is to make payments to the
retirement boards as invoiced. Petitioners argued this to the
Court of Appeal by pointing out that there is no “obligation”
(“imposed by law” or otherwise) to pay $3.5 billion to the
retirement boards, because the retirement boards have never
sent the City an invoice for that amount. Any such payment
would be a voluntary “Additional Discretionary Payment.” (1 AA
at 138.) This is because section 17(a) clearly and exclusively vests
in the retirement boards all the powers the City Council would
like to assume here. If the City Council has extra funds to make
an “Additional Discretionary Payment” in any given year, of
course it may do so. To borrow such funds, however, voter

approval is required.

The Court of Appeal thus erred when it ruled that state law
requires of a city council that “a city pension or retirement
system ‘be [managed] on a sound actuarial basis” under

Government Code section 45342 and Valdes v. Cory (1983) 139
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Cal.App.3d 773, 785, n. 5. (Decision, 101 Cal.App.5th 777, 792.)
This is mistaken because not only has section 45342 (limiting the
council’s role to “adoption”) gone untouched since 1949, but
Valdes also pre-dates the 1992 amendments to section 17.
Further, Valdes itself acknowledges that section 45342 speaks to
the time of a city’s adoption of a pension plan, not to the plan’s
ongoing administration. (Valdes, 139 Cal.App.3d at 785, n. 4-5.)
The Decision here mistakenly conflates the roles of the city
council and retirement boards. This is apparent where it opens
and identifies its topic as “a municipality’s constitutional
obligation to its employees to make promised pension payments
and its duty to ensure pension plans have sufficient assets to be
actuarially sound.” (Decision, 101 Cal.App.5th at 786.) Although
San Jose has its own retirement systems, the imprecise umbrella
term “municipality” must be untangled. Under the California
Constitution, the retirement boards are required to be
independent, and the duty of actuarial soundness is entrusted
exclusively to independent retirement boards. The Court of

Appeal erred by ascribing that duty to the City Council.

Section 17 is more than specific enough to untangle these
roles, which the City itself called “independent but interrelated.”
(1 AA 094.) But they are more independent than the City Council
here wishes. The “sole and exclusive” duties of retirement boards
include, for example, “actuarial services in order to assure the
competency of assets.” (Cal. Const., art. XVI, § 17(e).) That is
exactly what the City Council is asserting it may and must do

here: assure the competency of the assets by pre-funding the
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system in an amount of the current unfunded liability estimate.
But that’s not the City Council’s job. The court below also said
that its subject was ensuring “promised pension payments.”
(Decision, 101 Cal.App.5th at 786.) But again, this is the boards’
exclusive job. Section 17(a) provides, in part: “The retirement
board shall also have sole and exclusive responsibility to
administer the system in a manner that will assure prompt
delivery of benefits [i.e., “promised pension payments”] and
related services to the participants and their beneficiaries.” An
“elected legislative body of a jurisdiction which employs
participants in a public employees’ pension or retirement
system,” such as the San Jose City Council, is excluded. (Cal.
Const., art. XVI, § 17(h).) In the case at bar, the retirement
boards have never failed to “make promised pension payments”
or failed to “ensure pension plans have sufficient assets to be
actuarially sound.” (Decision, 101 Cal.App.5th at 786.) Nor has
either board ever suggested that such payments or actuarial
soundness were at risk under the current pay-as-you-go system.
Neither board has requested a “large infusion of cash to make

new investments.” (1 AA 140; 155.)

Ironically, speaking to situations of municipal hardship,
part of Section 17 pre-dating Proposition 162 actually requires
minimizing a city’s payments rather than maximizing them. A
retirement board must act for the purpose of “minimizing
employer contributions.” (Cal. Const., art. XVI, § 17(b).) In
concert, the Government Code says a board “shall” approve

reduced annual payments in the form of “new amortization
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periods based upon requests from contracting agencies or school
employers that can demonstrate a financial necessity. The board
may deny a request when the request would subject the fund to
an unsound financial risk.” (Gov. Code, § 20812.) The Court of
Appeal defeated the legislative intent of these statutes and
thwarted the retirement boards’ duty under these statutes —
which 1s to minimize the financial impact of providing employee
pensions — when it ruled that the City Council has its own duty
to “ensure promised pension payments” according to its own view
of “actuarial soundness,” and under that duty can incur massive,

bonded indebtedness without voter approval.

Finally, in Section 5 of Proposition 162, voters required
that the “provisions of this act shall be liberally interpreted to
effect their purposes.” The phrase “sole and exclusive authority”
1s already clear. But even if the Court of Appeal felt there was
some ambiguity, “liberally interpret[ing]” the phrase should leave
no doubt that it is the boards’ role, and not a city council’s role, to

determine payments due each year.

Ballot materials confirm that voters chose to give complete
authority over each year’s pension payments to the boards. It’s
spelled out in the official title and summary that Proposition 162
“Grants the board of a public employee retirement system sole
and exclusive authority over investment decisions and
administration of the system” and “sole and exclusive power to

provide for actuarial services.”

https://repository.uclawst.edu/cgi/viewcontent.ce1’article=2064&

context=ca ballot props, emphasis added.) The Legislative
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Analyst coined a board’s role “the actuarial function” and said
Proposition 162 “gives the board of each public pension system
complete authority” over it. (Ibid.) The argument against
Proposition 162 specifically articulated as a result that
“retirement boards alone would have absolute authority to
determine the amount of money taxpayers must contribute to

state, school and local government retirement funds each year.”

https://repositorv.uclawst.edu/cgi/viewcontent.ce1’article=2064&

context=ca ballot props) Now, following Proposition 162’s

passage, the City Council may not determine that $3.5 billion is
due in any current year. Expressing more concern, the
opposition’s ballot argument said “Retirement boards would be
able to demand from taxpayers excessive contributions when the
retirement system is overfunded. And in future budget crises,
retirement costs could soar while vital public services are cut to
the bone.” (Id.) That the voters adopted Proposition 162 despite
this threat that their local legislative body would have no choice
but to cut public services “to the bone” in order to make
“excessive contributions” demanded by “retirement boards”
clearly shows that the voters decided to shift responsibility for
payment amounts to the boards and remove any existing
discretion from legislative bodies. The result here is that because
the boards have not demanded a $3.5 billion payment in any one
year, the City Council cannot decide to make such a payment
using loaned funds without section 18(a) voter approval. The City

Council doesn’t have unilateral authority to decide that a one-
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time $3.5 billion payment is required or can be made using a

POB.

To any extent the San Jose City Charter might be deemed
to state or imply that its city council can or must determine
payment amounts as a matter of ongoing actuarial soundness,
the charter does not outrank the state constitution. Proposition
162 1s supreme over city charters. (Howard Jarvis Taxpayers
Assn. v. City of Roseville (2003) 106 Cal. App. 4th 1178, 1185
[“There 1s no question that Proposition 218, as a constitutional
Initiative, is binding upon charter cities.”].) Charter cities always
remain subject “to conflicting provisions in the federal and state
constitutions and to preemptive state law.” (Domar Elec., Inc. v.
City of Los Angeles (1994) 9 Cal. 4th 161, 170.)

2. If A City Council Wishes To Enhance
Ongoing Actuarial Soundness Through A

Discretionary Financial Act Such As Using A
POB, Section 18(a) Applies.

Defendant/Petitioner HJTA has not disputed the annual

payments required by the retirement boards. If the City Council
has any duty regarding ongoing actuarial soundness, it would

simply be to continue making those annual payments.

