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Abstract

California faces a significant pension-funding crisis. It has increased government-worker pension benefits repeatedly since the 1980s. Meanwhile, a California Supreme Court doctrine—the California Rule—has been understood to forbid cutting benefits for any currently employed government workers, even for work they have not yet performed. The state has also maintained a high discount rate (i.e., an assumed investment-return rate) in the teeth of the recessions and low interest rates. The result has been consistent and now parlous underfunding. A trio of cases awaits California Supreme Court consideration. In each of these cases, the circuit courts have concluded that the common interpretation of the California Rule is incorrect, though they disagree sharply about the real content of that rule. This paper proposes that the Supreme Court follow the circuit courts in permitting cuts to benefits not yet earned and careful cuts to benefits already earned in narrow cases.
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The California Rule and Its Potential Abolition

Scott Andrew Shepard

Introduction

The California Rule, or its equivalent, has proved a challenge to the numerous states that have adopted it. The rule, as commonly understood, forbids the state from reducing pension benefits once they have been offered at any point during the tenure of a worker employed at the time the offer was made.

This rule does not comport with contract law or quasi-contract equity and does not spring from any coherent interpretation of the federal Contract Clause. The flaws in the California Rule have been demonstrated in recent years. California, among other states, has promised far more in pension benefits than its taxpayers have proved willing (or possibly able) to pay, and while many parties broadly agree that a first step toward remedy would be to start reducing future benefits not yet earned by current or future employees, the rule has stood in the way.

In the face of practical necessity has come a wave of revisionist argument. According to these claims, the California Rule has been misunderstood all along. It does not really forbid all net reductions in benefits for current workers (and possibly some retirees) but permits them—sometimes. Accord has not been reached among the analysts, however, who now include the California appellate courts and the administration of Governor Jerry Brown, as well as a bevy of independent sources, as to just when and under what conditions such reductions may be made.

This paper constitutes an attempt to answer the question of when and under what conditions benefits to current workers and retirees can be reduced without corresponding benefits being offered. It concludes that the answer to the question is to divide such benefits into three types. The first of these types, benefits that have already been earned by work already done, is the most protected type of benefits and can only be reduced with the most careful scrutiny and under only a narrow set of justifications, including real or constructive fraud against the taxpayer or explicitly proven financial necessity. The second type of benefits is those that have not been earned but have been explicitly contracted to continue until some certain date. Reduction of these benefits should receive significant scrutiny, though they may perhaps be invaded under conditions that are less strictly restricted than the first type of benefit. The third type of benefits is those that have not yet been either earned or contracted. These benefits—for which no promises have been made by the civil power and which constitute at law and in equity not obligations but only the hopes of current employees—deserve no particular protection and may be reduced without any Contract Clause–based oversight of any kind. This third category of benefits is a large one, as it encompasses all work that will be performed by all current workers after their current contracts or collective bargaining agreements—if any—end.

The California Supreme Court will in the coming months be hearing appeals of three decisions of the circuit courts and will have the opportunity to explain what it has really meant in its precedent or even to abandon previous positions as error and state new ones. However it styles its decision, it should embrace the tripartite structure elaborated in this paper. The structure gives full respect to all of the relevant interests involved in the review of pension promises: insulation of government-worker contract rights, respect for the legislative power of the state to make laws about its future actions, protection of taxpayers against overgenerous and insupportable grants of benefits by government employees to government employees and their representatives, and recognition of the state’s need to maintain its solvency in the face of limits to taxpayer willingness and ability to pay its obligations.

The first section of this paper reviews the content and development of the California Rule as generally understood. The next section reviews the cases that now wend their way toward the California Supreme Court and the Brown administration’s intervention in them. The paper then suggests a model of how the California Supreme Court should decide these cases and the content that any “new California Rule” should take. This section expands on the tripartite structure outlined above. The paper’s last section predicts the developments that will follow a happy decision by the court in these matters.

How the California Supreme Court decides these cases and refines the California Rule will have a significant effect on California’s future. A thoughtful and careful definition or revision of the California Rule may also have significant nationwide implications—especially in some of the states joining California in facing the most serious pension-funding crises.1

The Crisis

California, along with a number of other American states, faces a severe and in many ways crippling government pension-funding crisis. By the state’s own current calculations, it now has more than $250 billion in unfunded pension liabilities, and that figure is growing.2 The state was obliged to dedicate 6.5 percent of its general-fund spending in 2016–2017 to pension funding, more than triple the figure that it spent in 2002–2003, and it is still rising.3 This represents a significant budget item by any estimate, but it has a far greater practical impact on the budget than is initially apparent. Because of obligations attached to federal grants to the state, unfunded federal mandates, sequesters established by California voters in initiatives, and other restrictions, only 12 percent of California’s general-fund budget is “discretionary” or nonmandatory, down from 21 percent six years ago.4 The rapid increases in pension liabilities over the last 15 years have been a primary driver in constraining California’s spending, government services, and options.5

As bad as things are at the state level, they are worse for municipalities. A significant League of California Cities study recently revealed, among other disheartening details, that “between FY [fiscal year] 2018–19 and FY 2024–25, cities’ dollar contributions” to CalPERS, to pay for pension promises, “will increase by more than 50 percent. For example, if a city is required to pay $5 million in FY 2018–19, the League expects that it will pay more than $7.5 million in FY 2024–25.”6 While the pain will not spread evenly, it will flow everywhere. No cities face increases of less than 20 percent over the next few years, while some will face increases in excess of 60 percent.7 These massive increases come on top of a baseline that has already grown approximately fourfold in the past 15 years.8

Meanwhile, these figures, however grim, still represent an overly rosy scenario. They are reached using the state’s assumed discount rate of 7 percent.9 This rate is an unrealistically high return assumption for current financial conditions and has been for some time.10 In fact, it is generally agreed among economists that it is the wrong measure entirely.11 Rather than guessing what returns the state might happen to make in the market in any given year, depending on how its risky investments pan out, the state should be matching its current “wind-up” pension obligations (i.e., what it would owe if it shut down its pension today and paid everyone what it currently owes, when it owes it) against its current saved pension assets discounted by the risk-free federal Treasuries rate. As Joshua Rauh, the chief exponent of this calculation method, has discovered, this method would set California’s true unfunded pension liabilities at more than $750 billion—triple the current recognized liability.12

In an important sense, California’s pension authorities have already implicitly recognized that Rauh’s formula for determining unfunded liability is correct. They demonstrate this concurrence by using that very formula to calculate the cash-out liability of California municipalities that wish to leave CalPERS.13 Jeremy Bulow has developed a useful narrative explanation of the flaws in using a discount rate based on the state’s (generous) projections of what it hopes to make on its investments rather than a riskless cash-out rate,14 and particularly why CalPERS’s use of the higher discount rate for its own liabilities while using the lower rate for departing municipalities is so disingenuous.

