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 California’s Canary in the Coal Mine: 
Public Pension Underfunding 

 James P. Baker 

 L ife for a canary in a coal mine can perhaps best be described 
in three words—dirty, dark, and scary. Until the early 20th cen-

tury, coal mines did not use ventilation systems, so miners would 
routinely bring a caged canary into a coal mine as a detector for 
deadly gases such as methane and carbon monoxide. As long as the 
canary kept singing, the miners knew the air supply was safe. If the 
canary died, it meant that the coal mine needed to be immediately 
evacuated. 

 Like a canary in the state’s financial coal mine, the life of California’s 
public pension system is also dirty, dark, and scary. California’s public 
pensions are dirty because CALPERS, the state’s largest pension trust 
fund (holding $204 billion in assets), is reeling from charges of fraud 
and corruption. On May 5, 2010, California’s Attorney General filed 
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a lawsuit against two former CALPERS executives, seeking $95 mil-
lion in restitution. These former CALPERS insiders purportedly made 
millions by selling CALPERS bad investments. The lawsuit alleges 
that CALPERS’s former chief executive officer, Fred Buenrostro, and 
Alfred Villalobos, a former CALPERS board member who became a 
“placement agent,” acted improperly in connection with investments 
CALPERS made with Apollo Global Management. Defendants alleg-
edly caused CALPERS to invest $600 million in Apollo in July 2007 for 
a 9 percent stake in the firm. The value of that investment has now 
declined by about 66 percent. 1    The civil fraud lawsuit further alleges 
the defendants were the beneficiaries of a system of kickbacks. 
Millions of dollars were purportedly paid to defendants in exchange 
for their help in winning a piece of CALPERS’s lucrative investment 
portfolio. 

 California’s public pension system is also dark and scary. The size of 
California’s pension underfunding problem is elephantine. California’s 
contributions to the CALPERS system have risen from $145 million in 
the 2000–2001 fiscal year to $3.5 billion in the upcoming 2010–2011 
fiscal year. 2    California’s funding numbers do not yet reflect the col-
lapse of the stock market during 2008 and 2009. Additional spending 
increases will be needed to pay for that. 3    Part of the problem is that 
California’s retirement programs are “wage-indexed.” 4    This means that 
a 10 percent higher gross rate of wages doesn’t just raise taxes on 
those wages, it also raises the annual benefits of all future retirees by 
10 percent. 5    When spending rises with both wages and extra years 
of retirement benefits, extra economic growth just does not provide 
any reprieve from fiscal imbalances. So much of California’s spend-
ing is devoted to retirement benefits that the growing costs of retire-
ment tend to swamp gains the state might achieve in holding down 
the ever smaller portion of the state budget devoted to discretionary 
spending. 6    

 Governor Arnold Schwarzenegger recently stated that “I will not 
sign a budget until we fix our broken pension system.” 7    Pointing to 
the $6 billion in state worker retirement costs, the governor said this 
year’s pension funding costs are more than the  combined costs  of 
California’s Welfare to Work program, child care, mental health ser-
vices, and in-home support services. 8    

 Pension underfunding is not just a state problem, it also affects 
almost every city and county in California. For example, earlier in 
May, the former mayor of Los Angeles, Richard Riordan, stated, “Los 
Angeles is facing a terminal fiscal crisis, between now and 2014 the 
city likely will declare bankruptcy.” The cause—Los Angeles retire-
ment costs will balloon by $2.5 billion in the next four years. 9    

 On May 4, San Diego City Attorney Jan Goldsmith filed a  writ of man-
damus  seeking a court order to force city employees to pay “substan-
tially equal” contributions to the retirement system. San Diego’s pension 
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board estimates its annual contribution will be more than $230 million 
on a total unfunded liability of $2.1 billion in the next fiscal year. 

 Vallejo, California, has already sought bankruptcy protection due 
to its pension obligations. Bankruptcy, however, has been a tough 
road. Vallejo has lost its credit rating and can no longer market new 
bonds. Meanwhile, Orange County has filed a lawsuit challenging the 
retroactive pension increases given to deputy sheriffs. The trial court 
ruled against Orange County, but the case is now up on appeal. 

 Making the public pension underfunding crisis even worse is bad 
demographics. The good news is that Californians are living longer. 
The bad news for public employers is that the longer California’s pub-
lic retirees live, the costlier their retirement benefits become. 