The City aptly refers to unrequired payments into the
retirement fund as “Additional Discretionary Payments.” (1 AA
138; 2 AA 448; 2 AA 488.) It also uses the term “prepayment.” (1
AA 014; 020.) The $3.5 billion in bond proceeds, upon transfer to

the retirement boards here, would be an “Additional
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Discretionary Payment” as “prepayment” of future liabilities that

are not definite and are not due.

Characterizing the potential $3.5 billion lump sum
payment requires careful attention. Until the confusion that
ensued with the lower court’s Decision here, unfunded liability
represented no current, existing, legally enforceable obligation
upon which any “additional” or “discretionary” payment could be
made. An additional payment would go into the retirement fund
and might reduce the current projection, but it wouldn’t actually
pay down anything with definite terms that are legally
enforceable. This is because unfunded liability (until redefined by
the lower court here) has always referred to a projection of future
needs. “No basis for any legally enforceable obligation arises until
the events occur and when they do the amount of liability will be
based on actual experience rather than the projections.” (County
of Orange, 192 CalApp.4th at 36, citing 65 Ops.Cal.Atty.Gen. 571,
574 (1982).) “Events” there referred to “future events,” such as
the retirement of an employee or the qualification of a surviving
spouse. (Ibid.) As County of Orange summarized, unfunded
Liability “calculations did not result in a legally binding debt or
liability, but instead provided ‘useful guidance in determining the

contributions necessary to fund a pension system.”” (Ibid.)

The Attorney General opinion in County of Orange cited
helpful case law. In Crowley v. Board of Supervisors (1948) 88
Cal.App.2d 988, a citizens group had argued that state law
mandated a special tax to pay its “actuarial deficit” on its peace

officers’ retirement fund. “Actuarial deficit” was the term used
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there for unfunded liability. The court disagreed that a special

tax was mandatory. Instead, it acknowledged that the board had
multiple options, including leaving the apparent deficit alone. In
other words, for decades until the decision below here, unfunded

Liability has never been considered a current debt or liability.

Since unfunded liability had never been considered a
current debt or liability, neither its existence nor anything
increasing it had been considered subject to section 18(a) voter

approval. County of Orange affirmed this.

County of Orange was dispositive, but the Court of Appeal
made a contrary ruling without overruling it. County of Orange

should have directed a finding here that a POB is new debt.

In County of Orange, the Second District Court of Appeal
made clear that unfunded liability is not yet debt for purposes of
section 18(a). It is rather an actuarial projection. Citing a 2006
retirement law case, it said: “Most retirement systems have
[unfunded liability]. They arise each time new benefits are added
and each time an actuarial loss is realized. ... [Unfunded
liability] does not represent a debt that is payable today.”
(County of Orange, 192 Cal. App. 4th at 34, citing Bandt v. Board
of Retirement (2006) 136 Cal.App.4th 140, 147, fn. 3.)
Consistently, the City’s June 30, 2016, Notes to Basic Financial
Statements reads, “benefit payments (including refunds of
employee contributions) are recognized when due and payable in

accordance with the benefit terms.” (1 AA 109, emphasis added.)
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In County of Orange, it was the County that argued for
voter approval under section 18(a). In the pejorative view of the
sheriffs’ union, the County wanted to escape a contract it had
negotiated some years earlier with the union for increased
pension benefits. However, it could also be viewed positively that
the County wanted to correct itself and honor its voters’
constitutional rights. Or neutrally, it faced a legal and financial

problem and sought the court’s guidance either way.

The legal and financial problem arose because, years
earlier when the contract was negotiated, the pension system’s
investments had been performing well, so well in fact that the
promise of increased benefits to future retirees caused little to no
worry. But a turn in the market changed that picture and the
increased unfunded liability projection become far more
worrisome. The County sued the retirement system and the
union for a declaration that the contract was void ab initio
because it obligated the County to a cumulative future amount
now estimated to vastly exceed its income for that year. This, the
County argued, violated section 18(a) because the voters had
never approved the increase. (County of Orange, supra,192

Cal.App.4th at 30-31.)

Because the Court determined that unfunded liability is
not a debt under section 18(a), however, the retirement system
and the union prevailed. The retirement system and union
argued successfully that unfunded liability “is not an
‘indebtedness’ or ‘liability’ within the meaning of California

Constitution, article XVI, section 18, subdivision (a). Instead, it is

28



an actuarial calculation of what the County’s obligations are
likely to be in the future [based on today’s conditions].” (County of
Orange, 192 Cal.App.4th at 33.) The Court agreed and concluded
that unfunded liability i1s an “actuarial projection ... not

‘indebtedness as traditionally understood.”.” (Id. at 37.)

Footnote 7 in County of Orange adds light to the case today
by speaking to the possibility of a “lump sum” payment “in a
future year.” That is effectively what the City here is attempting
to do through a “lump sum” POB-funded payment based on the
theory that the unfunded liability was already promised at some
time in the past, and is owed now (the future). Footnote 7 reads,

1n part:

In Starr v. City and County of San Francisco, the city
financed a community center with a repayment agreement
which, in addition to payments out of a special fund,
required the city to make a lump-sum payment five years
later out of the general fund. The city conceded that the
potential lump sum indebtedness was $14.1 million, but the
court noted that the actual amount was “of unknown
proportions.” This agreement to make a lump sum final
payment violated the requirement that an installment
contract is valid only if the yearly payment is within the
city's income and is supported by consideration in that
year. The UAAL in this case is not a liability which the
county has expressly agreed to pay in a lump sum in a

future year.
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(192 Cal.App.4th at 38, n. 7, emphasis added, internal citations
omitted.)

The City’s arguments here presume that there was an inherent
“agreement to make a lump sum final payment” in the future as
the city council would see fit to infuse the retirement funds. If
that is so, then according to footnote 7 of County of Orange, the
POB-funded “lump sum” payment exceeds the debt limit and

requires voter approval.

B. The City Has Not Attained Two-Thirds Voter
Approval.

On March 28, 2024, the Court of Appeal published three

questions for oral argument. The second and third questions are
relevant to the limited issue here:
2. Do the actions by the City of San Jose challenged by
appellants “incur” indebtedness under article XVI, section

18, subdivision (a) of the California Constitution in light of
voter approval of Measure F amending the city charter?

3. Does the percentage by which the voters approved
Measure F affect the application of article XVI, section 18,
subdivision (a) of the California Constitution to the actions
by the City of San Jose challenged by appellants?

Each of these questions referenced Measure F, a San Jose
pension reform charter amendment that passed in November of
2016. At oral argument, it was agreed and submitted by both
parties that Measure F passed by 61%. Therefore, if it could have
been deemed to have approved the financing of unfunded liability
through a POB, which it did not, Measure F did not reach the

two-thirds voter approval margin required by section 18(a).
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There is also nothing else that could constitute the
necessary two-thirds voter approval here. The City has presented
no other pension- or bond-related measure that received two-
thirds voter approval. The City’s proposed POB would be its first
concrete indebtedness for purposes of section 18(a), and the
voters’ first opportunity to vote on whether pensions should be
supported through conventional pay-as-you-go funding or
through heavy upfront borrowing.

C. The Evolution Of The “Obligation Imposed By

Law” Exception Has Not Gone So Far As To Allow
A City Council To Execute A POB Unilaterally.

