
A Closer Look at “Plan A”
Love it or hate it, Governor Dayton’s tax 
reform plan has given everyone a lot to talk 
about. Not only are the dollars involved 
big, but the principles and values embedded 
in the specifics of the proposal are guaran-
teed to generate debate and controversy. 
In this issue of Fiscal Focus we examine the 
reform proposal through the “what if” lens 
by modeling some impacts and highlighting 
the principles in play and their potential 
implications.

The Big Picture

To assess the overall impact of the proposal 
on Minnesota’s national tax rankings, we 
incorporated the projected revenue changes 
into our most recent edition of How Does 
Minnesota Compare (which uses the most 
current state and local finance data from the 

Census – fiscal year 2010). In essence, Table 
1 examines how Minnesota rankings would 
have changed had revenue changes of that 
magnitude been in effect then.

The first thing to note is that the ambition 
of the proposal is clearly reflected by the 
projected changes in state rankings. Forty 
years of experience in assembling How Does 
Minnesota Compare has taught us that tax 
rankings can be slow to change even after 
enacting major reforms. The significant 
jumps and declines across the board are a 
clear indication than this is indeed a monu-
mental restructuring of the state and local 
tax system.

Given the magnitude of the sales tax base 
broadening being proposed, it might seem 
the projected jump in sales tax rankings is 
actually lower than what might be expected. 
Part of this is a definitional issue as the foot-

note to the table describes. The proposed 
rate reduction is another mitigating factor, 
but Minnesota’s relative “stinginess” com-
pared to other states in granting local sales 
tax authority is a third reason why the jump 
isn’t even higher.

Upon Closer Review – 
Property Taxes

The centerpiece of the Administration’s 
proposal, at least from a budgetary stand-
point, is the $500 property tax rebate to 

every homeowner in Minnesota. The $1.4 
billion price tag associated with this plan 
consumes all of the revenue increases from 
the new 4th tier income tax plus an addi-
tional 25%.

How big of a dent would this rebate put in 
homeowner property tax bills around the 
state, and how affordable would the result-
ing homestead property taxes be? To explore 
these questions, we identified the largest city 
in each county and every additional city in 
Minnesota with at least 0.5% of the state’s 
total population using the most recent data 
(for 2011) from the State Demographer’s of-
fice. We then used property tax abstract data 
provided by the Department of Revenue to 
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Table 1: Projected Impact of Governor’s Budget Proposal on National Tax Rankings

State and Local Taxes Current Minnesota
Ranking

Minnesota Ranking
With Governor’s

Budget

Effects of Proposal on 
Burdens and Ranks

Burden Rank Burden Rank Burden (%) Rank (#)

Income tax per capita $1,216.07 8th $1,321.51 6th +8.7% +2

Income tax per $1000 income $29.25 9th $31.79 4th +8.7% +5

Property tax per capita $1,407.83 21st $1,269.99 27th -9.8% -6

Property tax per $1,000 income $33.87 26th $30.55 32nd -9.8% -6

General sales tax per capita* $853.90 28th $1,049.74 14th +22.9% +14

General sales tax per $1,000 
income

$20.54 33rd $25.25 20th +22.9% +13

Overall Proposal

Total taxes per capita $4,587.44 13th $4,788.93 11th +4.4% +2

Total taxes per $1000 income $110.36 15th $115.20 10th +4.4% +5

* Most states include motor vehicle sales taxes in this category.  Since Minnesota and  ve other states de  ne it as a 
separate excise tax, Minnesota’s sales tax rankings based on this data are arti  cially low since it is not an apples-to-
apples comparison.  

Note: Table assumes that the $500 property tax rebate would be reported to census as an offset against property tax 
collections, and not an offset against income tax collections.

Data from Census Bureau and Governor’s Of  ce; calculations by MCFE.
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calculate the average residential homestead 
assessed value (total residential value di-
vided by total number of residential parcels) 
for assessment year 2011 for each of the 109 
cities. We then calculated property taxes for 
homes at those values in those cities using 
the property tax rates for payable 2012 pro-
vided by the Department of Revenue.