 California is not alone. Virtually every state in the union has a 
significant underfunded pension problem. The American Enterprise 
Institute (AEI) estimates that state pension funds are currently under-
funded by over $3 trillion. This figure is more than six times the $438 
billion in underfunding the state pension plans themselves report. This 
April 6, 2010, the AEI report states that one of the causes of this under-
funding in state pension systems is that their accounting practices are 
inaccurate and outmoded. Public-sector pensions, for example, calcu-
late the present value of liabilities by discounting future benefit costs 
at the interest rate projected for the plan’s assets. In effect, discount-
ing is reverse compounding: It reduces a future benefit amount by a 
given interest rate for each year between the present and the time it 
will be paid. For example, a benefit liability of $1 million one year 
from now would, at a 5 percent discount rate, have a present value 
of $952,380,000. Meanwhile, most states use unrealistic rates of return 
on invested assets. State pensions, on average, project future nominal 
returns of 8 percent; the lowest projected rate of return for a state 
pension fund is 7 percent and the highest is 8.5 percent. 10    

 AEI estimates that California has a pension funding shortfall of 
$454 billion, followed by New York with $284 billion, and Illinois 
with $208 billion. Given the sheer size of these liabilities, public sec-
tor pension debt on average is more than three times that of existing 
state borrowing. 11    

 Compounding the underfunding problem of state pensions is 
that governmental plans are lightly regulated. Congress, of course, 
exempted itself and other government employers from the rigors 
of complying with the Employee Retirement Income Security Act of 
1974 (ERISA). Although ERISA provides cradle-to-grave regulation of 
private sector pension plans, it does not regulate the funding or the 
vesting of pension benefits in the public sector. 12    

 In California, and in most other states, public employee pension 
benefits are guaranteed by law, legal precedent, or the state consti-
tution. The facts show that when the rubber meets the road, public 
pension benefits are not reduced even when governments face severe 
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economic distress. In the 1970s when New York City faced an extreme 
financial crisis, it cut jobs, froze employee pay, and imposed losses 
on its bond holders, but New York never failed to pay its retirees 
their benefits. Likewise, when Orange County, California, declared 
bankruptcy in the early 1990s, it was forced to cut 1,600 public sector 
jobs and it defaulted on $1.1 billion of its own bonds. Nevertheless, 
Orange County continued to pay all of its vested pension obligations 
in full. 

 Is a Public Pension a Unilateral Contract? 

 Most courts think so. The California Courts like to remind us that 
“unlike other terms of public employment, which are wholly a  matter 
of statute, pension rights are obligations protected by the contract 
clause of the federal and state Constitutions.” 13    As the California 
Supreme Court explained early on in  Kern v. City of Long Beach : 14    

  Public employment gives rise to certain obligations which are 
protected by the contract clause of the Constitution, including 
the right to the payment of salary which has been earned. . . . 
Since a pension right is an ‘integral portion of contemplated 
 compensation’ . . . it cannot be destroyed, once it has vested, 
without impairing a contractual obligation. 15     

 Parking lot disclaimers (adhesion contracts) stating the lot owner 
is not responsible for break-ins or auto thefts is a type of unilateral 
contract. Unilateral contracts are contracts where only one party to 
the contract makes a promise. Rewards are another type of unilat-
eral contract. A missing dog flyer posted by “A” with a promise to 
pay $100 to the person who finds his dog, Fluffy, presents a good 
example. A passerby named “B” who reads A’s flyer about Fluffy is 
not obliged to look for Fluffy. But if B finds Fluffy and returns Fluffy 
to A, then A must pay the $100 reward to B. The consideration B gave 
for this contract was giving up his right to do something else when 
he decided to go out and find Fluffy. 

 Our courts have long held the view that pensions are a form of 
unilateral contract. For example, in  Pennie v. Reis , 16    the Supreme 
Court found that the right of a San Francisco police officer’s estate to 
a $1,000 death benefit was much like the $100 reward for the safe 
return of Fluffy. Ten days before the police officer died the State of 
California repealed the Police Officers’ Fund and replaced it with 
a new fund that did not offer a death benefit. The police officer’s 
estate sued the Treasurer of the Police Officers’ Fund. Ultimately the 
California Supreme Court held the repeal of the Officers’ Fund was 
lawful. The US Supreme Court affirmed, explaining that the deceased 
officer’s interest in the fund was “a mere expectancy created by the 
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law and liable to be revoked or destroyed by the same authority. 17    
Because the law was repealed before the officer’s death, the officer’s 
“expectancy became impossible of realization.” 18    

