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Introduction


AS THE WORLD'S eighth-largest economy, California is a prosperous state. In 2013, the Golden State produced $2.2 trillion of goods and services—more than India and about 12 percent of the U.S. total.1 There are many reasons for the state's prosperity, beginning with its weather.


The “California lifestyle” of sun, surf, and endless summers has acted as a magnet for people living in the Snow Belt and from around the world.2 California is now the nation's most populous state with 38.5 million people, more than 12 percent of the U.S. population.3


California also is home to many of the world's finest universities, Silicon Valley, and top aerospace and biotech companies. The fabric of California is woven with threads of entrepreneurship, innovation, and risk-taking, producing the country's third most diversified economy.4 And all of these new products can reach the world from California.


California has a vast network of deep-water ports and interstate highways that link the state to trading partners in the United States and around the world, especially in Canada, Mexico, Asia, and South America.5


Warm, sunny weather, combined with rising income and an innovative economy have attracted people to the Golden State, producing big exciting cities. Yet in this land of plenty, decay and decline are visible everywhere.


Public libraries, parks, and recreation facilities are shortening their hours or closing. Potholes go unfilled, sidewalks unrepaired, and trees untrimmed. California has the nation's fourth-worst highway system, with crumbling roads, bridges, and tunnels.6


Police refuse to respond to a growing list of crimes in some of the state's largest cities. Response times are lengthening for police, fire, and emergency medical technicians (EMTs), with fewer police officers and firefighters to respond to more calls for service. And money for classroom instruction has been disappearing. What explains this contradiction in the land of plenty?


In large part the cause is California's unaffordable pensions for government employees, which are consuming ever-larger shares of government budgets at the state and local levels. Public pensions are like tapeworms in the guts of public treasuries, starving governments of money needed to fund traditional public services that our parents and grandparents once enjoyed and robbing future generations of the California dream.


Unlike most retirement plans offered by private companies, government workers receive defined-benefit pensions that guarantee specific monthly payments to retirees for life, regardless of how well the pension-fund investments perform. This puts taxpayers on the hook to make up any difference between pension promises and pension assets.


As we will see, rising pension costs, fueled by the deceptions and mismanagement of public officials, have caused several California cities to declare bankruptcy. Other California communities are considering joining them.


Meanwhile, the massive tax increases needed to make state and local pension funds solvent have proven to be politically impossible to enact, making the pension systems financially unsustainable. The failure to fully fund the pension promises has allowed the current generation to receive public services that they are not fully paying for, pushing the pension problem onto future generations. This is a classic form of deficit spending, but not constrained by state balanced budget requirements. Politicians kick the can down the road as pension debts mount.


The unwillingness to confront the true scope of California's pension costs, to pay for the promises made, and to make changes to control future obligations means these costs are being pushed onto our children and grandchildren, who are being forced to pay for promises they did not make and for services they did not agree to. The injustice of this system is apparent to anyone who cares to see.


This “big mess,” as Governor Jerry Brown once described it,7 has grown to unsustainable levels. Left unchanged, the financial burden of public pensions will crush our children and grandchildren, leaving them with a depleted future and a depleted California. The responsibility to fix this problem is as great as any moral imperative because it directly impacts the quality of life our children will enjoy and their chances for upward mobility. California's public pension crisis is the state's greatest financial challenge since the Great Depression. And anyone who thinks the current public pension structure in California is sustainable is dreaming.


This book explains how California got into its pension mess, how big the problem is, and why it has not been fixed. It shows that pension officials and politicians of both political parties deliberately low-balled the contributions, increased the benefits, and underfunded pensions on a massive scale. True unfunded liabilities are up to nearly four times larger than official government estimates: nearly $15,000 per Californian. It is unrealistic to believe that California will tax or invest its way out of this problem. Changes must be made.


This book provides a blueprint for how to fix California's public pension problems in an equitable, responsible, and moral way that preserves pension benefits already earned, provides competitive pensions going forward, and grants the flexibility needed so that future generations are not paying for deals they did not make and can receive all of the traditional public services they desire in the future.


