FINANCING THE CITIES: AN ISSUE AGENDAT
CoLIN C. BLAYDON* AND STEVEN R. GILFORD**

The financial difficulties encountered by cities during the recent
recession and the fiscal crisis which continues to beset New York
City have generated widespread interest in the causes of municipal
financial distress. For many years, the cities’ fiscal capacities to provide
basic services were taken wholly for granted. While city residents may
have been dissatisfied with the levels of their tax bills, most cities were
able to finance virtually all of their services from their own revenues,
and there was little opposition to the growth in quantity and quality of
urban services. More recently, this situation has changed radically. The
expansion of services has combined with escalating costs, increasing
resistance to tax increases, and drastic changes in urban population
patterns to jeopardize the provision of basic municipal services in some
major cities. The specter of cut-backs or actual stoppages in education,
garbage collection or police and fire protection has struck citizens at
their doorsteps and has focused intense scrutiny on the fiscal strength of
cities throughout the country.

Historically, investigations of financial distress have looked primar-
ily at the determinants of municipal expenditures and the availability of
resources to meet these expenditures. In recent years, the cities’ increas-
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ing difficulties in maintaining service levels with their own resources
have generated increased interest in two other components of the muni-
cipal financial picture—debt financing and state and federal cost-sharing
programs. Debt financing’is commonly used by many cities to balance
short-term seasonal mismatches between revenues and expenditures
and to finance long-term capital investments. Because of its central role
in the New York City crisis, debt policy has received much more
attention in recent discussions of municipal fimance. Substantial mterest
has also been directed toward the role of state and federal grants-in-aid
as the cities have become increasingly dependent on these additional
sources of revenue.

The interrelationships of these four components of the cities’ fman-
cial structure—expenditures, revenues generated by the cities them-
selves, debt financing, and intergovernmental cost sharing—necessarily
form the framework for any analysis of governmental finance. In the
sections that follow, we will examine the current financial picture for
twenty-nine of America’s largest cities and outline the inajor issues of
financial policy which face these cities as they adapt to changes in the
patterns of urban growth.

I. PopPULATION TRENDS

The pattern of shifts in urban population is fundamental to the
current fiscal situation of the cities. Because of their limited geographic
boundaries and their dependence on property values and business con-
ducted within those boundaries, the cities’ financial positions are highly
vulnerable to changes in the patterns of urban imigration. Each time a
business or family moves outside the city limits, it takes with it a piece of
the city’s revenue base. The extent to which this loss of revenue is
important depends on whether or not there is sufficient immigration to
maintain commercial activity and the demand for land on which land
values depend.!

City population loss from emigration to the suburbs is not a new
phenomenon. Decentralization of population and businesses has been
taking place since at least the turn of the century.? While the cities
were young this did not create a financial problem, since people and jobs
and the revenue base they represented could normally be recaptured
through annexation. During the 1950s, the situation began to change
as many older cities began to face difficulties in expanding their bound-

1. See notes 121-26 infra and accompanying text.
2. See Peterson 73,
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aries.® City expansion no longer encroached only on open farm land or
newly settled suburban development. The city boundaries were now
adjacent to older, established suburban communities (or in some cases
younger cities) which liad their own identities and opposed annexation.*
In some cases, expansion was impeded by state borders.® More recently,
resistance to annexation has been augmented by reaction to desegrega-
tion of central city schools.

For whatever reason, by the early 19505 annexation as an easy
solution was no longer available to most of the older cities.® As a result,
the cities began to experience a modicum of fiscal strain. While urban
population remained fairly stable as immigrants replaced many of those
departing for the suburbs,” the cities experienced net revenue losses as
their more affluent residents left and were replaced by poorer migrants
from the South.® The challenge for these cities was not so much to
reduce levels of municipal services, because such services were still
needed by the ever-growing metropolitan area at large. Rather, the
challenge was to find ways to expand the revenue base to the entire
region. To some extent, this has been achieved over the last decade by
greater reliance on new revenue sources and federal and state cost-
sharing.® !

In the 1970s, liowever, another trend appeared—the population
decline of entire metropolitan -regions.’® This was the result of a
process that has been in existence for two decades, the migration of
whites from the North and Midwest to the South and West. This
decline liad been obscured by the offsetting effects of black migration
from the rural South. But when that migration slowed, major metro-
politan areas began to lose population.*!

3. Seeid. at 76 (Table 13).

4. See note 147 infra and accompanying text

5. St. Louis and Kansas City, Missouri, are leading examples. Since cities are
creatures of the state, a bi-state city is virtually impossible under our federal system of
government.

6. Since 1960, no city over ninety years old has been able to enlarge its geographi-
cal territory significantly by annexation. See Peterson 76 (Table 13). See also JEC
PrINT 12 (Table 1). Age is defined as the number of years since the city reached a
population of 100,000. Peterson 77 (Table 13 note a).

7. But cf. Peterson 74 (Figure 2) (population density in aging cities has consistent-
ly declined since 1950).

8. See 1976 REPORT ON NATIONAL GROWTH AND DEVELOPMENT 24, 33-34,

9. The proportion of expenditures that is financed by state and local governments
from their own sources has fallen from 90 percent to 80 percent over the last two
decades. See Sunley, State and Local Government, in SETTING NATIONAL PRIORITIES:
Tae NEXT TEN YEARS 382 (Table 9-7) (H. Owen & C. Shultze ed. 1976).

10. See, e.g., 1976 REPORT ON NATIONAL GROWTH AND DEVELOPMENT 26-33.
11. See id. at 24-25. In the 1960s, net black immigration was 20.2 percent
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TABLE 1
Changes in Population 1970-1974
Change in Change in Change in Net
Central City Suburban Metropolitan Metropolitan
Population (% )a| Population (% )b| Population (% )c| Migration (% )d