The way to think of it is this: Employees lend part of their compensation to employers in return for the promise of a future payment. Let’s say that the payment is $200 twenty years from now. What is the amount of the debt that the employer has incurred that should be taken into account as part of the employee’s compensation if the benefit is highly likely to be paid, as with the debt of a highly rated insurance company or corporation? Under current market conditions economists, insurance companies, and the Pension Benefit Guaranty Corporation would say that something like $100 is appropriate, with the employer borrowing from the employee at 3–4 percent interest. CalPERS has said to state and local governments, “We will say instead that the loan is for $50 at 7.50 percent interest, so that you only have to report a $50 current cost. But if tomorrow you want to pay off your loan (by making a lump sum payment to CalPERS which will then be responsible for paying the benefit) we will calculate it the same way as an insurance company, and you will have to pay $100.” Even though cities and the state use CalPERS accounting as reporting their annual pension costs the reality is that CalPERS’ calculation is more akin to the minimum payment that a credit card company will charge. Just making your minimum payment does not mean you have really balanced your budget; it just kicks the can down the road.15

In support of using the higher rate, states have argued that they should be excluded from normal investment valuations because the debtor in the case of government-employee pensions is not a private entity but—ultimately—the state itself, which cannot enter bankruptcy even if it wished to16 and which can always raise taxes to cover its obligations. This argument, though, is undermined to the very extent that states carry “structural” unfunded pension liabilities—that is, pension liabilities that are unfunded even if the assumed discount rate is applied to the funds reserved for pension payments by the state government. These unfunded liabilities are themselves the embodiment of the state’s unwillingness or inability to pay for all of the pension promises that it has already made. In other words, any material, structural underfunding—especially under the generous assumptions that states have been allowing themselves—undermines the case for using those generous assumptions and suggests use of the Rauh formula, which then radically underscores the true unwillingness of the taxpayers to underwrite their politicians’ generosity.17

The dangers of using the higher discount rate to determine current unfunded liabilities are demonstrated particularly starkly in California. By employing a 7 percent discount rate to determine overall liability and municipalities’ mandatory contributions to CalPERS while dropping the discount rate to the risk-free rate, CalPERS is in effect extorting municipalities to continue to act with fiscal irresponsibility. If a municipality continues to make promises that it doubts it will be able to meet to employees who rely on its assertions, then it can get the higher rate and minimize its payments. If, though, it acts on a belief that it has made and is making promises it no longer thinks it can keep, then its current unfunded obligations are calculated using the lower, risk-free rate, and this vastly larger bill is presented all at once.18 And so municipalities are left with no choice but to continue on their present course.19

California can ill afford these funding problems. While once world renowned as the land of milk and honey, California now faces harder times. Despite massive spending on social welfare programs,20 California now has the highest poverty rate in the United States.21 Its citizens spend more than a third of their income to house themselves, the third-highest rate in the United States.22 Energy prices are some of the highest in the country.23 Taxes are already some of the highest in the country,24 with income taxes already some of the most progressive in the country,25 which is resulting in an accelerating exodus of the middle class.26 The state’s education system, once a national model, has fallen in state rankings to the embarrassing side of mediocre.27 As Gavin Newsom, the state’s lieutenant governor, gubernatorial candidate, and former mayor of San Francisco, has recently recognized, “California is both America’s richest state, and its poorest. We need growth and inclusion—an economy that shares the energy and diversity of this state and works for every Californian.”28 Fixing the pension-funding crisis in a manner equitable to both government workers and taxpayers generally can help to ensure that goal.

The California Rule

This crisis has many contributing factors, including generous legislatures, governors, and administrators; aggressive government-employee unions; and underrepresentation of the interests of private-sector taxpayers in the pension negotiation process. In California, significant responsibility also lies with the state’s courts. Over the years, those courts have generally been thought to have developed what has come to be called, rather aptly, the “California Rule” of pension benefits. This set of precedents has been interpreted to forbid the state to reduce any pension benefits offered to any workers employed at the time the benefits were offered, for any work performed by those employees at any time during their employment with the state or its municipalities, such as counties, cities, and school districts.29 Put another way, the California Rule has been interpreted to stop government entities from lowering pension benefits for current workers—even for work that those employees have not yet performed and may not perform for years or even decades to come.

The California Rule in effect has created a one-way ratchet of pension-benefit increase. Every benefit grant made either in good times or by union-friendly politicians has become semipermanent so that when the good times have turned bad, or less union-friendly officials have replaced their more accommodating colleagues in office, no diminutions of the previous largesse could be enacted, whatever the financial need or public support for such adjustments.

This mechanism has helped to facilitate the current crisis. Virtually all parties except the government-employee unions themselves are united on this point.30 A 2011 study by the state-authorized Little Hoover Commission rang the fire bell in the night.31

California’s pension plans are dangerously underfunded, the result of overly generous benefit promises, wishful thinking and an unwillingness to plan prudently. Unless aggressive reforms are implemented now, the problem will get far worse, forcing counties and cities to severely reduce services and layoff employees to meet pension obligations.… In this report, the Commission confronts the elephant in the room: The legal obstacles that limit the options of state and local pension plans to reduce future, as-yet-unearned pension benefits promised to current workers.32

The Commission’s recommendations were sweeping and ecumenical, including transferring employees to (partial) defined-contribution pension plans for future work,33 decreasing formulas for capping already-earned benefits,34 putting absolute caps on defined benefits,35 ending pension-contribution holidays and increasing employee contributions,36 and reducing government-employee (and thereby increasing taxpayer) control of their own pensions.37

