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The cost of employee pensions for
California cities is rising at rates that, in
most cases, far exceed municipal annual
revenue growth. Meager returns from the
California Public Employees’ Retirement
System (CalPERS) are compounding this
alarming situation.

The trend is expected to continue, with
rising costs consuming an increasingly
greater percentage of city budgets —
crowding out other needed investments
in city services and infrastructure. Ulti-
mately, these increased costs could push
cities already in financial distress closer

to the brink of bankruptcy.

What can we do to avert this impend-
ing crisis?

Pensions’ Role in Attracting
a Talented Public Sector
Workforce

For neatly 60 years, California has used a
defined benefit retirement plan approach
that has played a central role in recruiting
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and retaining quality public employees.
The League supports retaining defined
benefit plans as the central component of
public pension systems in California. These
plans provide an annual pension based
upon retirement age, years of service and

a period of the highest salary earned (typi-
cally during the last years of work).

CalPERS and Its

Funding Sources

CalPERS manages the retirement benefits
for more than 1.7 million California public
employees, retirees and their families. With
assets of over $300 billion, CalPERS is
one of the largest pension systems in

the nation.

Three sources fund CalPERS:

1. Employee contributions (in some
cases the employer pays these);

Employer-paid contributions; and

=

Returns on the system’s investment
assets ot portfolio.

Ideally, the costs of retirement benefits
would be entirely paid for during the
careers of system members. However,
employers may choose to defer a portion
of the costs of these benefits to future
generations. This has contributed to
growing unfunded liabilities that have
escalated in recent years and are produc-
ing fiscal pressures for local governments
that could persist for years to come.

Current Funding Level of
the CalPERS System

In 2015, according to a report from the
Pew Charitable Trusts, CalPERS and the
California State Teachers’ Retirement
System (CalSTRS), the state’s other larg-
est retirement system, had the nation’s
sixth-worst record of reducing unfunded
liabilities. Together, they collected just
79 percent of the $18.9 billion needed

to keep their pension debts from rising.

continued
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Stopping the Runaway Pension Train, continued

Pew also reported that in 2015, CalPERS
and CalSTRS had only 74 percent

of the funds needed to meet their
pension obligations.

CalPERS’ annual funding level (also
known as the funding ratio) has since
dropped to about 68 percent due to
reductions in projected investment earn-
ings. This means it has only 68 cents on

hand for every $1 in long-term pension
obligations. Absent any action to improve
the funded ratio, the fund could drop be-
low 50 percent, regarded by experts as the
point at which the system’s viability fails,
because the negative cash flow would
require assets to be liquidated and cause
investments to stall.

Local governments have also been taking actions

in recent years to reduce their pension liability and

costs; however, the cost increases persist, and the

underlying structural deficit continues to threaten

the current system’s sustainability.

How Did We Get Here?

Although several factors contributed

to the California pension system’s cost
escalation, the most prominent were the
enhanced pension benefits the state Legis-
lature enacted in 1999 and 2000 with the
passage of SB 400 (Ortiz, Chapter 555,
Statutes of 1999) and AB 616 (Calderon,
Chapter 782, Statutes of 2001). These
enhanced benefits were retroactive, which
meant pension-eligible employees received
a higher level of benefit than promised
when they were hired. These laws were
enacted at a time when many assumed the
pension systems’s strong investment gains
would continue indefinitely and could
cover a majority of the additional costs of
the benefit increases — and that state and
local governments would not have to do so.

Ratio of Retirees to Active Employees Is Shrinking

- i Active Employees
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But soon after the Legislature’s actions,
the “dot-com” stock market bubble

burst in 2000 and the value of CalPERS’
investments plummeted. To offset these
losses, CalPERS began increasing cities’
contributions, and by June 2007, the
system’s funded status rebounded to 102
percent. But then the Great Recession hit,
and CalPERS lost nearly 30 percent of its
investment assets overnight. It has never
recovered from these losses despite seven
years of positive growth in the economy.