Some cities have multiple sets of taxing ju-
risdictions, so one property tax rate doesn’t 
apply uniformly across the city. In these cas-
es, we have calculated average values and 
property tax burdens for only those proper-
ties subject to the set of taxing jurisdictions 
which applies to the most homestead par-
cels in the city. Table 2 presents the results.

The average homeowner in 19 of the cities 
would see their property taxes cut in half. In 
33 of the cities (30% of the group) property 
tax prices for all local services, including 
school support, would be less than the cost 
of a large cup of coffee a day. Geographically 
it is nothing short of a windfall for greater 
Minnesota, which already pays around 35% 
less of their income in property taxes than 
their metro area counterparts. The rebate as 
a percent of property taxes paid would aver-
age 34.4% in greater Minnesota compared 
to 16.8% in the seven-county metro area.

Moreover, this analysis does not account 
for the effects of the property tax refund 
program, which would even further re-
duce property taxes among income-eligible 
homeowners. Nor does it factor in the pro-
posed $120 million in new general purpose 
aids which theoretically might restrain 
property taxes (but would more likely sup-
port spending due to what is known as the 
“flypaper effect” in public finance – money 
sticks where it lands).

This analysis provides some answers on like-
ly fiscal impacts but also prompts us to ask 
some questions:

• Who actually showed up at the tax reform 
listening sessions? We don’t doubt for a 
minute that homeowners who attended 
the Administration’s tax reform listen-
ing sessions around the state came armed 
with torches and pitchforks with respect 
to property taxation. But it’s difficult to 
understand how the current homeowner 
property tax prices included in this table 
justify all this reported outrage. One pos-
sible explanation is self-selection:  for 
every homeowner attending the listening 

Table 2: Payable 2012 Property Tax Burdens, With and Without the Proposed $500 Rebate, for the 
Largest City in Each Minnesota County and All Other Cities With 0.5% of the State’s Population

