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CHAPTER 12
The Use of Locally Imposed Selective
Taxes to Fund Public Pension Liabilities
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Robert F. Wagner Graduate School of Public Service, New York University

P

ersonnel costs are the single largest spending category for state and
local governments. In fiscal year 2013, state and local governments
spent more than $857 billion on employee salaries and wages, and an
additional $338 billion on personnel benefits. These numbers represent more
than 37 percent of direct spending by t hese governments and more than half
of spending when considering current (i.e., noncapital) operations alone.1
Approximately 90 percent of all state and local employees have access to retirement benefits, and 89 percent of these workers actually participate in the
benefit programs offered (Bureau of Labor Statistics 2015). The primary form
of retirement benefit for public employees is a defined benefit pension system,
in which all employer and employee contributions are aggregated and deposited into a pension fund for investing purposes. The contributions typically are
prefunded—that is, made over the course of employees’ working lives. Benefits
paid out to retirees also come from the pension fund. These pension benefits are
the primary source of retirement income for millions of public retirees, including about 27 percent of public employees who are not part of the federal Social
Security system (Nuschler et al. 2011).
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In the private sector, defined benefit pension plans are insured by the
Pension Benefit Guaranty Corporation (PBGC) to ensure that beneficiaries
do not lose all pension benefits in the event a corporation or its pension fund
becomes insolvent. Government pension plans, however, are not insured by
the PBGC. If a public pension plan exhausts its resources, it w
 ill e ither cease to
pay benefits (as happened in Prichard, AL; see Cooper and Walsh 2010) or the
plan sponsor will need to provide additional money to keep benefits flowing
to retirees. This chapter examines a growing phenomenon in pension funding
in which a jurisdiction enacts a new selective tax or fee, or increases an existing one, to fund its unfunded pension liabilities. Given the relatively recent
enactment of this practice in a few jurisdictions, the trend is described and
commonalities between those jurisdictions are detailed. In addition, this chapter frames the importance of public pensions to the finances of state and local
governments, and it highlights other potential changes that might influence
the use of locally imposed selective taxes by governments to address unfunded
liabilities (pensions as well as o
 thers).

IMPORTANCE OF PUBLIC PENSIONS TO PUBLIC FINANCES
In 1993, state and local governments spent nearly $2 trillion in total (in
inflation-adjusted dollars), $86 billion of which w
 ere pension expenditures
paid into pension funds, representing 4.3 percent of total state and local spending.2 By 2012, state and local spending had grown to more than $3.2 trillion
in total; pension contributions grew to $248 billion—or 7.6 percent of total
spending. Whereas total expenditures by state and local governments grew
63 p ercent in real terms between 1993 and 2012, pension expenditures
increased 187 percent—nearly three times as much. On average, while state
and local government spending has increased nearly 3 percent in real terms
every year, pension expenditures have increased at almost double the rate
of all spending (see table 1). This increased spending is not only the result
of the economic troubles governments faced from stock market declines in
2008. Excluding 2008–2014, pension expenditures still grew nearly 7 percent
annually.
Furthermore, t hese expenditures reflect only spending actually paid into
public pension systems and do not include contributions deferred by governments. Novy-Marx and Rauh (2014) estimate that contributions to public pension systems would have to exceed 14 percent of state and local government
revenues for public pensions to reach full funding (in which assets matched
actuarial accrued liabilities) over 30 years.
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Table 1. Public Pensions and Public Budgets, 1993–2014

Year

Total State
and Local
Pension
Expenditures
($ thousands)

Annual
Change
(%)

Total State
and Local
Expenditures
($ thousands)

1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

86,173,052
93,543,266
98,848,408
107,127,319
112,483,107
122,018,715
127,961,273
138,106,837
150,059,331
161,504,669
173,492,641
182,281,796
189,159,379
195,409,964
210,737,977
213,824,545
226,365,027
235,090,873
246,172,916
247,723,000
262,498,990
272,862,247

8.6
5.7
8.4
5.0
8.5
4.9
7.9
8.7
7.6
7.4
5.1
3.8
3.3
7.8
1.5
5.9
3.9
4.7
0.6
6.0
3.9

1,988,456,407
2,019,586,835
2,099,304,490
2,108,797,926
2,154,590,504
2,221,117,707
2,310,433,282
2,401,650,562
2,538,662,797
2,699,681,446
2,784,447,842
2,840,640,409
2,870,792,148
2,938,372,703
3,041,449,309
3,119,254,658
3,273,581,348
3,383,268,617
3,328,493,356
3,249,742,998
N/A
N/A

Cumulative
change,
1993–2012

187.47%

63.43%

Average
annual
change,
1993–2012

5.74%

2.64%

Average
annual
change,
1993–2007

6.61%

3.09%

Annual
Change
(%)

Public
Pensions as
Share of
Total State
and Local
Expenditures
(%)

1.6
3.9
0.5
2.2
3.1
4.0
3.9
5.7
6.3
3.1
2.0
1.1
2.4
3.5
2.6
4.9
3.4
−1.6
−2.4

4.3
4.6
4.7
5.1
5.2
5.5
5.5
5.8
5.9
6.0
6.2
6.4
6.6
6.7
6.9
6.9
6.9
6.9
7.4
7.6

Sources: US Census Bureau (1993–2014) and US Census Bureau (1993–2012).
Note: All data are inflation adjusted to 2014 levels using the Bureau of L
 abor Statistics Consumer Price Index All Urban
Consumers (CPI-U) table. N/A = data are not yet publicly available.
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Table 1 shows that public pension expenditures are an increasing share
of state and local government spending, increasing from just over 4 percent
in 1993 to nearly 8 percent in 2012. In addition, b
 ecause pension expenditures consume general fund revenues of governments, other programs that are
also funded from governments’ operating budgets must compete with t hese
growing pension expenditures for resources (Peng 2014). Some states and
municipalities have issued taxable pension obligation bonds, in which debt
substitutes for other current budgetary resources; empirical analyses of this
technique have found little budgetary relief resulting from this strategy (e.g.,
see Calabrese and Ely 2013). State and local governments, then, face the need
to e ither reduce spending on nonpension items or increase taxes. Another
option is deferral of required pension contributions, causing the government
to fall even further behind in the long term.