Very recently, the League of California Cities renewed the alarm. “Pension costs for California Cities are approaching unsustainable levels, and … cities need more tools and options to ensure they are able to retain and attract public sector employees and continue to deliver high quality municipal services to residents.”38 The CalPERS chief actuary likewise pointed out the unsustainability of the present pension promises almost a decade ago.39

The parties recognizing the unsustainability of the current situation and the state’s inability to meet its current pension promises as presently interpreted under the California Rule include Governor Brown and his administration. In recent public comments he indicated his belief that the current interpretation of the rule will not last much longer. “‘There is more flexibility than there is currently assumed by those who discuss the California rule,’ Brown said during a briefing on the budget in Sacramento. He said that in the next recession, the governor ‘will have the option of considering pension cutbacks for the first time.’”40 He has supported this “hunch” that the California Supreme Court would soon “modify” the rule41 by replacing the state attorney general’s office in representing the state in one of the three cases recently decided by California appellate courts, and now before the supreme court, that offer the court just that opportunity. His administration argued forcibly for modifying the rule.42

The Cases

Three appellate decisions addressing the question of the California Rule now await California Supreme Court review. Each of these three cases was catalyzed by county efforts to apply the Public Employees’ Pension Reform Act of 2013 (“PEPRA”).43 The statute represented a tentative first step to trim back the growth rate of pension-funding obligations.44 The questions raised by these cases for the California Supreme Court is what its California Rule precedent really has been, whether it cares to maintain or to revise that precedent, and how the lower courts and the legislature should now proceed as a practical matter.

Of the cases, Marin Association of Public Employees v. Marin County Employees’ Retirement Association45 (referred to below as Marin) was decided first, in August 2016. The supreme court delayed review of that decision, though, while a sister case, Alameda County Deputy Sheriff’s Association v. Alameda County Employees’ Retirement Association46 (referred to below as Alameda), awaited decision.47 That decision was issued on January 8, 2018. The cases are now headed together for supreme court review but have not yet been scheduled.

The third case, California Fire Local 2881 v. California Public Employees’ Retirement System48 (referred to below as Cal Fire), was issued between Marin and Alameda, at the end of 2016. Because it was not encumbered by a mate, it has already proceeded to the high court and has been fully briefed on the state’s behalf by the Brown administration’s legal affairs office rather than (as is usual) by the attorney general’s office49 or CalPERS counsel, which handled it in the courts below.50 Because the Cal Fire decision relies in part on the opinion issues in Marin, however, while the Alameda decision responds to Marin, and because it is unclear in what order the supreme court will ultimately rule in these cases (though Cal Fire will likely be heard first51), consideration here will begin with Marin and follow the chronological order of the cases’ issuance by the appellate courts.

In the first of these cases, Marin County, facing daunting pension-funding liability, implemented PEPRA after its 2012 passage in time for the county’s new provisions to become effective as soon as PEPRA did, on January 1, 2013.52 By January 18, the government-employees’ union had challenged the statute and Marin County’s implementation.53

The Marin court reviewed the bundle of precedent that has led to current understanding of the California Rule and concluded that the California Supreme Court really has not staked out the extreme position generally ascribed to it. It noted that the court had asserted that “public employment gives rise to certain obligations which are protected by the contract clause of the [US] Constitution, including the right to the payment of salary which has been earned,”54 but then concluded that “‘earned’ in this context obviously means in exchange for work already performed.”55

It went on to conclude that the California Supreme Court had determined that even with regard to this already-earned but not yet paid compensation—i.e., pension benefits accruing to work already performed—“pension rights are not immutable. For example, the government entity providing the pension may make reasonable modifications and changes in the pension system. This flexibility is necessary ‘to permit adjustments in accord with changing conditions and at the same time maintain the integrity of the system and carry out its beneficent policy.’”56 In fact, however vested pension rights might be, they remain subject to ex post alteration by the legislature: “before the pension becomes payable … the employee does not have a right to any fixed or definite benefits but only to a substantial or reasonable pension.”57

The Marin court considered, but ultimately rejected, the possibility that the California Supreme Court had effectively undermined these protections of the legislature’s ability materially to revise the value of unpaid pension benefits by a statement in Allen v. Board of Administration58 that “any modification of vested pension rights must be reasonable, must bear a material relation to the theory and successful operation of a pension system, and, when resulting in disadvantage to employees, must be accompanied by comparable new advantages.”59 It concluded, essentially, that this use of “must” was accidental for a variety of reasons,60 including that the Allen case itself would have come out differently if that court had actually meant “must” instead of “should.”61

According to the Marin court, then, while the legislature could not abolish government-employee pensions, it could—in PEPRA or otherwise—diminish pension benefits without a corresponding concomitant benefit increase as long as the diminution, and the remaining pension benefits, remain “reasonable.”62 It concluded that stopping government employees from “pension spiking”—from artificially inflating their total income in their last year(s) of service to inflate their pension benefits by increasing the base amount to which the multiplier is applied63—could not constitute an unreasonable denial of substantial pension benefits and so could not violate either the US Contract Clause or California precedent.64

In the Cal Fire case the operative issue was not pension spiking but “airtime,” the practice by government workers of “purchasing” years they did not work to include in their pension calculations.65 The Cal Fire court, relevantly,66 relied explicitly on the Marin court’s analysis to conclude that the California Rule is not what it has been taken to be, and that California Supreme Court precedent did not bar PEPRA’s withdrawal of the airtime option.67

In the Cal Fire case, the Brown administration took over the writing of the state’s brief before the supreme court rather than leaving it to the California Department of Justice or to CalPERS counsel.68 In that brief, Governor Brown put into legal action his concomitantly expressed “hunches” and expectations about the real contours of the California Rule and the course the California Supreme Court might be expected to take.69 The administration’s brief cited the Little Hoover Commission’s warning of impending disaster and its call for reform (if not endorsing any of the Commission’s specific recommendations),70 cited with approval a seminal article by Professor Amy Monahan critical of the standard interpretation of the California Rule,71 and itself expressly rejected that standard interpretation. Rather, it contended that “the absence of comparative new advantages is not dispositive in every case involving the [reduction] of vested [pension] rights of current employees.”72 It then essentially endorsed (or tracked, anyway) the Marin court’s arguments.

