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Executive Summary
Together, California’s 20 largest cities (by budget) currently have already promised $16 billion in non-pension benefits to 
their current and future retirees, and $12 billion of that remains unfunded. These non-pension benefits, or Other Post-
Employment Benefits (OPEBs), largely consist of retiree health care. 

As Baby Boomers have begun to reach their 60’s, we have seen an upswing in the number of retirees accompanied by both 
longer predicted life spans for those retirees and an overall increase in health costs. In short, more people are earning 
benefits for longer periods of time at higher costs. 

In general, these cities are not doing enough to address and plan for these rising long-term costs. Only nine of the studied 
cities are currently setting aside money for future payments, or “pre-funding.” The other eleven work under “pay-as-you-
go” systems, meaning they pay benefits from their operational budgets and do not accumulate assets for future payments. 
Should these eleven cities do nothing to address them, the growing OPEB costs could eventually crowd out crucial programs 
in their annual budgets. 

Our analysis of the 20 cities’ OPEB obligations found the following: 

• 9 pre-funding cities. Los Angeles, San Jose, San Diego, Anaheim, Roseville, Palo Alto, Bakersfield, Burbank, and Santa 
Clara all pre-fund their future retiree health care benefits to some extent. Los Angeles has set aside the largest portion 
(59%) of what it has promised retirees, followed by Anaheim, which has set aside (30%) of what it has promised. 

• 11 pay-as-you-go cities. San Francisco, Oakland, Sacramento, Redding, Santa Ana, Long Beach, Glendale, Fresno, Riv-
erside, Pasadena, and Santa Monica have no funds set aside to pay for future retiree health care. If those 11 cities start 
paying their OPEB contributions as determined by CalPERS and continue to do so annually, they will collectively save an 
esti¬mated $2.2 billion in payments for benefits earned before 2011. 

• Benefit costs on the rise. Average benefit costs among these cities have increased an average of 36% between 2008 
and 2011. This figure hides substantial variation: while some cities have seen moderate growth over the period of less 
than 20% (Sacramento, Pasadena), others have seen their benefit costs jump more than 50% in three years (San Jose, 
Bakersfield). 

• San Francisco currently has the largest unfunded liability ($4.4 billion). Though it still has no assets set aside to 
finance its future obligations, the City took initial steps to address this issue in 2008. 

• San Jose has the largest unfunded liability as a “percentage of covered payroll” (465%). The city is slowly phasing 
in a full pre-funding plan, but given the scale of its obligations, it should consider altering its benefit structure. 

Because pre-funding is dictated by the simple idea that the costs of a benefit (such as pensions) should be recognized as 
they are earned, it discourages irresponsible political behavior that defers costs to future generations that may not be 
able to bear them. Further, pre-funding accumulates secure assets towards paying future costs and supplements them with 
invest¬ment profits. Absent significant cost containment measures within the health care system, the cost of OPEB to Cali-
fornia’s cities will continue to increase in the coming years. To deal with this strain on their operational budgets, they can 
either restructure the way they pay for these long-term benefits or restructure the benefit plans themselves. 

Options for restructuring their funding policy include committing to either fully or partially paying required contributions 
to pre-fund the benefit plans. Options for restructuring benefit plans include restricting eligibility for full benefits based on 
time worked, lowering maximum premiums covered, transitioning from defined benefit to defined contribution plans, and 
intro¬ducing cost sharing plans with active employees. But even as they consider changes to their benefit plans, pre-funding 
still offers them the opportunity to both reduce their future out-of-pocket costs and secure funding for their current and 
future retirees’ health benefits.



Introduction
Large unfunded promises associated with pensions provided 
to government employees have recently garnered much at-
tention in news and policy spheres.  However, while the 
overall numbers are smaller, unfunded non-pension retiree 
benefit obligations such as health care are growing at an 
even faster rate than pension obligations. Additionally, gov-
ernments have far less funding set aside to cover these fu-
ture obligations both at the state and city levels.  

California’s top 20 cities by budget currently have an ag-
gregated $16 billion liability attributable to non-pension re-
tiree benefits, or Other Post-Employment Benefits (OPEBs) 
as they are sometimes called. This liability is increasing 
as the number of participants in plans rises and as health 
care costs increase.  In general, these cities are not doing 
enough to address and plan for these long-term costs.  Only 
nine of the studied cities are currently setting aside money 
for future payments. The other eleven make benefit pay-
ments from their operational budgets and do not accumu-
late assets for future payments.

Each city has two basic options for addressing these in-
creasing unfunded liabilities. It can reduce and/or alter the 
benefit structure it offers employees to reduce its obliga-
tions, or it can set aside more assets now in OPEB trusts.  
While a city may face difficulty in reducing benefits for cur-
rent employees, it can certainly reduce them for new hires. 
Short of altering or reducing benefits, the only other way 
for cities to reduce their overall liabilities is to set aside 
more assets now in OPEB trusts to pre-fund the obligation.  

Pre-funding conforms to the general principle that each 
generation of taxpayers should bear the cost of the ser-
vices it receives. Furthermore, investing those assets will 
increase their value and reduce the State’s out-of-pocket 
expenses in the long term.  Allocating assets for these ben-
efits now would ensure that sufficient funding is available 
to provide the promised benefits in the future.  Inaction on 
the part of city governments automatically places the bur-
den of these increasing costs on future generations. As the 
costs rise, they will begin to crowd out crucial local services 
such as police and fire protection, road maintenance, and 
garbage collection.

This report analyzes the accrued OPEB liabilities of the 20 
largest cities in California and their cities’ current efforts 
to contain the growth of those liabilities. Our key findings 
are:

• The 20 cities currently have an aggregated $16 billion 

liability attributable to non-pension benefits, $12 billion 
of which remains unfunded.

• Benefit payments among these cities have increased 
an average of 36% between 2008 and 2011.  This fig-
ure hides substantial variation: while some cities have 
seen moderate growth over the period of less than 20% 
(Sacramento, Pasadena), others have seen their benefit 
payments rise more  than 50% in three years (San Jose, 
Bakersfield).  At this rate, San Jose’s entire budget will 
be devoted to current-year OPEB costs in 20-30 years. 

• Eleven cities are currently funding their OPEBs on a 
pay-as-you-go basis, and the other nine cities pre-fund 
their obligations to various degrees. If those 11 cit-
ies start paying their contributions as determined by    
CalPERS and continue to do so annually, they will col-
lectively save an estimated $2.2 billion in payments for 
benefits earned before 2011.  

• San Francisco currently has the largest unfunded li-
ability ($4.4 billion), but still has no assets set aside to 
finance its future obligations. However, the City took 
initial steps to address this issue in 2008.

• San Jose currently has the largest unfunded liability as 
a “percentage of covered payroll” (465%).  It will need 
to negotiate higher employee contribution levels with 
some of its employee bargaining units in order to fully 
pre-fund benefits.  Given the scale of its obligations, it 
should seriously consider altering its benefit structure.

• Recent reforms designed to manage growing unfunded 
liabilities, such as those of San Jose and San Francisco, 
are insufficient to meaningfully address the OPEB fund-
ing problem. 

• It is unclear whether governments may revoke existing 
OPEB obligations, either partially or fully. The debate is 
currently taking place both in the courtroom and out-
side it.

This report is split into two parts.  In the first, we analyze 
the trends across the set of 20 cities, comparing their ben-
efits, funding strategies and funding statuses.  In the second 
part, we investigate three cities in more depth, illustrating 
the three possible approaches to OPEB obligations: full pre-
funding, partial pre-funding and pay-as-you-go.  At a more 
general level, we argue that policy makers should plan for 
and address these increasing costs as soon as possible.
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Background
Other Post-Employment Benefits (OPEBs) are retirement 
benefits other than pension that an employee earns during 
his or her employment and receives after retiring.  The em-
ployer – in this case, a particular city – provides the retiree 
these benefits after retirement.  Generally, governments 
also cover the retiree’s spouse and their dependents. These 
benefits commonly include health care, long-term care 
(such as nursing homes), and life insurance after retire-
ment.  Of these, however, health care normally accounts 
for the largest portion of OPEBs. Table 1 describes the ben-
efits each city offers. 