LINKING THE BUDG ET TO THE BAL ANCE SHEET—U NFUNDED
PENSION LIABILITIES
Unfunded pension liabilities occur because governments deliberately underfund their annual pension contributions or b
 ecause results (including investment returns) do not meet expectations. When discussing the unfunded levels
of government pension systems, this chapter relies on data reported by governments, which do not report liabilities calculated in a common method with
common actuarial assumptions. Government systems tend to use discount
rates that are much higher compared to private pension systems (GAO 2014),3
and government liabilities are lower as a result. Furthermore, existing analyses find government decision makers may alter actuarial inputs to reduce
required pension contributions or reported liabilities (Barro 2012; Biggs 2009;
Stalebrink 2012).4
Most state and local governments operate under balanced budget requirements, which vary in stringency. Nevertheless, Poterba (1994) argues that
altering expenditures in one fiscal year to achieve a balanced budget merely
reflects a timing issue; that is, an expenditure deferred in the current fiscal year
is recognized instead in the next fiscal year. Chaney et al. (2002) note this is
generally true, but not in the case of pension contributions—because deferred
pension contributions are not recognized until paid in the future, and many
governments do not make the full contribution to their pension plans annually (implying a long-term deferral of these costs).5 Chaney et al. (2002) find
that states defer pension contributions to achieve budget balance, implying

266

The Use of Locally Imposed Selective Taxes to Fund Public Pension Liabilities

that tax revenues are insufficient to achieve economic budget balance. Pension
underfunding is a form of debt financing, and Buchanan and Wagner (1977)
extend fiscal illusion theory to argue that debt financing increases government spending, b
 ecause immediate taxes are not required from the citizenry.
As a result, decision makers perceive the costs of public employees’ pension
benefits as lower than they actually are, leading to increased public spending
and employee benefits. Johnson (1997) finds that pension generosity increases
as governments contribute less to pension funds currently than required, and
Sneed and Sneed (1997) find underfunded pensions result in greater state
government spending overall. Hence, the beneficiaries of this fiscal illusion
are public employees and l abor representatives.6 Elected officials who support
these expanded employee pensions may also benefit from campaign contributions from this key voter constituency.
In 2001, state and local pension plans w
 ere generally fully funded in the aggregate; that is, governments had assets in pension funds that equaled the accrued
liabilities of workers and retirees. Importantly, this was not due to adequate
pension funding by plan sponsors; rather, Giertz (2003) finds most chronic
underfunding of liabilities disappeared because of strong equity returns that
were in excess of actuarial assumptions during the 1990s. As investment
gains slowed or turned to losses and employee benefits w
 ere enhanced,7 these
plans were approximately $155 billion underfunded collectively by 2002 (see
table 2), meaning liabilities exceeded assets.
Even in 2001, when the collective systems were fully funded, 55 percent
of the individual pension plans reported an unfunded liability (called the
“unfunded actuarially accrued liability,” or UAAL), meaning these plans
were not fully funded. Using a less stringent but arbitrary standard defining 80 percent funded as “healthy,” only about 19 percent of pension plans
were not healthy.8 Therefore, public pension systems at the beginning of the
century were relatively well funded, and even those not fully funded were not
significantly underfunded on average. In 2002, the total UAAL of combined
pension systems would have required only 6 percent of total spending to
make up the accumulated shortfall to date. Table 2, however, shows that the
combined UAAL has grown significantly since 2001, when pensions w
 ere fully
funded collectively. The combined UAAL has grown more than 646 percent,
and annual increases have averaged over 23 percent; further, it would now
require nearly 35 percent of total state and local government spending (in 2014
dollars) to top off pension plans and return them to full funding. While this
one-shot scenario is obviously unrealistic, it illustrates the increasing burden

267

Thad Calabrese

Table 2. Size and Growth of Public Pension Unfunded Actuarially Accrued
Liabilities (UAAL), 2002–2013

Year

Combined
UAAL All
Pension Plans
($ thousands)

2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013

155,279,867
348,670,957
421,086,797
482,442,028
502,594,286
482,966,924
562,968,616
830,915,917
958,643,138
1,026,134,196
1,123,906,722
1,158,492,941

Change
from 2002
to 2013

646.07%

Annual
change,
2002–2013

23.58%

Annual
Change
(%)

Ratio of
UAAL to
Total Annual
Expenditures
(%)

Percentage
of Plans
with
UAAL >$0

Percentage
of Plans
Funded
Less than
80%

124.5
20.8
14.6
4.2
–3.9
16.6
47.6
15.4
7.0
9.5
3.1

5.8
12.5
14.8
16.8
17.1
15.9
18.0
25.4
28.3
30.8
34.6
N/A

70
81
84
89
87
86
89
92
94
95
97
96

19
27
29
37
39
37
45
57
62
63
69
68

Sources: Center for Retirement Research at Boston College (2002–2013); and US Census Bureau (1993–2012).
Note: All data are inflation a djusted to 2014 levels using the Bureau of L
 abor Statistics Consumer Price Index All Urban
Consumers (CPI-U) table. N/A = data are not yet publicly available.

that accumulated pension liabilities have on government operations and overall fiscal health (see the third column in t able 2).
The funded ratio for all pension systems combined in 2012 was approximately 72 percent,9 and the data in table 2 indicate a cumulative shortfall of
more than $1 trillion in assets to cover pension obligations. As pension costs
consume an increasing amount of public budgets while unfunded liabilities
continue to grow, calls for reforms have become more vocal.
Pension contributions are composed of two parts: (1) a portion for the pres
ent value of future benefits earned by current employees in the current fiscal
year (which is known as the “normal cost”), and (2) a portion for the amortized
part of the unfunded liability. As a result of this amortized part, the larger the
unfunded actuarial accrued liability is, the larger becomes the required annual
pension contribution. Efforts to improve the funded status of t hese pension
trusts are aimed at reducing this amortized portion of the annual contribution
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Table 3. Number of States Enacting Public Pension Reform Legislation by
Type of Reform, 2012–2015
Type of Reform Effort Enacted