I. Declining Metropolitan Areas
A. VWith Declining Suburbs

New York City — 4.0 — 1.0 — 3.4 — 5.0
Los Angeles — 4.0 0 — 1.6 — 4.7
Seattle — 34 — 1.0 — 2.0 — 44
Pittsburgh — 9.0 — 1.2 — 2.8 — 37
Buffalo — 3.8 — .1 — 14 — 3.1
B, With Growing Suburbs
Cleveland —13.0 + 1.3 3.9 — 6.2
St. Louis —12.2 + 2.0 — 1.6 — 4.3
Cincinnati — 54 + 1.6 - 7 — 3.6
Detroit — 9.0 + 4.7 0 — 35
Chicago — 2.7 + 23 — .1 — 32
Philadelphia — 5.8 + 34 — .3 — 23
Milwaukee — 4.0 + 5.7 + .8 — 2.0
Kansas City, Mo. — 2.3 + 52 + 22 — 12
San Francisco — 8.2 + 3.7 + .9 — 1.1
Indianapolis 0 + 8.8 + 2.9 - 9
Boston 0 + 2.2 + 1.8 — .1
Memphis* + 4.7 — 5.6 + 2.3 ~— 2.0
II. Growing Metropolitan Areas
A. Declining Central Cities
New Orleans — 2.7 +13.4 + 4.2 4+ 3
Baltimore — 7.5 +11.9 + 33 + 1.1
Atlanta — 23 +17.5 +11.3 + 6.6
Denver — 3.7 +24.0 +12.2 + 8.2
B. Growing Central Cities
Dallas + 1.2 + 7.2 + 5.1 + 4
Columbus + 5.6 + 4.0 + 4.8 + .8
Honolulu + 8.0 +11.5 + 9.6 + 3.0
Jacksonville + 5.8 +26.3 + 8.5 + 44
San Antoniot +11.3 + 6.1 +10.3 + 44
Houston + 4.5 +22.5 +11.2 + 5.6
San Diego +14.5 + 8.9 +11.8 + 8.1
Phoenix +23.0 +17.7 +20.9 +16.1

. % The unique character of Memphis is the result of several large annexations
during the period examined which brought an additional 136,562 residents into the
Memphis city limits. See JEC PrINT 12 n.7. See also U.S. BUREAU OF THE CENSUS,
BOUNDARY AND ANNEXATION SURVEY 1970-1973, at 63 (1975). An addition of this
population to the suburbs rather than the city would have left the city losing population
agld tl}:.el suburbs gaining it. This result is consistent with the other data presented in
the table.

1 Population estimates for San Antonio are based on 1970 census figures. See
JEC PRINT 12 (Table 1).
SOURCES:

a Derived from SALES MANAGEMENT, INC., 1975 SURVEY OF BUYING POWER, Section
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The current situation is suggested by Table 1. During the early
seventies, over one-half of the twenty-nine largest metropolitan areas in
the United States experienced net emigration.’> In other words, be-
tween 1970 and 1974, there were actually more people leaving these
metropolitan areas than moving into them. As might be expected, these
declining netropolitan areas are generally older and located in the
northern industrial tier. With the exception of Memphis, which was
able to expand through annexation during the period examined,'? every
central city in a declining metropolitan area was also experiencing a loss
of central city population.* These cities were affected by two trends:
emigration from the central cities to thelr suburbs and migration be-
tween metropolitan areas.

A critical issue for the declining central city is whether it can
remain the center of a functional economic unit. Even where central
city growth has ended, it may be possible for a city to remain vital if it is

|
I

annually in the Northeast and 11.1 percent in the Midwest while net white emigration
was 1.3 percent and 2.6 percent respectively. Havemann, Stanfield & Peirce, Federal
Spending: The North’s Loss Is the Sunbelfs Gain, 8 NaT'L J. 878, 888 (June 26,
1976). Since 1970, however, black immigration to the Northeast has been less than
white emigration. 1976 REPORT oN NATIONAL GROWTH AND DEVELOPMENT 25. As a
result, for the first time since 1940, the Northeast is experiencing a net loss through
migration. Id.

12. Net migration is that part of the change in a city’s population which is not
attributable to the natural population increase. See U.S. BUREAU OF THE CENsus, CUR-
RENT POPULATION REPORTS: ESTIMATES AND PROJECTIONS, Series P-25, No. 618 at 24
n.1 (January, 1976). It focuses on movements of people by removing from the calcula-
tion gains from births and losses due to deaths.

In the short run, net migration is .the best indicator of population trends in a
metropolitan area. By netting out births and deaths, this statistic eliminates changes in
numbers of the very young and very old and reveals shifts in the work force more clearly
than do raw population statistics. :

13. See note * to Table 1 supra. X

14. Since birth rates normally exceed death rates, negative population trends are
generally indicative of net migration trends which are even more negative. Unfortunate-
ly, central city net migration statistics for the 1970s are not yet available.

D (1975) (12/31/74 population estimates); SALES MANAGEMENT, INC., 1971 SuRrvVEY
OF BuviNng Powegr, Section D (1971) (12/31/70 population estlmates)

b Derived from SALES MANAGEMENT, INC., 1975 SURVEY OF BuyiNG POWER, Section
D (1975) (12/31/74 city population estrmates), SALEs MANAGEMENT, INC., 1971 Sur-
VEY OF BUYING POWER, Section D (1971) (12/31/70 city population estxmates), u.s.
BUREAU OF THE CENSUS, CURRENT POPULATION REPORTS: POPULATION ESTIMATES AND
PROJECTIONS, Series P-25, No. 618, Table 1 (January, 1976) (“Estimates of the Popula-
tion of Metropolitan Areas, 1973 and 1974, and Components of Change since 1970")
(SMSA populations: 1970 census, 1974 (provisional) ).

¢, d Derived from U.S. BUREAU OF THE CENsUS, CURRENT POPULATION REPORTS:
PoPULATION ESTIMATES AND PROJECTIONS, Series P-25, No. 618, Table 1 (January,
1976) (“Estimates of the Population of Metropolitan Areas, 1973 and 1974, and Com-
ponents of Change since 1970”) (percent change'in population and percent net migra-
tion 1970 to 1974),

i
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part of a broader metropolitan region which has the resources needed to
support services in the region. The key to the maintenance of the
metropolitan resource base is the suburbs. In such metropolitan areas
as New York, Los Angeles, Seattle, Pittsburgh and Buffalo, it may be
extremely difficult for the central cities to attract and develop the new
revenue sources needed to support present levels of services. The fiscal
situation is substantially more promising where the suburbs are growing,.
As Table 1 indicates, overall emigration tends to be less severe in
metropolitan areas with growing suburbs. Even where suburban
growth is not as rapid as central city decline, it appears likely that land
values will remain more stable and that revenue sources will remain
more constant in the metropolitan area with growing suburbs.!®

In several declining central citiess—New Orleans, Baltimore,
Atlanta and Denver—suburban growth is actually so great that the
metropolitan area is growing. If these cities could expand their bound-
aries or begin to attract would-be suburbanites into the central city,
the central city might actually be able to grow.'®

Only one-third of the central cities examined actually experienced
an absolute growth in population between 1970 and 1974. These
growing cities tend to be the centers of relatively young, rapidly growing
metropolitan areas. Central city growth has been generally limited to
the younger cities'” of the South and Southwest'® and has been largely
restricted to municipalities which had extensive geographic areas to
begin with'? or have managed to annex adjacent territory.