Local governments do not bear the entire responsibility for 
covering retirees’ health care costs. Medicare is a federal 
health insurance program that provides health care to those 
65 and older, those younger than 65 who have certain dis-
abilities, and those with permanent kidney failure. These 
benefits are split into two parts: Part A covers inpatient 
hospital care, home health care, and nursing care; Part B 
covers doctor bills and some medical supplies and services.  
Part A does not require a premium, while Part B does. Upon 
becoming eligible for Part A, Medicare recipients may enroll 
in or opt out of Part B. 

Medicare, however, does not cover all medical expenses, 
for which many turn to secondary plans.1   Once a retiree 
turns 65, if he or she is eligible for Medicare, city health 
care plans become secondary coverage.  City health care 
plans typically cover the Medicare “gap,” which refers to 
the costs that Medicare does not cover.  Under the Califor-
nia Public Employees’ Medical and Hospital Care Act (PEMH-
CA), retirees are provided access to group health insurance. 
The CalPERS board of Administration manages this program 
and determines the structure of benefits, copays, deduct-
ibles, providers, and premiums. In order for a public agency 
to participate, it must agree to provide access to health 
benefits for active employees and annuitants on an equal 
basis. This means that the employer is required to make 
equal contributions towards premiums costs for both groups 
(though the benefits offered by the plans may be different). 
Their levels are set by statute.2 

Because OPEBs are written into employment contracts to be 
provided long after they are earned, it makes sense to track 
these liabilities like pensions. Hence, in 2004, the Govern-
ment Accounting Standards Board (GASB) recommended in 

Statements 43 and 45 that government employers measure 
and report actuarial estimates for these liabilities (for the 
long and short term) on financial statements. 

Estimates of OPEB liability rely on assumptions of mortality 
rates, investment returns, life spans, inflation, and health 
care costs. While the actuarial formulas used to deter-
mine this liability are quite complex, the concepts behind 
its methodology are fairly simple. First, an actuary fore-
casts the full payment of all benefits that will be paid out 
into the future for all current and past employees – this 
is called the Present Value of Projected Benefits (PVPB). 
This total is broken up into two portions. The first portion 
is al¬ready earned by employees based on past work his-
tory and is called the Actuarial Accrued Liability (AAL). The 
other portion is an amount that has yet to be earned called 
the Present Value of Normal Costs. This amount consists of 
fu¬ture annual normal costs, which are explained later (for 
an Illustration see Appendix B). Because of the number of 
assumptions involved, these estimates of liability are highly 
sensitive to change and so actuarial valuations are updated 
every couple years. 

The assets already accumulated to offset this liability (Ac-
tuarial Value of Assets, or AVA) are calculated by averaging 
the value of assets over a moving several-year period. This 
will smooth out the volatility of the market value, instead 
of recognizing large increases and decreases in market 
value of assets immediately. The gap between the AAL and 
the AVA – between the incurred liability and existing assets 
to pay them – is the Unfunded Actuarial Accrued Liability 
(UAAL). The Funding Ratio is the percentage of AAL covered 
by current assets. If a plan is 100% funded, the AVA equals 
the AAL, and the UAAL is zero. At this point, the employer 
would theoretically have enough assets to fully cover the 
portion of future benefit costs that current employees and 
retirees already earned. 

Why are OPEBs an Issue?
Across the 20 cities we analyzed, OPEB costs have increased 
by an average of 36% since 2008.3  Consequently, they are 
consuming ever greater portions of cities’ operating budgets 
(see Figure 1). On average, these costs are now equivalent 
to 3.28% of a city’s General Fund expenditures, a significant 
increase from 2.21% in 2008. For some cities, however, the 
increases have been dramatic.  San Jose spent almost 8% of 

Page  4 |    California Common Sense     5050 El Camino Real, Suite 2010, Los Altos, CA, 94022     www.cacs.org

PART 1: COMPARATIVE ANALYSIS



Page  5 |    California Common Sense     5050 El Camino Real, Suite 2010, Los Altos, CA, 94022     www.cacs.org

City Medical Dental
Implied 
Subsidy*

 Contribution (for eligible retirees)

Anaheim x x

City provides a defined benefit to eligible employees hired before January 

1st, 1996, Anaheim police members hired before July 6, 2001, and Anaheim 
Fire Association members hired before November 9, 2001. No defined 
benefits are provided for those hired later. Retirees as a group contribute 
1.7% of total payroll.

Bakersfield x x
City contributes 3% of the lowest individual rate per year of service to a 
maximum of 90%. Additional contributions for those who elect certain plans.

Burbank x x

City pays PEMHCA minimum for all miscellaneous and safety employees.  The 
City provides an additional medical benefit to all non-safety employees. 
Members contribute a hundred dollars per month, which the city matches. 
The benefit is up to $300 per month. The city also has a similar trust for 
IBEW members and 7 management employees.

Fresno x x x City pays nothing. Retirees pay 100% of premiums.§

Glendale x x x

For some employees, the City will contribute all or part of retirees’ monthly 
medical insurance premiums based on the accumulated unused sick days. For 
other employees, the City provides retiree medical benefits through its 
standalone health plans. This allows pre-Medicare eligible retirees to purchase 
health care at cheaper rates. 

Long Beach x x x
City contributes nothing. Retirees can use cash value of excess unused sick 

days to pay premiums. §

Los Angeles x x

City contribution is based on years of service and plan with a maximum 
subsidy. In 2011, Los Angeles adopted an ordinance to freeze the maximum 
medical subsidy at the current level of $1,190 for LACERS members who 

retire on or after July 1st, 2011. Those who contribute 2% or 4% will be 
exempt from the freeze and receive vested rights to future increases in the 
maximum medical subsidy at an amount not less than the dollar increase in 
the Kaiser two-party non-Medicare Part A and Part B premium. Sixty three 
percent of non-retired members are making contributions. 

Oakland x x City contributes up to lowest Kaiser HMO Family Plan Rate.

Palo Alto x
City pays from 50% to 100% of medical premiums based on hire date, health 
plan, and years of service.

Pasadena x
City has two plans with contributions at $108 per month and at $27 per 
month

Redding x x
Contribution levels are based on years of service. Costs are shared between 
employees and the City. City contributes up to maximum of 50% of 
composite rate after 25 years of service. 

Riverside x x x City pays nothing. Retirees pay 100% of premiums .§

Roseville x
City paid premiums are subjected to caps for older employees and the city 
now pays 50% to 100% of capped rates based on years of service. 

Sacramento x x

Contributions based on years of service. Those with 20 years are eligible for 
100% of the maximum benefit. The benefit contributions currently range 
from $365 to $694 per month per participant which covers between 16% and 
100% of the benefit cost depending on plan provisions. 

San Diego x x
Contributions based on years of service from 50% to 100% of maximum 
benefits at 20 years of service. 

San Francisco x x
Contributions based on years of service ranging from 50% to 100% of active 
employee rate.

San Jose x x x
City pays 100% of premium of the lowest health insurance plan and 100% of 
premium cost for the dental plan available to active employees.

Santa Ana x x
The city has a subsidy plan in addition to PEMHCA benefits for eligible 
employees.

Santa Clara x x City partially covers premiums, usually $3,504 maximum yearly payment.

Santa Monica x x x

Employees may elect coverage in the city’s health plan at the same rates as 
active employees. Eligible executive participants have their insurance 
premiums paid upon retirement. Other employees receive flat monthly 
premium subsidies(PEMHCA minimum benefits).

*Implied subsidy refers to the situation when the employer allows the retiree to participate in the health plan of active employees. Since the health care 
for retirees is higher, this causes the average premium price to increase. Since the employer pays against the higher premiums for active employees, a cost 
attributable to retiree is implied even if retirees pay for all of their premiums.
§ While Fresno, Long Beach and Riverside do not actively pay towards retiree benefits, they do incur an implied subsidy, increasing the rates for current 
employees.  This subsidy is reflected in the pay-as-you-go costs shown in Figure 1 and UAAL shown in Figure 2.