Rank City County Mean Assessed  
Value

Net 2012 
Tax

Net Tax Less 
Rebate

Rebate as % 
of PT

1 Edina Hennepin 433,400 5,858 5,358 8.5%
2 Eden Prairie Hennepin 321,500 4,367 3,867 11.4%
3 Minnetonka Hennepin 296,600 4,075 3,575 12.3%
4 Woodbury Washington 287,600 3,725 3,225 13.4%
5 Plymouth Hennepin 280,700 3,587 3,087 13.9%
6 Maple Grove Hennepin 253,500 3,563 3,063 14.0%
7 Lake Shore Cass 455,500 3,540 3,040 14.1%
8 St. Louis Park Hennepin 239,900 3,358 2,858 14.9%
9 Chaska Carver 247,300 3,337 2,837 15.0%
10 Saint Paul Ramsey 213,300 3,308 2,808 15.1%
11 Lakeville Dakota 265,500 3,264 2,764 15.3%
12 Savage Scott 226,300 3,153 2,653 15.9%
13 Bloomington Hennepin 226,500 3,077 2,577 16.2%
14 Minneapolis Hennepin 187,600 2,980 2,480 16.8%
15 Eagan Dakota 249,700 2,944 2,444 17.0%
16 Roseville Ramsey 220,200 2,917 2,417 17.1%
17 Elk River Sherburne 189,000 2,892 2,392 17.3%
18 Maplewood Ramsey 192,900 2,823 2,323 17.7%
19 Andover Anoka 217,900 2,802 2,302 17.8%
20 St. Michael Wright 198,400 2,784 2,284 18.0%
21 Apple Valley Dakota 213,000 2,707 2,207 18.5%
22 Rich  eld Hennepin 178,900 2,630 2,130 19.0%
23 North Branch Chisago 167,000 2,616 2,116 19.1%
24 La Crescent Houston 178,200 2,576 2,076 19.4%
25 Fridley Anoka 178,800 2,522 2,022 19.8%
26 Cottage Grove Washington 201,000 2,522 2,022 19.8%
27 Blaine Anoka 194,400 2,375 1,875 21.1%
28 Shakopee Scott 195,200 2,292 1,792 21.8%
29 North Mankato Nicollet 181,000 2,282 1,782 21.9%
30 Burnsville Dakota 187,700 2,259 1,759 22.1%
31 Rochester Olmsted 175,700 2,203 1,703 22.7%
32 Red Wing Goodhue 162,000 2,145 1,645 23.3%
33 Oakdale Washington 193,900 2,133 1,633 23.4%
34 East Grand Forks Polk 155,500 2,086 1,586 24.0%
35 Sauk Rapids Benton 144,600 2,081 1,581 24.0%
36 Owatonna Steele 151,400 2,078 1,578 24.1%
37 Lake City Wabasha 157,900 2,076 1,576 24.1%
38 Kasson Dodge 149,400 2,034 1,534 24.6%
39 Hutchinson McLeod 140,400 2,029 1,529 24.6%
40 Brooklyn Center Hennepin 131,700 1,967 1,467 25.4%
41 Duluth St. Louis 159,800 1,962 1,462 25.5%
42 Brooklyn Park Hennepin 135,100 1,924 1,424 26.0%
43 Inver Grove Heights Dakota 169,900 1,911 1,411 26.2%
44 Coon Rapids Anoka 153,300 1,898 1,398 26.3%
45 Le Sueur Le Sueur 141,300 1,890 1,390 26.5%
46 Moorhead Clay 147,200 1,863 1,363 26.8%
47 St. Cloud Stearns 149,800 1,831 1,331 27.3%
48 Cambridge Isanti 127,500 1,830 1,330 27.3%
49 Marshall Lyon 149,100 1,760 1,260 28.4%
50 Mankato Blue Earth 160,000 1,732 1,232 28.9%
51 Waseca Waseca 122,500 1,718 1,218 29.1%
52 Alexandria Douglas 155,000 1,711 1,211 29.2%
53 Grand Rapids Itasca 140,400 1,592 1,092 31.4%
54 Morris Stevens 113,700 1,589 1,089 31.5%
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sessions giving officials an earful, many 
more were at home and at relative peace 
with their property tax bills.

• How do you reconcile these average 
homeowner property tax bills with the 
draconian service cuts being reported by 
cities and the media in response to LGA 
cuts? In 2010, a news report on the im-
pact of LGA cuts in greater Minnesota 
included a feature on the truly troubling 
actions the cuts forced one small county 
seat to take that included conscription of 
local inmates to perform some city ser-
vices. Two years later in 2012, the average 
homeowner property tax bill in that city 
was a tad over $75 a month for all local 
services – including schools. Importantly, 
this is before any income-tested circuit 
breaker relief that would further protect 
low-income homeowners in this com-
munity. Even a modest Internet search 
on the topic of “LGA cuts” yields such 
strange juxtapositions over and over.

• What is the point of having local govern-
ment anyway? It’s a rhetorical question 
but a relevant one when the state pro-
poses to go to such extraordinary lengths 
to get involved in what are fundamentally 
local decisions. When the maximum daily 
local tax effort to pay for all city, county, 
and school services is equivalent to the 
price of an electronic pull-tab, it’s time 
to question the whole rationale for local 
control. At least with a state takeover 
of everything the lines of accountability 
would be crystal clear.

Individual Income Tax

The Governor’s proposed fourth tier income 
tax bracket at 9.85% would give Minnesota 
the fourth highest top marginal rate in the 
nation (behind California, Hawaii, and Or-
egon). As noted in Table 1, the projected 
$1.1 billion this fourth bracket would raise 
would move the state up from 8th to 6th 
in the nation in per capita income tax col-
lections, and from 9th to 4th in the nation 
when collections are measured on a per 
$1000 of income basis.

