Declarations of Fiscal Emergency: A 'Dead on Arrival' Means of Limiting Public Pension Costs and Impairing Local Agency MOUs.
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While Tea Party activists and elected Republican officials around the country continue their assault on public sector labor unions, a less melodramatic attack on the primacy of contract law and the constitutional protections against impairment of contract is making the rounds of normally genteel legal discussions in California. The principal focus of this attack has been the long-discredited but now recycled notion that by the mere declaration of a “fiscal emergency,” local agencies may act to reduce or eliminate negotiated terms of employment, specifically pension obligations. Ostensibly seeking to protect the public fisc, local mayors, council members, and county supervisors appear poised to spend lavishly on a generalized legal stratagem that rests on fragile legal support.

In the City of San Jose, for example, Mayor Chuck Reed has urged the city council to declare a “fiscal emergency” and place before voters a measure to amend the city charter to drastically reduce pension benefits for retirees, active employees, and prospective employees.  The mayor blames the climbing costs of employee benefit programs, “exacerbated by the economic crisis,” for cuts to public services.  Although San Jose boasts a AAA bond rating, Reed’s claim of fiscal emergency and drastic demand for elimination of pension and medical benefits has gained him national media attention.  While the San Jose Mercury News continues to call for collective bargaining as a means of addressing the costs of employee benefits, it remains to be seen whether the city council prefers to accede to the mayor’s demand, thus setting the stage for a veritable cyclone of litigation

The fact is that since the passage of Proposition 13[2] in 1978, limitations on the taxing power of local and state governments have warped the ability of local governments to provide services both demanded and required. This situation has been compounded by an almost decade-long recessionary economy brought on by the effects of globalization, a reduced manufacturing base, elimination of financial market regulation, burst dot.com and real estate bubbles, declining private sector unionization, and a historically astonishing transfer of wealth from the working people to the super rich. In reality, California’s local governments are being squeezed by structural revenue droughts, not by unanticipated pension costs resulting from negotiated pension formulas sought, in many instances, by the very managers now complaining about rising costs.

Without the political will to challenge the pre-existing conditions animating this structural revenue decline, and lacking a national policy providing for universal health care to control unrestrained health costs, elected leaders of local agencies appear baffled as to alternatives. In the minds of some, the answer to this political economy is simple: tighten the expenditure spigot by unilateral action pursuant to a declaration of fiscal emergency to reduce otherwise fixed labor costs.

But both the United States and California constitutions prohibit local governments from enacting legislation or engaging in conduct that impairs contracts.[3] And both United States Supreme Court precedent and California Supreme Court case law make clear that where the government’s self-interest is at stake, deference to a legislative assessment is not warranted. Indeed, as Justice Blackmun opined more than 34 years ago in United States Trust Company of New York v. New Jersey[4]:

If a State could reduce its financial obligations whenever it wanted to spend the money for what it regarded as an important public purpose, the Contract Clause would provide no protection at all….[A] State cannot refuse to meet its legitimate financial obligations simply because it would prefer to spend the money to promote the public good rather than the private welfare of its creditors….[A] State is not completely free to consider impairing the obligations of its own contracts on par with other policy alternatives.

Moreover, nearly a century of law makes clear that the term “emergency” is limited in scope. Under California statutory and case law, an “emergency” is an unforeseen situation not of the government’s making and not synonymous with a general public need. Judicial deference is not accorded to local government action founded on a mere declaration of necessity for preservation of public health and welfare.[5] Finally, at least with respect to pension contributions and benefits, the “vested rights doctrine,” which arises from the constitutional protections of the Contracts Clause, establishes an “overriding constitutional proscription”[6] against government action aimed at eliminating or reducing retirement formulae or benefits.

These well-defined and important constitutional barriers to local government reduction of public employee conditions of employment suggest that self-interested declarations of emergency may prove to be brittle, albeit expensive, legal gimmicks.

The Vested Rights Doctrine Protects Against Unilateral Reductions in Retirement Benefits. 
The right to compensation already earned, specifically pensions, has been held to be vested and thus protected under prohibitions against impairing contractual obligations in the United States and California Constitutions.[7] This vested contractual right to pension benefits accrues upon acceptance of employment.[8] A public employee’s entitlement to a pension “is among these rights clearly ‘favored’ by the law.”[9] Indeed, the courts recognize that public employee pension benefits serve a public purpose since these benefits serve “as an inducement to enter and continue in public employment”[10] and “provide agreed subsistence to retired public servants who have fulfilled their employment contracts.”[11] While “an employee does not earn the right to a full pension until he (sic) has completed the prescribed period of service,…he has actually earned some pension rights as soon as he has performed substantial services for his employer.”[12] “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,”[13] and to earn additional pension benefits under improved terms implemented during continued employment.[14] In short, employees have vested rights not merely to preserve the pension benefits already earned, but to continue to earn benefits under the same terms previously promised.