Table 1: Other Post-Employment Benefit Plans4



its General Fund on OPEBs in 2011, up from 5.2% in 2008, 
an increase of 43%.  In half of the cities listed, costs are 
doubling every 4-6 years. 

If these trends continue, city governments will face increas-
ingly hard choices between providing these promised ben-
efits and providing services to their residents. For example, 
in Stockton, a city that recently filed for bankruptcy, OPEB 
costs comprised about 7.5% – a relatively large portion – of 
the operating budget.6  When the City announced its deci-
sion to file for bankruptcy, it noted that it would eliminate 
retiree health benefits after 2013.7 

Health care is the largest component of OPEBs. As Baby 
Boomers generation have begun to enter their 60’s, we have 
seen an upswing in retirees accompanied by an increase in 
health costs. Nationally, average annual health care costs 
have increased about 33% since 2008 for a family of four, 
from $15,609 to $20,728 in 2012.8  Additionally, the average 
life span is also increasing. The remaining life expectancy 
for those at age 65 has increased by two years from 17.2 
years in 1990 to 19.2 years in 2009.9  In short, more people 
are earning benefits for longer periods of time at higher 

costs. 

According to United Health Group, 67% of the increase in 
national health care spending is attributed to rising fees 
charged by health care providers.10  These higher fees in-
clude physician fee schedules, inpatient and outpatient 
costs, and the costs of brand-name drugs.  Treatment vol-
umes are also increasing, partly due to chronic conditions 
that require continuous treatment.  However, perhaps sur-
prisingly, an increase in health care costs is not correlated 
with a higher quality of care. 

Funding progress
While annual payment growth provides a glimpse into the 
matter, the UAAL figure gives a better picture of the long-
term situation. As of June 30, 2011, the 20 cities have an ag-
gregate $16 billion in OPEB liabilities, of which $12 billion is 
unfunded.11   Although an estimate, this figure is not simply 
an abstraction. If the actuarial assumptions of health care 
cost growth, retirement rates, mortality rates, and rates of 
return are correct, the unfunded liability is the total out-
of-pocket cost (in today’s dollars) of providing the OPEBs 
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Figure 1: Pay-as-you-go Costs as Percent of General Fund Expenditure5



that have already been earned, on top of monies that have 
already been set aside.  This amount will be paid out during 
the remaining lifetime of each of the covered employees.

Eleven of the 20 cities we studied fund their OPEBs on a 
pay-as-you-go basis and have a zero percent funding ratio 
(see Appendix A). The remaining nine cities set aside money 
to pre-fund these benefits. Full pre-funding means paying 
the full Annual Required Contribution (ARC) every year (see 
inset box).  San Francisco is a pay-as-you-go city and has 
the largest unfunded liability – $4.4 billion - meaning that it 
has the largest gap between how much it has promised its 
retirees and how much it has set aside to fund those prom-
ises. Los Angeles, on the other hand, maintains the high-
est funded ratio – 59% across its three plans, as calculated 
based on current GASB rules (see Discount Rate box below). 

When comparing the UAAL across cities of different size, a 
useful metric is the UAAL as a percentage of covered payroll 
(the total amount spent on salaries in that year). Figure 2 
shows UAAL as a percentage of covered payroll across the 
20 cities. 

By relating a city’s obligations to its current expenditures 
on employees, UAAL as a percentage of covered payroll re-
flects a city’s ability to fund it. To account for rising costs, 
cities often adjust OPEB plan provisions to require employ-
ee contributions to help pay the ARC.  Thus, a large UAAL as 
a percentage of covered payroll portends that precariously 
high contributions may be required from a city’s employ-
ees (since there are relatively fewer of them) and from the 
city’s budget to fund the benefits. 

For example, San Jose’s combined plans have the highest 
UAAL as a percentage of covered payroll at 465%. This re-
flects the combination of a shrinking employee pool and 
an increase in UAAL since 2008. As we show in a case study 
below, this situation may result in extremely high contribu-

tion levels within a few years.  San Francisco, meanwhile, 
which has the highest UAAL in absolute terms, has only the 
fifth highest UAAL as a percentage of covered payrolls, sug-
gesting that its burden – while heavy – is substantially more 
manageable than San Jose’s.

Most cities have very low funding ratios because OPEBs were 
not thought to need pre-funding before 2008.  Since then, 
cities’ funding progress has varied widely, as measured by 
the percent of annual OPEB costs contributed to OPEB trusts 
and their funded ratio (see Figure 3; Annual OPEB Cost, or 
AOC, approximately corresponds to the Annual Required 
Contribution, or ARC).

Cities that lie on or above the Annual OPEB Cost (AOC) con-
sistency bar are following or exceeding actuarial funding 
recommendations and are progressing toward paying off 
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Figure 2: UAAL as Percentage of Covered Payroll for 201112

Annual Required Contribution
The Annual Required Contribution (ARC) is an actuarially deter-
mined amount for a given OPEB plan which, if paid every year, 
will theoretically result in that plan being fully funded for each 
employee at the time of his or her retirement.  In other words, 
the retiree’s benefits would be paid only from the designated 
trust, instead of directly from the government’s operating bud-
get.  The ARC is composed of “normal cost” and “amortized 
cost.”  The normal cost is a portion of the Present Value of 
Projected Benefits that is earned with the current year of ser-
vice by each employee, in other words, the additional cost that 
the city will have to pay down the line because the employee 
worked this year.  The amortized cost is the portion of the cur-
rent unfunded liability due that year. The unfunded liability, is 
in turn, simply the sum of all past normal costs that were not 
paid and the missed earnings they would have accrued if paid 
on time.

The average percentage of the annual OPEB costs that the city has 
contributed.  Having a 100% funded ratio means that the aggre-
gated actual contributions equal the aggregate annual OPEB costs 
over the last four years.

Figure 3: Percent of Annual OPEB Costs Contributed13 



their unfunded liabilities (see Table 2). Anaheim has con-
tributed the largest amount of its annual OPEB costs over 
the last for years – 285%.  This means that every year, on 
average, it paid three times the AOC. Meanwhile, fifteen of 
the 20 cities lie below.

The AOC consistency bar represents a path to attaining a 
100% funded ratio by the end of the amortization period, 
usually 30 years. In other words, this is the amount a city 
needs to contribute to fully meet expected OPEB obliga-
tions over the next 30 years. By this measure, only five cit-
ies (Anaheim, Burbank, Palo Alto, Los Angeles, and Santa 
Clara) are following or exceeding the amortized payment 
plan: it is not a coincidence that these are also the five cit-
ies with the five highest overall funding ratios. Roseville, 
Bakersfield, San Diego, and San Jose have taken incremen-
tal steps toward offsetting their UAALs by partially paying 
their ARCs. The remaining cities operate under pay-as-you-
go plans.

Why Pre-fund?
Although pre-funding requires higher contributions in the 
short term, it is actually the cheaper option in the long term 
(see Figure 4). Annual pay-as-you-go OPEB costs eventually 
surpass annual pre-funding OPEB costs and, over time, the 
positive difference between the ARC and the pay-as-you-go 
cost (shown in red, dashed), will outweigh the higher up-
front costs (shown as blue, dashed).  The actual trends will 
vary, but the concept will remain the same.  Cities realize 
the advantages of pre-funding OPEBs for active employees 
when those active employees retire. Pre-funding OPEBs al-
lows a city government to secure its promises by allocat-
ing assets towards funding future benefit payments, to save 

on out-of-pocket expenses in the future, and to maintain a 
good credit standing.  Finally, it protects future generations 
from costs incurred by previous generations and enforces 
fiscally responsible policies.  