To assess the potential impact on income 
tax burdens, we modeled how the proposed 
fourth tier would have affected the results 
of our most recent individual income tax 
comparison study for tax year 2008 (note: 
we plan to release an updated study in 

Rank City County Mean Assessed 
Value

Net 2012 
Tax

Net Tax Less 
Rebate

Rebate as % 
of PT

55 Cloquet Carlton 120,600 1,571 1,071 31.8%
56 New Ulm Brown 125,100 1,571 1,071 31.8%
57 Grand Marais Cook 176,300 1,566 1,066 31.9%
58 Winona Winona 138,700 1,542 1,042 32.4%
59 Roseau Roseau 93,500 1,522 1,022 32.8%
60 Willmar Kandiyohi 132,400 1,505 1,005 33.2%
61 Little Falls Morrison 106,800 1,500 1,000 33.3%
62 Litch  eld Meeker 125,600 1,499 999 33.4%
63 Faribault Rice 142,300 1,458 958 34.3%
64 Thief River Falls Pennington 100,200 1,449 949 34.5%
65 Red Lake Falls Red Lake 71,000 1,448 948 34.5%
66 Redwood Falls Redwood 99,700 1,386 886 36.1%
67 Worthington Nobles 115,400 1,385 885 36.1%
68 Albert Lea Freeborn 101,100 1,376 876 36.3%
69 Glenwood Pope 120,200 1,367 867 36.6%
70 Princeton Mille Lacs 95,500 1,365 865 36.6%
71 Pine City Pine 121,400 1,356 856 36.9%
72 Bemidji Beltrami 122,100 1,345 845 37.2%
73 Windom Cottonwood 91,200 1,311 811 38.1%
74 Granite Falls Yellow Medicine 92,100 1,310 810 38.2%
75 Elbow Lake Grant 66,500 1,251 751 40.0%
76 Detroit Lakes Becker 137,400 1,232 732 40.6%
77 Mora Kanabec 103,100 1,216 716 41.1%
78 Fergus Falls Otter Tail 120,900 1,211 711 41.3%
79 Spring Valley Fillmore 98,700 1,205 705 41.5%
80 Gaylord Sibley 92,200 1,197 697 41.8%
81 Luverne Rock 105,700 1,163 663 43.0%
82 Two Harbors Lake 111,500 1,162 662 43.0%
83 Park Rapids Hubbard 113,900 1,145 645 43.7%
84 Fairmont Martin 108,000 1,124 624 44.5%
85 Slayton Murray 87,300 1,108 608 45.1%
86 Breckenridge Wilkin 98,700 1,101 601 45.4%
87 Montevideo Chippewa 85,000 1,078 578 46.4%
88 Long Prairie Todd 90,900 1,039 539 48.1%
89 Benson Swift 89,600 1,032 532 48.5%
90 Austin Mower 94,700 1,003 503 49.9%
91 Pipestone Pipestone 76,700 999 499 50.0%
92 Bagley Clearwater 75,500 998 498 50.1%
93 Aitkin Aitkin 111,000 996 496 50.2%
94 Olivia Renville 89,100 987 487 50.7%
95 Brainerd Crow Wing 105,200 972 472 51.4%
96 Ortonville Big Stone 76,400 971 471 51.5%
97 Wadena Wadena 83,100 967 467 51.7%
98 St. James Watonwan 83,000 950 450 52.6%
99 Jackson Jackson 81,900 919 419 54.4%
100 Wheaton Traverse 58,800 917 417 54.5%
101 Warren Marshall 76,400 901 401 55.5%
102 Blue Earth Faribault 86,100 881 381 56.8%
103 Hallock Kittson 65,400 859 359 58.2%
104 Madison Lac qui Parle 56,300 743 243 67.3%

105 Baudette Lake of the 
Woods 74,600 720 220 69.5%

106 Ada Norman 72,100 718 218 69.6%
107 International Falls Koochiching 72,900 657 157 76.1%
108 Tyler Lincoln 70,200 635 135 78.7%
109 Mahnomen Mahnomen 53,800 563 63 88.8%
Population data from State Demographer’s Of  ce; Assessment and tax rate data from Minnesota Department of 
Revenue.  Calculations by MCFE.
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March). In essence, Table 3 assesses how 
Minnesota’s rankings would have changed 
had the proposed fourth tier been in effect 
for tax year 2008.