Year Enacted
2012
2013
2014
2015

Contribution
Rates and Funding

Cost-ofLiving
Adjustments

Change to Plan

12
22
36
27

4
8
9
4

21
31
34
26

Source: National Conference of State Legislatures, “Pensions and Retirement State Legislation Database, 2012–2015.”

e ither gradually and systematically over time or all at once, which reduces the
required annual contribution to the pension fund.
As shown in table 3, some states have enacted changes in contribution rates
and funding schedules over the past several years, usually increasing required
contributions from employers. This action is arguably not even a reform and
is simply a budgetary increase. Limiting cost of living adjustments is another
way to control the growth in liabilities—especially since some beneficiaries
have already retired and are receiving pension benefits. The “Change to Plan”
category includes such efforts as creating new tiers of pension benefits that
lower pension benefits for f uture employees, thereby lowering the normal cost
associated with new hires.
Constitutional or statutory limitations exist in many states that prohibit
changing pension benefits for current employees or retirees, so many reform
efforts do not address accumulated unfunded pension liabilities at all (see
Munnell and Quinby 2012). Most actions included u
 nder “Change to Plan”
reforms fall into this category. Some states (e.g., Illinois and New York) have
constitutional provisions that protect not just employee benefits at the time of
hire (meaning that current employees cannot see their benefits reduced), but
also future cost-of-living adjustments. Other states (e.g., California, Massa
chusetts, Pennsylvania, and Washington) have similar protections via state law.
Hence, reform efforts like some of those outlined in table 3 may be unavailable
to some governments without significant institutional changes, such as constitutional amendments. Some states (e.g., Michigan, Florida, and Virginia)
only protect prior benefits and exclude future cost-of-living adjustments, so
that reform efforts like those listed in table 3 can be used to limit the growth in
unfunded pension liabilities.
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SELECTIVE TA XES, TA X INCRE ASES, AND PENSION FUNDING
As pension expenditures and unfunded liabilities continue to increase (even
with periodic and limited reforms), some governments have turned to
increased taxes and fees to fund t hese retirement benefits. Sometimes these
taxes and fees are explicitly earmarked or tied to pension expenditures, at
other times they are merely alluded to in legislation or referenda language.
To date, the primary users of these select taxes and fees have largely been
municipalities in Pennsylvania and Illinois. Both states are examined h
 ere
as case studies, and both have strong protections for public pension benefits.
However, municipalities in other states have begun exploring this option as
well and are also discussed.

Pennsylvania
Of the nearly 3,200 pension plans established for local government employees,
more than 44 percent are in Pennsylvania alone.10 In other words, pension
management in Pennsylvania is largely a local government concern. In 1895,
the state implemented a 2 percent tax on foreign (that is, out-of-state) fire and
casualty insurance companies’ premiums on in-state property and earmarked
this revenue for distribution to local governments to pay for pensions. The
law’s stated goal was to provide fiscal relief for municipalities’ paid and volunteer fire departments by distributing tax revenue collected by the state to the
political subdivisions in which the insured property was located. The 2 percent
tax on all fire and casualty insurance gross premiums for personal and business property sold in the state by corporations incorporated in a state other
than Pennsylvania is not unique to Pennsylvania. Most states tax insurance
premiums of out-of-state insurers (Casey and Conlin 2009), but Pennsylvania
explicitly dedicates this tax to municipal pension benefits. Other states, such
as Colorado, Florida, Idaho, Illinois, Oklahoma, and Washington, similarly
dedicate some or all insurance premium taxes to fire or police pension funds
(Civic Federation 2007). What makes Pennsylvania unique, however, is that
the state funds are then distributed to municipal pension systems.
Public pensions became a public policy concern in the 1970s, when what
was then called the US General Accounting Office (1979) estimated that public
pension systems were only about 50 percent funded. In 1984, Pennsylvania
Act 205 was implemented, which required municipalities to make pension
contributions on a schedule that would address any underfunding in 30 years.
Municipalities that were found to be distressed could extend this to a 40-year
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schedule. The 1984 Act also replaced the original act of 1895 in which the state
of Pennsylvania allocated pension aid based on where the insured property
was located; instead the new allocation was essentially based on the number of
public employees in a locality. Each public employee was considered a “unit,”
and uniformed employees (such as police and fire) each represented two units.
The pool of insurance tax revenue collected by the state was then divided by the
sum of municipal units to arrive at a unit value. This distribution could subsidize local governments’ pension expenditures up to 100 percent of the annual
cost. In 1985, this tax generated $62.3 million in revenues; as a result, each unit
value was worth $1,146—meaning that local governments received $1,146
for pension funding for each public employee and an additional $1,146 for
pension funding for each uniformed public employee. Importantly, 75 percent
of municipalities received enough funding from this revenue in 1985 to fully
offset their pension costs.
This dedicated revenue stream from the state led some local government
decision makers to increase pension benefits. For example, if a municipality had to contribute less than the $1,146 annually for a regular employee or
$2,292 for a uniformed employee, the municipality was effectively incentivized
to increase benefits to public employees up to this limit, because local public
employees would receive increased benefits at no direct budgetary cost to the
municipality. Perhaps more correctly, the tax likely increased insurance costs
for residents and businesses (and then only a small fraction of the cost), but
not directly for the government employer. Further, this system privileged
pension benefits relative to other compensation, b
 ecause t hese payments
(borne at least statutorily by out-of-state companies) could only be used for
financing pensions and not other forms of compensation. Overall, then, an
attempt to support pension costs statewide led to a system that encouraged
increased benefits.
By the late 1980s, nearly all municipalities in Pennsylvania had their pension costs fully covered by this dedicated state tax, with fairly significant
increases in subsidies per employee. By 1989, for example, 96 percent of municipalities received money from the state to fully cover their annual pension costs,
even as the value per unit had increased from $1,146 to $3,269—a nominal
increase of more than 185 percent and a real increase of nearly 150 percent in
just 5 years. By 2014, each unit value had increased to $3,873 as tax revenues
to the state had increased to $248.3 million. Despite increased subsidies, only
38 percent of municipalities received enough allocation from the pool to offset
the full costs of pensions. The subsidy from the state insurance tax was growing,