15. See notes 121-26 infra and accompanying text.

16. The extent of Baltimore's central city population loss suggests that neither of
these alternatives may be available there. The suburban growth which Baltimore is
currently experiencing appears to be the result of the increasing dispersion of federal
government employees who work in or around Washington, D.C. It is unlikely that the
focus of these individuals’ economic activity is Baltimore. See generally U.S. BUREAU OF
THE CENSUS, CURRENT POPULATION REPORTS: ESTIMATES AND PROJECTIONS, Series P-
25, No. 618, at 6, 23 (January, 1976) (figures for Washington and Baltimore Standard
Metropolitan Statistical Areas (SMSAs) in Table 1).

17. Except for Memphis and Columbus (both seventy years old), which were able to
expand by annexation in the early 1970s, see JEC PRINT 12 (Table 1), every growing
central city listed in Table 1 of the text is less than fifty years old. See Peterson 76
(Table 13).

18. See Table 1 supra. See 1976 REPORT ON NATIONAL GROWTH AND DEVELOP-
MENT 29 (Figure I1-6).

19. Jacksonville, for example, grew in population even though it did not undertake
any annexations during this period. In 1970, however, it had the lowest population
density of any city in the country with population over 500,000—only 690 people per
square mile. The next lowest density in a city of comparable size was Kansas City,
Missouri, with 1,603 people per square mile. See STATISTICAL ABSTRACT OF THE UNITED
STATES 1973, at 22-23 (Table 23).
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The capacity to annex has been critical to the continued growth
that characterizes our fiscally strong urban areas. Of the fourteen
cities with populations of 500,000 or more whose population consistent-
ly declined between 1960 and 1973, not a single one was able to annex
a significant populated area.?® Yet during the same period, most of the
cities which continued to grow had at least one and often two annexa-
tions resulting in 10 to 20 percent gains in central city population.*!
Annexation has therefore accounted for almost all of the population
growth experienced by most growing central cities.

TABLE 2

Annexations in Growing Cities 1970-1973

Growing Central % Increase % Increase

Cities in Territory in Population Increase in Population due
from from to Annexation as a Percent
Annexation Annexation of Total Increase in Central
1970-1973 1970-1973  City Population, 1970-1973

Memphis 19.9 :21.9 390.0*

Dallas 2.0 - 1.3 T

Columbus 16.9 49 263.0*

Honolulu —_ —_ —

Jacksonville — — —_

San Antonio 379 . 2.0 30.2

San Diego 1.9 . 14 16.5

Houston 14.9 LokE **

Phoenix 8.6 '11.0 129.0%

* Figures over 100 percent reflect the fact that major annexations were undertaken
during a period when population was otherwise!declining.

+ Despite the annexation, Dallas lost population during this period.
— No annexation.
** Data not available.

SOURCES: JEC PriNT 12 (Table 1); U.S. BUREAU OF THE CENSUS, BOUNDARY AND
ANNEXATION SurveY 1970-1973, Table 2 (1975).

A fairly strong pattern thus emerges. In all but a handful of
metropolitan areas, the suburbs have continued to grow. The majority
of central cities, however, are losing population from their core and are
unable to recapture this population because of barriers to annexation.

20. Compare Peterson 76 with JEC PRINT 12. There were only three annexations
by cities with declining populations during this period: Los Angeles added 10,293 and
Chicago added 4,737 to their populations of about 3 million. Dallas also annexed a 5.2
square mile area with a population of 11,336 to increase its population of 844,000 by 1.3
per cent. Id. See also P. PORTER, THE RECOVERY OF AMERICAN CITiES 176 (1976) (not
a single one of the twelve SMSAs which had a population of over 2 million in 1970 had
experienced an annexation by its central city in the previous ten years).

21. See JEC PrINT 12 (Table 1). See also Peterson 72: “As a group, the 13 cities
that gained population in the 1960s enlarged their geographical area by 77 percent over
the decade as a result of annexation and consolidation,”

P
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These population losses imply a variety of problems with regard to both
expenditure and revenue levels. In the next three sections, some of
these problems will be explored in an effort to outline the policy options
for the decliming cities and the pitfalls which currently growing cities
should attempt to avoid.

II. EXPENDITURES

During the past two decades, the public sector of our economy lias
experienced tremendous growth.??  As part of this expansion, municipal
expenditures have increased dramatically. While in fiscal 1963 Ameri-
can cities spent $17.8 billion,?® the cities expended over $60.4 billion in
fiscal 1975.2* In metropolitan areas of all sizes, per capita expenditures
for local services more than doubled between fiscal 1966 and fiscal
1973.28

This rapid growth in the local government sector can be attributed
to a variety of factors.?® Inflation and dramatic liikkes in fuel and
construction costs have affected local governments just as they have
affected private citizens and businesses. Sophisticated new technologies
and the ever-increasing magnitude and complexity of providing local
government services have also increased personnel costs, as needs have
developed for more highly trained and specialized municipal employ-
ees.?

A third factor which has been generally assuined to have contribut-
ed to higher levels of municipal expenditures has been the availability of
state and federal cost-sharing programs. It has been estimated that
these programs induce additional city expenditures at a rate of about 40
percent for revenue-sharing funds and as high as 90 percent for categor-
ical funds.?® The high concentration in the central cities of low-income

22, See, e.g., 1976 REPORT ON NATIONAL GROWTH AND DEVELOPMENT 44. Between
1954 and 1974, public expenditures nearly quintupled, increasing by 373.6 percent. The
share of the gross national product for which they accounted rose from 27.2 percent in
1954 to 35.6 percent in 1974. Public employment increased substantially during this
period; in the last 15 years, one out of every three new jobs has been in the public sector.

23, U.S. BUREAU OF THE CENsUS, CITY GOVERNMENT FINANCES IN 1964-65, Table 1
(1966).

24, U.S, BUREAU OF THE CENsUS, CITY GOVERNMENT FINANCES IN 1974-75, Table 1
(1976).