The report includes 42 combinations of fil-
er types and income levels – “profiled tax-
payers”. As Table 3 shows, the new fourth 
tier would have affected five of the profiled 
taxpayers in our report, resulting in tax in-
creases ranging from $170 to $12,500. For 
two of the profiled taxpayers, Minnesota 
would have imposed the highest tax bur-
dens in the nation.

Sales Tax

The other major reform element is the 
modernization of Minnesota’s sales tax to 
include an expansive list of consumer and 
business services. Offset in part by a pro-
posed sales tax rate reduction to 5.5%, this 
expanded base is projected to raise an addi-
tional $2.1 billion over the coming FY 2014-
15 biennium.

A glance at current taxation of services na-
tionally provides some perspective on how 
this would position Minnesota. Taxation of 
services is widespread across the nation but 
in a very piecemeal and selective manner. 
Taxation of professional services, and espe-
cially business-to-business services, is still 
quite rare. Good data on service taxation is 
difficult to obtain, but the latest information 
from the Federation of Tax Administrators 
suggests business-to-business taxation has 
not gained a strong foothold in the U.S. 
Moreover, in at least three of the “business-
to-business” tax states included in the FTA 
classification findings elsewhere on this 
page, professional and business services are 
not taxed through an actual consumer sales 
and use tax but instead using a gross receipts 
tax on the seller (Table 4).

Minnesota’s potential for “outlier status” is 
also influenced by the fact that many states 
which have embarked down the path of 
taxing business-to-business services either 
have no individual income tax or corporate 
income tax – or in the case of South Dakota 
no income taxation of any kind.

Table 4: State Taxation of Selected Profes-
sional and Business to Business Services 

Service No. of 
States

Advertising sales 4

Advertising agency services 11

Accounting 5

Architects 5

Attorneys 5

Engineering services 5

Public Relations/Management 
Consulting

7

Credit Information/Credit 
Bureaus

13

Collection Agencies 8

Employment Services 11
Source: Federation of Tax Administrators 2007 Survey 
of Services

In many ways, the considerable technical and 
administrative obstacles in implementing this 
area of the proposed tax reform are as chal-
lenging as the politics involved in adopting it. 
To tax business-to-business services, a state 
needs a clear and strong philosophical basis 
for exempting business sales including those 
for resale – the service equivalent of exempt-
ing manufacturing inputs. Then, this has to 
be adapted to the completely different world 
of service transactions. After that, a very 
clear set of statutory or regulatory criteria 
must be formulated to apply this principle in 
practice. The unique nature of service trans-
actions requires new rules to be developed. 
To address very real competitiveness con-

cerns, such changes introduce the possibility 
of having to create apportionment principles 
for the sales tax as is done with the corporate 
income tax. All of this triggers compliance 
cost concerns and a very real possibility that 
businesses would need a major (and costly) 
overhaul of their accounting systems.

A final item to note is the impact this pro-
posal will have on future debates about tax 
fairness. Business tax incidence has a curi-
ous half-life in Minnesota tax policy discus-
sions. Because it is such an integral part 
(arguably essential) to the argument of an 
“unfair tax system,” the concept of business 
tax incidence is embraced when the Tax In-
cidence Study is delivered. However, when 
budgets are presented, the arguments flip 
back to businesses paying their fair share 
and the fundamental premise of business tax 
incidence is forgotten. Should the full com-
plement of business-to-business taxation on 
services be adopted, the burden will eventu-
ally land with a thud on lower and middle 
income households in a future Department 
of Revenue Tax Incidence Study. It guaran-
tees another tax fairness debate – even if a 
new fourth bracket is adopted.

Corporate Income Taxes

The Governor’s corporate income tax re-
forms are largely revenue neutral when 
taken together but likely to cause some 
behind the scenes fireworks. The proposed 
rate reduction to 8.4% moves Minnesota’s 
statutory rate from among the nation’s high-
est to 12th in the nation. Revenue neutral-
ity is made possible by closing several high 
profile exemptions. For some companies this 
is a non issue; for others millions of dollars 
are at stake. One potential impact of this 
proposal will be an interesting reexamina-
tion of the merits and justifications of these 
exemptions in light of the role of the state 
corporate income tax in today’s business 
world. Public testimony for and against the 
repeal of these exemptions often have had 
a highly theoretical feel to them. Given the 
political landscape, it’s likely the preserva-
tion of at least some of these features will re-
quire compelling and convincing testimony 
from actual businesses explaining why their 
continuation remains essential.