The recent decision of the Second District Court of Appeal in County of Orange v. Assn. of Orange County Deputy Sheriffs[15] summarized these basic principles comprising the vested rights doctrine when it affirmed the dismissal of an action brought by the Orange County Board of Supervisors. The court’s opinion indicates the power and reach of the vested rights doctrine. The county claimed that the enhanced retirement formula for prior years of service adopted in 2001 violated the California Constitutional prohibition on extra compensation.[16] In addition, the county asserted that its action in 2001 violated the municipal debt limit in Art. XVI, Sec. 18(a), of the California Constitution because applying the enhanced retirement benefit formula to prior years of service immediately created an unfunded actuarial accrued liability (UAAL), which was “an enforceable debt” greater that the county’s revenues in 2001. The court rejected these arguments noting that the county’s assault on the vested rights doctrine was 70 years too late.[17] Further, the court found that calculations of UAAL were premised on estimates, assumptions, and projections[18] ― not the stuff of enforceable obligations.

So the county lost on all counts. Perhaps the county’s best argument was one outside the purview of a court:

The County emphasizes its current difficult financial situation and the “ruinous fiscal irresponsibility” of the prior board of supervisors. Imprudence, however, is not unconstitutional.[19]
Recently, the California Public Employees’ Retirement System (CalPERS) issued a position paper setting forth in summary form the fundamentals of the vested rights doctrine protecting the pension promises made to public employees.[20] The general rules are:

Rule 1: Employees are entitled to benefits in place during their employment. Generally speaking, benefits may be increased but not decreased without employee consent.

Rule 2: Employees are only entitled to amounts reasonably expected from the contract.

Rule 3: Only lawful contracts with mutual consideration are protected by California’s contracts clause.

Rule 4: Future employees have no vested rights to the current statutory scheme.

Rule 5: Retired and inactive members have vested rights to the benefits promised to them when they worked. They generally do not have a right to beneficial changes made after employment terminates.

Rule 6: The vested rights of active employees may be unilaterally modified only under extremely limited circumstances. The modifications must be “reasonable,” meaning that alterations of employees’ pension rights must bear some “material relation to the theory of a pension system and its successful operation.” Further, changes that result in a disadvantage to employees should be accompanied by comparable new changes.

For purposes of discussing how to control future pension costs, it bears repeating that future employees have no vested right to any particular retirement benefits or to continuation of current retirement plans prior to their employment.[21] Thus, provided an employer has not bargained away its rights, it will be free to alter retirement benefits that will be provided for future employees, until those employees commence employment.[22]
Nor may vested rights be bargained away. [23] Memorandums of Understanding may not abrogate fundamental constitutional rights, such as retirement benefits.[24] But vested contractual pension rights may be modified prior to retirement for the purpose of keeping a pension system sufficiently flexible to permit adjustments in accord with changing conditions and at the same time maintain the integrity of the system.[25] “[Such] modifications must be reasonable,” and must satisfy a two-part test: (1) any resulting disadvantage to a member must be accompanied by a comparable, offsetting advantage; and (2) the modification of the pension rights “must bear some material relation to the theory of a pension system and its successful operation….”[26]
The vested rights doctrine remains a formidable barrier to the unilateral reduction in labor costs for retirement benefits, and perhaps other costs, under a declaration of fiscal emergency.[27]
Budgetary Pressures Do Not Amount to an “Emergency” Permitting Unilateral Changes in Terms of Employment
While it may be easy for a local agency to declare a fiscal emergency, that does not make it so. Cases determined long ago, in similar times of economic stress, make clear that the declaration of a fiscal emergency is neither Cartesian in principle (“I declare, therefore I am”), nor talismanic in effect.

In San Christina etc. v. San Francisco,[28] the state Supreme Court adopted a definition of emergency as follows:

“An unforeseen occurrence or combination of circumstances which calls for immediate action or remedy: [a] pressing necessity, [an] exigency.”…It is the meaning of the word that obtains in the mind of the lawyer as well as in the mind of the layman.