271

Thad Calabrese

but not as fast as annual pension contributions. Municipalities needed even
more revenues or less spending to compensate.
Because of the significant fiscal stress governments experienced following the G
 reat Recession, Act 44 became law and provided plan sponsors pension funding relief, largely by allowing sponsors to alter actuarial assumptions
and thereby reduce required pension contributions. Hence, state law further
encouraged pension benefit growth, which contributed to fiscal stress for
plan sponsors. Subsequently, a new law was implemented that provided pension funding relief to distressed municipalities. This relief, however, merely
delayed funding (primarily by manipulating how the required contribution
was calculated) rather than providing any permanent fix, such as reforming
the structure of the pension plan or the level of benefits provided to current
or future employees.
As part of Act 205 of 1984, pension plans had to report to the state on their
funded status. Plans with funded ratios at or above 90 percent did not need to
implement any changes. For t hose plans below this 90 percent threshold, sponsors had to implement voluntary and mandatory remedies (depending on the
funded status reported) that w
 ere nominally designed to improve the funded
status of the plan. Many municipalities in Pennsylvania had pension systems
that w
 ere below the 90 percent threshold and therefore, required remedies;
many chose to impose selective taxes to address pension shortfalls as voluntary
remedies. The history of municipal pension funding in Pennsylvania can thus
be summarized as follows:
•

Implementation of a public financing system that encourages pension
benefit growth by financing local pensions with a state tax;

•

Passage of additional laws requiring certain pension funding levels;

•

Passage of even more laws that provide temporary pension funding
relief when unsubsidized expenditures are deemed too costly, which
further grew liabilities for distressed municipalities (because the relief
is just a deferral); and

•

Passage of additional regulation that requires remedies when pension
systems are underfunded significantly, largely as a result from prior
years’ deferrals brought about by prior legislation.

To further illustrate, the city of York has three major pension plans: one
for fire fighters, another for police officers, and a third for nonuniformed city
workers. As of 2012, the fire fighter pension system was 58 percent funded,
the police system was 53 percent funded, and the nonuniformed system was
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76 percent funded.11 In 2014, the city passed a 0.25 percent “Public Safety
Pension Tax” on income earned in York as one of its voluntary remedies
to address the poor funding of its pension systems. Although the new tax
was frequently referred to as a commuter tax, city residents were also taxed.
However, it is noteworthy that the city did initially seek to tax only the incomes
of workers who commuted to the city. The new money was expected to cover
the city’s increased pension contributions.
Similarly, Scranton manages three pension systems defined as severely
distressed. In 2012, its fire fighters pension plan was 17 p
 ercent funded, the
police system was 29 percent funded, and the nonuniformed system had only
23 percent of assets compared to liabilities. To begin addressing these shortfalls as part of its voluntary remedies, Scranton passed a 0.75 percent tax on
commuters’ earned income in the city; however, a judge blocked the new tax,
because it exempted residents. As a result, Scranton passed a local services tax
in 2015 on both commuters and residents.
By 2012, Philadelphia also had severely distressed pension plans. The fire
fighter pension plan was only 45 percent funded, the police plan was 49 percent
funded, and the nonuniformed pension plan was 47 percent funded. Facing
chronic budgetary problems, the city council passed a temporary 1 percentage
point sales tax increase in 2009; when the temporary rate was renewed in 2014,
any revenue in excess of $120 million was dedicated to the city’s pension plans
(Coen 2014). The state permitted the city to pass a $2 per pack cigarette tax
to fund a planned budget deficit for the school system. Much of the system’s
increased costs were caused by rapidly increasing mandatory pension contributions (Costrell and Maloney 2013).
Whereas York and Scranton used income taxes to fund pensions and also
expand their tax bases beyond city limits, Philadelphia already had a high
income tax for both residents (3.924 percent in fiscal year 2014) as well as
commuters (3.495 percent in fiscal year 2014).12 Philadelphia likely turned to
cigarette taxes because its income tax capacity was largely exhausted.
In addition to these municipal examples, many school districts in
Pennsylvania increased property taxes as a voluntary measure specifically to
fund increased teacher pension costs. Pennsylvania law (Act 1) caps annual
property tax increases, and districts must seek rates higher than these caps
through voter referenda.13 However, Act 1 explicitly permits districts to file
for exemptions from the referendum requirement b
 ecause of costs resulting
from special education, debt, and pensions. In fiscal year 2015, 164 school
districts (out of nearly 500 statewide districts) applied for exemptions from
the state Department of Education, and 163 cited pension contributions as
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Table 4. School District Referendum Exceptions from Pension Obligations,
Pennsylvania, 2007–2015

Fiscal Year

Statewide
SDs
Requesting
Exemptions

SDs
Requesting
Exemptions
because of
Pension
Obligations

Percentage
of
Exemptions
because of
Pension
Obligations

Percentage
of
Statewide
SDs
Requesting
Exemptions
because of
Pension
Obligations

2007–2008
2008–2009
2009–2010
2010–2011
2011–2012
2012–2013
2013–2014
2014–2015

210
102
61
133
228
197
171
164

188
27
6
128
221
194
169
163

89.5
26.5
9.8
96.2
96.9
98.5
98.8
99.4

37.6
5.4
1.2
25.6
44.2
38.8
33.8
32.6

Percentage
of Approved
Expenditures
Over Limits
6.9
3.6
0.5
32.4
29.3
49.3
68.5
61.2

Source: Pennsylvania Department of Education. “Report on Referendum Exceptions,” various years. http://www.education.pa.gov
/Teachers%20-%20Administrators/Property%20Tax%20Relief/Pages/Referendum-Exceptions.aspx.

the reason for the exemption request.14 In other words, nearly one-third of
Pennsylvania school districts chose to increase property tax rates in excess of
statutory limits as a result of pension costs. As shown in t able 4, these exemptions brought about from pension obligations remain a significant cause of
exemptions from property tax limits, and the amount of expenditures financed
by these exemptions has grown significantly over the past few years. Pension
obligations remain a significant financial hurdle for Pennsylvania school districts despite the state-dedicated revenue for local pension systems.
One major hurdle for reforming public pension costs in Pennsylvania is
that the courts have rejected reform efforts as impairments to existing contracts. The protection extends to past accruals (i.e., benefits earned to date) but
also to f uture adjustments as well (so that even altering cost-of-living adjustments may not be possible; see Munnell and Quinby 2012). Absent major
structural changes from elected officials to alter these protections—at great
political cost to themselves—reforms that might actually shrink liabilities are
not realistic options.