First, the Brown administration looked back to the guiding principles espoused by the United States Supreme Court in applying the federal Contract Clause.73 Turning to California precedent, it asserted that “the absence of comparable new advantages has been [only] one of multiple factors to be considered in determining whether modifications are reasonable and justified. What is indispensable is that modifications of pension rights ‘bear some material relation to the theory of a pension system and its successful operation.’”74 Such considerations permit pension reductions “if the impairment is limited and does not meaningfully alter an employee’s right to a ‘substantial or reasonable pension’” of the sort that concerned the Marin court.75 Under this understanding, “to evaluate necessity, courts look to whether a ‘more moderate course’ would have served the State’s ‘purposes equally well,’ and whether the State considered the impairment ‘on par with other policy alternatives,’”76 but they must pay “at least some deference to legislative policy decisions” to reduce pension benefits.77

The final case in this series is Alameda.78 The Alameda court concluded that some portions of PEPRA had at least potentially made material reductions to government employees’ pension benefits79 and so reviewed the content and applicability of the California Rule.80 It undertook this analysis in direct contemplation of—and, in effect, in doctrinal agreement with but practical divergence from—the Marin court’s decision.81

The Alameda court accepted a core piece of the Marin court’s analysis: it agreed that the California Rule, whatever else it means, should be read only to suggest that pension-benefit reductions should, rather than must, be counterbalanced by comparable benefit increases.82 In short, it agreed with the Marin court that the California Rule is “in effect, ‘a recommendation, not … a mandate.’”83 It diverged with the Marin court, however, in its understanding of what this “should” means. “As the Marin court, itself, acknowledged, should does not mean ‘don’t have to.’ It means ‘really ought to.’ Thus, when no comparative new advantages are given, the corresponding burden to justify any changes with respect to legacy members [i.e., government employees employed before the date of the pension benefit changes, whether those changes are prospective, retrospective, or mixed] will be substantive.”84

This is where the practical distinction arises. The Alameda court admits that “total pension system collapse may be a sufficiently weighty concern to meet” its standard of substantive justification.85 Nevertheless, when considering “the fiscal justification for application of the pension modifications at issue to legacy members, the court [must] specifically weigh[] the financial implications for [an individual municipal pension plan] if legacy members were exempted from those modifications, rather than impermissibly focusing on the unfunded pension liability crisis in general.”86 The Alameda court continued:

In the end, we simply do not think that it is possible to engage in the individualized balancing test mandated by the Supreme Court’s vested rights jurisprudence—and thereby determine whether it is reasonable to apply the pension modifications at issue to legacy members—without a specific analysis of the changes that have been effected by the new law; consideration of the impact of those changes on the legacy members at issue; and an evaluation of the legislative rationale for the change in the context of the facts of each specific CERL (County Employees Retirement Law of 1937) system. We therefore decline to follow Marin.87

Instead, the Alameda court remanded its case to the trial court for the individualized justification it considered necessary under its interpretation of the California Rule.

There is, obviously, a meaningful split between the lower-court opinions working their way to the California Supreme Court. The divergence is of practical significance, for if every unilateral pension reduction authorized by the legislature must be proved uniquely necessary to the continued functioning of the individual CalPERS “branch” when applying in any way to any “legacy” government employees, the process of reform may be stalled into meaninglessness. On the other hand, to the extent that pension reductions decrease already-earned or contracted-for compensation, something more than merely noting the existence of a generalized pension crisis really should be required.

The Decision: How the California Court Should Rule

These cases provide the California Supreme Court an excellent opportunity to disavow—or, if it prefers, to clarify—the California Rule. Both Marin and Alameda, in particular, include insights that can, despite the divergence in result between the two opinions, be synthesized in a coherent and satisfying way that will allow California to address its pension crisis in a manner expeditious, comprehensive, and respectful of the individual contract rights of each government employee.

A decision from the court that expressly retreats from the rule as currently understood, and that gives governments in California a free hand to reduce or otherwise materially change future benefits, will allow those governments to respond to the pension-funding crisis in equitable ways that comport with traditional rules about sovereign power, contract rights, and quasi-contractual doctrines such as reliance and performance.

To achieve all these ends, the court should distinguish between three categories of pension benefits: (1) benefits applying to work already performed; (2) benefits applying to work yet to be performed but explicitly promised to accrue to that future work by statute or contract; and (3) benefits applying to work yet to be performed and not explicitly promised to apply in the future.

The government-employee unions have supported their maximalist position by asserting that the courts have only a toggle option available to them.88 They can treat pensions as “mere gratuities,” as they were treated everywhere early in the last century, that are subject to complete revision, reduction, or withdrawal at the sole discretion of legislative or executive whim.89 Alternately, they can be treated as immutable facts extending forward through the employment of each government worker, never to be modified or reduced.90

This toggle-switch approach misses the opportunity to make important legal and policy distinctions, however. The most important distinction to be drawn is between benefits that have already accrued (i.e., benefits earned by work that has already been performed) and benefits that have not yet accrued because the work by which they will be earned has not yet been performed. When work has already been done, then the benefits promised for that work, whether pay or fringe benefits or the deferred compensation that is a pension benefit, ought to be paid except in extraordinary circumstances—such as fraud or other misdeed by the party owed or insolvency and inability to pay by the payor. (These already-accrued benefits will sometimes be referred to below as Type 1 benefits.)

These are basic principles of the law of contract, and they are supported by the equitable doctrines that in large part underlie contract law and inform the field of quasi-contract.91 Contract law could not function if the paying party could slash payment after the contracted goods or services had already been provided or performed. The only sorts of transactions that could proceed would be those between parties who already trust one another so much that a contract would not be necessary. Meanwhile, the most basic rules of equity will not permit one party to change the terms of a deal after the other party has relied on those terms and has performed, and so cannot respond to the changing offer.

The fact that the contracting party paying these benefits is a government should not alter this analysis except in rare cases. While the legislative power must be free to make new rules by which the polity is to function in the future, and must be free in making these rules to react to changing economic circumstances and evolving political moods among the majority of voters, it need not as a matter of policy be free to reach backward in time to change already-fixed arrangements for already-completed work. In fact, it cannot be: if it were, it would be an unreliable contracting partner, which would either make government contracting impossible or at least raise the cost of that contracting exorbitantly.