It is unclear whether this Court, in limiting the issues, has
invited the parties to include in their briefs any argument about
the judicially-created exceptions to article 18(a)’s seemingly
absolute requirement of voter approval. This Court’s order
stated, “The issue to be briefed and argued is limited to the
following: Is the issuance of pension obligation bonds to finance
unfunded pension liability subject to the voter-approval
requirement of article XVI, section 18, subdivision (a) of the
California Constitution?” The City is likely to argue that its
proposed POB is not subject to voter approval because its
proceeds will fund an “obligation imposed by law,” which is one of
the judicially-created exceptions. In an abundance of caution,
therefore, Defendant/Petitioner HJTA will explain why the
exception does not apply to the City’s POB. In the absence of two-
thirds voter approval, the City must qualify for an exception to
section 18(a) in order to issue the $3.5 billion POB. The City

argues that the “obligation imposed by law” exception extends far
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enough to cover bonds financing all salaries and even future

pension estimates. That is not so.

As a threshold matter, the City’s own repeated
representations that it has discretion whether or not to issue a
POB clearly defeats the “obligation imposed by law” exception,
because the exception applies only when the public agency has no
discretion, but rather is “obligated by law” to incur the debt at
issue. (Rider v. City of San Diego (1998) 18 Cal.4th 1035, 1046.)
According to the City, however, a POB is just one “approach” for
“sustainability” through an “additional discretionary payment.”
(1 AA 138-139.) The City has conceded that court validation “does
not obligate the City to issue POBs.” (2 AA 440; 486.) Put another
way in staff memoranda, “Accepting staff’s recommendation
today does not obligate the city to proceed with the purchase of
Pension Obligation Bonds (POB), but simply allows staff to
continue the analysis and bring forward a more concrete and
specific recommendation next spring.” (1 AA 161.) In short, a
POB is simply one option or approach to funding future liability,
not an obligation. And if there is no obligation to execute a POB,

there can clearly be no obligation “imposed by law.”

There is also no inherent city council discretion to execute a
POB absent voter approval. Cases regarding inherent city council
financial “discretion” involve discretion to spend general funds
that the city already has. (County of Alameda v. Janssen (1940)
16 Cal.2d 276, 281; Redevelopment Agency v. Shepard (1977) 75
Cal.App.3d 453, 457.) Here, the City does not have $3.5 billion

cash reserves to fund prepayment, but instead seeks to borrow
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those funds. That invokes section 18(a). Similarly, if bonds have
been voter-approved, the city council then has discretion to spend
the proceeds. (Nickerson v. County of San Bernardino (1918) 179
Cal. 518, 522-523.) But the inherent discretion that the city
council gains after issuance does not overcome section 18(a)’s
voter approval requirement in the first instance. Thus, only a

judicial exception can provide relief.

The judicial “obligation imposed by law” exception has
developed in the context of statutory mandates and court
judgments for torts or inverse condemnation. These are clearly
matters beyond a city’s control, which is not the case here. Here,
the City admits the POB is discretionary and cannot refute that

its entry into its retirement contracts was also voluntary.

The courts have set the bar high to claim the “obligation
imposed by law” exception. The party arguing for an exception to
a general rule bears the burden of showing that all elements of
the exception are satisfied. (Standard Pacific Corp. v. Superior
Court (2009) 176 Cal. App. 4th 828, 834 [“As a rule, the party
seeking to rely on an exception to a general rule has the burden
of proving the exception”]; City of Lafayette v. East Bay Mun.
Utility Dist. (1993) 16 Cal.App.4th 1005, 1017; Simpson Strong-
Tie Co., Inc. v. Gore (2010) 49 Cal.4th 12, 24-26 [“The burden of
proof as to the applicability of the commercial speech exemption,
therefore, falls on the party seeking the benefit of it.”].) Because
the City Council seeks to benefit from the “obligation imposed by
law” exception to skirt voter approval for a $3.5 billion bond, it

must make a clear and express case. It cannot do so.
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There 1s no court judgment ordering a $3.5 billion payment
to the retirement boards, and the City has cited no state or
federal statute or provision of the state or federal constitution
mandating prepayment of an unfunded liability estimate. If there
were such a clear and specific statutory mandate, professional
advice about POBs would be about compliance. But instead, the
Government Finance Officers Association (GFOA)3 has
repeatedly advised local governments against executing POBs,
even in times of low interest rates. (1 AA 073; 111-114; 122-124.)
San Jose has been recognized by the GFOA for 28 years of good
financial reporting. (1 AA 105; 107-108.) And the City recognizes
the existence of POB risk, the very risk that GFOA warns
against. (1 AA 114; 122-124.) Voters should be able to review this
risk, since they are ultimately responsible if the gamble does not
pay off. (See 1 AA 122 [“Savings not determined until final
maturity of POBs”].)

For a liability to be considered an “obligation imposed by

law,” 1t must be “definite, certain, and irrevocable.” (Pasadena v.

3 The GFOA is an advisory board, also current on GASB and
GAAP accounting practices, based in Chicago, Illinois and
serving governments in the United States and Canada. It has
repeatedly advised local governments against issuing POBs, even
in times of low interest rates. (1 AA 073 [citing Pension
Obligation Bonds: Yes or No? (June 2020)
ttps://gioaorg.cdn.prismic.10/gtoaorg/ (bs97150-6515-4e16-9YobA
b8a478d81733 GFR_04-2020-POB.pdf with point-counterpoint
arguments regarding risks and strategies of POBs, and including
notation of bankruptcies in Stockton, CA and San Bernardino,
CA involving POB debt]; see also 1 AA 114; 122-124 [City
presentations acknowledging continuous GFOA warnings].)
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McAllaster (1928) 204 Cal. 267, 275.) In other words, obligations
imposed by law are for clearly defined dollar amounts,
immediately due and payable, which can be presently enforced if
not paid. This must be so because these are the shared qualities
of a statutory mandate or a court judgment. Unfunded pension
liability does not have these qualities, which is why County of
Orange and decades of legal decisions preceding County of

Orange concluded that it is not yet “debt” under section 18(a).

Judgments against local governments are typical examples
of obligations imposed by law. They are usually in tort or inverse
condemnation. (Metropolitan Life Ins. Co. v. Deasy (1919) 41
Cal.App. 667, 670 [“judgments obtained against municipalities
for torts constituted liabilities which were not within the
contemplation, purpose, or meaning of [former] section 18 of
article XI”; F&L Farm Co. v. City Council (1998) 65 Cal.App.4th
1345, 1352 [payment of inverse condemnation judgment does not
require two-thirds voter approval]; Oscar Heyman & Bro. v. Bath
(1922) 58 Cal.App. 499, 500 [“judgment is evidence of an
obligation imposed by law rather than one implied in fact. Such
being the case, the city is not asked to ‘incur’ an indebtedness in
excess of its income and revenue, but is asked to provide the
necessary income and revenue sufficient to meet an indebtedness
imposed upon it by law”]; Mills v. Houck (1932) 124 Cal.App. 1, 5
[penalties and “cost of litigation are required to be paid by the
city, and the provisions of section 18, article XI, of the
Constitution could not be construed to prohibit the payment of a

mere incident to the litigation.”].)
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Unlike unfunded pension liability, judgments have set
dollar amounts, are due and payable immediately, and the local
governing body has no discretion to pay them later or on different
terms. But unfunded pension liability is always fluctuating and is
paid later when specific amounts become due. It is “not a certain
total for which the [local government] is immediately liable.”

(County of Orange, 192 Cal.App.4th at 38.)