That case, as well as the 1921 case of Burr v. San Francisco,[29] involved review of the San Francisco Board of Supervisors’ invocation of a provision of their charter (Sec. 13 of Art. III of Ch. 1) permitting the dollar limitation on the rate of taxation to be temporarily suspended “in case of any great necessity or emergency.” In San Christina and in the 1926 case of Spreckels v. San Francisco,[30] the supervisors invoked the charter provision and increased the rates of taxation to raise additional revenues in fiscal 1911 in order to pave, grade, and repair streets; reconstruct buildings; purchase land or equipment for the fire, police, and school departments; and continue the enforcement of sanitary measures.[31] The cited necessity in enacting the ordinance was the need for funds to remedy the destruction caused by the Great Earthquake of 1906. In Burr,[32] the emergency was strictly economic; San Francisco needed more money for increased operations caused by both increased municipal obligations (e.g., higher salaries) and a burgeoning population.[33]
While accepting the proposition that whether an emergency existed was a question of fact to be determined initially by the supervisors, the courts held that the board’s determination was not conclusive and was subject to judicial review.[34] In the view of California’s attorney general, these cases collectively established the following propositions:

An emergency is an extraordinary occurrence or combination of circumstances that could not have been foreseen or expected at the time a budget was adopted and which calls for immediate and sudden action of a drastic but temporary kind. The action undertaken must relate to redressing the emergency itself and must not be intertwined with other matters of a nonemergency nature, must be temporary in nature and not continuous. In addition, the inability or difficulty of a governmental entity to carry out its normal business because of financial strain does not amount to an emergency.[35]
In the intervening 90 years, both case law[36] and various statutory enactments[37] have embraced these propositions in a variety of factual contexts where legislative declarations of emergency have been reviewed and reversed.

In the context of public sector labor law, the First District Court of Appeal examined the definition of “emergency” within the meaning of the Meyers-Milias-Brown Act[38] in Sonoma County Organization Etc. Employees v. County of Sonoma.[39] The Court of Appeal held that a series of work stoppages by public employees constituted an emergency exempting the county from the obligation to “meet and confer” prior to adopting an ordinance authorizing department heads to place employees participating in an “intermittent work stoppage” on “administrative unpaid absence.”[40] Construing the provisions of the MMBA as permitting an exception to the duty to bargain “in cases of emergency,”[41] the court explained that the term “emergency” “…has long been accepted in California as an unforeseen situation calling for immediate action.”[42] “Not only must urgency be present, the magnitude of the exigency must factor.”[43] “Emergency is not synonymous with expediency, convenience, or best interests, and it imports ‘more….than merely a general public need.’ Emergency comprehends a situation of ‘grave character and serious moment.’”[44] It is “evidenced by an imminent and substantial threat to public health or safety.”[45]
Under this strict definition of emergency, the court in Sonoma found that the intermittent work stoppages, involving employees at various county worksites, was more than mere irritation or inconvenience because the job action mainly targeted the county’s public health facilities.[46] The centerpiece of the union’s job actions was the county’s community hospital.[47] Accordingly, the court had little difficulty finding that the “unpaid administrative leave” ordinance was properly adopted without prior bargaining. The exigent circumstances were created, not by the county’s hand, but by the union’s actions and imperiled the provision of health services at the community hospital, thus endangering public health and safety.[48]
With respect to statutorily enabled emergency powers, the California Emergency Services Act[49] [CESA] grants the governor and local agencies limited powers in the event of a duly declared emergency. A local government’s powers under the CESA are more limited than those conferred on the governor, but include the power to “promulgate orders and regulations necessary to provide for the protection of life and property, including orders or regulations imposing a curfew within the designated boundaries where necessary to preserve the public order and safety.”[50] To trigger these powers, the local agency must declare a valid emergency as defined by the CESA:

(c)     "Local emergency" means the duly proclaimed existence of conditions of disaster or of extreme peril to the safety of persons and property within the territorial limits of a county, city and county, or city, caused by such conditions as air pollution, fire, flood, storm, epidemic, riot, drought, sudden and severe energy shortage, plant or animal infestation or disease, the Governor’s warning of an earthquake or volcanic prediction, or an earthquake, or other conditions, other than conditions resulting from a labor controversy, which are or are likely to be beyond the control of the services, personnel, equipment, and facilities of that political subdivision and require the combined forces of other political subdivisions to combat, or with respect to regulated energy utilities, a sudden and severe energy shortage requires extraordinary measures beyond the authority vested in the California Public Utilities Commission.[51] [Emphasis added.]