1. Building up Assets to Fund Liability and Secure 
Promised Benefits
Setting aside funds for a promised benefit at the time the 
employee actually earns it ensures that when the employee 
retires, sufficient funding will be available to pay for the 
benefit (if assumptions are met and absent catastrophic in-
vestment losses). The cities in Table 2 have been accumu-
lating assets and some are well on their way to achieving 
100% funded ratios. Those cities will be able to use these 
assets to pay for future OPEBs. As is currently the case in 
Stockton, if funding is unavailable when payments come 
due, cities may look to reduce, alter, or entirely cut these 
benefits. A city may seek to institute employee contribu-
tions, reduce premium coverage, or raise eligibility require-
ments. However, as of 2012, the ability of a city to change 
benefit provisions is only beginning to be tested in Califor-
nia’s courts.  The outcome rests on the question of whether 
OPEBs can be considered “vested” like pensions – and are 
therefore irrevocable.16   
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Underfunding: An Illustration
Underfunding OPEB liabilities is akin to running a race from be-
hind. To achieve a qualifying time, a runner calculates that he 
must complete each lap in a certain amount of time. Each time 
he runs a lap slower than he planned, he falls behind in achiev-
ing the overall qualifying time at the end of the race. After 
running too slowly for too long, he will eventually find himself 
too far behind his goal to finish the race in time. Similarly, each 
year that a city underfunds its OPEB liability, it falls further 
behind on its goal to save enough funds to cover the benefits 
it promised to provide employees at the end of their careers. 
After funding too little for too long, the city will eventually find 
itself too far behind its goal to fully cover the benefit costs. 

City
Starting 
Funding   

Ratio

End 
Funding 

Ratio

2008 2009 2010 2011
Anaheim 0% 0 63,097 63,069 63,920 30%
Bakersfield 4% 4,800 4,800 12,179 12,179 11%
Burbanka 37% 11,065 14,478 14,478 30,742 51%
Los Angeles 55% 2,830,204 3,002,129 3,230,478 3,562,703 59%
Palo Alto 0% 0 24,616 35,294 40,222 22%
Roseville 0% 0 0 0 34,000 19%
San Diego 2% 29,637 41,497 72,720 116,608 9%
San Jose 11% 141,994 141,182 166,597 196,163 9%
Santa Clara 0% 0 4,502 4,502 7,031 23%

Accumulated Assets (in thousands of dollars)

Table 2: Accumulation of Assets14

Funding ratios are computed by CalPERS based on each city’s ac-
tuarial discount rate (see Discount Rate box below).   
a Burbank’s starting ratio is from 2009, since not all three of its 
plans had full GASB OPEB reporting until then.



2. Savings on Out-of-Pocket Expenses
If the actuarial assumptions prove sound and cities do not 
reduce their health benefits, they must eventually pay their 
projected liabilities. However, pre-funding can supplement 
the amount paid out of the annual operational budget with 
investment earnings, thereby reducing the amount a city 
must spend out-of-pocket in the long run.  By fully pre-
funding, the pay-as-you-go cities can save an estimated 
$2.2 billion among them (see Table 3).17 

If the assumed return rates are not realized, then actual 
savings will (see Table 3 below). For example, if the real-
ized rate of return will be 6.2%, then the total savings will 
be closer to $1.4 billion.18  But even if the investment re-
turn of the OPEB trust is only equal to that of the short-term 
General Fund’s investment return rate, approximately 4% in 
recent history, the cities will have accumulated dedicated 
assets allocated toward providing these benefits.19  But ul-
timately, pre-funding into an irrevocable OPEB trust should 
result in significant savings compared to continuously pay-
ing for OPEBs out of the General Fund. 

3. Maintaining Good Credit Standing
Even if city governments determine that the pay-as-you-go 
costs will be manageable in future years and that the ad-
ditional savings from pre-funding into OPEB trusts are not 
sufficiently attractive, there remains another downside to a 
pay-as-you-go policy. Credit ratings agencies Fitch Ratings, 
Standard and Poor’s, and Moody’s have stated that they will 
consider OPEB funding status in their evaluations of a gov-
ernment’s current financial status. Credit rating agencies 
evaluate the OPEB liability for each city on a case-by-case 
basis.   OPEB funding policy and progress are becoming in-
creasingly important among the factors that they use to 
evaluate a city’s credit ratings.22  Fitch, for example, has 

stated that it “does not expect OPEB plan funding ratios to 
reach the generally high levels of pension systems for many 
years, but steady progress toward reaching the actuarial-
ly determined annual contribution level will be critical to 
sound credit quality.”23  Standard and Poor’s has comment-
ed that, “while the funding schedule for these long-term 
liabilities can be more flexible than a fixed debt repayment 
schedule, in our opinion these liabilities can also be more 
volatile and could lead to fiscal stress if not managed.”24  
Failure to make progress toward a fully funded plan may 
not have immediate side effects, but it may result in lower 
credit ratings and increased borrowing costs to cities down 
the road.  

Arguments Against Pre-funding
Despite the advantages of adopting a pre-funding plan, 
there are important countervailing considerations that 
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Are OPEBs Obligations Revocable?

To draw down its obligations, cities may opt to change the provi-
sions of their OPEB plans. These changes may include requiring 
employee contributions, reducing premium coverage, or making 
eligibility requirements stricter.   However, the extent to which 
a city may retroactively change or reverse OPEBs for current 
employees and retirees is uncertain.

A benefit is considered “vested” if the employee has an irrevo-
cable right to that specific benefit. In April 2011, the San Diego 
Superior Court ruled that the city of San Diego does not have an 
obligation to provide health care to its current employees after 
they retire.  The lawsuit, Christopher Ellis v Jackson DeMarco 
Tidus & Peckenpaugh was brought by two San Diego police of-
ficers after the city administration placed a cap on their health 
benefits in 2009.  San Diego currently has $1.1 billion in unfund-
ed liabilities and is in the process of renegotiating its obligations 
with labor leaders.  

The plaintiffs argued that these benefits are vested and that 
therefore approval by city employees is required to change 
them. However, Judge Ronald Prager ruled for the City, opining 
that these rights are not vested because they exist outside the 
pension system and therefore are an optional benefit funded 
by taxpayers. While this ruling only applies to the two officers 
in the lawsuit, it may have great influence on future negotia-
tions as San Diego aims to reduce its $1.1 billion in unfunded 
liabilities.

Another case yielded different results.  In November 2011, in 
Retired Employees Association of Orange County, INC vs. Coun-
ty of Orange, the California Supreme Court ruled that retiree 
health care benefits may not be eliminated if they were clearly 
promised to the employees by the government employer.  The 
decision stated that county employees may have a vested right 
to health benefits under certain circumstances.   As a result, 
Orange County employees may be able to show they had an 
implied contract that prevents the County from changing the 
plan provisions. 

To what extent these decisions set precedents remains to be 
seen.  Ultimately, however, they illustrate the precarious nature 
of retiree benefits. As the costs of providing them continue to 
rise, each city may be pressured to reduce them. The way to 
ensure that future retirees can receive their promised benefits 
is to set aside sufficient funding for them today as they are actu-
ally being earned.

City
UAAL At Current 

Rate
Savings at 6.2% 

return rate
Savings at 7.61% 

return rate21

Fresno $84,252(4%) $22,704 $33,752 
Oakland $520,882(4%) $140,367 $208,670 
Pasadena $31,678(4%) $8,537 $12,690 
Sacramento $376,417(4.25%) $91,353 $142,522 
San Francisco $4,400,000(4.25%) $1,067,840 $1,665,964 
Santa Ana $122,720(4.25%) $29,783 $46,465 
Riverside $54,900(4.5%) $11,803 $19,539 
Glendale $103,947(4.5%) $22,347 $36,995 
Redding $125,500(4.75%) $23,386 $41,716 
Long Beach $120,714(5%) $18,918 $37,191 
Santa Monica $20,173(5%) $3,162 $6,216 
Total $1,440,200 $2,251,720 

Table 3: Pre-funding Savings (dollars in thousands)20



must be noted.  Setting money aside for future payments 
permanently redirects it away from current services and 
programs.  This practice may be risky for cities with more 
limited financial resources, smaller OPEB liabilities and 
lower pay-as-you-go costs. 

An alternative to full pre-funding is adopting a phase-in 
plan which requires making increasing contributions until 
the ARC is paid in full. Consistency, however, is essential 
in order to maintain the benefits of pre-funding. Improve-
ments in the funding ratio will evaporate if payments are 
not consistently made. Still, any assets allocated towards 
funding OPEB benefits will help pay for these costs, at least 
partially, in future years. 