 This unilateral contract approach to pensions is familiar to ERISA 
practitioners. A pension plan retroactively amended to prevent the 
distribution of pension benefits until the retiree reached 65 was found 
to be an unlawful modification of a unilateral contract in  Denzer v. 
Purofied Products Profit Sharing Plan . 19    Prior to Mr. Denzer’s retire-
ment, the Purofied Profit Sharing Plan permitted a distribution of plan 
benefits at the termination of employment without cause. After 16 
years of employment, Mr. Denzer quit. Six months after Mr. Denzer’s 
resignation, Purofied amended the plan, eliminating the right to a dis-
tribution at the termination of employment. Mr. Denzer sued, alleging 
that “the amended Claim could not be applied retroactively to deprive 
him of a right which vested in him under the old plan; that is, the 
right to receive benefits upon termination of employment without 
cause.” 20    The District Court reasoned that once the plaintiff performed 
the conditions of the offer, the pension benefits vested and a binding 
unilateral contract existed which could not be modified without the 
plaintiff’s consent. 21    A number of the circuit courts of appeal have 
agreed that a pension plan is a unilateral contract that cannot be ret-
roactively modified. 22    

 In California the unilateral contract theory was applied early on 
to yet another case involving a retroactive pension plan amendment, 
 Kern v. City of Long Beach . 23    Mr. Kern had been a fireman for the City 
of Long Beach for 19 years and 11 months. When he began working 
as a firefighter, the city’s charter had a provision that provided a pen-
sion for firefighters equal to 50 percent of annual salary after complet-
ing 20 years of service. For 15 years of his service, 2 percent of his 
pay had been deducted and paid into the pension fund. Just 32 days 
before Mr. Kern completed his required 20 years of service, a new 
section was added to the city charter repealing its pension provisions 
and eliminating pensions to all persons not already eligible for retire-
ment. 24    Upon finishing his 20 years of service, Mr. Kern asked that he 
be retired and paid his pension. The city refused. Mr. Kern then filed 
suit. 25    The Supreme Court decided that Mr. Kern’s right to his pension 
benefits vested upon his acceptance of employment: 26    

  Thus, it appears, when the cases are considered together, that an 
employee may acquire a vested contractual right to a pension but 
that this right is not rigidly fixed by the specific terms of the leg-
islation in effect during any particular period in which he serves. 
The statutory language is subject to the implied qualification that 
the governing body may make modifications and changes in 
the system. The employee does not have a right to any fixed or 
definite benefits, but only to a substantial or reasonable  pension. 
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There is no inconsistency therefore in holding that he has a vest-
ed right to a pension but that the amount, terms and conditions 
of the benefits may be altered. 27     

 The California Supreme Court found that Mr. Kern had a vested 
pension right and that the City of Long Beach, by repealing his pen-
sion, had improperly attempted to impair his constitutionally pro-
tected contractual obligations. 28    A more refined version of this “vested 
rights” doctrine was later articulated by the California Supreme Court 
in  Betts v. Board of Administration : 29    

  A public employee’s pension constitutes an element of compen-
sation, and a vested contractual right to pension benefits accrues 
upon acceptance of employment. Such a pension may not be 
destroyed, once vested, without  impairing a contractual obligation 
of the employing public entity [citing  Kern]. The employee does not 
obtain, prior to retirement, any absolute right to fixed or specific 
benefits, but only to a “substantial or reasonable pension.”   

 In summary, a public pension is commonly viewed as a unilateral 
contract. “By entering public service an employee obtains a vested 
contractual right to earn a pension on terms substantially equivalent 
to those then offered by the employer, and to earn additional pen-
sion benefits pursuant to improved terms conferred during continued 
employment.” 30    This means that a public employee has a vested right 
not merely to preserve the pension benefits already earned, but also 
to continue to earn pension benefits under the terms originally prom-
ised through continuing service. 31    

 To determine whether a particular change to retirement benefits 
impairs a constitutionally protected vested right involves a two-step 
test. The first question is whether the change actually alters the contract 
between the employer and the employee. If it does, the next question 
is whether the change constitutes a reasonable modification. 

 Step One: What Do the Terms of the Governing 
Statute or Ordinance Say? 

 To determine if a proposed change impairs a public employee’s 
vested rights to a pension depends upon how the member’s rights are 
defined under the terms of the governing “contract.” 32    The nature and 
the extent of a member’s vested rights to a retirement benefit must be 
determined from the language of the statute and other legally opera-
tive documents, such as the resolutions implementing the retirement 
plan—for example, looking at the city charter or ordinance,  Ventura 
County Retired Employees Assoc. v. County of Ventura . 33    

 The scope of a public pension member’s vested rights is thus 
determined by examining the terms of the underlying promise. For 
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 example, if a member’s contribution rate to a pension plan is fixed 
and the pension plan does not give the plan sponsor the right to 
change the rate, any increase in the pension rate constitutes an 
impairment. 34    