Tobacco taxes

Under the Governor’s reform plan, the 
phrase “smoke ‘em if you got ‘em” has signif-
icant new budgetary implications. The pro-

Table 3: Effect of Proposed Fourth Income Tax Tier on Minnesota’s Rankings in MCPFR’s Compari-
son of 2008 Individual Income Tax Burdens by State

Filer type/ taxable  
income level

Published Burden / Rank 
(of 42)

Burden With Fourth Tier / 
Rank (of 42)

Tax Increase

Single $250,000 $13,848 / 10th $14,616 / 5th $768

Married Joint $500,000 $31,528 / 11th $35,042 / 5th $3,514

Married Joint 
$1,000,000

$66,839 / 10th $79,329 / 1st $12,490

Head of Household 
$250,000

$15,065 / 12th $15,236 / 9th $171

Single Senior $250,000 $14,068 / 3rd $14,892 / 1st $824



From the Director – The Perils of Populist 
Tax Reform
Recently I came across an interesting narrative providing a behind the scenes per-
spective on Florida’s ill-fated effort to modernize its sales tax by expanding the base 

to services – including business-to-business services -- nearly three 
decades ago.  For those unfamiliar with the history, Florida passed 
a sweeping sales tax reform bill in the summer of 1987 that was 
expected to generate $1.5 billion in new tax revenues.  It was re-
pealed a mere six months later.

What intrigued me most about the story was not the political pos-
turing (considerable) and the backlash (significant) which led to its 
quick repeal, but the process that managed to get a bill passed in a 
state not exactly known for visionary tax policy.

To make a long story short, the stage was set by passage in 1986 of a scheduled sun-
setting of all sales tax exemptions on services the following year. Recognizing that a 
“shotgun blast” approach like this can do more harm than good, two year-long inde-
pendent examinations were commissioned to carefully evaluate service taxation. The 
first was charged with examining the considerable legal, administrative, compliance, 
and technical challenges surrounding taxing services and was led Walter Hellerstein, 
one of the nation’s preeminent tax scholars. The second parallel group was comprised 
of 21 public and private sector representatives to examine the economic and com-
petitive impacts. All this intellectual firepower carefully refined and honed both the 
scope of the proposal (in the end only 33.4% of previously exempt service transac-
tions were taxed) and the model language comprising this reform. 

In the end all this hard work didn’t matter.  But compare this approach to how we 
arrived at our current debate over expanding sales taxes on services.  We sought 
input from citizens and built upon their preferences and prejudices.   One result was 
a $1.4 billion dollar proposal of extremely questionable policy value to address an 
essentially non-existent property tax problem that needed to be paid for somehow.   
One answer: sweeping expansion of service taxation with no apparent homework or 
engagement of the business community on the substantial technical, administrative, 
legal, and economic issues inherent to this proposal.

Tax principles and policy problems aside, it’s no surprise business has responded so 
defensively and as a result made the goal of beneficial tax reform that much harder.  
That’s the peril of populist tax reform. — M.H.
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posed $.94 increase in the cigarette excise 
tax to $1.42 a pack would create an “all in” 
tax and health impact fee total of $2.17 per 
pack. The projected $320 million revenue 
increase makes this proposal (and the in-
elasticity of cigarette demand) an important 
part of biennial budget balancing, although 
Governor Dayton has gone on record say-
ing that reducing tobacco use is the primary 
objective of this proposal.