As was demonstrated in County of Sonoma, it is conceivable that in very extreme situations, the consequences of a severe fiscal crisis could produce a clear risk to public health and safety, establishing an emergency under the CESA. For example, in California Correctional Peace Officers Assn. v. Schwarzenegger[52] the governor proclaimed a state of emergency based on inadequate resources to deal with overcrowding in the state’s prisons to justify sending inmates to private prisons. The Court of Appeal held that whenever “a condition of extreme peril to the safety of persons and property exists ‘within the state,’ even [where the basis for that condition arose from] an area under the exclusive control of the state government,” circumstances exist to proclaim a state of emergency.[53] As was the case in the County of Sonoma decision, the court found that the chronic overcrowding in state prisons led to direct and immediate risk to the public due to the increased likelihood that staff and released prisoners would spread infectious disease, and that overburdened wastewater systems could potentially contaminate ground water.[54]
It is difficult to conceive how under either Sonoma County or California Correctional Peace Officers Assn., a substantial threat to public health or safety would result if retirement benefits and other fixed labor costs to current employees and retirees are not constrained. A declaration of risk to the health and safety of local agency residents due to labor costs is much too thin compared to the emergencies found in these two cases. It is difficult to conceive of what specific events could occur that would pose direct and severe risks to the health and welfare of residents thereby justifying the declaration of an emergency resulting in unilateral changes in wages and benefits. Chronic budget deficits caused by retirement or labor-related expense, or currently by revenue shortfalls, do not constitute a disaster or condition of extreme peril under the CESA.

Put bluntly, local agencies have options: negotiating changes to labor contracts, eliminating redundancies, streamlining and cutting existing services, consolidating services and agencies, regionalizing service agencies, raising additional revenue, seeking aid from other government sources, or bankruptcy.[55] A local agency fiscal crisis permitting the unilateral imposition of changes to employee and annuitant compensation and benefits is contemplated by neither the CESA nor by existing case law.