Current and future retirees would be wise to accept the recommended reforms because the alternative could be much worse for them, as Detroit foreshadows. Detroit, which filed for Chapter 9 federal bankruptcy protection in July 2013 primarily because of unaffordable public pensions, exited bankruptcy in December 2014 under an agreement to reduce the pension checks of current and future city retirees. Public pensions are no longer untouchable.


Most of the policy recommendations presented here are already in place in the private sector. Many academics and professional associations in economics, finance, and actuarial science support them. The changes would bring public-sector pensions in line with those in the private sector and would ensure that California never confronts this crisis again.


The dream is to resolve the pension crisis equitably and permanently so California governments are not deadbeat institutions—skipping out on financial obligations to push them onto our kids. The reforms would fix the Golden State's pension problems, helping to restore the California dream.


California is not the only state with massive public pension debt and pension costs that are devouring government services. Similar crises exist in Connecticut, Florida, Illinois, New Jersey, New York, Ohio, Pennsylvania, and West Virginia, to name a few. And cities, such as Chicago, Los Angeles, New York, and Philadelphia, face their own local pension crises. This book provides a blueprint for America on how to measure the true extent of a pension problem, identify the political drivers of a crisis, and make strong fiscal and moral arguments in favor of pension reforms that would permanently fix the problem. The book provides methods and hard lessons learned in California that can be applied anywhere in America.





1. See California Department of Finance, Financial and Economic Data, “California State Gross Domestic Product, 1963 through 2012,” accessed April 2, 2014; U.S. Department of Commerce, Bureau of Economic Analysis, “Gross Domestic Product,” accessed April 2, 2014; The World Bank, “GDP,” accessed April 2, 2014.


2. California has the twelfth highest average annual temperature, and it is the sixth best state for average annual sunshine. See Current Results, “Average Annual Temperature for Each U.S. State,” and “Average Annual Sunshine by State,” accessed September 11, 2014. California also has the second-longest saltwater coastline in the lower forty-eight states—second to Florida.


3. U.S. Department of Commerce, Census Bureau, “State and County QuickFacts,” accessed April 2, 2014.


4. John E. Wagner and Steven C. Deller, “Measuring the Effects of Economic Diversity on Growth and Stability,” Land Economics 74, no. 4 (November 1998), 541–56.


5. Measured by tons of cargo, California has four of the nation's top forty ports: Long Beach (fifth in the United States), Los Angeles (ninth), Richmond (twenty-ninth), and Oakland (thirty-fifth). See American Association of Port Authorities, U.S. Port Ranking by Cargo Volume 2010. California ports are the nearest coastal port for shippers as far away as parts of New Mexico and Colorado. See Jordan Rappaport and Jeffrey D. Sachs, “The United States as a Coastal Nation,” Journal of Economic Growth 8, no. 1 (March 2003), 5–46.


6. David T. Hartgen, M. Gregory Fields, and Elizabeth San Jose, 20th Annual Report on the Performance of State Highway Systems, Policy Study 406 (Los Angeles: Reason Foundation, July 2013).


7. Governor Brown Announces Pension Reform Agreement to Save Billions by Capping Benefits, Increasing the Retirement Age, and Stopping Abuse, press release, August 28, 2012.





















	 

	SECTION I







	 

	The Problems








SECTION I PRESENTS essential information on the operation of California's public pension systems and how they have gotten into such severe financial problems. Chapter 1 looks at the structure of California's public pension systems and explains how defined-benefit pensions are calculated. Chapter 2 explains how pension funds are amassed.


Chapter 3 presents various measures of the health of the state's defined benefit government pension systems. It explains why official measures of funding status are seriously flawed, and that correct measurements reveal California's public pension systems are much more unhealthy than officially reported. Chapter 4 answers the question: How did we get to where we are? It highlights the critical actions that drove California's public pension debt sky-high. Most of the actions were self-inflicted—related to poor public governance, not macroeconomic developments.