25. See T. MULLER, GROWING AND DECLINING URBAN AREAS: A FiscaL COMPARISON
13 (rev. ed. 1976).

26, See generally 1976 REPORT ON NATIONAL GROWTH AND DEVELOPMENT 45-47.

27, Seeid. at 46.

28. Gramlich & Galper, State and Local Fiscal Behavior and Federal Grant Policy,
1973 BROOKINGS PAPERS ON EcoNGMIC AcTIvITY 15,
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groups who can benefit from categoric ass1stance2° and other state and
federal programs is a significant force in the high expenditures of the

older declining cities.

The most important factor contributing to the growing costs of
municipal services has been the escalating cost of public sector labor.
The high labor-intensity of government services®® makes the public
sector extremely vulnerable to inflationary pressures, and the recent
escalation of the cost of living has combined with the power of public
employee unions to make the increases in public sector labor costs
particularly dramatic.?* Between 1970 and 1975 alone, average month-
ly wages (October payroll sample) f01; noninstructional municipal
workers increased by 42.6 percent.®®

The upward pressures on municipal expenditures have been parti-
cularly acute in the older cities with declining populations.®® Cities
facing declining populations spend more per capita, have more employ-
ees, and pay higher municipal wages than do cities with continued
growth.** In part, this problem comes from the lag effect which occurs
when the city adds or eliminates service personnel.®® As a city grows,
its ability to provide services lags behind the demand for those services.
As a city matures, the number of service personnel per capita catches up
with the demand for services. And as city population and the demand
for services decline, the level of service personnel tends to remain at the

29. See Reischauver, The Federal Government's Role in Relieving Cities of the Fiscal
Burdens of Concentrations of Low-Income Persons, 29 NAT'L Tax J. 293, 295 (1976).
In one-third of the SMSAs where the central city population has declined consistently
between 1960 and 1973, over 15 percent of the central county population was receiving
welfare payments. See Peterson 76. While only small portions of welfare payments are
financed locally (the exceptions being New York City, San Francisco, Denver, Philadel-
phia and Baltimore, all of which have no overlying county government), Reischauer,
supra, at 300, these welfare recipients are also dependent on other state and local federal
programs to which local governments do contribute in varying degrees.

30. See 1976 REPORT ON NATIONAL GROWTH AND DEVELOPMENT 46: “70 to 80 per-
cent of the budget for a typical city goes for wages, salaries, and fringe benefits.”

31. See Peterson 106-12.

32. During this same period, the average October earnings of full-time instructional
employees increased 31.7 percent. U.S. BUREAU OF THE CENSUS, CITY EMPLOYMENT IN
1975, at 1 (1976).

33. For the most comprehensive and recent works discussing this phenomenon, see
T. MULLER, supra note 25, and Peterson (both authors are from the Urban Institute).

34. In 1973, for example, for cities with populations of more than 500,000, the seven
growing cities had only 58 percent of the per capita expenditure level of the fourteen
cities that had a long history of decline. In addition, the growing cities had only 68 per-
cent of the work force of the declining cities and the median age of their populations was
only 85 percent of their declining counterparts. See Peterson 76-77.

35. See T. MULLER, supra note 25, at 42,

t

t
'
'
'
I
i



1066 DUKE LAW JOURNAL [Vol. 1976:1057

level that had already been reached. However, some declining cities
have managed to pare down their work forces substantially.?¢

Another factor contributing to higher expenditures in declining
cities is their older pliysical plants, whicli are even more labor-intensive
and require more maintenance than do those of the newer cities. But
perhaps the most fundamental reason is the nature of the population of
the older cities. There simply are more persons in those cities who
consume high levels of services without contributing much in the way of
income—more aged, more unemployable adults, more female-headed
hiouseholds with small children.®”

All of these conditions help to account for the increased per capita
expenditures by the mature or declining cities, but they do little to
explain the higher wages of municipal employees in those cities. Two
factors appear to contribute to these higher wages: first, the fact that
mature and declining cities liave higher costs of living and higher private
sector wages, and second, that employees in these cities frequently have
stronger unions which win more favorable contract settlements. In
addition, the higher wage costs are accompanied by much higher fringe
benefit costs, particularly pension costs.®® This is attributable both to
the higher municipal wages in these cities and to the delayed nature of
municipal pension costs. Since there is a natural lag in the pension
contribution for growing work forces, the younger and growing city will
liave considerably lower pension costs than a city with an older work
force, more retirees, and an older pension plan.

Yet even these factors do not explain the very high pension benefit
levels enjoyed by municipal workers relative to workers in the private
sector. This is better explained by the unique features of retirement
benefits for policemen and firenien,? the traditional concept of a public
pension as compensation for a lower public wage, and the lack of

36. Pittsburgh, Cleveland and Memphis are the leading examples, each having cut
its city work force by about 10 percent between 1970 and 1974. See JEC PrinT 23
(Table V).

37. See generally Reischauer, supra note 29,

38. While New York presents an extreme example, its high pension costs are
indicative of the magnitude of the problem. The cost of pension plans in private
industry is usually between 5 and 12 percent of payroll. The cost of New York City’s
retirement plans is over 30 percent of payroll. Thomas, Analysis of Pension Costs for
Municipalities, 29 NaT'L Tax J. 234, 237 (1976).

39, In many cities, there has been a “longstanding practice of providing one-half of
pay pensions at very early ages to policemen and firemen who have rendered 20 to 25
years of service . . ..” Jump, Compensating City Government Employees: Pension
Benefit Objectives, Cost Measurement, and Financing, 29 NaTL Tax J. 240, 248
(1976). The cost of some police and fire department pension plans is close to 50 per-
cent of payroll. Id.
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budget discipline on negotiated pension settlements because the higher
costs are not felt immediately but come in later years.*°

While choices about the quantity of services to be provided will be
important, some of the most basic decisions facing the cities in the next
few years will therefore involve service costs, which are largely inde-
pendent of the level of services being provided. Since perhaps the most
significant of these decisions will involve the pension cost component of
wages, some of the questions which arise in connection with pension
plans require fuller discussion. |

A. Pension Issues !

Some of the major issues with regard to public employee pensions
today are:

(1) Level of benefits relative to public employee wages and relative to
private sector benefits;

(2) Benefits for public safety officers, partlcularly the age at retire-
ment and level of benefits relative to expected benefits earned from
second careers;

(3) Tying benefit payments to wage Ievels or cost of living factors;

(4) Funding of pension commitments: the extent to which a city sets
aside funds for future benefit payments as opposed to paying
these benefits out of current revenues;.