Illinois
Chicago participates in six pension plans for its employees, and all plans are
generally less than one-half funded (i.e., the funded ratio is less than 50 percent
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for all plans). As of 2012, Chicago’s pension UAAL reached nearly $27 billion,
and the city (or related agencies) contributed nearly $700 million to the funds,15
compared to total governmental fund expenditures of less than $7 billion (City
of Chicago 2012). Chicago’s pension systems were so poorly funded that the state
required the city to make mandated payments to reduce the UAALs. Wanting to
avoid a property tax increase in 2014 (an election year), Chicago policymakers
chose instead to pass a tax increase on telephones, increasing the 911 tax from
$2.50 per telephone per month to $3.90. Although the revenue from the tax
was earmarked for 911 services, the goal of the tax increase was to fully fund
the emergency service from this monthly fee and not require additional public
subsidy, thereby freeing up millions of dollars for pension payments. This tax
increase was simply an expedient, as the mayor and city council increased the
property tax rate one year l ater in 2015 (Peters 2015). Increasing pension funding
to begin paying down the UAALs of the police and fire pension systems was an
explicit reason given for the property tax increase, estimated to be $550 million
annually (Dardick and Ruthhart 2015). In addition, the mayor also proposed a
garbage fee for homeowners to free up additional public dollars for pensions.
Cook County (where Chicago is located) itself increased the county portion
of the sales tax in 2015 from 0.75 percent to 1.75 percent to fund its own public pensions. By 2014, the county faced a pension system only about one-half
funded and annual pension costs that were growing rapidly. For example, in
2014, the annual pension contribution was approximately $200 million and
was expected to increase to $350 million by 2016. In raising the tax rate, the
combined sales tax rate in the area became the nation’s highest for a major city
at 10.25 percent, effective 2016 (Dardick 2015).
Selective taxation for pension funding is not limited to the Chicago area in
Illinois. The municipality of Normal, IL, saw its pension costs growing significantly for its three pension funds. The UAALs for t hese systems had reached
nearly $50 million by 2015, compared to annual budgeted expenditures of just
over $57 million.16 To begin paying down this UAAL, the city increased garbage collection fees on residents and imposed a new 4¢ per gallon gasoline tax
(VanMetre 2015). In 2014, Peoria, IL, increased water and natural gas utility
taxes and doubled its garbage fees on residents to address its growing pension
problem. The city’s pension systems w
 ere all funded below 63 percent in 2012
(Dabrowski et al. 2014).
In Illinois, municipalities may sponsor their own pension systems—650
such systems are managed through the Illinois Municipal Retirement Fund
(IMRF)—but the state legislature sets municipal pension laws that outline cost
of living adjustments, benefit formulas, retirement ages, and so forth (Illinois
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Municipal Retirement Fund 2014, 25). Therefore, the costs of municipal pension systems are determined separately from the taxpayers in jurisdictions who
ultimately must pay for these costs. This decoupling of costs and financing has
left much of the state’s governments managing pension payments that eat up
increasing shares of public budgets with no direct mechanisms to reduce the
costs. Recently, the Illinois Supreme Court affirmed that the retirement benefits
offered a government employee on his or her first day or employment can never
be reduced,17 so that reform efforts are necessarily limited to changing benefits for future workers only. Governments cannot directly change the pension
liabilities accrued to date, which also increase current required pension contributions from t hese governments. Most importantly perhaps, government
employers in the IMRF are required by state statute to pay their full contribution. If full payment is not made, the IMRF can sue the government and have
state funds diverted to pay for the pension contribution (Peng and Boivie 2011).
As a result, an increasing number of participating governments are turning to
new or additional revenue sources as the only option available to them.
The state of Illinois itself a dopted a tax in part to pay for its own pension
contributions. In 2011, Illinois passed a temporary income tax increase to
pay down its accumulated unpaid bills, which explicitly included unpaid
pension contributions. The state is currently looking to extend this temporary measure. Importantly, this measure was not intended to reduce the state’s
UAALs with its pension systems (i.e., begin paying off the accumulated debt
from the past). Instead this tax increase was simply meant to help the state meet
the normal cost of its pension obligations.18

Other Municipalities
Although the examples of municipalities selectively imposing or increasing
taxes and fees to fund pensions largely have been drawn from two states, recent
activity suggests this municipal finance technique is spreading. Charleston,
WV, increased its sales tax rate from 0.5 percentage points to 1 percentage
point (which is levied in addition to the state rate of 6 percent), with the
proceeds placed in a reserve account dedicated to pensions.19 Elected officials opted for this increased sales tax rate to begin addressing its woefully
underfunded pension system, which was only 24 percent funded in 2014 (Pew
Charitable Trusts 2013).
Facing a $200 million UAAL and a 36 percent funded ratio, voters in
Springfield, MO, passed a sales tax increase of 0.75 percentage points in 2009
to fund police and fire pensions. The original referendum was intended to sun276
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set after 5 years (to counter taxpayer concerns that this tax increase was permanent). In 2014, the voters reauthorized the increased sales tax rate, and the
funded ratio had reportedly improved to 67 percent since the 2009 initiative.20
In August 2015, the city of Prescott, AZ, presented city voters a ballot initiative to adopt an additional 0.55 percentage point sales tax rate for 20 years
with the revenue restricted to paying the UAAL of the Arizona Public Safety
Personnel Retirement Systems (estimated to be approximately $70 million,
or about 50 percent funded). The voters rejected the ballot measure, with
most opponents arguing that the additional revenue—absent any significant
reforms to the benefits in place for current or future workers—would not
improve the situation and solve the fiscal problems caused by the unfunded
pension liabilities.