Because cigarettes can easily be transported, 
the tax rates in other states – especially bor-
der states – matter. According to a recent 
study by the Mackinac Public Policy Insti-
tute, Minnesota’s smuggled cigarette con-
sumption is 16th highest in the nation at 
19.5% of consumption. Wisconsin, the only 

border state that would retain a higher tax 
rate than Minnesota at $2.52 a pack, has 
the 6th highest rate of smuggled consump-
tion, nearly twice that of Minnesota. Using 
their statistical model the Mackinac Center 
re-estimated Minnesota’s smuggling figures 
based on Gov. Dayton’s proposed higher 
rate. Under this scenario Minnesota’s smug-
gling rate would increase to 30.3 percent. 

At first glance, the inelastic nature of ciga-
rette smoking allows states to achieve two 
conflicting objectives at the same time: 
achieve modest smoking reductions while 
still generating more tax revenue. Smug-
gling rates, however, can throw a monkey 
wrench into that calculus. Directing such 
taxes to address health effect externalities 

and impacts is one thing; basing continu-
ing general fund operations on this revenue 
source seems a little more problematic. 

Public Pension Purgatory
Somewhere between the heaven of full 
funding and the hell of pension bankruptcy 
lies pension purgatory, a state of seemingly 
eternal underfunding. It’s that rare area 
where theology and public finance intersect.

As reported by several news outlets, the 
actuarial valuation reports for 2012 have 
been released and all show some continued 
deterioration in the financial health of the 
state’s public employee retirement plans 
largely due to a failure to achieve expected 
returns – a chronic problem over the last de-
cade. But these valuation reports also con-
tain some interesting statements from the 
actuaries about the prospects of these funds 
going forward.

From the Minnesota State Retirement 
System’s General Plan report:

“Based on the current member and 
employer contribution rates and other 
methods and assumptions described in 
this report, an infinite number of years 
would be required to eliminate the un-
funded liability (the unfunded liability 
will never be eliminated.)”

From the Teachers Retirement Associa-
tion report – essentially the same conclu-
sion, but worded a little less bluntly:

“A contribution deficiency still exists 
even when future scheduled contribu-
tion increases are considered. Given 
the current funded status, the deferred 
investment experience and scheduled 
increases in the Statutory Contribution 
Rate, the System’s funded ratio is ex-
pected to remain around 70% over the 
long term, even if all actuarial assump-
tions are met.” 

The Public Employees Retirement As-
sociation’s General Plan report offers at 
least a tiny ray of heaven in the distance: 

“Statutory contributions are not suf-
ficient to fully amortize the unfunded 
actuarial accrued liability over the stat-
utory amortization period of 19 years. 
Based on the current member and 

Mark Haveman
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employer contribution rates and other 
methods and assumptions described in 
this report, it would take 24 years to 
eliminate the unfunded liability.” 

However, if the plan had adopted its ac-
tuary’s own recommendations in 2009 to 
reduce its assumed rate of return to 8.0% 
going forward, it is extremely likely PERA 
General’s unfunded liabilities would fall into 
the same “forever” classification.

It’s interesting to contrast all the emphasis 
on long-term structural balance in the state 
budget with the lack of urgency and concern 
these statements ought to generate coming 
from experts who are diagnosing pension 
plans’ health. One reason for this more cav-
alier attitude is that the price tag of fiscal 
responsibility falls first on government bud-
gets and employee paychecks in the form of 
higher contributions. Plus, there are plenty 
of assets to pay for benefits for the indefi-
nite future, and any major repercussions are 
likely intergenerational in nature occurring 
after current policy makers have departed 
the scene. In short, remaining in purgatory 
has considerable political benefits.

But it is also a high risk strategy. At current 
funding levels, every hiccup in the market 
creates more disproportionately more dam-
age and requires longer and stronger periods 
of investment outperformance thereafter for 
these plans to return to full funding. 

Ultimately, the theologians say, every soul 
in purgatory leaves for heaven. So too will 
these unfunded liabilities – since courts have 
ruled that the state requires society to make 
good on its promises to public employees. 
The only question is how much taxpayer ef-
fort will eventually be required to end the 
suffering of these unfunded liabilities. After 
all, as indulgence broker Johann Tetzel long 
ago famously said, “when a coin in the coffer 
rings, a soul from purgatory springs.”  
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