 The Federal Contract Clause provides: “No state shall . . . pass any . . . 
Law impairing the Obligation of Contracts.” 35    To determine whether a 
legislative enactment violates the Contract Clause, the Supreme Court 
developed a three-part test. 36    Under this test, a court is to first ask 
whether a contract exists. If it does, the court is then to determine 
whether the law in question impairs an obligation under the contract. 
If it does, the court is then to inquire whether the asserted impair-
ment can fairly be characterized as substantial. If the answer to each 
of these three questions is “yes,” a federal court is compelled to void 
the proposed application of the challenged state law. 37    

 The second question, whether the state law has operated as a sub-
stantial impairment of a contractual relationship is the critical ques-
tion. 38    The successful defense of legislation amending the Oregon 
Public Employees Retirement System (PERS) shows how this process 
works. Oregon’s new public pension legislation was aimed at chang-
ing future benefit accruals. It did not change any of the Oregon legis-
lature’s earlier promises. 39    For the sake of full disclosure, please note 
that the author successfully represented the Oregon Public Employee 
Retirement System in this case. The Oregon employees alleged that 
the legislature could not change the employees “immutable” right to 
have the state contribute 6 percent of their pay to their retirement sys-
tem accounts. 40    The Oregon Supreme Court ruled that the legislature 
“did not promise that PERS would be maintained so that the Money 
Match remains the primary calculator of member service retirement 
allowances. . . .” 41    The Oregon legislation eliminated the employees’ 
right to contribute 6 percent of their salaries to the “regular” account 
and redirected the employees’ contributions to an “Individual Account 
Plan.” 42    Importantly, unlike the balances in the regular accounts, “the 
balances held in members’ Individual Plan Accounts will not be 
annually credited at not less than the assumed earnings rate and, at 
retirement, will not be subject to employer matching under the Money 
Match or be enhanced by annual cost of living adjustments.” 43    

 The employees filed a parallel federal action challenging these 
changes to the Oregon Public Employees Retirement System under 
federal law. 44    In rejecting the employees’ claims along the same 
lines as the Oregon Supreme Court did in  Strunk,  the Ninth Circuit 
explained that there was no “clear indication” that the Oregon legis-
lature intended to be contractually bound to never change the PERS 
retirement benefit formula: 

  For many decades, this Court has maintained that absent some 
clear indication that the legislature intends to bind itself contractu-
ally, the presumption is that “a law is not intended to create private 
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contractual or vested rights but merely declares a policy to be pur-
sued until the legislature shall ordain otherwise.”  Dodge v. Board 
of Education,  302 U.S. 74, 79 (1939). . . . This well- established 
presumption is grounded in the elementary proposition that the 
principal function of a legislature is not to make  contracts, but to 
make laws that establish a policy of the state. . . . Policies, unlike 
contracts, are inherently subject to revision and repeal and to 
construe laws as contracts when the obligation is not clearly and 
unequivocally expressed would be to limit drastically the essential 
powers of the legislative body. . . . Thus, the party asserting the 
creation of a contract must overcome this well-founded presump-
tion,  Dodge, supra,  302 U.S. at 79, and we proceed cautiously both 
in identifying a contract within the language of a regulatory statute 
and in defining the contours of any contractual obligation. 45     

 Step Two: Is the Proposed Change a “Reasonable” 
Modification? 

 In California, a public pension plan can be modified before an 
employee retires for the limited purpose of keeping the pension 
system financially afloat. 46    Any modification to a California public 
pension must be “reasonable” as determined under this two-part 
test. Under the first part, if the change results in a disadvantage to a 
pension member, it must be accompanied by a comparable, offset-
ting advantage. 47    Under the second part of this test, the modification 
of pension rights must bear some material relation to the theory of a 
pension system and its successful operation. 48    

 California public employers have been successful in applying the 
reasonable modification doctrine in only a small number of cases. 
In most cases, the California courts have concluded there were 
insufficient offsetting advantages to warrant the change. To deter-
mine if a disadvantage to a public employee is offset by a com-
parable new advantage, California courts focus on the particular 
employees who are disadvantaged and whether those employees 
tend to gain advantages from the proposed pension plan change. 49    
Making a change to a public pension plan so that a person con-
victed of a felony forfeits all pension rights was not “reasonable.” 
According to the California Supreme Court, this forfeiture was a 
“detriment” without any corresponding advantage to the disadvan-
taged employee. 50    

