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* California’s public pension crisis is the greatest financial challenge the state has
faced since the Great Depression. Independent experts estimate that state, county, and city
governments will collectively be able to meet only 51 percent of their total pension
obligations. The predicted $576 billion shortfall threatens to seriously disrupt public services
such as schools, roads, parks, libraries, police, and fire departments; slash pension payouts
to millions of public retirees; hurt the investment portfolios of bondholders; trash the credit
ratings and borrowing capabilities of state and local governments; and impose huge tax

burdens on current taxpayers and future generations.

* Politicians of both parties, as well as opportunistic special interests, helped
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STRS), and the University of California Retirement Plan (UCRP). Although the financially

troubled plans claim they can meet 79 percent of their pension promises, even this “admis-

sion” is incomplete; realistic estimates show they can barely cover one half.
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And cities such as Chicago, Los Angeles, New York, and Philadelphia face their own local

1 pension crises. California Dreaming provides a blueprint for America on how to measure
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Synopsis

A crisis of epic proportions is brewing in
California and elsewhere in the United
States, a politically created crisis that threat-
ens to inflict harm on countless residents
and retirees: a drastic shortfall between pub-
lic pension promises and the assets needed
to make good on those promises.

Public pension plans are supposed to be
financed by contributions from government
agencies and their employees, with those
funds invested in profitable assets that enable
the plans to pay the promised benefits for
20, 30, or 40 years after the employees retire.
In California, however, pension officials and
politicians of both political parties deliberate-
ly lowballed the contributions and increased
the promised benefits to such an extent that
the plans won’t be able to cover all of their
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pension liabilities. When the day of reckon-
ing comes, taxpayers will be on the hook

to make up the difference between pension
promises and pension assets.

In California Dreaming: Lessons on How
to Resolve America’s Public Pension Crisis,
economist Lawrence J. McQuillan (Senior
Fellow, Independent Institute) pulls back
the curtains covering the unfunded liability
disaster. After describing the true extent of the
problem, McQuillan focuses on the critical
policy actions that drove Californias public
pension debt sky-high. He also examines a
more fundamental problem: the perverse
incentives of lawmakers and pension officials
that reward them for not fixing the problem
and letting it escalate. Finally, he examines the
immorality of the crisis, the crucial reforms
needed to fix the problem, and the long-term
benefits of a permanent solution.

If reformers heed the analysis and propos-
als presented in California Dreaming, the
prospects for achieving a balanced and equi-
table resolution are favorable, in California
and in any state or municipality struggling
with its own public pension problem. If
not, many opportunities that once made the
Golden State seem like a Promised Land will
quickly evaporate.

California’s Public
Pension Crisis

California has 86 defined-benefit public
pension plans with about 4 million mem-
bers, or roughly 11 percent of the state’s
population. Its state and local government
employees receive defined-benefit pensions
that guarantee specific monthly payments

to retirees for life. The monthly checks are
calculated based on final compensation, age
at retirement, the number of years of service,
and any cost-of-living adjustments.

State and local government public pension
plans say they need $158 billion more in assets
today to make good on their pension promises.
According to McQuillan, however, official
measures of funding status are seriously flawed,
and correct assessments reveal that California’s
public pension systems are in much worse
health than officially reported. When measured
correctly, unfunded public pension liabilities in
the state are nearly four times as large as official
government estimates, reaching a staggering

$576 billion or nearly $15,000 per Californian.

McQuillan examines the history of
California’s Big Three public pension plans
and identifies the critical policy actions that
drove the pension debt sky-high. The history
lesson shows that the unfunded liabilities are
self-inflicted, and not primarily due to the
Great Recession. Most of the critical drivers of
the crisis were set in motion long before 2008.
Poor public governance, not macroeconomic
troubles, drove the severe financial problems.

Four variables affect the health of any
defined-benefit pension plan: (1) employer
contribution amounts, (2) employee contribu-
tion amounts, (3) investment returns, and (4)
promised benefits. McQuillan shows that in
each area, reckless decisions by politicians and
pension officials drove unfunded liabilities
to unsustainable levels, and macroeconomic
developments amplified the poor decisions.