Obligations imposed by law through judgments can also
include judgments on contracts. This has occurred with teacher
salaries that are past due, but notably not unfunded pension
liability, because it is not yet due. (Lotts v. Board of Park
Comm’rs (1936) 13 Cal.App.2d 625 [judgment awarding back
pay].) The City argues Lotts is supportive by trying to equate
salaries and pensions. But the City overlooks that Lotts was
enforcing a judgment, which is a common “obligation imposed by
law.” Here, there is no $3.5 billion judgment obligating the City

to pay pensioners that sum.

It’s also important to distinguish between cases regarding
salaries and cases regarding pensions. Lotts v. Board of Park
Commissioners, 13 Cal.App.2d 625 did not involve pensions. “It is
conceded that nowhere in the charter of the city of Los Angeles is
any provision made for retirement on pension of employees such
as petitioners herein, and therefore this ordinance was not
adopted pursuant to any pension or retirement system.” (Id. at
627, emphasis added.) The cases involving pensions are, among
others, County of Orange and State ex. rel. which will be
thoroughly discussed below.
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In Lotts, full-time civil service employees were reduced to
part-time and the employees sued for reinstatement and back
pay, which was awarded. The board tried to escape the judgment
by arguing insufficient funds and lack of voter approval of the
ordered payment. The court held that the order to pay back
wages did not violate the constitutional debt limit. (13 Cal.App.2d
at 635-636.) Here, there 1s no order to pay back wages, and

certainly no order to pay future pension benefits.

Long Beach v. Lisenby (1919) 180 Cal. 52, another case
cited by the City, is important to keep in context because it is also
a judgment case. The City of Long Beach, faced with a tort
judgment due to injuries from the collapse of a public auditorium,
asked if a bond may be issued without voter approval to pay it. As
with the threshold judgment in Lotts, the Lisenby tort judgment
was the “obligation imposed by law,” serving as the prerequisite
to the bond. Once the judgment was established as an exception
to the voter approval requirement, it could be financed by issuing

bonds without voter approval.

In language that applies here regarding municipal
contracting, Lisenby also cited Lewis v. Widber (1893) 99 Cal.412

extensively on what we know today as section 18(a):

‘It is quite apparent, however, that this clause of the
Constitution refers only to an indebtedness or liability
which one of the municipal bodies mentioned has itself
incurred—that is, an indebtedness which the municipality

has contracted, or a liability resulting, in whole or in part,
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from some act or conduct of such municipality. Such is the
plain meaning of the language used. The clear intent
expressed in the said clause was to limit and restrict the
power of the municipality as to any indebtedness or
liability which it has discretion to incur or not to incur. But
the stated salary of a public officer fixed by statute is a
matter over which the municipality has no control, and
with respect to which it has no discretion; and the payment
of his salary is a liability established by the Legislature at
the date of the creation of the office. It, therefore, 1s not an
indebtedness or liability incurred by the municipality

within the meaning of said clause of the Constitution.’
(180 Cal. at 5657, citing Lewis v. Widber, 99 Cal. at 413.)

This language regarding municipal contracting applies here
because the City of San Jose voluntarily entered its retirement
contracts, voluntarily increased benefits over the years, and
would voluntarily execute the POB to prepay future costs when it
1s not necessary to do so. Despite Lewis being a case about a
salary fixed by state statute, this language is clear that when a
municipality “has itself incurred” an obligation, any “liability
resulting” therefrom is subject to section 18(a). This same
language was later cited with approval in State ex. rel., 152
Cal.App.4th at 1399, a case never cited in the Decision. State ex.
rel. will be discussed further below. But clearly, the principle
remains that a municipality’s contracting choices and the
resulting liabilities of those choices are subject to voter approval

under section 18(a).
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Aside from the judgment cases such as Lotts and Lisenby,
the “obligation imposed by law” cases involving statutes must
also be reviewed. The City will argue that these cases have
expanded to apply to all salary and pension obligations, but this

1s untrue.

Statutes can also create an “obligation imposed by law.”
But “the duty imposed on local government must be truly
mandatory.” (Compton Cmty. College Etc. Teachers v. Compton
Cmty. College Dist. (1985) 165 Cal.App.3d 82, 92.) While there is
a general obligation to fulfill future pension obligations when
they come due, no statute requires that cities raise all of that
money immediately by issuing bonds, and thus there is no “truly
mandatory” obligation. Thus, there is no obligation imposed by
law for purposes of section 18(a). Only specific mandatory
obligations imposed by law qualify for exemption from voter

approval. (Id. at 91.) There is none here.

One example of a statutory obligation imposed by law that
we have already seen is a salary set by state statute. (Lewis v.
Widber, 99 Cal. 412.) Such a salary is at all times “a matter over
which the municipality has no control, and with respect to which
it has no discretion, and the payment of [the] salary is a liability
established by the legislature at the date of the creation of the
office.” (Id. at 413; see also Compton Cmty. College Etc. Teachers,
165 Cal.App.3d 82 [retroactive salary increases mandated by
state law].) But here, no state law has ever required the City to
promise pensions, nor mandated the sale of bonds to provide

immediate funding for future resulting liabilities. (See Gov. Code,
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§§ 45301; 45306 [Cities “may” have pensions.].) The only state
law mandate is the one requiring voter approval for the sale of

bonds.

Another example is a statute requiring provision of legal
representation to public employees. In Wright v. Compton Unified
School Dist. (1975) 46 Cal.App.3d 177, for example, Government
Code section 995 required the school district to pay for legal
representation of its employees in civil actions arising out of their
employment. As a clear and specific state law mandate, those
exact, well-defined expenditures were obligations imposed by law
excepted from the constitutional debt limit. But here, there is no
state law requiring the City to prepay estimated future pension
benefits. Rather, County of Orange and State ex. rel. direct that
any such prepayment is a discretionary act requiring voter

approval.

Compton Cmty. College Etc. Teachers, 165 Cal.App.3d 82 is
as far as any case has gone at arguably stretching the “obligation
imposed by law” exception. But a POB remains far beyond even
its reach. Compton’s context was salaries (current year), not
pensions (future years), and it requires that a statute impose a
“specific duty” or “independent duty.” (Id. at 86.) Such duty must
be “truly mandatory.” (Id. at 92.)

Preliminarily, Compton retreated from the idea that all
public employee salaries are exempt from the constitutional debt
limitation. Compton stated: “The Lotts opinion appears to hold all

public employee salaries are exempt from the constitutional debt
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limitation. However, we need not go that far to sustain the
payments to Compton College faculty members.” (165 Cal.App.3d
at 96.) And aside from the fact that pensions are separate from
salaries, Compton exempts only salaries for which there is a

specific statutory duty.

For the obligation imposed by law exception to apply
through a statute, “the duty imposed on local government must
be truly mandatory.” (Compton, 165 Cal.App.3d at 92.) In
Compton, for example, “the Compton College District had a
specific duty to employ the teachers needed to provide education
to its citizens and to pay them according to a set salary schedule.”
(Id. at 93.) The “set salary schedule” was important. The
community college district had to set the salary schedule and
then follow what they set. There is no such mandate here. No
statute mandates that cities provide pensions to begin with,

much less to fund them to a set level.

The specificity required of the statute is much higher than
mere authorization. In Compton, the community college district
had to pay teachers who met state qualifications, and had to do
so “after engaging in good faith bargaining.” (Compton, 165
Cal.App.3d at 92.) Nothing was said about pensions, of course.
But if the analogy could be extended, the relevant duty was only
an “independent duty not to reduce teacher salaries during a
contract year.” (Id. at 86.) Here, no one i1s arguing that vested
pension rights will be reduced unless bonds are issued. The City

has for decades honored its pension obligations through the usual
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pay-as-you-go method of making annual contributions at the time

they are invoiced.