WHAT DOES THE F UTURE HOLD FOR SELECTIVE TA XES
AND PENSION FUNDING?
The use of selective taxes to specifically fund pensions is fairly limited at this
time. Nevertheless, we can find some basic similarities among t hese various
cases. Most obviously, the governments or voters who have approved selective
taxes are the ones with significantly below average funding for their pension
plans (the average pension system is 72 percent funded). In some extreme
cases, the pension systems are predicted to run out of money to pay benefits in
only a few years. Of course, a natural question for f uture empirical research is
whether this poor funding resulted in the adoption of selective and dedicated
taxes, or whether t hese taxes led to reduced funding of pensions.
Most governments using selective taxes also have been either unable or
unwilling to implement pension reforms that would require employees to
fund more of their own pension benefits or reduce current and f uture retirees’ benefits. In many cases, state statutes or constitutions prevent localities
from changing future benefits. Therefore, if pension reform efforts fail (as they
have in Illinois) or are avoided, it seems probable that governments w
 ill seek
additional revenues to fund growing pension expenditures. B ecause most
municipalities face balanced budget requirements, these increased pension
expenditures necessarily require increased revenues, reductions in other nonpension expenditures, or some combination of both. In fiscal year 2015, no
state reported using cuts to state employee benefits as a strategy for managing
its budget, and only two states reported this as a strategy for fiscal year 2016
(NASBO 2015). Instead, targeted spending cuts (twenty-six states in 2015 and
twenty-four in 2016)—reductions in other public spending—and increased
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sales and other consumption tax rates (e.g., on alcohol and tobacco; twelve
states in 2016) are currently the preferred budget strategies rather than reducing pension costs. Debt issuances can fill budget gaps temporarily, and several
hundred local governments have issued pension obligation bonds nationally,21
but it is neither fiscally sustainable nor justifiable to issue debt to balance operating budgets.
Additional revenues, though, w
 ill not improve pension funding if this new
revenue simply replaces the funding already in place. If a government replaces
general fund revenue with a dedicated sales tax for pensions, for example,
the unfunded liability is unlikely to improve: the new revenue stream simply replaces another instead of augmenting the flow of funds to the pension
system. Ultimately, u
 nless t hese selective taxes are not used to substitute for
current funding streams, t hese new taxes are unlikely to improve the fiscal
health of pension systems. They w
 ill, however, permit public decision makers
to claim they are addressing the fiscal problems associated with unfunded
pension liabilities.
Many states do not tax the pension income received by retirees. Ten states
fully exclude pension income from their income tax base, and an additional
eleven states partially exempt pension income.22 Perhaps unsurprisingly,
all the examples in this chapter come from states that fall into the full or partial
exclusion states. Notably, both Illinois and Pennsylvania completely exclude
pension income from their income tax bases. The tax base is reduced for the
benefit of retirees, and selective income tax increases effectively shift the burden to current workers. In the case of increasing sales tax rates or increasing
user fees, the reduced tax base for beneficiaries is paid for by expanding other
tax bases or increasing rates on existing bases. Currently, Illinois is considering a sales tax on services to help fund its pensions (Galland 2015), and
Pennsylvania is considering increasing fishing license fees for more pension
funding (Staub 2015).
Governments with tax bases that are smaller b
 ecause of other policy or
political goals are more likely to turn to selective taxes to fund pensions compared to t hose with broader tax bases with fewer exclusions, even though the
same amount of revenue must be raised, all e lse being equal. These narrower
tax bases not only reduce income taxes owed to these states for public expenditures but also may lead to other distortionary behavior. For example, public employees may prefer larger pension benefits rather than more current
income, because the benefits are not taxed when they are earned while working
nor taxed as income when received in retirement.
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The selective taxes used to fund unfunded pension liabilities are not limited to one particular type of tax. Consumption and income taxes do seem
particularly attractive for t hese purposes, perhaps b
 ecause the mechanics
are simple—simply adjust an existing tax rate upward. The transaction costs
of the selective tax are thus minimized. In addition, because of progressive
income taxation systems, income tax increases can be sold as tax increases on
higher income taxpayers. And as mentioned, new fees or increases in existing
fees may be implemented. These revenue sources may be popular with municipalities because they may have more ability to impose or raise fee rates than
taxes due to home rule limits in some states.23
Most of the examples in this chapter are of governments that sponsor their
own pension plans. Many governments, however, do not; many belong instead
to cost-sharing pension systems in which employees of all participating governments are aggregated into a common pool.24 Governments participating
in cost-sharing plans are generally legally required to fully fund their annual
pension contributions (Ives et al. 2009), b
 ecause governments otherwise could
effectively be financing other governments’ pension obligations to workers.
Therefore, cost-sharing systems try to minimize the f ree riding of one government on other plan participants. Local government participants in cost-
sharing plans have “no control over actuarial or funding decisions” (Fitch
Ratings 2011). For example, CalPERS requires 90 percent of the member
contributions during the fiscal year or it assesses interest costs on the unpaid
portion at the actuarial interest rate (currently 7.5 percent; see CalPERS 2015);
any amount not paid within 30 days of the fiscal year end is also assessed
interest costs.25 The city of Stockton, CA, chose to borrow money in 2007
rather than not pay its CalPERS contributions, b
 ecause the cost of borrowing
(5.81 percent) was lower than the cost of deferring its payment to CalPERS
(7.75 p
 ercent at the time; Long 2012). In New York State, participating governments are required under state law to contribute to the New York State and
Local Employee Retirement System and the New York State and Local Police
and Fire Retirement System, or e lse accrue interest at the applicable interest
rate for that year as set by statute.26 Governments participating in these cost-
sharing pension plans may thus be more likely in the f uture to impose selective taxes to make growing pension contributions because they are not only
unable to alter benefits to current employees b
 ecause of constitutional and
statutory limits, but also b
 ecause they cannot defer contributions to t hese cost-
sharing systems without incurring significant penalties and costs. In other
words, deferring pension contributions in t hese cost-sharing arrangements
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is not a budget strategy. Further reform efforts for t hese pension systems will
require the political efforts of elected state officials as well as pension fund
board members.
Furthermore, multi-employer public pension systems generally set benefits
for employees, but government employers must pay for t hese benefits. Th
 ese
multi-employer public pension systems are common. Hence, many governments belong to pension systems in which the benefit cost and funding decisions reside in two separate bodies. This decoupling of pension benefits and
the resources needed to fund them suggests that government employers may
find selective taxation increasingly appealing to meet pension obligations they
have little direct control over.
Finally, even extreme fiscal distress or bankruptcy may not be enough to
reduce pension costs. CalPERS, for example, threatened to sue San Bernardino
for missing pension payments after the city formally entered Chapter 9 bankruptcy in 2012 (Reid 2012); when Stockton sought bankruptcy protection in
2012, CalPERS argued (and a federal judge ultimately agreed) that pension
costs still needed to be paid by the city (Hecht 2013).