(5) Whether cities should be allowed to borrow from their own em-
ployees’ pension funds;

(6) The role of Social Security beneflts and the financial pressures
caused by increasing payroll tax rates..

The problem with benefit levels has arisen as a corollary to the
inflation of public employee wages. When these wages were well below
those of the private sector, pensions with high benefit levels were
considered to be only a fair reward for long service.** However, now
that public wages have more than caught up with private sector wages,*

40. Given the deferred nature of the pension obligation, a jurisdiction may
avoid paying for some or even all of the accruing benefits until an employee
retires_and becomes cligible to collect. When such practices are followed,
cost allocations are distorted over time as is the distribution of the cost bur-
den among different generations of taxpayers. Moreover, the stage may be
set for sudden and catastrophic increases in current operating costs when the
workforce matures and large waves of employees reach retirement age. Id.
at 251.

41. See Suuley, supra note 9, at 391-92.

42, Peterson 107; see 1 U.S. ADVISORY COMMISSION ON INTERGOVERNMENTAL

RELATIONS, SIGNIFICANT FEATURES OF FiscAL FEDERALISM: TRENDS 61 (Table
XXIII)(1976). State and local employees now have annual earnings that are almost 4

percent above the national average whereas eighteen years ago they were 7.5 percent
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the accompanying benefit levels appear to be generally excessive and
particularly so for the older declining cities.*?

However, changes in pension benefit levels relative to wages can
only occur over an extended period as future wage increases are negoti-
ated. The policy choice that has the most immediate impact on the cash
flow commitments of cities is the basic decision about funding of benefit
commitments. Almost all plans have some degree of advance funding,
and the practice has been growing. The ratio of incoming revenue to
benefit payments is currently around 2.6 to 1 for public employee plans.
More importantly, assets are now about eighteen times the annual
benefit payments, a ratio which is 50 percent higher than that of thirty
years ago.** Nevertheless, the funds that are being set aside today will
still not be sufficient to pay fully for the generous future retirement
benefits that have already been promised. In actuarial language, the
pension plans are not “fully funded.”*’

Only one state, Massachusetts, has adopted an explicit policy of not
funding any benefits in advance and operating on a pay-as-you-go
basis.*® The advocates of pay-as-you-go point to the Social Security
system as a model. In that system, the ability of the federal government
to tax is the ultimate guarantee that future benefits will be paid. The
question in adopting this policy for cities is whether or not the city’s
future ability to raise revenues is a sufficient guarantee of pension
promises. There now exists a national policy, embodied in the Employ-
ee Retirement Income Security Act of 1974 (ERISA),*" which requires
pension obligations of private employers to be funded in advance. At

below the national average. See Sunley, supra note 9, at 380 (Table 9-5). But see
Kalman, Comment, 27 NATL Tax J. 491 (1974) (suggesting that such figures are
misleading).

43. Although the data to make comprehensive comparisons of public and private
benefit levels are not available, Tilove did compare average benefit levels for “typical”
employees in New York State. Typical employees are those who may retire at age sixty
after thirty years of service on a pension of at least 50 per cent of average pay for the
last five years of service, and who are covered by Social Security. R. TILOVE, PUBLIC
EMPLOYEES PENsION Funps 9 (1976). Tilove found that public employee benefits (ex-
clusive of Social Security) tended to be 1% to two times higher than those paid to private
employees at comparable salary levels, Id. at 58-59 (Table 3.3). Even with Social
Security included, the public benefits were substantially higher at all levels. Id. Exclu-
sive of Social Security, the public benefits ranged as high as 49 percent of final salary.
Id. But see Kalman, supra note 42,

44, R. TILOVE, supra note 43, at 172.

45. For an overview of the economics of pension funding, see Bahl & Jump, The
Budgetary Implications of Rising Employee Retirements System Costs, 27 NAT'L Tax J.
479 (1974); Jump, supra note 39; Thomas, supra note 38,

46. R. TILOVE, supra note 43, at 131.

47. 29 U.S,C. 88 1001 et. seq., (Supp. IV, 1974).
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the time of the passage of that act, Conglress debated whether public
employee plans should be subject to the same requirement.*® Fearing
that such a requirement might place a large financial burden on cities
that were already hard-pressed, Congress chose not to apply ERISA

funding requirements to the public sector.*?

Adopting a relatively full measure of advance funding is much
easier for a growing city than for a mature or declining city. In
comparison to a mature city with a more level work force, a growing city
has fewer employees with long years of service and fewer retirees or
employees close to retirement relative to the overall size of its work
force. These older employees are the most expensive in terms of
pension contributions. While advance funding is probably a moot
policy issue for the hard-pressed declining city (since a move to advance
funding only makes a bad cash flow situation that much worse), a
growing city that is planning for its own naturity can make relatively
modest contributions today which would do much to avoid the dramatic
ballooning of retirement costs that comes with a maturing pay-as-you-go
systein.5°

The level of funding is extremely important to the security of an
employee’s pension. To the extent that a plan is funded, the employee’s
pension is secure. The assets which will be used to pay the pensioner
upon retiremnent have already been paid out by the government and are
in the possession of an independent retirement fund. To the extent that
the plan is not funded, however, the fund and its memnbers are i no
better position to force payment than the city’s other creditors, and,
where a city is unwilling or unable to pay its obligations, it may be
extremely difficult for creditors to force payment.** Where a municipal
pension plan is not fully funded, the pension plan should, at the very
least, require the government to pledge its full faith and credit toward
payment. This pledge should give the fund the highest possible preferred
status among the city’s creditors.’2 An effoﬂ might also be made to

48. See S. Rep. No. 93-1090, 93d Cong., 2d Sess. 291 (1974)(summarizing previous
versions of ERISA and the final compromise).

49. See 29 U.S.C. § 1003 (b) (1) (Supp. 1V, 1974).

50. It should also be pointed out that these decisions about contribution levels for
a city’s employees may be out of the hands of, municipal officials. This is be-
cause many local employees are members of state-wide systems which determine their
own funding practices and in turn levy assessments on local governments.