This “truly mandatory” and “specific” or “independent” duty
1imposed by a statute is the outermost limit of the “obligation
1mposed by law” exception to voter approval under section 18(a).
But here, there is no statute specifically mandating city pension
contracts, prepayment of unfunded liability projections, or any
terms therefor. Cities “may” have pension plans. (Gov. Code, §§
45301; 45306.) Retirement boards are encouraged to minimize
the financial impact to cities for maintaining pensions, and only
the retirement boards can perform the actuarial work that goes
into that, meaning that only retirement boards can determine
payment amounts. (Cal. Const., art. XVI, § 17(b); Gov. Code, §
20812.) The City thus cannot meet its burden to show a judicially
excepted “obligation imposed by law” to prepay $3.5 billion.

Compton also reinforces other case law on voluntariness
confirming that the original choice to offer pension benefits is the
relevant moment for assessing an “obligation imposed by law.”
This means that the voluntariness of having pension plans in the
first place answers the question as to whether section 18(a)

applies. And it does.

Compton emphasizes that the original “choice” is the
moment to determine whether section 18(a) applies, even if other
state laws then mandate further action based upon that choice.
The comparisons make it clear: “This is not a case, like City of

Petaluma, where the District had a choice of whether to engage
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in the activity which triggered the state-mandated expenditure.
Here the District had a statutory duty to provide education and
to employ those needed to carry out that function. Nor is this case
like Pacific Undertakers, where the state mandated function
could be provided in a number of ways by different sorts of
personnel.” (Compton, 165 Cal. App.3d at 93, emphasis added.)
The City here had a choice to offer pensions. (Gov. Code, §§
45301; 45306.) It also has a choice whether to execute a POB. But
even if some statute gave the City “no choice” but to prepay some
specified amount of its fluctuating unfunded liability, that would
be irrelevant because the action that created that unfunded

liability was still its voluntary choice to offer pensions.

Other case law consistently supports this conclusion that
the moment of entering the pension contracts is the relevant
moment for determining that section 18(a) applies. State ex. rel.
cited Arthur v. City of Petaluma (1917) 175 Cal. 216 to the same
effect: that an obligation, originally undertaken voluntarily,
remains voluntary for purposes of section 18 analysis. The
original decision is the controlling moment even if a statute later
applies to bind a city in any given way. (State ex. rel., 152
Cal.App.4th at 1399.) In Arthur, debt incurred to print a city’s
newly-adopted charter was not exempted as an “obligation
imposed by law,” even though state law actually did then require
the city to print its charter. This was because the underlying
decision, “the city’s decision to adopt a charter was itself
discretionary.” (State ex. rel., 152 Cal.App.4th at 1399.) Here,

potential consequences of the City’s voluntary choice to offer
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pensions — funding the plan on whatever terms state law may
set — are no different than the state law subsequently requiring
Petaluma to print its charter in Arthur. One must not confuse the
original decision to offer pensions with any state laws triggered
by that original decision. However, there are still no state laws
triggered here mandating “prepayment” of each year’s unfunded

liability projection.

Pasadena v. McAllaster (1928) 204 Cal. 267 is also helpful,
applying this point to a bonds case, and highlighting that when
the same body that makes the commitment then claims that it is
“mandated” to fulfill its own commitment, it cannot claim the
“obligation imposed by law” exception because the obligation is
self-imposed. In McAllaster, the City of Pasadena voluntarily
assumed an obligation to pay an assessment (like the assumption
here to pay pensions) under the Acquisition and Improvement
Act of 1925. It did not, however, have matching revenue available
to make its own share of payments on the bond it wanted to pass
for this endeavor. Still, it was not excused from section 18(a)’s
voter approval requirement. The argument for the obligation
1imposed by law exception failed there as it does here: “It [was]
argued that the petitioner’s obligation to pay the assessment on
its property [was] one imposed by law because section 41 of the
act provide[d] that when the municipally owned property is
assessed the assessment tax levied thereon is an enforceable
obligation against the governing body controlling the land. It is
true that the statute so provide[d], but it does not follow

therefrom that the City’s liability thereunder [was] involuntary.
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The proceeding [was] instituted by the same governing body
charged with the duty of providing the funds for the payment of
the bonds.” (Id. at 276, emphasis added.) Likewise, here, the
same body that established the pension plan now proposes a bond
or series of bonds with no matching revenue. The City’s current
obligations, however characterized or reported, still exist under a
voluntarily-assumed obligation and thus section 18(a) applies to
debt, such as the $3.5 billion POB, incurred “in any manner.”

(Cal. Const., art. XVI, § 18(a).)

Finally, no expression of financial concern, however
compelling, can rise to the level of an “obligation imposed by law.”
(Gassman v. Governing Board of Rincon Valley Unified School
Dist. (1976) 18 Cal.3d 137, 140 [“economic layoffs of probationary
teachers” not permitted to be based on a school bond needing
voter approval under section 18(a)]; County of Orange, supra, 192
Cal.App.4th at 39 [courts do not consider income and revenue
estimates when considering compliance with section 18(a)].)
Whether or not the San Jose City Council considers its unfunded
liability especially urgent, that urgency does not change the law
of previous decades, nor create a new “obligation imposed by law”

exception to section 18(a)’s voter approval requirement.
111
111
111

111
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II.

THE NEW “ALREADY INCURRED” TEST DESTROYS

SECTION 18(a) FROM WITHIN BECAUSE IT SERVES

ONLY TO ALLOW DELIBERATE EVASION OF VOTER
APPROVAL.

The Court of Appeal, unlike the trial court, did not apply
the “obligation imposed by law” exception analysis. This was
unexpected. It stated: “We affirm the judgment, but our
reasoning differs from that of the trial court. We decide that
under the terms of the challenged resolution, the city has not
‘incur[red] any indebtedness or liability in any manner or for any
purpose exceeding in any year the income and revenue provided
for such year.” (Cal. Const., art. XVI, § 18, subd. (a).) Because the
city's actions do not trigger the constitutional debt limitation, we
need not consider the applicability of its exceptions.” (Decision,

101 Cal. App. 5th at 787-88.)

Citing City of Los Angeles v. Teed (1896) 112 Cal. 319,
which will be discussed below, the court below explained that it
avoids section 18(a) because the City wants “to issue bonds to
provide an income stream for a liability it has already incurred.”
(Id. at 798.) But this runs directly counter to County of Orange

and all related case law on which voters relied.

Finding that the unfunded liability here is “already
incurred” for purposes of section 18 is contrary to all previous
law. Other than Teed, no case waives section 18(a)’s voter
approval requirement on the grounds that the government had

“already incurred” debt without voter approval absent a valid
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exception. Even Teed does not support the Court of Appeal here
because in Teed, the “already incurred” debt were bonds issued
before California’s constitution included the voter approval

requirement.

Today’s constitution, however, requires the City of San Jose
to seek voter approval before incurring “any indebtedness or
liability in any manner or for any purpose” that cannot be funded
with the current annual budget. Yet the Court of Appeal waived
voter approval on the grounds that the City had “already
incurred” debt without voter approval, and now is simply

repackaging it.

This sets a dangerous precedent. It invites local
governments to sneak debt past their citizens using any sort of
contract, lay low for 60 days to let Code of Civil Procedure
sections 863, 864 and 869 do their work of automatically
validating the unapproved contract, then refinance the “already
incurred” debt with a giant bond issuance. Shrugging shoulders

at such a sequence 1s what section 18(a) is designed to stop.