This is not to say that there are no circumstances in which not-yet-paid benefits for work already performed might be adjusted. One justification for post hoc adjustment is practical: inability to pay. In the private-contract context, this inability to pay arises with insolvency and bankruptcy. If a private entity promises more payments than it can make, then some payees will of necessity not get paid in full; in fact, bankruptcy law exists in part to try to ensure that all creditors of a bankrupt entity get paid the same fraction of what they are owed out of the assets remaining.

The details of this process differ in government contracts. States, for instance, are not even permitted to declare bankruptcy.92 The details aside, though, circumstances can develop in which governments have made promises so extravagant, or where financial reality has changed so radically, that the governments cannot reasonably honor their promises—or, at least, cannot honor their promises without abandoning their fundamental responsibilities to the rest of their citizens. In these circumstances, the governments neither can nor should honor the insupportable promises in full, and both must and should be permitted by the courts to alter them.

Very different considerations obtain with regard to benefits that have not yet been earned, however. The key distinction, of course, is that no performance has occurred. Moreover, and crucially, while some reliance may have been placed, and some investments made, by contracting parties in the expectation that the benefits previously earned will continue into the future, that reliance and those investments can be justified, and need be respected at law or in equity, only if there is some sort of contractual justification for the reliance and the investments.

With regard to benefits that have not yet been accrued for work that has not yet been performed, then, the vital question is whether the state has explicitly contracted to continue the benefits into the future. This can occur in two ways: by employment contract or by a statute that includes language expressly committing to maintain a certain set of benefits through a certain fixed date. The former occurs fairly regularly, particularly in the form of collective-bargaining agreements with government-employee unions. The latter, though, is rare and plays no role in the court’s upcoming analysis. (This second category of benefits, those not yet earned but explicitly promised by contract or statute to continue into some future period, are sometimes called Type 2 benefits.)

When government employees have either express contracts or explicit contractual provisions that extend their benefits, then they are wholly justified in relying on those promises, and great weight should be given to the commitment to honor those promises. Because their contracting partner is a sovereign government, they cannot rely completely on the totality of the promises—in extremis, the legislative power will still allow some alteration of the contractual relation between government and employee in order to maintain the integrity of the government entity and at least minimal respect for the equitable relationship between the interests of government employees and interests of nonemployee taxpayers. Because, despite the contractual protections, the work has not yet been performed, the performance interest does not apply (or does not apply as strongly) to these benefits, and thus the judicial constraints against reducing the benefits are somewhat lower than in the case of retroactive reduction of already-earned benefits. In other words, it should be somewhat easier for the legislature to reduce this category of benefits, but not much—and only upon careful scrutiny by the legislature and evidentiary demonstration of serious need. (Any sort of evidence that the relevant contract had been inappropriately negotiated would, of course, to the extent of the demonstration, mitigate in favor of permitting reduction to this category of benefit.)

It is these Type 1 and Type 2 benefits to which the analysis by the lower courts in the cases considered above—particularly Alameda—and the Brown administration brief in Cal Fire93 rightly applies. Here, “the … burden to justify any changes with regard to legacy members [should] be substantive.”94 For these types of benefits, “the court [must] specifically weigh[] the” unique characteristics of the proposed reductions, and either the justifications for them or the potential effect on the employees whose benefits are to be cut, or both, as appropriate.95

The final, third category of benefits (sometimes referred to below as Type 3 benefits), then, is comprised of those that are not covered by contract and that have not been extended to future work by explicit statutory provision. Nothing less than such an explicit commitment can restrain a legislature from altering any benefits it has conferred for work not yet performed. For if a legislature has not bound itself, then by the very nature of legislative power it maintains the right to alter its offer to current or future government employees just as it has the right to change the terms under which it will offer other future government contracts or to legislate generally. “The contract clauses do not foreclose government action which reflects changing concepts of public policy, concomitantly granting government the power to make illegal that which was previously legal.”96

This right to reduce Type 3 benefits is essentially complete. It includes even the power to abolish, from the date of the legislation, all pension benefits for all Type 3 work and therefore includes all lesser changes or reductions, including a switch from defined-benefit pensions to defined-contribution pensions97 for all Type 3 work or any changes within a defined-benefit system.

This legislative autonomy does no injustice to government employees. Those employees, like private employees, train for the work they wish to do (as by schooling or apprenticeship) without knowing whether they will be able to get jobs in their fields, much less how much they might be paid or what their benefits will be. They, like their private-sector counterparts, take the jobs offered to them because they are willing to exchange their work for the pay and benefit package offered to them. If that package is changed—if the pay or benefits offered for the coming year are reduced—then they are free to go out into the market to seek better wages and benefits, as and if they can.

If they can’t—if no one will offer them the higher benefit package that the government employer is no longer offering—this is a fairly good indication that the government-benefit package had been too generous initially and ought to be reduced. The wage and benefits package that government employers should be offering is one that leaves government workers relatively indifferent between holding a government or a private-industry job. If government jobs are special, highly compensated plums in an industry, then the government compensation for those jobs is too high—higher than the market will properly bear.

Two problems arise if the government is compensating employees more than the market will bear. The first is that this is an obvious inequity to privately employed taxpayers. They are paying more tax than they should, or receiving fewer government benefits than they should, so that some lucky neighbors can make more than they would be able to make in non-taxpayer-funded positions. The second is that these overcompensated government jobs then become comfortable prizes that government officials, whether elected or appointed, can hand out to friends, relatives, contributors, or otherwise-connected “insiders.” This is the very heart and touchstone of government corruption.

Finally, the California courts’ long-standing misinterpretation of government workers’ contract rights should not be used to itself justify the continuation of that interpretation. That is to say, workers should not be found to have developed cognizable reliance interests in the maintenance of current levels of pension benefits for Type 3 work simply because courts have in the past required that such levels be maintained. A rule of interpretation that stopped courts from correcting past doctrinal error for future application because interested parties expected that the error would never be corrected would effectively stop courts from correcting any doctrinal mistakes. The best way to respect worker reliance on the courts’ previous interpretations is to respect Type 1 benefits (i.e., benefits that have already been earned) and not—under ordinary circumstances—to retroactively adjust those benefits downward on the basis of a current change in doctrine.