Other Significant
Contributing Factors

Apart from substandard market returns and
enhanced benefits, these other factors have
also contributed to rising pension costs.

Lowering CalPERS investment
return assumptions from 7.5 percent
to 7 percent. In the 2015-16 fiscal year,

Funding for CalPERS

Each dollar of the CalPERS

system is funded by three sources.

www.westerncity.com

CalPERS earned a 0.61 percent return
on its investments; this followed a year
in which it earned only 2.4 percent. In
response to these disappointing returns
that were well below the 7.5 percent dis-
count rate (the assumed rate of return),
CalPERS lowered its discount rate in
January 2017 to 7.0 percent, which will
be phased in over the next three years,
although its impact for employers will
be phased in over eight years. This change
in the discount rate means that local
government employers will have to increase
their contributions to protect the system’s

[funded status.

State Supreme Court
Examines Issues Related
to Vested Rights

Three cases related to the “California Rule”
and public employees’ vested rights are
pending before the California Supreme Court.

Cal Fire Local 2881 v. California Public
Employees’ Retirement System (2016).
The court held that the Public Employee
Pension Reform Act’s (PEPRA) elimination
of air time (the practice of purchasing up to
five years of service credit) for employees
employed prior to PEPRA's enactment did
not impair a vested right. The court adopted
the Marin Association case’s analysis
regarding the “comparable new advantage”
requirement. The California Supreme Court
has accepted this case for review, and briefing
was underway as Western City went to press.

Rising average mortality rates. Pension
liabilities are linked to assumptions about
mortality rates. CalPERS recently made
changes to its mortality tables to reflect

the fact that retirees are living longer. : A ;
glong Marin Association of Public Employees

v. Marin County Employees’ Retirement
Association (2016). The court held that the
county’s implementation of PEPRA's anti-
spiking provisions with respect to employ-
ees employed prior to PEPRA's enactment
did not impair a vested right even though
the county had not offered employees any
comparable new advantage. (Spiking is the
practice of boosting pay at the end of a ca-
reer to increase pension benefits.) The court
noted the Supreme Court had previously
stated that a comparable new advantage
“should” be provided, not that it “must” be
provided, and concluded it was permissible
for the county to provide a comparable new
advantage, but it was not required to do so.
The state Supreme Court has accepted this
case for review and deferred the briefing
pending the court of appeal’s decision in
Alameda County.

continued

Three sources fund the California
Public Employees’ Retirement
System (CalPERS): returns on the
system’s investment assets or
portfolio, employee contributions by
CalPERS members (these are paid
by employers in some cases) and
employer-paid contributions.

Alameda County Deputy Sheriffs’ As-
sociation v. Alameda County Employees’
Retirement Association (pending in the
court of appeal). This case consolidates
legal challenges in three counties to the
counties’ implementation of PEPRA's anti-
spiking provisions to employees employed
prior to PEPRA’s enactment. The case has
been fully briefed, but the court has not yet
scheduled oral argument.

® Investment portfolio earnings
Employee contributions
B Employer-paid contributions
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Stopping the Runaway Pension Train, continued

These changes do not address the under-
funding problem associated with current
retirees who are outliving the average
mortality age that was used to compute
their contributions while they were
working. As a consequence, the underlying
unfunded liability is growing and driving
a need to increase employer contributions ro
cover those costs.

The shrinking ratio of active to retired
employees. There are now — or soon
will be — more retired CalPERS mem-
bers receiving benefit payments than
active employees conuributing to the
system. For example, in 2001, there were
two active workers for every retiree. In
2016, there were 1.3 active employees for
every retiree. CalPERS is predicting that
within the next 10 to 20 years, there will
be 0.6 workers for every retiree. 7o make
up for reduced employer contributions due

to having fewer active employees, CalPERS
will need to find another way to increase
contributions.