The Constitutional Prohibition Against Impairment of Contracts Severely Restricts Unilateral Changes in Terms of Employment.
The contract clause analysis is the same under both the California Constitution and the United State Constitution because the California Supreme Court uses the federal contract clause analysis to determine whether a statute violates the parallel provision in the California Constitution.[56]
The prohibition against impairment of contracts is not absolute since “its prohibition must be accommodated to the inherent police power of the State” to protect the vital interests of the people.[57] Accordingly, when faced with an issue of impairment of contract, the first question concerns whether the governmental action substantially impairs a contractual relationship.[58] The more severe the impairment to contract, the higher the level of scrutiny applied by a court in assessing the constitutionality of a government’s action.[59]
In its decision in United States Trust Co. v. New Jersey,[60] the United States Supreme Court outlined the principles to be applied under the Contract Clause when evaluating the enforcement of governmental action impairing governmental contractual obligations. The basic statements in Justice Blackmun’s majority opinion are clear and easily grasped: “If a State regulation constitutes a substantial impairment, the State, in justification must have a significant and legitimate public purpose behind the regulation.”[61]
“Once a legitimate public purpose has been identified, the new inquiry is whether the adjustment of ‘the rights and responsibilities of contracting parties [is based] upon reasonable conditions and [is] of a character appropriate to the public purpose justifying [the legislation’s] adoption”…Unless the State itself is a contracting party, “[a]s is customary in reviewing economic and social regulation,… courts properly defer to legislative judgment as to the necessity and reasonableness of a particular measure.” When a State itself enters into a contract, it cannot simply walk away from its financial obligations. In almost every case, the Court has held a governmental unit to its contractual obligations when it enters financial or other markets. When the State is a party to the contract, ‘complete deference to a legislative assessment of reasonableness and necessity is not appropriate because the State’s self-interest is at stake.’[62]
In other words, “[a] governmental entity can always find a use for extra money, especially when taxes do not have to be raised. If a State could reduce its financial obligations whenever it wanted to spend the money for what it regarded as an important public purpose, the Contract Clause would provide no protection at all.”[63] “A local agency therefore, is not free to consider impairing the obligations of its own contracts ― including wages and benefits ― on a par with other policy alternatives. Moreover, a change of circumstances will not justify a substantial impairment unless it was unforeseen and unforeseeable.[64] And when an impairment works a “severe, permanent and immediate change in contractual rights,…the impairment requires a “compelling state interest,” as well as necessity to meet constitutional muster.[65]
These principles have been applied in subsequent labor contract cases to prevent unilateral reduction in wages and benefits, or the negation of contract promises for future increases. In a prior case involving the County of Sonoma,[66] speaking for a unanimous court, Justice Stanley Mosk applied the principles of the holding in United States Trust Co. v. New Jersey to a challenge by labor organizations to a statute passed in reaction to enactment of Proposition 13. The statute declared null and void any agreements by local agencies reached under the MMBA to pay cost-of-living increases in excess of that granted to state employees. The California Supreme Court found a substantial impairment of contract rights because, “there was a ‘severe, permanent and immediate change’” in the employees’ wages.[67]
Important to the California Supreme Court’s holding in the case of Sonoma County Organization of Public Employees was the distinction made between the facts presented and the facts in Subway-Surface Supervisors Assn. v. New York City Transit Authority.[68] In that case, a New York court found a statute deferring a wage increase in a union contract did not violate the Contract Clause. The union involved had conceded that the “fiscal emergency was so severe that the city could be forced to cease operating if the crisis was not relieved.”[69] Even given those facts, however, the California Supreme Court still “seriously [questioned] the New York court’s rationale.”[70]
In United Firefighters v. Los Angeles, [71] the Second Appellate District Court found unconstitutional a charter amendment that placed a 3 percent cap on cost-of-living adjustments to police and firefighter pension benefits of those hired prior to enactment of the amendment. The Court of Appeal decision identified pension benefits as vested rights under the Contract Clause, examined and explained the heightened scrutiny applied to a governmental impairment of its own contract obligations, and held that the charter amendment was unconstitutional because it modified the retirement system benefit for employees and annuitants.[72] Moreover, the court rejected the city’s argument that the cap on benefits was justified by an unforeseen loss of revenue upon the enactment of Proposition 13. The court relied on the reasoning in Pasadena Police Officers Assn. v. City of Pasadena: “in the absence of a clear and unequivocal declaration in the pension provisions that benefits are payable only to the extent of available funds from specified contributions, the liability to pay promised pension benefits is a general obligation of the city.”[73]
Similar holdings have issued from the Ninth Circuit Court of Appeals in public sector labor contract cases. In University of Hawaii Professional Assembly v. Cayetano,[74] the court held that the state’s action in unilaterally deferring collectively bargained employee pay on six occasions, ostensibly to address a budget deficit, was an unconstitutional impairment of contractual rights. Central to the court’s holding was its finding that the state “knew of the budgetary crisis at the time the collective bargaining agreement was negotiated.”[75]
From these decisions, it follows that absent a severe imminent threat to the ability of a governmental agency to function at all, the mere budgetary pressure of contracted wages and benefits alone will not suffice as an exigent circumstance immune from prohibition under the Contract Clause. The declaration of a fiscal emergency, coupled with either unilateral changes in contract wages and benefits or proposed charter amendments to vested pension benefits, interferes with basic constitutional protections, absent a demonstrated specific necessity, temporary in scope and reasonable to fulfill a compelling public purpose. The Supreme Court decision in Sonoma County makes clear that budgetary stress induced by even unforeseen changes in revenue sources, not caused by the state nor contemplated at the time wages and benefit agreements were formed, is insufficient to overcome the barriers of the Contract Clause.

In the Final Analysis, It Is a Question of Political Economy
Labor law exists within the crucible of the forces at play in the political economy. This is self-evident in public sector labor law and collective bargaining. The fiscal challenges facing the state and local governments are neither contrived nor impossible to solve. But they do arise within the constraints, prohibitions, privileges, and rights of the federal and state constitutions.

In the short term, there are fixes to the problem created by the financial meltdown of the stock market and its subsequent reduction in pension assets and consequential rise in contribution costs. However, quick-fix alternatives, like “declarations of fiscal emergency,” solve little and wrongfully create and foster the appearance of a crisis with no palpable or perhaps lawful solution. It will take people of good will and serious mind to agree on changes to benefits for future employees, cost-sharing provisions and wage reallocations in collective bargaining for current employees, governmental reorganization and propositions for enhanced revenues.[76]
Since the enactment of Proposition 13 and its progeny, all Californians have danced a slow dance with the ultimate consequences of that measure. We must all now decide whether to change the tune or not. In the end, the voters, not the lawyers, must determine whether the government services they want are worth the cost.
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