OTHER ISSUES TO WATCH THAT ARE REL ATED TO
ADDITIONAL SELECTIVE TA X ATION
A growing number of jurisdictions has used selective taxes and fees as an
attempt to improve the funding of their public pension plans without reforming their systems or to avoid budget cuts in other public spending priorities. Governments in the United States have other large unfunded liabilities
as well, such as retiree health insurance benefits (colloquially referred to as
“other postemployment benefits,” or OPEB). Because many public employees
can retire before they are eligible for Medicare, many governments offer retirees health insurance benefits. When individuals become Medicare eligible,
they pay a monthly premium for health insurance coverage (for example,
in 2015, most Medicare recipients paid between $105 and $210 monthly for
insurance coverage, depending on income).27 As part of OPEB benefits for
public retirees, some governments also reimburse retirees for their out-of-
pocket Medicare medical insurance premiums (referred to as “Medicare Part
B premiums”).
Importantly, while most governments have prefunded pensions for decades
(although perhaps insufficiently), OPEB liabilities w
 ere not even recorded in
government financial statements until 2007, and governments have largely
funded these retiree benefits on a pay-as-you-go basis (i.e., they are not
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 refunded). The sizes of t hese liabilities are very large. For example, New York
p
City recognized its entire OPEB liability in 2007, reporting a $57.8 billion
liability on its government-wide statement of net position (City of New York
2007, 38). By way of comparison, the city’s bonds and notes payable in 2007
totaled $56.2 billion (City of New York 2007). Nationally, state governments
alone have outstanding OPEB liabilities of nearly $600 billion. While state governments have accumulated more than $700 billion in assets to pay for pension
benefits for current and future retirees, they have only accumulated approximately $35 billion in assets for OPEB benefits, implying a funded ratio of just
6 percent nationally (Pew Center on the States 2011). T
 able 5 compares pension and OPEB obligations of state governments, and clearly demonstrates the
lack of funding OPEB obligations have received. OPEB liabilities are still being
amortized onto balance sheets, so these obligations are still underreported.
Further, the data only report state obligations and not local obligations. OPEB
obligations tend to be focused at the local government level rather than the
state level because police, fire, and teachers—who have earned the bulk of
accumulated OPEB benefits—tend to be local government employees.
In 2010, state governments paid more than $17 billion for OPEB, even
though actuaries estimated the annual cost at nearly $51 billion (Pew Center
on the States 2012), indicating that governments w
 ere deferring nearly two-
thirds of annual OPEB cost to the future. If actual OPEB spending begins to
increase, governments could face the same situation as they do with pensions:
spending on current programs is crowded out by spending on unfunded liabilities incurred for past programs. In Minnesota, some local governments
even issued OPEB obligation bonds in an attempt to manage this fiscal stress.
This increase in budgetary pressure could lead to selective taxation efforts in
some jurisdictions to pay for OPEB obligations, and the unfunded gap for t hese
liabilities are far worse than for pensions. OPEB liabilities are potentially more
open to reform efforts compared to pensions. Although many states have constitutional or statutory protections for pensions, OPEB protections are more
ambiguous (for more details, see Peng 2008, chapter 8).
In addition to potential pressures from OPEB liabilities, the Governmental
Accounting Standards Board (GASB) changed financial reporting standards
for public pension plans, effective 2013 (GASB 2012). Prior to this change,
pension liabilities and funding were found in the notes to the financial statements. Now governments must report their net pension liabilities (i.e., the
difference between total assets) and total liabilities on the balance sheets of
their government-wide financial statements. B
 ecause these unfunded pension liabilities are now more visible (because they are now reported directly
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Alabama
Alaska
Arizona
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Connecticut
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Kentucky
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6,837
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2,208
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375
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1,682
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OPEB
Unfunded
Obligations ($)

Table 5. Comparison of State Pension to Retiree Health Insurance Obligations, Fiscal Year 2012
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56
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9
47
68
0
0
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0
3
0
5
0
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0
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0
3
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0
4
2
3
7
0
0

Funded Ratio:
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12,522,783
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N/A
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3,687,626
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124,873
8,433,170
4,457
390,800
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55,435,898
270,711
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Source: Data are from Pew Center on the States, “Size of Long-Term Obligations Varies across States,” August 19, 2014, available at http://www.pewtrusts.org/en/research-and-analysis/analysis/2014/08
/size-of-long-term-obligations-varies-across-states.
Note: OPEB = other postemployment benefits.
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in financial statements instead of in notes only), governments may feel more
pressure from creditors or bond raters to increase funding for their liabilities
and reduce net pension liabilities. If so, more governments may increasingly
turn to selective taxes as one potential tool to reduce these liabilities and manage their balance sheets.