Each city must weigh the options for itself.  Indeed, invest-
ments come in many forms, not all of them financial.  In 
some cases, funds may be more productive in certain edu-
cation programs, infrastructure projects, redevelopment 
projects, or other initiatives that may grow a city’s tax base 
down the road. However, cities must closely monitor OPEB 
obligations to avoid being blindsided by ballooning costs. 

Conclusion 
The implementation of GASB Statements 43 and 45 has 
made the true costs of providing OPEBs more transparent. 
These costs have increased 36% on average since 2008 and 
are expected to continue increasing rapidly in the future. 
In some cities, they have increased more than 50% in just 
three years.  At this pace, these cities’ entire budget will 
be devoted to OPEBs in 20-30 years. Of the 20 California 

cities we studied, only nine have allocated assets towards 
offsetting their future OPEB liabilities, and of these, only 
five have met or exceeded their Annual Required Contribu-
tions, setting them on a path toward being fully funded. 
The other 11 cities pay their OPEBs on a pay-as-you-go basis 
from their operating budgets each year. These budgets will 
be squeezed as OPEB costs grow. 

Pay-as-you-go funding also transfers the cost of the present 
generation’s benefits to future generations.  It remains un-
certain whether courts will determine retirees to be legally 
entitled to OPEBs promised to them. Pre-funding offers the 
opportunity to hedge against that uncertainty because it 
helps to ensure that a city has sufficient assets available 
to provide these benefits in future years, while potentially 
resulting in savings and a better credit standing.  Howev-
er, each city must ultimately evaluate its specific financial 
situation to determine how to structure its OPEB plans and 
its funding policy so as to most effectively address its rising 
OPEB costs.
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Discount Rate
The discount rate represents the time value of money.  It is 
used to calculate the present value of a future liability.  To take 
a simple example, if Al promises Ben to pay him $100 in two 
years, and we assume there is 5% inflation (and nothing else 
changes), the present day (discounted) value of those $100 is 
$90.70 =100/(1.05)^2.Generally, when discounting the liability 
of a future payment, the discount rate should simply be a re-
flection of the risk that the payment is not made.  For public 
pension plans, for example, the payouts are virtually guaran-
teed, and so those liabilities should be discounted at the ‘risk-
free’ rate of approximately 4.5%.1 This is the discount rate that 
private sector pension plans are legally required to use in re-
porting liabilities, regardless of their actual investment perfor-
mance.   While CalPERS currently uses 7.61% for its expected 
rate of return for its OPEBs plans and for its discount rate, a 
number on par with most public pension plans in the country 
today, many economists argue this is far too high to be realistic, 
understating actual liabilities and overstating the funding ratio.  

-----------------
1 Munnell et al. “Valuing Liabilities in State and Local Plans.” Center for Re-
tirement Research, 2010.  <http://crr.bc.edu/wp-content/uploads/2010/06/
slp_11-508.pdf>.  Retrieved July 2012; and Jeffrey R. Brown and David W. Wil-
cox. “Discounting State and Local Pension Liabilities.” The American Economic 
Review.  Vol. 99, No. 2, 2009. pp. 538-542.



The terms of retiree benefits and their funding methods 
vary widely. The cities of San Francisco, San Jose, and Palo 
Alto represent the spectrum of policies from pay-as-you-
go, to partial pre-funding, to full pre-funding, and their 
respective consequences. We chose San Francisco as the 
pay-as-you-go case study for its large unfunded liability and 
current zero percent funded ratio. We chose San Jose as 
the partial pre-funding case study for its large UAAL as a 
percentage of covered payroll and its unusually well-doc-
umented “phase-in” approach to increasing its OPEB con-
tributions.  We chose Palo Alto as the full pre-funding case 
study for its high contributions to its OPEB trust and the 
accessibility of its future projections. 

Case Study: San Francisco
San Francisco currently has the largest unfunded liability 
of any city in California. It is a pay-as-you- go city that took 
an initial step toward pre-funding its future OPEB liability 
when its residents passed Proposition B 2008. That step, 
however, does not address any existing unfunded liability, 
and because the effects of its implementation have yet to 
be recorded, we consider it a pay-as-you-go city. San Fran-
cisco’s case clearly illustrates the growing magnitude of 
OPEB costs.

In 2008, San Francisco residents passed Proposition B, which 
increased the number of service years required for employ-
ees to qualify for employer-funded retiree health benefits. 
Prop B affected employees of the City and overlapping dis-
tricts who retire under the San Francisco Employees Retire-
ments Systems (SFERS) or the California Public Employees’ 
Retirement System (CalPERS) and were hired on or after 
January 10, 2009 (see Table 4). Before Prop B, these em-
ployees were eligible for employer-funded retiree health 
care benefits after five years of service.25  

In addition to contribution changes, Prop B established a 
separate trust fund that is dedicated to funding retiree 
health care for employees hired on or after January 10, 
2009. Employees contribute up to 2% of their pre-tax com-
pensation and employers contribute 1% of employees’ pre-
tax compensation costs.27  Thus, together, San Francisco’s 
employees and employers would set aside 3% of covered 
payroll for future payments. Under a fully pre-funded plan, 
the future normal costs for San Francisco are estimated to 
be 2.9% of payroll.28  Therefore theoretically, going for-
ward, this plan would cover the OPEB obligations earned 
through new years of service. 

However, the estimated normal cost of 2.9% of covered pay-
roll assumes a discount rate of 7%. This discount rate would 
be more appropriate if the majority of the plan’s popula-
tion was composed of post-Prop B employees.  But in fact, 
it is estimated that even by 2033, the majority of retirees 
receiving benefits and over three quarters of the City’s un-
funded liability will still be from employees hired before 
January 10, 2009, whose benefits are not pre-funded. Thus, 
in the near-term, pre-Prop B liabilities will dominate the 
City’s overall OPEB liability, so the accumulated assets will 
only cover a small fraction of the overall liability.  Hence, 
a more appropriate discount rate would be a blended one 
close to the City’s current pay-as-you-go plan’s 4.25% dis-
count rate.29  

When the liabilities are discounted with that blended rate, 
the normal cost will be closer to 5.8% of payroll, which ex-
ceeds the 3% level of pre-funding specified by Prop B.30 In 
the near-term, therefore, even post-Prop B employees will 
still accrue unfunded liabilities because their normal costs 
will not be fully funded. In 2033, the unfunded liability is 
projected to be $9.7 billion, $8.0 billion of which will be 
attributable to employees hired before January 10, 2009. 
Ironically, post-Prop B employees will still generate a $1.7 
billion unfunded liability (see Figure 5). The City will not re-
alize the full effect of Prop B until all pre-Prop B employees 
have retired and received all benefits due. 
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PART 2: CASE STUDIES

Hire Date: Contribution

The city’s contribution is determined as follows:
When a retiree is not eligible or enrolled in Medicare:
•         The city contributes less than 50% of the contributions 
required for an active employee in the same plan.
•         Spouse subsidy is equal to 50% of the incremental premium 
required to add a spouse
When a retiree is enrolled in Medicare:
•         The city contributes the “10 county survey amount”
•         The city contributes 50% of the incremental premium 
required to add spouse coverage
The city’s contribution is determined for those hired before January 
10, 2009 and then multiplied by the following percentages based 
on years of service.
•         Less than 10 years:0%
•         10-15 years:50%
•         15-20:75%
•         20 or more years of service:100%

Before 
January 10, 
2009

After 
January 10, 
2009

Table 4: San Francisco Retiree Health Care Benefits26

Figure 5: Implications of San Francisco Prop B (2008) 
Projected into Year 203331



Looking in the long-term, Prop B is certainly a step in the 
right direction as it saves $1.6 billion in AAL and pre-funds 
OPEB obligations for new hires. In the coming years, San 
Francisco will become a legitimate partially pre-funding 
city.  However, because this plan does not dedicate any 
funds to the unfunded liability attributable to employees 
hired before January 10, 2009, it fails to fully address the 
unfunded liability that will continue to burden the City’s 
annual operating budget. In that sense, Prop B is still insuf-
ficient in addressing the City’s unfunded liability. This plan 
might have been effective had the city not already accrued 
a large unfunded liability. 