The California Rule, then, as currently understood, perpetrates an inequity on all taxpayers who are not themselves government workers by conflating Type 3 benefits with Types 1 and 2. Barring Type 3 benefits from reduction in the current conditions, when pension-funding payments are having such a significant effect on local governments’ ability to provide basic services, endangers the residents of those localities.

The current ban against Type 3 benefit reductions is also inequitable to younger workers. Under the current interpretation, older workers hired in more flush—or foolish—times have locked-in benefits. To pay for these benefits, cuts are being made everywhere—including to the pay and benefits of newer employees. The result is that these newer employees, the ranks of whom are likely—particularly in California—to contain more women and minority-group members, make less in benefits than their older colleagues make and will never be able to catch up. This pay and benefit structure seems to violate particularly topical modern mores and basic considerations of fairness.98

For all of these reasons, the California Supreme Court should plainly declare that no statutory or contractual changes to Type 3 benefits create any constitutional problems or merit any judicial review of their content. In the language of the appellate court rulings, this declaration could take the form that no reductions, however significant, to Type 3 benefits constitute material changes to (accrued) employee pension benefits, properly understood. Alternatively, or additionally, the court might declare that no such changes can deprive any employee of a reasonable pension and therefore need not be balanced by any offsetting pension-benefit increases. Or it might abandon the language of the appellate courts and the accreted language of the California Rule and speak anew. (It is, after all, the court of final determination on questions of California law; it can speak anew, and it should do so, if clarity requires.) The key from a policy perspective is that it frees California’s lawmakers to adjust Type 3 benefits as they see fit.99

The Aftermath

Significant positive results can be expected to follow a decision on the model suggested above. All of the state’s subsidiary pension systems will initially be permitted and obliged to enact the provisions of PEPRA, which will bring some instant initial savings. Then, though, the legislature will be obliged to act again to give the pension systems throughout the state additional room to reduce their benefits.100

The legislature would be wise to craft this legislation carefully to take full advantage of the license offered by the California Supreme Court’s ruling, while avoiding instant, colorable objections by the unions to its efforts and yet building a record for further action should it be needed. Toward this end, the legislation should have four primary goals.

•  First, it should forbid, statewide, some of the worst excesses that have marked the state pension system in recent decades.

•  Second, it should empower subsidiary pension organizations, or voters by referendum at the state or municipal level, to make deeper cuts.

•  Third, it should restrict the changes in these first two categories entirely to Type 3 reductions—the type that the California Supreme Court should render effectively unreviewable by the courts. This is necessary for two reasons: to make sure that the reductions will not be subject to long delay and possible defeat in the courts, and to provide a practical illustration as to whether these Type-3-only cuts are sufficient to save the system in an equitable manner.

•  Fourth and finally, the legislation should require CalPERS to undertake a comprehensive study to determine the full extent of the state’s unfunded pension liability assuming the baseline established by the legislation itself and under a variety of discount-rate scenarios. The legislation should mandate extremely detailed and comparative analysis and should include details such as how much funding would be spent to fully satisfy double-dip pensioners;101 pensioners who already collect, or stand to collect, annual benefits in excess of certain threshold amounts;102 and pensioners who already collect, or stand to collect, annual benefits higher than various multiples of some inflation-adjusted percentage of their final years’ salary.

This fourth step is not academic; it is critical. It is unclear whether the pension-funding crisis can be solved only by Type 3 benefit reductions. It is also unclear whether the pension-setting process that has dominated in recent decades bears the exterior hallmarks of good-faith, arm’s-length bargaining in the interests of the general taxpayer rather than insider negotiations between parties dominated by those whose personal interests were to benefit from overgenerous pension promises. Either of these eventualities would be demonstrated by the sort of study recommended here, and either, if competently demonstrated, should allow for measured and equitable reductions of Type 1 and Type 2 benefits.

Another possible area of benefit reduction—one that might nominally, but functionally does not, qualify as either Type 1 or 2 benefits—would be of benefits that were themselves granted retroactively and so could not have arisen as a result of a contractual arrangement or created expectational or reliance interests in workers at any time, because they were never in any real sense “earned” but only granted—genuinely as a gratuity—after the work had been performed. An instance of such retroactive gratuities arises in the post-2000 decision to raise retroactively the pension-benefit multiplier103 from 2 to 3.104 As benefit increases such as these were no more than a boon of the legislature, they should be provided none of the protections that must otherwise be accorded to Type 1 or 2 benefits. On the other hand, though, equity should not permit the courts to sweep away even retroactively granted gratuities upon which citizens, over a number of years, have come to reasonably rely and which they have no means of replacing. The legislature should limit itself accordingly in reducing or eliminating these gratuitous benefits, but it should be vigorous in withdrawing gratuitous pension benefits that do not fall within this narrow equitable exception.

Conclusion

The common understanding of the California Rule has always been an anomaly. Guaranteeing government employees that once they are hired, their pension benefits for the rest of their time with the state can only rise, regardless of political or fiscal conditions within the state, always set those employees apart from private-sector employees and from other government beneficiaries in ways not coherently justified in precedent. Now three California circuit courts and the current administration have all argued that the California Supreme Court has, in fact, never really asserted this incoherent rule—that it has all been a terrible misunderstanding. The California Supreme Court should embrace this opportunity and should disclaim the California Rule. It should then explicitly import into California precedent the commonsense distinction between benefits that have already been earned or contracted for, and thus are staunchly (though not inviolably) protected by the courts, and benefits that have not yet been earned or contracted for, and thus can merit no protection. The circuit courts have provided the supreme court the tools to do so. Should the court act now, California may begin to take material strides to defuse its pension-funding crisis and make its future pension payments equitable to taxpayers as well as to employees and retirees. It may not be the case that full flexibility with Type 3 benefits will be enough fully to defuse California’s pension-funding crisis, but it would represent a useful start.
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  66. “Relevantly” because the court also found the airtime withdrawal to be constitutional on independent grounds that do not implicate the examination of the California Rule that the Marin court undertook and that is the burden of this paper’s analysis. This independent ground is that the “airtime” option was meant to be revenue neutral, not a benefit designed to allow employees to amplify their overall total compensation, and that to the extent that it has become the latter, it represented an illegitimate and unauthorized pension benefit that could be stopped even under the broadest understanding of the California Rule without requiring the state or its instrumentalities to offer any compensatory increase in other benefits. See Cal Fire, 7 Cal. App. 5th at 120, 130–32.