51. See Note, Creditors’ Remedies in Municipal Default, 1976 Duke L.1. 1363.

52. See Flushing Nat’l Bank v. Municipal Assistance Corp., 40 N.Y.2d 731, 358
N.E.2d 848, 390 N.Y.S.2d 22 (1976) (Emergency Moratoritm Act postponing claims
of holders of “full faith and credit” bonds violates state constitution). It seems likely
that a pension fund which has been pledged the city’ s full faith and credit will be given

|

|
:
i



1070 DUKE LAW JOURNAL [Vol. 1976:1057

include an explicit declaration in the pension agreement that pension
fund payments are to be treated as operational expenses in the event of
bankruptcy. Such a provision may allow the government to continue to
make pension payments as part of its ongoing operation during a period
of financial reorganization, %

A second problem arises with respect to the city’s ability to contn-
ue to benefit from capital it has paid over to its employees’ pension fund.
Even though most systems are nowhere near fully funded, they still
possess sizeable assets. The New York City situation has raised the
issue of the propriety of using such assets to aid the city. After New
York’s Municipal Assistance Corporation found itself unable to market
its securities in the fall of 1975, the city arranged to sell over $2.5 billion
in serial bonds to its employees’ retirement funds.®* Such transactions
call into question the whole rationale for requiring advance fundmg at
all. If the city makes a contribution with one hand and borrows it back
with the other, it is a “wash” transaction even though a liability
exists on the city’s books and an asset exists on the books of the pension
fund. These funds thus begin to look much more like the “surplus”
account of the municipality than a trusteed pension fund.

On the other hand, the use of such funds as an emergency measure
in a niunicipal liquidity crisis may have some real justification when it is
realized that the major prospective claimants (or owners) of those funds
are the current employees of the city. These employees have much to
lose (such as pay checks) if the city finds itself unable to meet its
current obligations.

Fortunately, the potential for government use of pension plan
assets in periods of finanical distress is narrowly limited by the provi-
sions of the Internal Revenue Code. Although local governments are
themselves tax-exempt entities’® which derive no added advantage from

preferred status over bondholders in a court of equity. Unlike the bondholder who
extracts a risk premium as part of the city’s interest payments, an employee does not
contemplate any danger that his pension will not be paid. See Note, supra note 51, at
1372,

53. See Amendments to Chapter IX of the Bankruptcy Act, 11 US.C.A. § 409
(Supp. 2, Part 1, 1976). See generally King, Municipal Insolvency: Chapter 1X, Old
and New: Chapter IX Rules, 50 AM. BANkR. L.J. 55, 63 (1976); King, Municipal
Insolvency: The New Chapter IX of the Bankruptcy Act, 1976 DUKE L.J. 1157.

Such an arrangement may be unnecessary to protect continued payments which are
required according to provisions of the employees’ wage contracts. However, explicit
provision may be necessary to give priority to payments to retired employees. It seems
reasonable to argue that such payments are necessary to maintain municipal operations
since, if they are cut off, municipal employees are likely to strike.

54. H.R. REP. No. 94-851, 94th Cong., 2d Sess. 4 (1976).

55. INT. REv. CoDE OF 1954, § 115,
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maintaining the tax-exempt status of a pension plan, important tax
advantages are available to employee members of pension plans that
qualify for tax-exempt status under the Code. Employees covered by
qualified plans may defer payment of taxes on employer contributions
made on their behalf until they actually begin to receive benefits.¢ If a
plan is disqualified, the employees lose this important tax advantage and
will be taxed on their interests in the plan as they vest.”” Qualified
plans also provide certain special allowances for income averaging and
estate and gift tax benefits which are not available to members of
unqualified plans.”®* The value of these tax benefits to government
employees is an important factor in encouraging governmental em-
ployers to design qualified plans.®®

Where a qualified plan exists, all of the fund’s assets must be used
for the exclusive benefit of employees and their beneficiaries,*® and the
trust is prohibited from lending any part of its income or corpus to any
party making substantial contributions to the plan or to the plan’s
creator without adequate security and an adequate rate of interest.®
Where the plan violates the “exclusive benefit rule” or enters into a
“prohibited transaction,” the entire plan loses its tax-exempt status.®?

An agreement by a qualified plan to purchase or retain securities of
a governmental unit during a period of financial stress will necessarily
endanger the tax-exempt status of the plan.®® If the agreement is
designed to improve the fiscal status of the city, the transaction will not
be for the exclusive benefit of the members of the retirement plan. Even
if it is emphasized that the employees may lose their jobs should the city
collapse, it is unlikely that the exclusive benefit rule can be satisfied;
such a transaction would benefit many others who have no interest in

56. Id. § 402(b); see H.R. REp. No. 94-851, 94th Cong., 2d Sess. 5 (1976); STAFF
OF THE JOINT CoMM. ON INTERNAL REVENUE TAXATION, 94TH CONG., 2D SESS., APPLI-
CATION OF PENSION PROVISIONS TO NEW YORK CITY’s FINANCIAL PROBLEMS 2-3 (Comm.
Print 1976).

57. INT. REV. CoDE OF 1954, § 402(b); see H.R. Rep. No. 94-851, 94th Cong., 2d
Sess. 5 (1976).

58. See H.R. Rep. No. 94-851, 94th Cong., 2d Sess. 5 (1976).

59, Seeid.

60. INT. REv. CoDE OF 1954, § 401(a).

61. Id. § 503(1)(B)(1). See also id. § 402(a)(1). The reference to other persons
making substantial contributions may be important in the government context. Where
several units of government make contributions to a plan, they may all be covered by
the prohibited transaction provisions of the Internal Revenue Code.

62. Compare id. § 401(a) (exclusive benefit rule) with id. § 503(1)(B) (prohib-
ited transactions); see H.R. REP. No. 94-851, 94th Cong., 2d Sess. 5-6 (1976).

63. See H.R. REp. No. 94-851, 94th Cong., 2d Sess. 6 (1976).
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the plan and would endanger vested interests of retired employees who
may no longer have any direct financial stake in the operation of the
city.