Chapter 5 examines the perverse incentives facing lawmakers and pension officials that cause them to mismanage public pensions and allow the problems to escalate. Finally, Chapter 6 discusses the immorality of pushing pension costs onto future generations. Our children and grandchildren receive few benefits, if any, from past government spending, and while not consenting to the spending or pension amounts, they will have to pay for the pension costs through higher taxes, reduced services, or a combination of both. The analysis used, and the lessons learned, can be applied to any state or municipality in America struggling with its own public pension problem.
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	How Are Defined-Benefit Pensions Calculated?








THE VAST MAJORITY of California's public pension systems operate as defined-benefit (DB) plans, meaning that these plans pay a specific pension amount to their retirees each month for life. In total, about 4 million Californians—11 percent of the population—are members of one or more of the state's 86 defined-benefit public pension systems: 6 state plans, 21 county plans, 32 city plans, and 27 special district and other plans.1,2


Some plans are small and run by a single city or county. Other plans are huge statewide systems. The “Big Three” are the California Public Employees’ Retirement System (CalPERS), the California State Teachers’ Retirement System (CalSTRS), and the University of California Retirement Plan (UCRP). CalPERS and CalSTRS are the largest and second-largest public pension systems in the country, respectively.


CalPERS is a pension system for 1.68 million current and former state and local government employees and their families (see Figure 1.1). More than 3,000 public-sector employers participate in CalPERS (1,581 public agencies at the city, county, or state level and 1,508 school districts covering the nonteaching employees, such as janitors and office workers). Employees with the twenty-three campus California State University system are members of CalPERS.
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Sources: California Public Employees’ Retirement System, Facts at a Glance, January 2014; California State Teachers’ Retirement System, Fast Facts, accessed January 28, 2014; and University of California, Retirement System 2013–2014 Annual Financial Report (Oakland: University of California Office of the President, November 5, 2014), 4.


Figure 1.1. Membership in California's three largest state-operated public pension funds


CalSTRS serves 868,000 current and retired K–12 and community college public school teachers and their families. About 1,600 employers (school districts, community college districts, and county offices of education) participate.


UCRP serves 253,000 active, inactive, and retired employees of the University of California system and their families. Participating employers include the university's ten campuses, five medical centers, Lawrence Berkeley National Laboratory, and Hastings College of the Law.


Cities and counties have the option of participating in CalPERS and/or CalSTRS, or they can create their own independent pension system.


DB payments for retirees are calculated based on (1) the number of years of service; (2) age at retirement; and (3) final compensation, which is typically the highest annual pay plus special compensation averaged over a 3-year period. There are variations, however, in the number of years used to calculate “final compensation.” Some California teachers with 25 years or more of service, for example, can use their highest consecutive 12-month period of pay to calculate final compensation. Making the pension calculations more complicated, a variety of formulas are applied depending on the employer (state, school, or local government agency), occupation (general office, safety, industrial, or police/fire), and the specific terms in the contract between the employer (government agency) and the pension fund.


To illustrate how a pension benefit is calculated, a state employee hired under CalPERS's “2 percent at 55” can retire at age 55 with 2 percent of their final compensation for every year they have worked.3 If an employee with 30 years on the job, having earned a final compensation of $100,000 a year,4 chooses to retire at age 55, then that employee will receive 60 percent (30 × 2 percent) of his or her compensation, or $60,000 annually for life.


If this same employee retires at age 63 or older, the “benefit factor” rises from 2 percent to 2.5 percent, meaning that after 30 years on the job, he or she would receive 75 percent (30 × 2.5 percent) of compensation, or $75,000 annually for life. Note that DB “benefit factors” are back loaded, meaning they increase with age and, therefore, reward additional service years at an increasing rate.