  67. See id. at 131.

  68. See supra notes 49, 50.

  69. See supra page 14.

  70. See Intervenor and Respondent State of California’s Answer Brief on the Merits 17, Cal Fire Local 2881 v. CalPERS, Case No. S239958 (submitted Nov. 6, 2017) (hereinafter “Brown Administration Brief”).

  71. See id. at 38 n.12 (citing Amy Monahan, Statutes as Contracts? The “California Rule” and Its Impact on Public Pension Reform, 97 IOWA L. REV. 1029 (2012)).

  72. See Brown Administration Brief at 36.

  73. See id. (The California Supreme Court’s “precedent requires looking more broadly at the reasonableness and necessity of the impairment, not just at whether there are comparative new advantages. ‘An impairment may be constitutional if it is reasonable and necessary to serve an important public purpose.’” (quoting US Trust Co. of New York v. New Jersey, 431 U.S. 1, 25 (1977)).

  74. Id. at 38 (quoting International Assn. of Firefighters v. City of San Diego, 34 Cal. 3d 292, 301 (1983); Allen v. City of Long Beach, 45 Cal. 2d 128, 131 (1955)).

  75. Id. at 39 (quoting Miller, 18 Cal. 3d at 816).

  76. Id. at 45 (quoting US Trust Co., 431 U.S. at 30–31).

  77. Id. (quoting Baltimore Teachers Union, Am. Fed’n of Teachers Local 340, AFL-CIO v. Mayor & City Council of Baltimore, 6 F.3d 1012, 1019 (4th Cir. 1993)).

  78. 19 Cal. App. 5th 61 (Jan. 8, 2018).

  79. See id. at 79 (“We believe that the trial court erred in refusing to determine whether legacy members have a vested right to be free from this uncertainty. In sum, since we conclude that subdivision (b)(1) represents a change to prior CERL law, it must be subjected to a vested rights analysis to determine whether legacy members have the right to have their pensions calculated without reference to its new prescriptions.”).

  80. See id. at 79–101.

  81. See id. at 114 (“Recently, our colleagues in Division Two addressed this same issue with respect to legacy members of the Marin CERA [County Employees Retirement Association] and concluded that the amendment of section 31461 did not amount to an unconstitutional impairment of vested pension rights. As this issue is crucial to the resolution of our case, we will discuss the Marin holding in some detail. Preliminarily, however, we review precedent, specific to our high court, delineating the scope of a public employee’s vested pension rights.” (internal citations omitted)).

  82. See id. at 93–94 (“After tracing the origin of the ‘must’ language to a 1969 appellate court decision and establishing that it has never again been reiterated by the Supreme Court, Marin makes, we feel, a convincing argument that the use of ‘must’ in Allen II was not ‘intended to herald a fundamental doctrinal shift.’ Thus, according to Marin, the high court’s vested rights jurisprudence generally requires only that detrimental pension modifications should (i.e., ought) to be accompanied by comparative new advantages.…” (internal citations omitted)). The press broadly treated Alameda as a victory for the government-employee union position, but the unions themselves understood it to be the sort of win King Pyrrhus would have recognized and rued. The union petitioned the Supreme Court for review of the Alameda decision, arguing that “the Court should grant review because the appellate court flatly refused to follow this Court’s longstanding precedent requiring that any detrimental changes to pension rights ‘must’ be offset by new advantages.” Petition for Review, Alameda County Deputy Sheriff’s Assn. et al. v. Alameda County Employees’ Retirement Assn., et al., Case No. A141913 (submitted Feb. 2018).

  83. Alameda, 19 Cal. App. 5th at 94 (quoting Marin, 2 Cal. App. 5th 674, 699).

  84. Id.

  85. Id. at 97. The “may” in this sentence is startling. A standard that demonstrates that total system collapse awaits the failure of pension reduction, and yet says that may still not be enough evidence to justify the reduction, is a facially erroneous standard.

  86. Id.

  87. Id. at 97–98.

  88. See Marin, 2 Cal. App. 5th 674, 694 (“Plaintiffs candidly admit, ‘In practice, this means that for existing employees, any changes must generally be neutral with regard to the overall benefit provided and cannot represent a net decrease in the pension benefit.’ Less ambiguously, they assert ‘neither Marin CERA nor the Legislature can now curtail those benefits.’ Plaintiffs insist that if their position is not vindicated on this appeal, California will have returned to ‘the view that public employee pensions are mere ‘gratuities’ to be granted or taken away at the whim of the employer.’” (internal footnote omitted)).

  89. See id.; Shepard, Lead Lemming, supra note 10, at § II.C.1 (citing Eddy v. Morgan, 75 N.E. 174 (Ill. 1905)); Dodge v. Bd. of Educ., 302 U.S. 74, 78–79 (1937); Andria L. Bentley, Comment, The New York State Comptroller as Sole Trustee of the Common Retirement Fund: A Constitutional Guarantee?, 72 ALBANY L. REV. 763, 767 (2009) (citing Roddy v. Valentine, 197 N.E. 260, 262 (N.Y. 1935) (reviewing the mutation of pension protections in New York from pure gratuities to something approaching quasi-contract, but recognizing that even as of 1935, such pension benefits could be stripped entirely away even after an employee’s retirement); Note, Public Employee Pensions in Times of Fiscal Distress, 90 HARV. L. REV. 992, 994–1003 (1977).

  90. See Marin, 2 Cal. App. 5th at 694.

  91. Consider, for example, the unilateral contract, wherein the promisor makes a promise that the promisee accepts by performing per the promisor’s wishes. Performance creates in the promisor the obligation to pay per the promise. See, e.g., Contract, BLACK’S LAW DICTIONARY 224–27 (abridged 6th ed. 1991). With regard to principles that inform quasi-contract, consider promissory estoppel, or “that which arises when there is a promise which promisor should reasonably expect to induce action or forbearance of a definite and substantial character on part of promise, and which does induce such action or forbearance, and such promise is binding if injustice can be avoided only by enforcement of promise.” Promissory Estoppel, BLACK’S LAW DICTIONARY 843.