More importantly, it will probably be extremely difficult for a city
to offer the kind of security which would be needed for a plan to avoid
disqualification under the prohibited transaction rule in mnaking a loan to
its creator. The Internal Revenue Service has “taken the position that
the pledge of an employer’s general assets does not provide adequate
security for purposes of the prohibited transaction rules,”®* and the
amorphous nature of the obligation which underlies the pledge of a
municipality’s full faith and credit® makes a municipal security substan-
tially less secure than a pledge of the general assets of a private sector
employer. While it may be possible to solve the security problem by a
loan guarantee froin the state or preferably the federal government,®® it
seems clear that an arrangement for a municipal employee pension plan
to invest in its employer city will be difficult to consummate unless
members of the plan are willing to lose the advantages of their tax-
exempt status. Only federal legislation can protect the tax exemption of
such funds,®”

The pension systems in cities that are essentially on a pay-as-you-
go basis are, in effect, making long-term loans to their cities. It would
make little sense for such cities to begin substantial advance funding of
their pension plans if their financial situation would require them to turn
around and borrow those funds back. However, there would be some
advantage in this course; the current costs of pension benefits would
have to be calculated and funds set aside (at least on the books). This
could serve as a brake on excessively generous pension settlements since
any increased commitments would show up as expenditures which were
then offset by increased borrowing. The other alternative is to sliow the
unfunded pension liability directly and hope that such disclosure will
itself be a sufficient constraint on the level of pension settlements.

64, Id., citing Rev. Rul, 70-131, 1970-1 Cum. BuLL. 135.

65. See generally Note, supra note 51.

66. The federal government is the preferable source since it, with its power to print
money, is presumptively secure. State obligations may create the same collection
problems as municipal obligations. Members of the House Ways and Means Committee,
which reported the bill that ultimately exempted the New York transaction from the
Internal Revenue Code’s exclusive benefit and prohibited transaction provisions, ques-
tioned the capacity of that transaction to escape disqualification as a prohibited transac-
tion, H.R, REP. No. 94-851, 94th Cong., 2d Sess. 6-7 (1976), despite New York State’s
enaetment of legislation to indemnify the fund trustees against loss. Id. at 4.

67. See id. at 7 (this is what occurred in New York City); 90 Stat. 238 (1976).
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B. Social Security

Another significant issue facing local officials as they consider the
means of controlling costs is the role played by Social Security. Local
governments can participate in Social Security on a voluntary basis.®
Many local governments have taken advantage of this option. In the
fourteen years from 1961 to 1975, coverage of public employees nearly
tripled, from 3 million to almost 9 million, so that about 70 percent of
the state and local work force is now covered by Social Security.®® Once
a local government has joined the Social Security systemn, it can exercise
a one-timne option to get out again. This decision does not need to be
approved by its employees.™ Because of the general financial pressures
faced by local governments and because of the steady increase in Social
Security payroll tax rates, many local governments have begun to con-
sider exercising their option to drop out of the Social Security system.™

There are basically two perspectives from which to confront the
Social Security issue. One is the national policy perspective which
focuses on the potential impact of public employee withdrawals on the
condition of the Social Security trust funds. Current estimates indicate
that the recent proposed withdrawal of New York City employees alone
would have caused a $3.1 billion loss in contributions between 1978 and
1982 without any concomitant reduction in the outflow of benefits,
since the withdrawal would not affect those already entitled to benefits.”®
Over the long run, there is concern that the system will be weakened
both in terms of financial soundness and public support by government

68. 42 US.C. § 418(A)(1)(1970).

69. SENATE SPECIAL COMM. ON AGING, 94TH CONG., 2D SESS., TERMINATION OF
SocIAL SECURITY COVERAGE: THE IMPACT ON STATE AND LocAL GOVERNMENT EM-
PLOYEES 4-5 (Comm. Print 1976). See also STAFF ON THE SUBCOMM. ON SOCIAL
SeEcuriTY OF THE HOUSE CoMM. ON WAYs AND MEANs, 94TH CONG. 2p SEsS., BACK-
GROUND MATERIAL ON SOCIAL SECURITY COVERAGE OF GOVERNMENTAL EMPLOYEES AND
EMPLOYEES OF NONPROFIT ORGANIZATIONS (Comm. Print 1976), in Hearings Before the
Subcomm. on Social Security of the House Comm. on Ways and Means on Coverage and
Termination of Coverage of Government and Nonprofit Organization Employees Under
the Social Security System, 94th Cong., 2d Sess. 7 (1976).

70. See 42 U.S.C. § 418(G)(1) (1970); SENATE SPECIAL COMM. ON AGING, supra
note 69, at 4.

71, To terminate its coverage by Social Security, a local government must give two
years advance notice. 42 U.S.C. § 418(G)(1) (1970). TUntil recently, 500,000 employ-
ees had been members of groups in eleven states that had termination notices pending.
The largest group of these was 362,000 employees in New York City, SENATE SPECIAL
CoMM. ON AGING, supra note 69, at 4-5; STAFF OF THE SUBCOMM. ON SOCIAL SECURITY,
supra note 69, at 8, which recently withdrew its termination notice.

72. STAFF OF THE SUBCOMM. ON SOCIAL SECURITY, supra note 69, at 9. See note 71
supra.
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employer withdrawals. First, there is a general feeling that public
employees (and their employers) currently put more into the systemn
than they take out, so that the federal governinent has a great financial
incentive to keep state and local governments in the system. Second,
although that portion of the public sector which participates in Social
Security generally makes the system fiscally stronger, windfall benefits
may accrue to employees of non-participating governments who spend
enough time in the private sector to qualify for minimwn Social Security
protection.™ Finally, to the extent that Social Security is viewed as a
national insurance program, there is a concern that inadequate protection
will be given to public employees under other plans.’

The other perspective is that of the local government itself. If the
local government is financially hard-pressed, Social Security termination
can provide some immediate fiscal relief.”* On the other hand, the local
government may take the lomger view and consider the question of
whether or not Social Security is a “good buy” in terms of the benefits
received for the taxcs paid. Even in this case, the local government may
decide that it is advantageous to terminate its participation if only the
impact on current employees is considered, since many of these em-
ployees will have already earned entitlement to basic Social Security
benefits and future benefit increases for them may be small relative to
the taxes to be paid. Finally, even if the local government finds the
benefits to be a “good buy” for its current or future employees, it may
still decide that the particular types of benefits offered by Social Security
are not the ones that it wishes to purchase for its employees. The govern-
ment may prefer more generous retirement benefits and less disability
benefits, for example. In any case, there will continue to be increased
pressures in the near future for local governments to consider with-
drawal,”® and this trend will undoubtedly stimulate serious discussions

73. STAFF OF THE SUBCOMM. ON SOCIAL SECURITY, supra note 69, at 10. Windfalls
occur because those with lowest earnings and therefore lowest contributions receive back
in the form of benefits a much higher percentage of their contributions than do those in
higher wage brackets.