County of Orange found that unfunded liability is not
“already incurred” under section 18(a). There, the County of
Orange argued that an unfunded liability increase was
“Immediately incurred and legally enforceable.” (County of
Orange, 192 Cal. App. 4th at 31.) The County therefore argued
that voter approval was required at the time the unfunded
liability increase arose or “at the time of an award of pension

benefits [that could result in unfunded liability],” (Id. at 37, citing

47



Carman v. Alvord (1982) 31 Cal.3d 318.) Carman will be
discussed further below, but suffice it to say the County’s

argument was expressly rejected by the court:

This unexceptional statement [in Carman] does not control
our case, which does not involve an annual payment to
OCERS but rather a projection of what the past service
portion of the enhanced benefit may cost the County,
subject to all the variables inherent in projecting cost over
time. In the context of this case, the actuarial projection is
not “indebtedness as traditionally understood.” (Id. at p.
327, 182 Cal.Rptr. 506, 644 P.2d 192.) An unfunded
liability such as a UAAL is not created at the time of the
award of enhanced benefits, but occurs over years “and may
have been avoided entirely if, for example, the retirement
fund experienced better than expected investment
returns....” (City of San Diego v. San Diego City Employees’
Retirement System (2010) 186 Cal.App.4th 69, 83, 111
Cal.Rptr.3d 418.)

(County of Orange, supra, 192 Cal. App. 4th at 37.)

Per County of Orange, then, establishment and increases in
benefits do not represent “debt incurred” under section 18 at all,
and therefore cannot be “already incurred.” They are merely a

projection of future costs.
/1]

111
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A. The “California Rule” Does Not Provide A Legal
Foundation Supporting The New “Already
Incurred” Test

The Court of Appeal’s “already incurred” conclusion
appears to be based on the contracts clause. It cites numerous
cases about honoring pensions and construing pension laws as
guaranteeing payment to retirees. These cases are essentially the
body of law defining the “California Rule,” under which state and
local governments may not change past pension promises. “Such
a pension right may not be destroyed, once vested, without
1Impairing a contractual obligation of the employing public

entity.” (Betts v. Bd. of Admin. (1978) 21 Cal. 3d 859, 863.)

The California Rule is well-settled, but nothing in the case
at bar threatens to destroy anyone’s pension rights. At stake in
this case are voter rights. Defendant/Petitioner HJTA advocates
for the constitutionally guaranteed right to vote on what was
historically understood to be new debt based on all previous court
decisions. The City has never missed a payment, and
maintaining its traditional pay-as-you-go practice of paying each
employer contribution as it comes due guarantees that every
retiree will receive his or her monthly check on time and in full.
The guarantee of future payments need not be over-insured by
the judiciary at the expense of voter approval rights under the

California Constitution, which the judiciary is sworn to support

and defend.

To assert that vested rights in pensions require avoiding

section 18(a), the Decision cites Valdes, 139 Cal.App.3d at 785, n.
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5, for a second time. But Valdes is inapposite. It decided that,
under the terms of the State’s contract with CalPERS for state
worker pensions, the State could not suspend its regular
employer contributions, even if the Legislature enacted a statute
authorizing suspension. The case at bar does not involve
CalPERS contracts or any attempt by the City of San Jose to
suspend its regular employer contributions. To the extent Valdes
discusses general retirement statutes that might apply to the
City, the discussion doesn’t help the City at all. Valdes resorted
to the terms of the CalPERS contract after finding that no statute
required public retirement plans to be “maintained” in an
actuarially sound state. In response to the plaintiffs’ argument
that public employees have a “right created by statute to the
maintenance of an actuarially sound pension system,” the court
stated, “The current provisions of the retirement law contain no
explicit legislative commitment to an actuarially sound system.”
(Valdes, 139 Cal.App.3d at 785.) Footnote 5 then contrasts
ongoing maintenance of a retirement system with a city’s duty
under Government Code section 45342, if 1t elects to establish a
retirement system, to adopt it “on a ‘sound actuarial basis.”” (Id.,
n.5.) Moreover, as explained earlier, even if Valdes had held that
the Legislature or city councils have a duty to “maintain” their
plans (which it did not), its holding would have become obsolete
when the California voters enacted Proposition 162, transferring

all maintenance authority to the retirement boards.

111
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B. GASB’s Revised Accounting Recommendations
Cannot Provide A Legal Foundation Supporting
The New “Already Incurred” Test

The Decision’s “already incurred” conclusion also seems to
be based on changed accounting practices. Although unfunded
liability itself has not changed, the new reporting practice (per
the Government Accounting Standards Board (GASB) is to put
the unfunded liability on the statement of net position (balance
sheet) instead of financial notes. Citing the new GASB standards,
the Decision opined: “Contemporary professional accounting
standards support the characterization of the unfunded liability
as a current debt.” (Decision, 101 Cal. App. 5th at 798.) This
1ignores the holding of the Fourth District Appellate District that
“a public agency's adherence to GASB and GAAP guidelines does
not override California law or delineate the legal rights and
responsibilities of this state's public agencies.” (San Diegans for
Open Gov., 242 Cal. App. 4th at 439.) And to base a legal
conclusion on accounting practices means it could change again

without the voters knowing where they stand under section 18(a).

When the City first made this argument in the trial court,
the trial judge was rightfully surprised, saying: “Okay. So you're
just asking -- you've asked me to disregard what normally would
be a binding prior Court opinion because, in your view, it is
outdated based on the reliance on now inapplicable accounting
standards.” (3 AA 594.) When opposing counsel called the
accounting standards “central to the Court’s ruling” in County of
Orange, the trial judge said, “Again, I mean, I’'m looking at the

opinion now. When I review the opinion, the GASB stuff is not
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necessarily a throwaway but a small point at the end. It goes
through an entire analysis even before it gets to the GASB
analysis. So I'm trying to understand why you’re saying that just
because that’s different, the entire case would have come out

differently.” (3 AA 594-595.)

The trial judge’s initial instincts were correct, because
County of Orange’s reflection on accounting practices was an
afterthought in response to an amicus brief. (County of Orange,
192 Cal.App.4th at 39.) Before reaching this afterthought, County
of Orange reviewed over a half dozen other cases (Carman
included) and compared three Attorney General Opinions, before
reaching its conclusion that unfunded liability is not debt under
section 18(a), and so did not then trigger the voter approval
requirement. San Diegans for Open Government, 242 Cal.App.4th
416, later made clear that GASB and GAAP cannot change
California law, so that afterthought then became completely
irrelevant. The Government Accounting Standards Board is a
private, nonprofit organization located in Norwalk, Connecticut.
It does not have the power to change California law, and its
revised policy therefore cannot provide a legal foundation
supporting the Court of Appeal’s new “Already Incurred” test.

C. A City Council’s Reasonable Judgment Cannot

Provide A Legal Foundation Supporting The New
“Already Incurred” Test

Lastly, the Court of Appeal’s conclusion seems to be based
on a normative value judgment that the POB is not “municipal

extravagance” and therefore the City Council should be able to
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1ssue it. The purpose of section 18(a) is not only to avoid
“extravagance,” but to inform voters and give them ultimate
power over financial commitments that their children and
grandchildren would have to repay long after today’s city council
has spent the money. Section 18(a) was “intended to compel local
legislative bodies to inform the public of projects necessitating
long-term expenditures and to give to the people the ultimate
power of approving or rejecting them.” (Westbrook v. Mihaly, 2
Cal.3d at 776-77.) It simultaneously enables citizens “to make

2

informed judgments on the performance of their elected officials.