Pension calculation formulas can also vary with occupation. For example, some local police officers and firefighters can retire through CalPERS at age 50 with 3 percent of final compensation for every year served. And pension calculation formulas can vary by jurisdiction. For example, Orange County's pension system permits a 2.7 percent benefit factor at age 55 for some non-public-safety workers. The largest group of state workers is under a “2 at 55” formula with CalPERS.5






PENSION SPIKING


Most public-sector collective bargaining agreements include automatic annual cost-of-living adjustments (COLAs) or automatic “step increases” for length of time on the job, or both. These features automatically increase base pay used to ultimately calculate pension benefits, and neither is typically available in the private sector. Pension payments to retirees are often increased annually through automatic COLAs as well.


The “special compensation” used to calculate pensions includes overtime pay, unused vacation pay, allowances, and bonuses. To the extent possible, each employee has a strong incentive to bump these up in the last few years of service since these are the years used to calculate pension benefits. This practice is called pension spiking. The fewer the number of years that are used to calculate final compensation the more attractive pension spiking becomes to workers.


Under current federal law, a private-sector pension cannot be based on an average compensation using fewer than 5 years. State and local pensions are exempt from this law; thus, public pensions in California typically use 3 years or less of earnings to calculate pension benefits, making spiking very attractive and beneficial. Very few state workers have yet to retire under an “average-of-three-years” formula—most are less than three years.


Through spiking, lifetime annual pensions for some retired government workers exceed their final year's pay. For example, retired Ventura County Sheriff Bob Brooks receives an annual pension of $283,000.1 His final salary was $227,600. Former Merced County Sheriff Mark Pazin receives a higher annual pension than he received in pay when working—nearly $200,000 a year.2 Former San Francisco Police Chief Heather Fong was paid more than $528,000 in her last year as chief, but more than $303,000 of that were payouts for unused sick, vacation, and comp time before retirement. Fong, who left office at age 53, receives a public pension of $277,656 a year for life, a lot more money than she received when working ($187,875).3





1. Ed Mendel, “Ventura County Pension Reform Has Poster Child,” CalPensions, January 27, 2014.


2. Ramona Giwargis, “Former Sheriff Mark Pazin's Pension from Merced County Nears $200,000,” Merced Sun-Star, February 17, 2014.


3. Phillip Matier and Andrew Ross, “Retiring S.F. Police Brass Cash In On Way Out,” San Francisco Chronicle, February 7, 2011; and Joe Eskenazi, “Heather Fong's Pension: $277,656 Per Year,” SF Weekly, February 7, 2011.





The California Rule


California's defined-benefit public pensions pay a specified amount to each retiree for life. In what has come to be called the California Rule, public-pension benefits earned by past work performed and future pension benefits are contractually protected in California.


A series of cases decided by state court judges, culminating in the 1955 California Supreme Court ruling in Allen v. City of Long Beach, established California's “vested rights doctrine” regarding pension benefits.


Alexander Volokh, a professor at the Emory University School of Law, defines the California Rule as thus:


[I]n California (and some other states), the courts give constitutional protection not only to the amount of public employees’ pensions that has been earned by past service, but also to employees’ right to keep earning a pension based on rules that are at least as generous for as long as they stay employed.6 (Emphasis in original.)


Pensions once promised are a “vested contractual right” that cannot be diminished, not even for work not yet performed, without equal alternative compensation. In Allen, the state Supreme Court found that any “changes in a pension plan which result in disadvantage to employees should be accompanied by comparable new advantages.”7


A public-sector employee has, according to the California Supreme Court, “the primary right to receive any vested pension benefits upon retirement, as well as the collateral right to earn future pension benefits through continued service, on terms substantially equivalent to those then offered”8 when he or she was hired.


Jack Beermann, professor of law at Boston University School of Law, has emphasized that some California court decisions have held it permissible to eliminate future pension accruals in the interest of government financial flexibility and control. Though not completely settled, it is safe to say, however, that California courts generally hold to a relatively strict application of the California Rule.9
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