San Francisco’s pay-as-you-go costs are projected to in-
crease by about 350% by 2038 to $500 million (see Figure 6).  
In 2011, the pay-as-you-go costs were equivalent to 6% of 
General Fund expenditures and this proportion is expected 
to continue growing in the coming years.

Figure 6: San Francisco Projected Pay-as-you-go Costs 
(in millions of dollars)32 

In 2010, another proposition, Prop B 2010 (The Adachi Ini-
tiative), was placed on the ballot that would increase em-
ployee contributions to the retirement benefit system, de-
crease employer’s contributions to the health care system 
and change rules for arbitration proceedings for the City’s 
collective bargaining agreements.  It would have required 
a city employee to pay for 50%, rather than 25%, of his 
family’s post-retirement health care coverage.33  It was es-
timated that this proposition would save the San Francisco 
$167 million a year on OPEBs and pensions. Ultimately, vot-
ers defeated this initiative in November 2010.  As a result, 
the growing unfunded liability will pose increasing risk to 
San Francisco’s financial future. 

Moody’s credit rating for San Francisco reflects this risk. 
In 2010, Moody’s downgraded San Francisco from an Aa1 
to an Aa2 rating.34  The agency stated that the City’s OPEB 
liability is “extremely large and will be a significant long-
term challenge,” and indicated that San Francisco has not 
done enough to address its already outsized unfunded li-
ability. However, the agency expressed confidence “that 

the city will prepare a long-term solution to this funding 
challenge which it will implement when economic condi-
tions improve.” Though its concern about San Francisco’s 
OPEBs are growing, Moody’s does not yet consider them an 
urgent danger. 

Case Study: Palo Alto 
Palo Alto is an example of a city that has pre-funded its 
OPEB liability since the implementation of GASB state-
ments 43 and 45 in 2008. Palo Alto’s plan shows that pay-
as-you-go costs increase faster than the ARC. It also pro-
vides a cautionary evidence that a city’s unfunded liability 
may grow even if payments consistent with the ARC are 
made due to changes in actuarial assumptions.

With rising health care costs, Palo Alto has negotiated sev-
eral cost saving measures to cap the health care premiums 
it must pay every year. It implemented a vesting schedule 
and reduced its maximum payment for medical premiums 
from the highest plan to the second highest plan for em-
ployees retired after January 1, 2007.  

On August 2, 2010, the City Council authorized a 90/10 cost 
sharing plan between the City and members of the Service 
Employees International Union.35  Under the new plan, the 
City and its employees will split the cost of the annual in-
crease in medical premium costs, capping the employee 
share at 5% increase in the premium per year. Once the em-
ployee contribution reaches 10% of total premium cost, it 
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Figure 7: Palo Alto Funding History36  

Hired before January 1, 2004:
•         -Retired Before 2007: Full premium of the employee and 
•         Retired After 2007: Full premium for the employee is 
Hired After January 1, 2004:
•         City contributions based on years of service ranging from 
For Mgmt./Conf, SEIU, and UMPAPA employees that retire after 

Dental and 
Vision None

Type Benefit

Medical

Table 5: Palo Alto Retiree Health Care Benefits



will remain there with the City picking up the other 90%. It 
is estimated that cost sharing reduced the City’s unfunded 
liability by $14.2 million.

As shown in Figure 7, the City has contributed more than 
its annual OPEB costs over the last four years. In 2008, Palo 
Alto established an irrevocable trust for retiree medical 
benefits. The City intends to fully fund the ARC in future 
years by making contributions as a constant percentage of 
an increasing covered payroll. As time passes, the pay-as-
you-go cost increases faster than and approaches the ARC 
(see Figure 8). This happens because as Palo Alto’s overall 
funding ratio increases and its assets accumulate through 
saving and investment gains, the City will have to dedicate 
fewer funds to paying off its unfunded liability. An extrapo-
lation to 20 years will provide a similar illustration to that 
of Figure 1. 

As of June 30, 2011, the City’s assets were valued at $44.8 
million.38  But even with  the new cost sharing plan and the 
establishment of the OPEB trust, Palo Alto still saw its un-
funded liability rise 28% from $105 million in 2009 to $134.7 
million in 2011.  This increase is due primarily to changes in 
the actuarial assumptions, as broken down in Table 6.  

Implementing a cost-sharing plan decreased the unfunded 
liability by $14.2 million. However, after the City adopted 
the plan, it saw a spike in retirements. As cost sharing was 

implemented, there were more retirements than the City 
originally projected for the 2009 to 2011 period. These ad-
ditional retirements added $2.7 million to the unfunded li-
ability. Medical premiums also increased at a higher rate 
than expected, which increased the unfunded liability by 
$4.8 million. Furthermore, premiums have increased slower 
than claims costs, meaning that the premium prices will 
eventually experience a spike to more accurately reflect 
the increased claims costs. This accounts for an additional 
$3.4 million in liability. Maintaining a closed amortization 
period increased the unfunded liability by another $12.4 
million. In all, deviations from the original actuarial as-
sumptions led to a sizable increase in Palo Alto’s unfunded 
liability despite the fact that the City has made payments 
consistent with its ARC. 

As a result, some questions were raised as to whether the 
calculation of the unfunded liability was too conservative. 
Councilman Larry Klein observed that the huge increase 
of $29 million may cause the higher annual payments to 
cut into other local funding priorities such as infrastruc-
ture.40  He estimated that retiree health care contributions 
would be close to 10% of the City’s General Fund budget. He 
stated, “[Fully pre-funding], to me, is freezing out various 
expenditures which may in fact be better for the health of 
our community in the long run. I can make an argument that 
paying large sums into this [OPEB trust] may not be healthy 
for the community long-term financially.”   

However, the benefits from this funding plan will be seen 
in the long term. Although it requires higher contributions 
now, if Palo Alto maintains the current funding plan, it will 
accumulate enough assets so that in future years, benefit 
payments will come out of the OPEB trust rather than the 
General Fund. This will provide more financial flexibility 
in the future because the long-term savings can be dedi-
cated to other programs to help maintain the health of the 
community. A pre-funding plan makes the cost of providing 
OPEBs more certain and manageable. 

Case Study: San Jose
San Jose has begun to phase-in pre-funding for its two OPEB 
plans. Its contributions illustrate gradual progress towards 
meeting its ARC, with a large planned contribution spike 
in the fifth year. Implementing that contribution spike will 
require negotiations between the City and some of its em-
ployees.  The City’s UAAL as a percentage of its volatile 
covered payroll is still the highest among the 20 cities and 
its overall funding ratio has seen little improvement thus 
far, meaning that the benefits of San Jose’s pre-funding 
plan have yet to occur.  Indeed, it is the only pre-funding 
city to see a decrease in its funded ratio since starting to 
pre-fund. 

The city of San Jose has two separate retirement health 
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Figure 8: Palo Alto Full Pre-funding Payment Plan37   

Adjustment
Change in 

Unfunded Liability
Life Span Increases, decreasing retirement age, etc. + $8 million
Spike In Retirements + $2.7 million
Medical Premium Increases + $4.8 million
Premiums Increase Slower than Claims + $3.4 million
Cost Sharing Implementation -$14.2 million
Migration of Employees to More Expensive Medical Plans + $7.7 million
Asset Smoothing + $4.6 million
Other Factors + $12.4 million
Net Change: + $29 million

Table 6: Unfunded Liability Adjustments39



care plans: the Police and Fire Departments Postemploy-
ment Health Care Plan (PFDRP) and the Federated City Em-
ployees’ Postemployment Health Care Plan (FCERS). There 
are 1,798 and 3,073 retirees currently receiving benefits 
under the two plans respectively.41  San Jose combines ac-
tive employees and retirees in its health care plans, and 
because retiree health costs are higher, the average cost to 
provide health care to active employees increases as well. 
This cost increase that is not explicitly attributed to the 
retiree plans is referred to as an implied subsidy. The ben-
efits provided by both plans to eligible retirees are listed in 
Table 7.