  92. See, e.g., Shepard, Lead Lemming, supra note 10, at § III.B (citing David A. Skeel Jr., States of Bankruptcy, 79 U. CHI. L.R. 677, 679–80 and passim (2012)).

  93. See Brown Administration Brief, supra note 70, at 36–45.

  94. Alameda, 19 Cal. App. 5th 61, 94.

  95. Id.

  96. Marin, 2 Cal. App. 5th 674, 703.

  97. “‘Defined-contribution’ (DC) pensions are retirement benefit plans in which [regular] payments are made by management into personal accounts owned by employees. Once those payments are made, the employer has no further financial obligations. The eventual pension payouts will be a function of the market performance of whatever investments are chosen by individual employees. This stands in contrast to ‘defined-benefit’ (DB) programs.… Under DB programs, employees are promised various levels of retirement payments calculated through arcane formulas that leave management mostly uninformed as to the level of funding obligation to which they have agreed. In many cases, those liabilities turn out to be much larger than expected.” Scott Shepard, Following in TriMet’s Tracks: Defined-Contribution Pensions a Necessary First Step to Oregon’s Fiscal Health (Cascade Pol’y Inst., Working Paper, Feb. 2018).

  98. Another way that the current reading of the California Rule hurts younger workers—and previously hurt workers who now have retired or are nearing retirement—is by tying government workers to their jobs (or, at least, to continuous government work in the state in which they start) and by deferring so much of their income into retirement. Chad Aldeman and Kelly Robson discovered in a recent study that “states’ own assumptions show that on average, more than half of teachers do not receive any employer pension benefits because they leave before they are eligible. Just one in five stays on the job long enough to receive full benefits at retirement.” Chad Aldeman & Kelly Robson, Why Most Teachers Get a Bad Deal on Pensions, EDUCATION NEXT (May 16, 2017).

  99. There is an additional complication that could be thought to create a fourth type of pension reduction: a reduction that has some effect on already accrued benefits and some effect on benefits yet to be accrued. The Marin court asserts that the withdrawal of pension-spiking opportunities, because it applies only after a certain date and does not reach back to take away already-granted pensions based on spiked calculations, is purely prospective. See Marin, 2 Cal. App. 5th 674, 704–5. By one definition, this is literally and self-evidently true. By another, the question is less clear. Assume, for instance, that pension spiking had been explicitly blessed by California state law, rather than merely tolerated, prior to 2013. If this were true, then its curtailment in and after 2013 would at least arguably retract a benefit that had already been earned—the right to pension spike with regard to that portion of the pension already accrued in and before 2012.

Another example helps to clarify the problem. Imagine that in 2019 the California legislature reduced the multiplier for pension calculations back down to 2, from the 3 to which it was raised in 2001. See infra notes 103, 104. If the legislature limited the effect of this change to benefits accrued after the legislation passed, this would constitute only a Type 3 change. To the extent the reduction applied to benefits that had already been accrued, i.e., to work performed before the passage of the legislation, it would be a Type 1 change. This example presents few problems, however, and need not implicate a fourth category of analysis, because it is so easily divisible. The wholly prospective effects should be ratified by the courts without further analysis. The retrospective effects should be analyzed as a Type 1 change. Should the prospective move pass muster while the retrospective portion fails of it, the prospective portion should be maintained even while the retrospective is struck down, unless such a division has been forbidden expressly by the legislature, in respect for the forward-looking rulemaking authority that is central to the legislative power. See, e.g., Marin, 2 Cal. App. 5th 674, 703. The practical application of this conclusion will be to apply a “blended” multiplier between 2 and 3 based on the number of years in which the employee accrued benefits under each legislative rule.

As the second example illustrates, there will be fewer real potential “Type 4” situations than might initially be expected. Where they arise, though, as arguably in the Marin pension-spiking analysis, then the best course is to analyze the whole reduction using the more careful Type 2 scrutiny, in respect for the fact that a plausible claim that some—but no plausible claim that all—of the reduction implicates benefits that have already been earned.

100. See, e.g., Court Renders Ventura County Pension Reform Measure Dead on Arrival, CALIFORNIA COUNTY NEWS (Aug. 11, 2014) (pension reform ballot measure in Ventura County canceled, despite getting requisite number of voter signatures to make the ballot, because withdrawal from CalPERS structure requires legislative approval).

101. Cuts that look to trim pensions that exceed the Internal Revenue Service’s standard public-pension limit—a limit that already exceeds $200,000 per year—should fall within this ambit. See, e.g., Ed Mendel, “Excess” Pension Payments Grow then Phase Out, CALPENSIONS (Jan. 8, 2018).

102. See id. Transparent California hosts information about individual government-employee pension benefits, available at https://transparentcalifornia.com.

103. Here is how the benefit multiplier works. An employee takes the number of years she has worked and multiplies that number by the multiplier. The resulting number is turned into a percentage. Then that percentage is multiplied by the employee’s final-year salary, or an average of the salaries of the worker’s last three years, or whatever the formula dictates. This final number is the retiree’s initial annual pension benefit. An example: Assume a worker has worked for 30 years and that the multiplier is 3. These numbers, multiplied, make 90. When 90 is converted into a percentage, it makes 90 percent, or 0.90. Now assume that the employee made an average $100,000 salary over the employee’s final three years. $100,000 × 0.90 = $90,000, which would be that employee’s initial pension benefit.

104. See, e.g., Daniel Borenstein, Appellate Court Issues Major Pension Reform Ruling, SAN JOSE MERCURY NEWS (Apr. 20, 2017). As the calculation in the previous footnote suggests, this retroactive grant massively increased pension benefits—increased them by 50 percent, in fact, in the standard case—just at a time when the high-powered economy of the late 1990s was slowing considerably. It, and the contrived barrier to its swift repeal in the face of changed economic conditions that is the current California Rule, is significantly responsible for the funding crisis that exists today.
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