(Id.)

If the Decision is upheld, it will enable intentional
avoidance of voter rights and open the door to abuse of a new
“already incurred” loophole. Shrugging shoulders about what has
“already incurred” would allow for any contract to be made first,
but to be financed later without voter oversight. This would be a
grave injustice, as no justification for foreclosing the voters can
be found in the “obligations imposed by law” exception, changed

accounting practices, or normative value judgments.

III.

TEED 1S INAPPLICABLE DICTA BECAUSE IT WAS NOT
DECIDED UNDER ARTICLE XVI, SECTION 18(a).

To add insult to the voters’ injury, the new “already
incurred” loophole comes from a case to which section 18(a) did
not apply to begin with. That case is City of Los Angeles v. Teed
(1896) 112 Cal. 319, and it should be removed from consideration.
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In Teed, it 1s true that the relevant debt was “already
incurred.” (Decision, 101 Cal.App.5th at 798, citing Teed, 112 Cal.
at 327.) But that was because “the debt already existed in the
form of bonds issued before enactment of the constitutional debt
limit. Thus, it did not matter if the original debt was voluntarily
mcurred.” (State ex rel., 152 Cal.App.4th at 1407, emphasis in

original.)

Whether a debt is “voluntarily incurred” governs whether
the “obligation imposed by law” exception applies. A debt that is
voluntarily incurred is not one imposed by law. Because section
18(a) 1s effective today and requires voter approval of voluntarily
incurred debt, the voluntariness inquiry is dispositive. Voter
review of voluntary financial decisions exceeding any year’s

budget is the subject matter of section 18(a).

The Decision treats Teed as a companion to Lisenby, the
judgment case discussed above. (Decision, 101 Cal.App.5th at
806.) It treats them as companions in support of the City’s
position that it is merely implementing a “change in form” of

“existing debt.” (Id. at 798-799.)

But there 1s a chasm between Teed and Lisenby. In Teed,
section 18(a) did not yet exist, but by the time of Lisenby, it did.
Lisenby strictly required applying section 18(a) to “voluntary
action” or action arising “ex contractu” versus “ex delicto.”
(Lisenby, 180 Cal. at 57.) As discussed above, pension contracts,

and all resulting liabilities, are voluntarily incurred. Lisenby
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requires applying section 18(a), and thus requires voter approval,

because the “obligation imposed by law” exception does not apply.

Teed has little relevance today, if any. It allowed the
conversion of old pre-section 18(a)-era bonds into new bonds
without voter approval. That’s extremely unlikely at this point in
history. At most, it also suggests that new bonds may replace old
bonds, something that could save money (with certainty, unlike a
POB) if an effective fixed interest rate on the new bonds is less
than what was being paid before. But it is simple to see that old

bonds “exist” and that replacement in the same form is not new

debt.

Ironically, the new bonds in Teed were approved by “much
more” than two-thirds of the electorate. (Teed, 112 Cal. at 324.)
Had section 18(a) been applicable at that time, there would have
been no dispute that the new bonds were lawful, assuming other
procedures had been properly followed. In short, Teed 1s outdated

and inapplicable.

Given its vintage, Teed did not discuss pension liabilities or
any hypothetical, fluctuating projections of unfunded future
liabilities. Thus, when the County of Orange court recently
analyzed the nature of unfunded liability projections, it did not

rely on Teed, or even mention it.

But now extending Teed, the Decision finds it permissible
that a POB “converts the debt represented by the unfunded
liability into debt in the form of bonds” without voter approval.

(Decision, 101 Cal. App. 5th at 806.) There are two problems with
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this. The legal problem is that courts previously represented to
voters and their local governments that unfunded liability is not
yet “debt” under section 18(a). Otherwise, they would have voted
on it already when pension benefits were established or
increased. The policy problem is that taxpayers could lose money
through unnecessarily overfunded retirement accounts (which is
called “super-funding”) or through reaping an insufficient rate of
return on the invested money to pay the bondholders. Of course,
the case should not be decided on policy grounds, but this
difference represents another significant deviation from Teed:
Replacing bonds with bonds is simply not the same thing as
1ssuing bonds for the first time to prepay an unfunded liability

projection.

Teed must be disregarded because what was “already
incurred” there (old bonds issued before there was a voter-
approval requirement) has taken the analysis down the wrong
path, where voluntariness didn’t matter. This case is not about
replacing existing bonds with new bonds of the same definite
amount. It is about voluntarily borrowing “a large infusion of
cash to make new investments.” (1 AA at 140; 155.) It is about
voluntarily incurring new debt hoped to make the future better
for pension contracts that were also “voluntarily undertaken”

originally. (See State ex. rel., 152 Cal. App. 4th at 1407.)

4 The trial judge initially agreed at hearing on August 22, 2022,
saying that County of Orange “focused on what was a legally

enforceable obligation and whether something was due now.” (3
AA 595))
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IV.

CARMAN INTERPRETED PENSIONS UNDER
PROPOSITION 13 TAX LIMITATION RULES, NOT UNDER
ARTICLE XVI, SECTION 18(a).

Like Valdes, Carman v. Alvord (1982) 31 Cal.3d 318

supports the common ground here that pensions are vested
promises under the California Rule. However, as the 1982
Attorney General Opinion cited in County of Orange noted,
“Neither Crowley nor Carman discussed the debt limitation
provisions of the California Constitution.” (65 Cal.Ops.Atty.Gen.
571, 574 (1982).) Carman interpreted Proposition 13 at article
XIIT A, section 1(b)(1) and cannot be extended to section 18(a).

Carman asked, for property tax purposes, whether
pensions promised to post-1978 new hires qualified as
“Indebtedness approved by the voters prior to July 1, 1978.” (Cal.
Const., art. XIIT A, § 1(b)(1).) Since the voters of that city had,
prior to July 1, 1978, approved a retirement system for all city
employees, this Court answered “yes” for purposes of overriding

Proposition 13’s 1% cap on the rate of property taxes.

In answering this question, this Court noted that
indebtedness “must be construed in every case in accord with its
context.” (Carman, 31 Cal. 3d at 326.) The context here is section
18(a), which has been decided in County of Orange as not
applying to unfunded liability because unfunded liability is not
yet indebtedness for purposes of section 18. (County of Orange,
192 Cal.App.4th at 37 [rejecting the County’s specific argument
— also advanced by the City here — that Carman, 31 Cal.3d at
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326-327 means that unfunded pension liability is an
“Indebtedness as traditionally understood”].) The context here is
especially different from article XIII A because of the
voluntariness inquiry. As discussed above, Section 18(a) applies
to voluntary actions, whereas article XIII A, subdivision (1)(b)(1)
just looks for existence of voter approval. Moreover, section 18(a)
requires a two-thirds margin, not an implied simple majority
absent invocation of any other law. It would be absurd to assume
that those who voted in favor of Proposition 13 intended to

silently repeal section 18(a) in any regard.