The critical drivers include: funding
pension systems below the annually required
levels; providing contribution holidays and
pension pickups; increasing the riskiness
of investment portfolios over time; setting
unrealistically high actuarial rates of return
and discount rates; underestimating the life
expectancy of pensioners; miscalculating
government workers’ retirement dates; giving
more-generous benefits through formula
enhancements, COLAs, and “skimming”;
lowering the minimum age of retirement; al-
lowing retroactive application of more gener-
ous benefit formulas; and unleashing bidding
among government agencies using pension
benefits to lure new employees.

According to a leading study, California
state workers receive government pensions
about 30 percent larger than their private-

Sector counterparts.

Why Lawmakers Have
Failed to Solve the Problem

McQuillan explains that perverse incentives
of lawmakers and pension officials encour-
age unfunded liabilities to escalate over time.
These harmful incentives exist in any juris-
diction with public governance of defined-
benefit pension plans.

Elected officials know pension recipients
and their families are more likely to vote for
them if they increase pension benefits. Law-
makers seek votes and campaign contribu-
tions by pandering to special interests with

higher pension benefits. Also, many voters



and taxpayers are happy to receive public
services without paying the full cost, mean-
ing the cost that includes the public employ-
ee pension costs.

Pensions are particularly well suited for vote
buying because the full costs of higher pensions
are not realized initially—the pension tsunami
takes years, if not decades, to swell. Lawmakers
can make pension promises today, and the full
cost is pushed into the future, usually after the
legislators have left office.

California lawmakers also promised
generous pension benefits, but contributed
little money up front because they assumed
the contributions would earn a high rate of
return for decades when invested. The Big
Three assume that they will outperform the
average portfolio return in the twentieth
century by 21 percent every year forever. This
risky approach frees up money to be spent on
other programs, but it is a collapsing house
of cards when reality does not match the
politically motivated rosy assumptions.

McQuillan shows that both Democrats
and Republicans played the pension game
because, ironically, these reckless decisions
advanced politicians” short-term interests.
Perverse incentives motivate politicians to

blow a hole in defined-benefit pension plans.

The Immorality of the
Public Pension Crisis

McQuillan explains that the failure to fully
fund the pension promises has allowed the
current generation to receive public services
that they did not fully pay for, pushing the
pension problem onto future generations. This
approach to pension funding produces mas-
sive intergenerational inequity, treating our
children and grandchildren as piggy banks.

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

Future generations will have to forego
government services that their parents and
grandparents enjoyed, such as police and fire
protection, library services, and education,

in order to pay for past pension promises
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they didn’t consent to. This “service-delivery
insolvency” is as real as financial insolvency.
Skyrocketing public pension costs are crowd-
ing out spending on other public services.
Left unchanged, the financial burden of
the pension problem will crush our children
and grandchildren, leaving them with a de-
pleted future and a depleted California. The
responsibility to fix this problem is as great
as any moral imperative because it directly
impacts the quality of life our children will
enjoy and their chances for upward mobility.

A Comprehensive Solution

A true solution to California’s public pension
crisis must do two things: (1) shore up Cali-
fornia’s current public pension plans, and (2)
ensure that California never repeats this crisis.
McQuillan offers six reforms that would solve
California’s pension problem in an equitable,
responsible, and moral way by preserving pen-
sion benefits already earned; allowing govern-
ments, if they choose, to provide competitive
defined-contribution pensions going forward
to all employees; and granting governments
the flexibility needed, so that future genera-
tions are not paying for deals they did not
make. These reforms could be applied any-
where in America facing a similar problem.

The specific recommendations—most of
them already in place in the private sector—
would require financial transparency and full
annual funding of each pension plan without
issuing “pension obligation bonds.” Also, the
reforms would give state and local govern-
ments the flexibility to switch to sustainable
401(k)-style defined-contribution pension
plans going forward for all government
employees. Voters would also be required to
pre-approve any pension plan change that
increases financial obligations.