 The “comparable new advantages” test was used to invalidate 
an increase in the employee contribution rate to a retirement sys-
tem from 2 percent of salary to 10 percent. 51    There, the California 
Supreme Court held that the 8 percent increase constituted a sub-
stantial increase in the cost of the pension without any correspond-
ing increase in the amount of pension benefit payments. 52    In other 
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words, when the employee’s contribution rate is a fixed element of 
the pension system under the governing documents, the rate cannot 
be increased unless the employer receives comparable new advan-
tages for making an increased contribution. 53    On the other hand, 
a “comparable offsetting advantage” was found when the public 
employee retirement law was changed to eliminate the ability of 
state employees to retire at age 55. 54    Mr. Amundsen filed suit when 
he learned of the change as he was on the verge of turning 55. He 
claimed his pension rights had been impaired because the new law 
required state employees to complete five years of service before 
retiring. 55    An offsetting comparable advantage was found by the 
court upholding the new law because the amount of employee con-
tributions was decreased and substantially higher pensions would 
be paid. 56    

 What Is a “Material Relation” to the Theory 
of a Pension System? 

 There is not a lot of case law on this issue. As mentioned above, 
eliminating pension rights for members who are convicted of a felony 
does not have a “material relation” to the theory of the pension sys-
tem or its successful operation. 57    In the same vein, the  Allen v. City of 
Long Beach  decision dealing with the 8 percent increase in employee 
contribution rates was found not to have a “material relation” because 
it had nothing to do with the pension system. The changes were 
needed because newer employees, not eligible for the original pen-
sion, were disgruntled, and the city wished to equalize the compen-
sation of the two employee groups to ease tensions. 58    Probably the 
best description of the “material relation” prong of the reasonableness 
tests, states that the change: 

  Must relate to considerations internal to the pension system, e.g., 
its reservation or protection or the advancement of the ability of 
the employer to meets its pension obligations. Changes made to 
effect economies and save the employer money due “bare some 
material relation to the theory of a pension system and its suc-
cessful operation…” [quoting  Betts,  21 Cal.3d at 864]. That is not 
to say that a purpose to save the employer money is a sufficient 
justification for change. A change must be otherwise lawful and 
must provide comparable advantages to the employees whose 
contract rights are modified. We hold only that the monetary 
objective will not invalidate a modification which is otherwise 
valid. 59     

 Most other states have followed California’s example and adopt 
some form of the unilateral contract approach to enforce the “vested 
rights” of public employees to their pensions. 60    
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 Next Steps? 

 The continuing losses in the stock market this year mean that pub-
lic pensions in the United States are now even more underfunded. 
The continuing lack of funds explains why dozens of retirement plans 
have issued more than $50 billion in pension obligation bonds over 
the past 25 years—more than half of them since 1997 according to 
public records. 61    

 For example, the government of Puerto Rico borrowed $2.9 billion 
through pension obligation bonds in 2008. It bet that it could reap 
annual returns of 8.5 percent investing the money, while paying its 
bond holders 6.5 percent. So far, Puerto Rico’s bet isn’t paying off. 
The 8.5 percent expected rate of return has instead been a loss of 
more than $200 million according to a December 12 presentation by 
pension administrators to the legislature. 62    

 New Jersey likewise sold $2.75 billion of pension bonds in July 
1997. Then-Governor Christine Todd Whitman said at the time that 
the bonds would save taxpayers $47 billion and make the system fully 
funded. But New Jersey’s pension bonds haven’t saved taxpayers one 
cent. To date, the state has lost more than a half billion dollars on 
those bonds, according to state records. 

 As the global economic crisis deepens, public pension funds con-
tinue to lose more money. The solution should not be more account-
ing tricks, according to  Bloomberg . “The best step forward would be 
for states to negotiate benefits down, increase pension contributions 
and reduce the expected rate of return,” said one Texas pension over-
sight board member. 63    

 Faced with these bad demographics, bad financial practices, and 
the alleged constitutionally protected “vested rights” pension benefits, 
what steps can a public employer take to control the ever rising costs 
of pension benefits? 

Assess what retirement promises have been made: 

   • Who made the promises?  

  • Did they have the authority to do so?  

  • How were the retirement promises made (in a board resolu-
tion, ordinance, statute, rule)?  

  • What did the words of the “contract” say?  

  • What do the applicable collective bargaining agreements say?  

  • Has the promise changed over time? In what ways?  

  • What did the legislative body say about making changes to 
retirement benefits?  
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  • Have there been court challenges to changing retirement 
benefits?  

  • What were the results?  

  Assess what options are available to change the terms of the “con-
tract”:  

  • Can the public employer make changes to retiree benefits 
for active employees? For retirees?  

  • What changes are permitted?  

  • Must future changes be offset with comparable advantages?  

  • What changes have been agreed to in collective bargaining 
in connection with pension benefits?   
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