Nevertheless, the Court of Appeal uses those same pages
326-327 of Carman to conclude that unfunded liability is now
“currently owed.” (Decision, 101 Cal. App. 5th at 799.) If
unfunded liability is now going to be treated as existing
indebtedness, then County of Orange must be overruled, because
it directly conflicts with this new treatment. But nothing in
Carman requires unfunded liability to be treated as existing
indebtedness. Carman defines only the scope of valid pension
promises of “a vested contractual right to earn a pension on terms
substantially equivalent to those then offered by the employer.”
(Carman, 31 Cal.3d at 325.) Carman then actually confirms that
the “fixed indebtedness” arises upon each employee’s retirement
and satisfaction of conditions: “On the employee's retirement
after he has fulfilled pension conditions an immediate obligation
arises to pay benefits earned. Earned benefits are deferred
compensation and, when payable, become a fixed indebtedness of

the employer.” (Ibid.)
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Just as Carman never discussed section 18(a) (or the
State’s companion debt limitation in article XVI, section 1), an
1mportant 2007 case here, State ex. rel, never discussed Carman.
This is illuminating, because State ex. rel. decided that a state
POB requires voter approval for failure to satisfy the “obligation
1mposed by law” exception under article XVI, section 1, which is
section 18(a)’s tandem provision. If indebtedness for purposes of
section 18(a) had included unfunded pension liability per
Carman, then Carman should have been cited at least for
consideration in State ex. rel. But it appears the State itself never
thought to argue that Carman so applied. This further
demonstrates the difference in context between Carman
(property tax overrides) and County of Orange, State ex. rel., and
here (voter approval of new debt exceeding the limit). County of
Orange correctly rejected the Carman argument that unfunded
pension liability is pre-existing debt for purposes of section 18(a).
It was “unexceptional” and not controlling. (County of Orange,
192 Cal.App.4th at 37, citing City of San Diego v. San Diego City
Employees (2010) 186 Cal.App.4th 69, 83.)

V.

STATE EX. REL. 1S ANALOGOUS AND REQUIRES VOTER
APPROVAL UNDER SECTION 18(a) FOR THE SAME
REASONS IT WAS REQUIRED UNDER SECTION 1.

The Court of Appeal ignored State ex rel., which is cited
nowhere in the opinion. This is odd, because State ex. rel.
discussed section 18(a) under its own heading even before it

discussed the state’s tandem provision.
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State ex. rel. decided that a $960 million POB the
Legislature wanted to issue required voter approval under
section 18(a)’s tandem provision, article XVI, section 1. State ex.
rel. applied section 1, and then performed the “obligation imposed
by law” exception analysis, finding that the State failed to qualify
because the pension system had been “voluntarily undertaken by
the Legislature.” (State ex. rel., 152 Cal. App. 4th at 1407.) There

1s no difference here with a local POB under section 18(a).

Section 18(a) and section 1 are established in our
constitution as “tandem” provisions. It is well settled that
“[a]rticle XVI, section 1 of the California Constitution, the debt
limitation provision applicable at the state level, is similar to and
construed in tandem with the municipal debt limitation in issue
here, article XVI, section 18, subdivision (a).” (County of Orange,
192 Cal.App.4th at 35-36, citing Dean v. Kuchel (1950) 35 Cal.2d
444, 446; State ex. rel., 152 Cal.App.4th at 1397-1401; 67
Ops.Cal. Atty.Gen. 349, 351 (1984); In re California Toll Bridge
Authority (1931) 212 Cal. 298, 308 [“consideration of the exact

principle” between the state and local debt limitations].)

Since the local debt limitation and the state debt limitation
must be construed “in tandem,” the holding in State ex. rel.
regarding the state debt limitation must therefore apply in the
same fashion to the local limitation under section 18(a). State ex
rel. held that Section 1 requires voter approval of pension
obligation bonds. Importing that holding to this case: (1) Tandem
section 18(a) applies to the proposed bond issuance, and (2) There

1s no “obligation imposed by law,” because the City voluntarily
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chose to have a pension system under the permissive statutes.

(Gov. Code, §§ 45301; 45306.)

The discretion analysis i1s also identical because this
Court’s California Rule for pensions puts local legislative bodies
in the same position as the State Legislature as far as not
changing promises for those currently employed. (See Alameda
County Deputy Sheriff’s Ass’n. v. Alameda County Employees
Retirement Ass’n. (2020) 9 Cal.5th 1032.) As State ex. rel.
explained: “Our decision in Valdes does not assist the Committee.
The fact that the state has a contractual obligation to maintain
pension benefits does not mean the obligation is one imposed on
the state by law. Rather, as explained above, it is an obligation
the Legislature has imposed on itself.” (State ex. rel., 152
Cal.App.4th at 1406.) Here, the City imposed its obligations upon

itself. There i1s no difference between this case and State ex. rel.

In its extensive discussion of section 18(a), State ex. rel.
cited this Court in Lewis v. Widber, (1893) 99 Cal. 412, 413 as

follows:

According to the court, article XVI, section 18 “refers only
to an indebtedness or liability which one of the municipal
bodies mentioned has itself incurred — that is, an
indebtedness which the municipality has contracted, or a
liability resulting, in whole or in part, from some act or
conduct of such municipality. Such is the plain meaning of
the language used. The clear intent expressed in the said

clause was to limit and restrict the power of the
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municipality as to any indebtedness or liability which it has

discretion to incur or not incur.
(State ex rel., supra, 152 Cal. App. 4th at 1399.)

The $3.5 billion POB in issue here flows from what “the
municipality has contracted, or a liability resulting, in whole or
1n part, from some act or conduct of such municipality.” Being
optional now and pensions being optional originally, the POB is
“any indebtedness or liability which [the City] has discretion to

incur or not incur.” Thus, voter approval is required.
VI.

UNLESS THE COURT OF APPEAL IS REVERSED, THERE
WILL BE NO POINT IN THE PENSION INDEBTEDNESS
PROCESS FOR VOTERS TO REJECT MASSIVE DEBT.

Without justification, the court below has declared that

unfunded pension liability is “currently owed.” (Decision, 101
Cal.App.5th at 799.) And, using Teed, this “currently owed”
“debt” 1s “already incurred” such that section 18(a) doesn’t apply.
(Id. at 798.)

County of Orange held that unfunded pension liability is
only an actuarial projection based on a host of assumptions and
therefore not yet an “indebtedness” subject to section 18(a)’s voter
approval requirement. County of Orange thus deprives voters of
any opportunity to vote when a city enters into contract with its
employees promising them pensions, or when it agrees to add to
or enhance those benefits. Now that the court below has declared

that unfunded pension liability, in hindsight, is currently-owed
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debt that has already been incurred, making a proposed $3.5
billion bond issuance nothing more than the refinancing of an
existing debt, it has deprived voters of any right to approve the
bonds. There is no other point in the pension indebtedness
process where the right to vote could be honored. Taken together,
these two cases have erased from the constitution a right which,
on its face, seems to allow no exceptions at all (“No [local
government] shall incur any indebtedness or liability in any
manner or for any purpose exceeding in any year the income and
revenue provided for such year, without the assent of two-thirds

of the voters”).

Section 18(a), County of Orange, and the case at bar cannot
coexist. Since the right to vote is constitutionally guaranteed, one
of the two cases must be overruled. The Court’s reasoning in
County of Orange is solid. An actuary’s inexact projection about
the unknowable future cannot be deemed a fixed indebtedness. If
that is true, then the court below erred in treating unfunded
pension liability as an existing debt for which a $3.5 billion loan
can be substituted as a one-for-one exchange that incurs no new

debt.

This Court granted review to answer the question, “Is the
issuance of pension obligation bonds to finance unfunded pension
liability subject to the voter-approval requirement of article XVI,
section 18, subdivision (a) of the California Constitution?” The
answer is yes. The issuance of pension obligation bonds is subject

to the voter approval requirement of article XVI, section 18(a).
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CONCLUSION

Affirming the decision below would forever foreclose voter

rights under section 18(a). To avoid that injustice, the lower court

must be reversed.

DATED: October 14, 2024
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