These reforms are the crucial elements of
a comprehensive solution. They would stop
the problem from getting worse, fully fund
the pension plans without severe hardships
on future generations, and guarantee that the

crisis is never repeated.

How a Comprehensive
Solution Benefits You

The reforms presented in California
Dreaming would provide significant fiscal
benefits for consumers of government ser-

vices, public employees and retirees,

taxpayers, voters, legislators, younger people,
and poorer people.

For example, McQuillan shows that by
freezing the Big Three’s defined-benefit plans
and switching to defined-contribution plans,
California could save at least $6 billion a
year, which would pay for the closure of the
defined-benefit plans over about 30 years, if
the government’s actuarial scenario proves
to be correct. The $6 billion annual sav-
ings would make a significant contribution
toward paying down past pension debt (in
other words, paying for all earned pension
benefits) while capping the debt, limiting
the intergenerational transfer of burdens,
better protecting public services, and provid-
ing pension benefits going forward that are
competitive with those offered in the private
sector. Once the pension debt is paid, the
tremendous savings could be redirected to
restoring public services, such as education,
police and fire protection, libraries, and
roads and bridges, or it could be refunded to
taxpayers for their own retirement savings.
Without the reforms, pension burdens will
be crushing, growing, and repeatable.

McQuillan also explains that current and
future government retirees, in particular,
would be wise to accept the recommended
reforms because the changes would fully pay
for accrued benefits and decouple future
retirement benefits from government trea-
suries, which are increasingly teetering on
bankruptcy or already insolvent. Recent fed-
eral bankruptcy court decisions in both the
Detroit and Stockton municipal bankrupt-
cies ruled that pension checks of current and
future city retirees may be cut in bankruptcy
proceedings. Both cities were driven into
bankruptcy by unaffordable pension obliga-
tions. Defined-contribution pensions would
untether retirement security from the future
financial health of municipal governments.

In addition to being the fiscally sound
approach, the comprehensive solution is also
the moral approach. McQuillan details the
moral advantages of the reform recommen-
dations, specifically that the reforms would
fully fund benefits already earned, make
public-sector pensions comparable to private-
sector pensions, and establish intergenera-
tional equity by stopping the redistribution
of wealth from future generations to the

current generation through pension funding.
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In Praise of Lawrence J. McQuillan’s California Dreaming

“Mayors, governors, and other policymakers around the country are struggling to maintain services while paying for the skyrocketing
costs of public employee retirement benefits. California Dreaming explains why it is so difficult to solve this problem and identifies a
key framework for solutions.”

—Chuck Reed, former Mayor, City of San Jose

“In California Dreaming, Lawrence McQuillan does a great job of clearly explaining how the mismanagement of California’s state
pension plans has led to massive unfunded pension liabilities. McQuillan offers sensible policy reforms to address California’s pension
crisis, and explains why all Californians would benefit from those reforms. Unfunded pension liabilities plague many states, and this
book offers the clearest explanation on how the problem arises and how it can best be addressed.”

—Randall G. Holcombe, DeVoe Moore Professor of Economics, Florida State University

“California’s policymakers are living in Fantasy Land, as they downplay the depth of the state’s pension crisis. In California Dreaming,
Lawrence McQuillan does a remarkable service explaining why the public pension systems are broken. He then offers sensible solutions
for fixing them, and all California officials should listen. This is a great book for anyone who wants to understand an issue that unless
averted will erode public services, destroy budgets and bankrupt our future.”

—Steven M. Greenhut, columnist, U-1" San Diego

“Governments have a tendency to commit to tasks that they really cannot deliver on. Public pensions are an example of this general
tendency. Generous promises are made and then underfunded because of the pressures of elective office. California Dreaming provides
very useful evidence of both the generosity of the unsustainable promises made to California’s public-sector employees, and the failure to
fully pay for those promises. The result may be a fiscal catastrophe for Californian taxpayers and retirees in the not-too-distant future—
unless this very timely book’s reforms are adopted in the next few years.”

—Roger D. Congleton, BB&T Professor of Economics, West Virginia University
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