Moving Toward a
Sustainable Future

In an effort to address these CalPERS
liabilities, Governor Jerry Brown signed
pension reform legislation in 2012, the
Public Employee Pension Reform Act
(PEPRA), that created a new tier of ben-

efits for employees hired after Jan. 1, 2013.

While PEPRA will help slow increasing
pension costs in the long run, it will have
little short-term impact on cost escala-
tion. Thirty-year projections provided

by CalPERS look promising, with an
expected investment recurn of 7.0 to

7.5 percent, but the next 10 to 15 years
will be challenging.

Local governments have also been raking
a variety of actions in recent years to
reduce their pension liability and costs,
including negotiating compensation
and benefit concessions with local labor
unions. Others are developing plans to
pay down their unfunded liability and
adjusting service delivery methods and
levels to reflect fiscal realities. However,
despite these actions, the cost increases
persist, and the underlying structural
deficit continues to threaten the current
system’s sustainability.

The Impacts for Cities in
Practical Terms

City managers statewide have been
calculating the coming cost increases, and
they are staggering. For example, Lodi
City Manager Steve Schwabauer estimates
Lodi’s annual pension costs will increase
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from $6 million to $13 million over the
next five years — a 115 percent increase
for a city of 64,058 residents with a $47
million General Fund budget. To put the
increase into perspective, Schwabauer said,
“That’s [equivalent to funding for] our
library, Parks and Rec Department, a
police beat and a fire station.”

Santa Maria City Manager Rick Haydon
estimates Santa Maria’s General Fund
pension-related expenses in 2016-17 at an
anticipated $9.6 million (or 14 percent of
all General Fund expenses) compared with
$5.4 million in 2006-07 — a 78 percent
increase for a city of 106,280 residents.
What's even more alarming, according to
Haydon, is that the city’s General Fund
pension-related expenses are anticipated
to increase by $5.8 million over the next
five years — an additional 62 percent.

“Consequently, under the best-case
scenario, General Fund pension-related
expenses are projected to be $15.4 mil-
lion in 2021-22, almost $6 million more
than we are paying today. This is a fiscal
tsunami heading our way,” he says.

Legal Challenges to Existing Law

The courts may also provide an avenue
for options to address the escalating costs.
Although vested rights are not protected
by statute, the California Supreme Court
has maintained that under the “California
Rule,” vested rights are constitutionally
protected contract rights, which means
that no reduction in employee benefits
can take place without an equal or greater
benefit offset — thus rendering any benefit
reduction virtually meaningless.

City of Lodi

General Fund 2016-17 2017-18 2022-23
347 million

Pension Costs Climb for California Cities

General Fund  2006-07 2016-17 2021-22

$6milion  $7.3 million  $13 million $68.7 million  $5.4 million  $9.6 million  $15.4 million

Pension Costs Relative to General Fund

More Resources Online

For more information and links to related
resources, including the article “Opportuni-
ties to Save Pension Costs Through Collec-
tive Bargaining After Pension Reform” and
more, read the online version of this article
at www.westerncity.com.

However, the California Supreme Court,
is poised to revisit the “California Rule”
in a series of pending cases (see “State
Supreme Court Examines Issues Related

to Vested Rights” on page 5).

continued
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Stopping the Runaway Pension Train, continued

Several factors contributed to The Next Steps
With the support of the League board of

the California penSion system ’s directors and drawing upon the expertise
of the City Managers' Department and
cost escalation. others, the League is proactively exploring

options for restoring CalPERS’ sustain-
ability. Any solution will be fraught
with difficult decisions and will require
inclusive stakeholder collaboration — at

both the local and state levels — that
comprises CalPERS, retirees, employers
and employees.

To find ways to stop this runaway train,
we must all educate ourselves about the
issue and then help to educate our col-
leagues and employees. For tools and in-
formation to help inform city leaders and
staff, visit www.cacities.org/pensions. B
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