San Jose is currently phasing in a funding plan for its OPEB 
obligations. It has contributed increasing amounts over the 
last four years, but because its contributions are far below 
the ARC, its aggregated funded ratio has dropped from 11% 
to 9% during that time. 

San Jose currently has the highest UAAL as a percentage of 
covered payroll. A high UAAL in relation to covered payroll 
indicates a high retiree to active employee ratio.   From 2010 
to 2011 alone, the number of active employees decreased 
from 5839 to 5027, leading to a reduction in covered payroll 
from $551 million to $419 million.44  Meanwhile, the number 
of retirees receiving medical benefits increased from 4619 
to 5002. As a result, San Jose currently has the largest ARC 
as a percentage of covered payroll in 2011 – 26%. These 
high values have critical implications for the City because 
its employees contribute portions of their payroll to fund 
OPEBs. If the number of active employees continues to de-
crease, the burden of funding the City’s OPEB obligations 
will be increasingly spread over fewer employees during the 
phase-in process. This may pose problems when the City 

begins to negotiate with the employees regarding instating 
higher contribution rates in 2014. 

The San Jose Federal City Employee Retirement System and 
the San Jose Police and Fire Department Retirement Plan 
have different contribution agreements and funding status-
es, so we will discuss them separately. 

San Jose Federal City Employee Retirement System
The bargaining units representing the Federated City Em-
ployee Retirement System (FCERS) members entered into 
a Memorandum of Agreement that took effect on June 28, 
2009.  It  increased the employee and employer contribu-
tion rates for retiree health and dental coverage in order 
to phase-in funding rates with a goal of fully pre-funding 
the ARC over a five year period.45  The contributions are 
split between both employees and the City. This agreement 
also contains a cap that prevents either employee or City 
contribution rates from increasing by more than 0.75% per 
year until the last year of the phase-in when the City must 
contribute the full ARC.

Table 8 documents the five-year phase-in plan for San Jose 
FCERS. The phase-in plan includes incremental increases in 
contributions with a large increase in 2013-2014 for both 
the City and its employees, totaling 32.34% of covered pay-
roll.  This is a significant spike in contributions. That dou-

bling of the contribution level will bring it up to the level 
of the full ARC (see Figure 8).  The accuracy of the percent-
ages of payroll required, however, relies on the assumption 
that it will grow 3.25% per year. Based on the decline in 
covered payroll since 2008, this seems unlikely to occur. 
Thus, in order to meet the ARC  by fiscal year 2014, the con-
tributions as a percent of covered payroll will likely have to 
be adjusted even further upward. 

The ARC (including employee contributions) is projected to 
increase to about 47% of covered payroll before dropping 
down to 32% in 2014. This is the same year that the City is 
expected to contribute the ARC in full. The decrease in ARC 
in 2014 results from the switch from a partially pre-funded 
plan to a fully pre-funded plan. Because the City will be 
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Type Benefit
Medical 100% of premium cost for the lowest priced insurance plan

Dental
100% of the premium cost for dental insurance plan available 
to an active city employee

Table 7: San Jose OPEB Benefits42

Year
Employee 

Contribution
City Contribution Total

2008-2009 4.65% 5.25% 9.90%

2009-2010 5.07% 5.70% 10.77%

2010-2011 5.76% 6.41% 12.17%

2011-2012 6.51% 7.16% 13.67%

2012-2013 7.26% 7.91% 15.17%

2013-2014 15.50% 16.84% 32.34%

Table 8: San Jose FCERS Projected Phase-In Contribution 
Rates (of covered payroll)46

Figure 9: San Jose Aggregate Funding History43   



paying the ARC in full, the discount rate will switch the 
blended rate for the full 7.5% expected rate of return of 
the OPEB trust (though as we point out in the Discount Rate 
box above, this kind of discount rate adjustment is widely 
objected to and should not be relied upon).  

Although the plan provisions are in place, the transition in 
2014 is a huge jump in contributions that may prove diffi-
cult to implement. Rather than smoothing out the phase-in 
plan evenly over the 5 years, the city and its employees 
have only minor increases in contributions from 2009 to 
2013. Most of the phase-in comes all in one-year. A decreas-
ing number of active employees will have to contribute sig-
nificantly greater portions of their covered payroll to suc-
cessfully follow through with a fully funded plan in 2014. 
Will San Jose be able to muster payments at the combined 
level of 35% of payroll come 2015? Given the City’s history, 
and the fact the FCRS has yet to commit to the 2014 hike, 
it is doubtful that it will be able to.  Darkening this already 
ominous scenario is the possibility that CalPERS’s actual 
returns will be less than projected 7.61%, thereby further 
increasing the City’s ARC.  

San Jose Police and Fire Department Retirement Plan
The members of the San Jose Police and Fire Department 
Retirement Plan (PFDRP) are also under a five-year phase-in 
plan. There is a two-year delay for the Fire members be-
cause they entered into this phase-in funding plan in 2011, 
not 2009.48  In this plan, however, the OPEB contributions 
have limits of 10% of covered payroll for employees and 11% 
of covered payroll for the City. If the ARC is higher than this 
total, the City will have to renegotiate the contributions 
with the San Jose Police Officers’ Association and the San 
Jose Fire Fighters, Local 230, and IAFF.49  These negotia-
tions shall also include alternatives to reduce retiree health 
care costs.50  

Analysts project that the actual contributions must exceed 
those limits for the ARC to be fully funded (see Figure 11).  
Thus San Jose must enforce higher contribution rates or 
reduce retiree health care costs. With the caps in place, 
the ARC will be severely underfunded. If the City and PFDRP 
employees are unable to agree on increased contributions, 
they will not be able to follow through with their phase-in 
pre-funding plan. The ARC (including employee contribu-
tions) is projected to grow to over 45% of payroll in the next 
15 years. As the ARC increases and the contributions remain 
constant, OPEB obligations will continue to rise and asset 
growth will be stunted. The pay-as-you-go costs will climb 
from 15% of payroll to about 26% over the next 15 years, 
thereby outpacing the scheduled contributions.  

These phase-in funding plans have yet to yield any progress 
towards the City’s overall funding ratio. The turning points 
will be the transitions between partially and fully funding 
the ARC. For both plans, this requires at least doubling the 
current contributions. According to City Manager’s fore-
casts, total pension and OPEB contributions are projected 
to consume 25% of the General Fund budget by fiscal year 
2014-2015.52  This is a sizeable increase from 17% in fiscal 
year 2010-2011 and just 6% in fiscal year 2000-2001. To cope 
with these costs, San Jose and its employees must reduce 
or alter benefits, find alternate sources of funding, or place 
an even greater burden on the General Fund budget.  

Stockton Hindsight
On June 28th, 2012, Stockton, California became the larg-
est city in U.S history to file for bankruptcy. Several factors 
led this outcome, including the housing market crash, an 
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Figure 10: San Jose FCERS Funding Plan (as percentage 
of covered payroll)47 

*The city-reported ARC calculation subtracts the employee con-
tributions from normal cost. In this graph, employee contribu-
tions were added back onto to the actuarially reported ARC to 
illustrate the relationship between total contributions of the city 
and its employees, and the pay-as-you-go costs due each year.

Figure 11: San Jose PFDRP Funding Plan (as percent of 
covered payroll)51 

*The city-reported ARC calculation subtracts the employee con-
tributions from normal cost. In this graph, employee contribu-
tions were added back onto to the actuarially reported ARC to 
illustrate the relationship between total contributions of the city 
and its employees, and the pay-as-you-go costs due each year.



ill-timed bond offering, and unsustainable employee com-
pensation promises.53  As of 2011, Stockton had approxi-
mately $544 million in liabilities attributable to OPEBs. The 
City paid for these benefits on a pay-as-you-go basis out of 
its operational budget and, therefore, this future liability 
was completely unfunded. The City saw its OPEB costs rise 
12% per year on average between 2004 and 2011, with pay-
as-you-go costs equivalent to about 8% of its General Fund 
budget in Fiscal Year 2010. TStockton reduced these ben-
efits in 2011 to limit their growth to about 7% per year.  Ul-
timately, its OPEB obligations were deemed unsustainable, 
and in its preliminary bankruptcy plan,54 the city eliminat-
ed retiree health care benefits altogether after fiscal year 
2013.  While Stockton is clearly an outlier in the intensity of 
its crisis, rising health care cost will place pressure on cities 
across the state.