CONCLUSION
The use of selective taxes and fees to fund pensions is still rather rare. However,
as pension and OPEB costs continue to place stress on many public budgets,
public decision makers may increasingly turn to these taxes and fees to help
manage growing unfunded liabilities. This chapter draws on the experiences in
Pennsylvania and Illinois to examine how these taxes have operated where used,
how the decoupling of setting and financing employee benefits tends to lead to
these taxes, and how the use of these taxes is associated with significantly underfunded pension systems. As government financial reporting standards increase
the visibility of unfunded pension liabilities in the future, state and local governments may increasingly turn to selective taxes for sources of pension funding
rather than renegotiating and making employee benefits less expensive.

NOTES
1.

Data and calculations derived from t able 1: “State and Local Government Finances by Level
of Government and by State: 2012–2013” (US Census Bureau 2013). https://www.census
.gov//govs/local/historical_data_2013.html.

2.

All data in this discussion are derived from t able 1.

3.

As of 2013, public-sector pension plans used an average discount rate of 7.7 percent based
on expected investment returns, while private-sector single-employer plans use a lower
rate (between 1.3 percent and nearly 6.8 percent, depending on funding levels) based on
high-quality bond yields. See US Government Accountability Office (2014).

4.

Barro (2012) notes that some governments increased pension amortizations following 2008
to reduce pension contributions, and Stalebrink (2012) finds empirical support that political
considerations lead to higher discount rates—which reduce required pension contributions.
Biggs (2009) details how actuaries are pressured by public officials to use specific actuarial
assumptions that reduce required pension contributions.

5.

Governmental Accounting Standards Board (GASB) standards recognize a pension expenditure in the governmental funds financial statements only when the amount is actually contributed to the pension fund, not when it is legally owed. See chap. 10 of Granof et al. (2015).

6.

In the public sector, 39 percent of all workers are represented by a l abor union, compared to
7 percent in the private sector. Bureau of L
 abor Statistics (2017).

7.

As an example, in 1999, the California Public Employees Retirement System (CalPERS) proposed and the state legislature passed a bill that (1) allowed workers hired since 1991, who
were in a less expensive pension tier, to be moved into the more expensive older tier; (2)
reduced retirement ages; and (3) increased benefits for uniformed members. In 2001, elected
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leaders passed a law allowing local government employees not in CalPERS to bargain for
similar benefits. See Malanga (2013).
8.

The discussion in this section is derived from the data in t able 2.

9.

From Pew (2014).

10.

Based on US Census Bureau (2014).

11.

All funded ratios in this section are from Pennsylvania Public Employee Retirement
Commission, Commission of Pennsylvania (2014).

12.

Rates are from “Summary Schedule of Tax Rates since 1952, City and School District
of Philadelphia,” http://www.phila.gov/Revenue/Documents/Tax%20Summary%20
Schedule%20rev%207.1.pdf, and reflect when the cigarette tax was initially proposed. Rates
were slightly lower in fiscal year 2015, when the cigarette tax was approved and implemented.

13.

See “Taxpayer Relief Act, Special Session Act 1 of 2006, Frequently Asked Questions
for Taxpayers,” http://www.education.pa.gov/Documents/Teachers-Administrators/
Property%20Tax%20Relief/Frequently%20Asked%20Questions%20for%20Taxpayers.pdf.

14.

See “Taxpayer Relief Act, Special Session Act 1 of 2006, Report on Referendum
Exceptions for School Year 2013–2014,” http://www.education.pa.gov/Documents/Teachers
-Administrators/Property%20Tax%20Relief/2014-15%20Report%20on%20Referendum%20
Exceptions.pdf.

15.

See “Just the Facts: Answers to Frequent City Pension Questions,” http://www.cityofchicago
.org/city/en/depts/mayor/iframe/just_the_facts.html.

16.

Town of Normal, IL. 2015, “Comprehensive Annual Financial Report for the Fiscal Year
April 1, 2014 to March 31, 2015,” https://www.normal.org/DocumentCenter/View/6661.

17.

See Rickert (2015) and also Munnell and Quinby (2012). The IMRF is a multi-agent employer pension system in which each participating government employer maintains its own
accounts for assets and liabilities. The plan provides administrative and investment services,
and, in the case of the IMRF, the state limits the benefit offerings available and potential
changes to t hese offerings. The same holds true for CalPERS (see CalPERS 2015, primary
benefits offered).

18.

The Taxpayer Accountability and Budget Stabilization Act (P. A. 96-1496).

19.

See http://www.tristateupdate.com/story/27262324/sales-tax-increase-approved-by-the-city
-of-charleston-west-virginia and http://www.taxrates.com/blog/2015/05/01/west-virginia
-sales-tax-changes-july-2015/.

20.

See https://ballotpedia.org/Voters_in_Springfield,_Missouri,_renew_sales_tax_to_support
_old_pension_fund.

21.

More than 90 percent of all pension obligation bond issuers are cities, counties, towns, or
school districts. See Calabrese and Ely (2013).

22.

Information derived from the National Conference of State Legislatures (2015).

23.

“Home rule” refers to the legislative authority granted to local governments by states. This
authority varies by state, so that municipalities in different states have different abilities to
impose or increase taxes.

24.

Nearly 70 percent of pension plans in the CRR Pension Plan Database, one of the only
detailed national databases of state and local pension plans, are cost-sharing systems.

25.

From the CalPERS Payroll Reporting Procedures, http://d3n8a8pro7vhmx.cloudfront.net
/friendsoftorrance/pages/14/attachments/original/1376189442/pasrg-payroll-reporting.pdf
?1376189442, p. 95.

26.

See New York State and Local Retirement System Comprehensive Annual Financial Report
(2015), https://www.osc.state.ny.us/retire/word_and_pdf_documents/publications/cafr/cafr
_15.pdf, p. 46.
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27.

See https://www.medicare.gov/your-medicare-costs/costs-at-a-glance/costs-at-glance
.html#collapse-4809.
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