Recommendations
Although growing OPEB liabilities have only recently been 
on the public radar, there have been several high profile rec-
ommendations for dealing with this situation.  On Decem-
ber 28, 2006, Governor Arnold Schwarzenegger established 
the Public Employee Post-Employment Benefits Commis-
sion to address unfunded post-employment benefits.55 This 
commission’s January 2008 report argued that the costs of 
promised benefits should be fully identified and paid with-
in the working career of those receiving the benefit. The 
commission recommended that “public agencies providing 
OPEB benefits should adopt pre-funding as their policy. As 
a policy, pre-funding OPEB benefits is just as important as 
pre-funding pensions.” The commission also recommended 
that if the public agency does not adopt such an approach, 
it should establish a clear alternative as well as justification 
for not doing so.

If the State and its cities are unable to afford to provide 
these benefits, they will ultimately need to reduce them 
or reduce funding to other programs to make up the differ-
ence. One of the ways of reducing a city’s unfunded liabili-
ties is to implement a vesting schedule. Rather than con-
tributing full health premiums to all retirees, these benefits 
can be vested based on years of service. For example, in 
San Francisco, new employees must work at least 10 years 
before they can receive 50% of the maximum benefit. Only 
after 20 years will they receive 100%.

Aside from introducing a vesting schedule, there are many 
ways to reduce the cost of OPEBs. Cities may consider con-
verting to defined contribution plans rather than defined 
benefit plans. Under a defined contribution plan, rather 
than covering a specified portion of a retiree’s health and 
dental premiums as they come due, cities would set a 
defined amount to contribute towards OPEB benefits and 
place the funds into OPEB trusts. This option eliminates the 
uncertainty of runaway OPEB costs and transfers the risk of 

rapidly increasing health costs from a city to its retirees. 
Currently, none of the top 20 cities use a defined contribu-
tion plan.

A city may also require active employees to make contri-
butions towards these benefits. In this strategy, employees 
typically contribute specified percentages of their salary 
towards covering their normal costs. Employee contribu-
tions help offset the employer’s normal costs and the over-
all ARC. For example, the cities of Redding and San Jose 
currently require employee contributions that are on par 
with city contributions. 

Another increasingly popular plan is opting for narrow-
network HMOs. These plans eliminate especially expensive 
physicians and hospitals from the provider networks. This 
approach reduces health care costs by ensuring that retir-
ees seek less expensive options. It is estimated that nar-
row network HMOs can reduce costs by 25%.56 Of course, 
such a change has potential downsides.  Although insurers 
contend that narrow HMOs do not dramatically reduce em-
ployee choices,57 health advocates argue that by limiting 
the number of available physicians and hospitals, patients 
with chronic, life threatening, or specific needs condition 
may be harmed.  

Another possibility is for a city to buy out the retiree’s ben-
efits.  For example, to deal with its $58 million unfund-
ed OPEB liability, Beverly Hills recently offered current 
employees the option to opt out of their defined benefit 
plans.58 Instead, these employees would receive a one-time 
lump sum payment. This amount was the actuarially de-
termined value of their post-retirement medical coverage 
based on their individual plan provisions.  A portion of that 
payment went into the defined contribution plan. The re-
maining portion could be exchanged for a cash payment 
or also placed into a defined contribution plan. Fifty eight 
percent of the incumbent employees agreed to participate 
in the new option. Overall, this innovative plan not only re-
duced the growth of unfunded OPEB liability, but decreased 
it by $13 million for fiscal year 2010-2011. 

As we have discussed, cities may find it difficult to reduce 
OPEBs for active employees and retirees, but they can cer-
tainly reduce them for new hires.  Still, because this will 
not address the current unfunded liability, which will still 
have to be paid, the restructuring of benefits for future 
employees should be combined with pre-funding.  

Conclusion
Unless the health care systems see substantial reforms, 
pay-as-you-go costs will continue to increase significantly 
into the future, primarily due to rising treatment costs and 
increasing numbers of retirees. Indeed, among the 20 cit-
ies we surveyed, these costs increased 36% since 2008.  In 

Page  16 |    California Common Sense     5050 El Camino Real, Suite 2010, Los Altos, CA, 94022     www.cacs.org



some cities like San Jose and Bakersfield, the costs are on 
track to double in the span of five years. In this report, we 
reviewed a number of potential strategies California’s cities 
can implement to adjust benefit plans to reduce costs.  Cit-
ies can also reduce their total out-of-pocket costs by pre-
funding the obligations.  But if nothing is done to address 
the rising OPEB costs, they will eventually crowd out crucial 
local programs such police and fire protection, road main-
tenance, and garbage collection.

Only nine of the top 20 cities have actually implemented 
a pre-funding plan. In some cities, the pay-as-you-go costs 
are more manageable than in others. For example, these 
costs have grown to be quite large in San Francisco and San 
Jose, but they have remained smaller in cities such as Santa 
Monica and Riverside. If the 11 pay-as-you-go cities we sur-
veyed begin fully paying their ARC into OPEB trusts this year 
and continue to do so annually, they will collectively save 
an estimated $2.2 billion towards the out-of-pocket cost of 
OPEBs already earned.  

Pre-funding accumulates assets towards paying future costs 
and supplements them with investment profits. It is also 
dictated by the simple idea that the costs of benefits (such 
as pensions) should be realized as they are earned, not de-
ferred into the future.  In addition to any normative argu-
ments, pre-funding discourages irresponsible political be-
havior that saddles future generations with costs they may 
not be able to bear.  Ultimately, while each city must adopt 
a policy that best fits its circumstances, acknowledging the 
reality of these growing obligations simply cannot be de-
layed forever.
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City Unfunded Liability Funding Ratio Funding Plan
San Francisco $4,400,000,000 0% Pay-as-you-go
Los Angeles $2,514,508,000 59% Fully Pre-fund 
San Jose $1,706,082,000 9% Partially Pre-fund
San Diego $1,131,543,000 9% Partially Pre-fund
Oakland $520,882,000 0% Pay-as-you-go
Sacramento $376,417,000 0% Pay-as-you-go
Anaheim $147,994,000 30% Fully Pre-fund 
Roseville $146,097,000 19% Fully Pre-fund 
Palo Alto $139,701,000 22% Fully Pre-fund 
Redding $125,500,000 0% Pay-as-you-go
Santa Ana $122,720,000 0% Pay-as-you-go
Long Beach $120,714,000 0% Pay-as-you-go
Glendale $103,947,000 0% Pay-as-you-go
Bakersfield $101,430,667 11% Partially Pre-fund
Fresno $84,252,383 0% Pay-as-you-go
Riverside $54,900,000 0% Pay-as-you-go
Pasadena $31,678,052 0% Pay-as-you-go
Burbank $30,431,511 51% Fully Pre-fund 
Santa Clara $23,855,000 23% Fully Pre-fund 
Santa Monica $20,173,000 0% Pay-as-you-go

Appendix A: Funding Progress and UAAL59
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The Present Value of Future Benefits (PVFB) is composed 
of two parts. The first part is the present value of ben-
efits that have yet to be earned called the Present Value of 
Nor¬mal Costs. The second part is the present value of ben-
efits already earned based on past years of service, called 
the Actuarial Accrued Liability (AAL). The AAL is also broken 
up into two parts. One part is covered by assets and the 
other part that is unfunded. The amount that is unfunded 

is called the Unfunded Actuarial Accrued Liability (UAAL). 
The Annu¬al Required Contribution (ARC) represents an 
amount that is designed to pay off benefits already earned 
and those that have just been earned. Thus, this calculation 
takes a piece of the “yet to be earned” potion and a slice of 
the “UAAL” portion. This sum results in the ARC. If the ARC 
is paid each year, employers will theoretically have enough 
assets to pay the OPEBs of each employee after retirement. 
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