74. Id. at 8-10; see Myers, Should State and Local Governments Desert the Social
Security Ship?, 37 Tax REv. 37 (1976). See generally SENATE SPECIAL COMM. ON
AGING, supra note 69, at 9-27.

75. New York City, for example, would avoid payment of $250 million per year in
social security payroll taxes if it were to terminate. SENATE SPECIAL COMM. ON AGING,
supra note 69, at 8.

76. In addition to the financial pressures on governments, employee pressure for
more take-home pay, the well-publicized fears that Social Security taxes will continue to
rise or that the system will go broke, and the belief of many employees that they will be
cligible for benefits in any event, have all contributed to the recent increase in
terminations. See SENATE SPECIAL COMM. ON AGING, supra note 69, at 6-8.
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in Congress concerning modification of the Social Security Act’s state
and local government termination provisions.

Indeed, Congress has already begun such a reappraisal. The
major alternatives currently being discussed include:

(1) Making coverage compulsory for all state and local government
employees;

(2) Repealing the current termination provisions so that governments
which are currently part of the system cannot quit;

(3) Coupling compulsory coverage with treatment of public employees
as “self-employed” persons for purposes of the Act;

(4) Making termination conditions more restrictive by requiring em-
ployee consent or by freezing benefits.””

From the perspective of federal policy, the first alternative, com-
pulsory coverage, is clearly the preferred option. It remedies the termi-
nation problem, eliminates windfalls, and helps to fill in gaps in protec-
tion of those who move between jobs which are or are not covered by
Social Security.™

Unfortunately, there may be significant constitutional impediments
to federal legislation requiring state and local government participation
in the Social Security systemn. Authority for the payroll tax on which
the Social Security system is based is derived from the taxing power in
article I of the Constitution.”™ Public employees have historically been
exempted from the mandatory coverage provisions of the Social Security
Act because of fear that any general levy of the employer tax on state
and local governments would be unconstitutional.®® While there has
been some feeling in recent years that this problem could be overcome
under the present state of the law, any doubts that a mandatory tax on
state and local government would encounter constitutional obstacles were
clearly dispelled by the recent Supreme Court decision in National
League of Cities v. Usery.#* 1In Usery, the Supreme Court struck down
provisions of the Fair Labor Standards Act (FLSA)3? that required

77. SENATE SPECIAL COMM. ON AGING, supra note 69, at 22-27; STAFF OF THE
SUBCOMM. ON SOCIAL SECURITY, supra note 69, at 11-15.

78. STAFF OF THE SUBCOMM. ON SOCIAL SECURITY, supra note 69, at 11.

79. US.ConsT. art. 1, § 8, cl. 1.

80. See, e.g., STAFF OF THE SUBCOMM. ON SOCIAL SECURITY, supra note 69, at 5;
Myers, supra note 74, at 38.

81. 426 U.S. 833 (1976). See generally Comment, Federal Regulation of Munici-
pal Securities: A Constitutional and Statutory Analysis, 1976 Duke L.J. 1261.

82. 29 US.C.A. §8 203(S)(5),(X)(Supp. 1976). The Court cited the rarely
invoked tenth amendment as support for its holding that, in light of the constitutional
policies of federalism and state sovereignty, some provisions of the FLSA extended
beyond the power granted to Congress in the commerce clause. 426 U.S. at 842-45.
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state and local governments to pay their employees the miniinum
wage.3 Concluding that the imposition of minimum wage standards
on local governments would interfere with the states’ sovereignty by
affecting service levels and employment decisions,®* the plurality held
that Congress could not imnpose the FLSA on the states since the
concept of federalism embodied in the tenth amendment prohibits the
federal government from impairing “the States’ freedom to structure
integral operations in areas of traditional governmental functions.”®"

While Usery is explicitly limited to the commerce clause,?® it seems
clear that the reasoning in the case would also be applied to the taxing
power.3” Such a result is particularly likely in light of the similarity
between the effects of the minimum wage standards struck down in
Usery and those of the payroll tax which proponents of compulsory
coverage would impose on state and local governments. At least in the
short run, the effect of a payroll tax on public employers would be the
same as that of the minimum wage. Governmental units not presently
participating in the Social Security system would be deprived of funds
which they would otherwise have been able to devote to services. Gov-
ernments that are currently members of the system would be deprived of
the opportunity to redesign their compensation packages in ways that
would be cheaper for their communities or in ways they think would be
more successful in attracting individuals into public service. This sane
difficulty would arise if the federal government were to attempt to

U.S. ConsT. amend. X provides as follows: “The powers not delegated to the United
States by the Constitution, nor prohibited by it to the States, are reserved to the States
respectively, or to the people.”

83. National League of Cities v. Usery, 426 U.S. 833, 849-52 (1976). For a
description of the particular provisions of the FLSA which are affected by the decision,
see id, at 835-40.

84, Seeid. at 844-48,

85. Id. at 851-52. The decision in Usery is explicitly applicable to local govern-
mental units since, as their denomination “political subdivision” implies, these units
derive their authority and power from their respective states. Id. at 855 n.20.

86. Id. at 852 n.17.

87. There is a tension in the plurality opinion on this point. While Justice
Rehnquist specifically left open the question of the tenth amendment’s effect on the
spending power, id., the reasoning of the decision relied heavily on earier cases
concerning the authority of Congress to impose taxes on the states. See id. at 842-45.
However, the Court is presently in the process of giving increasing respect to “state
rights” in a number of areas of the law. See, e.g., Paul v. Davis, 424 U.S, 693
(1976) (local police discretion). See generally Comment, Post-Younger Excesses in the
Doctrine of Equitable Restraint: A Critical Analysis, 1976 DUKE L.J. 523. There is no
reason to expect that this trend will not manifest itself im the tax area as well. As
Justice Rehnquist explained in his opinion for the Usery plurality, the “Court has never
doubted that there are limits upon the power of Congress to override state sovereignty,
even when exercising its otherwise plenary powers to tax ... .” 426 U.S. at 842,
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eliminate provisions which presently allow governmental participants in
the Social Security system to terminate.

It appears that compulsory coverage can be accomplished, Usery
notwithstanding, by shifting Congress’ focus from the employer to the
employee. The tenth amendment should not be read to circumscribe
the power of Congress to tax employees of other levels of government. It
is now well established, for example, that the official salaries of all state
employees, including governors, are subject to taxation by the federal
government.%® There does not appear to be any constitutional reason
why Congress could not require public employees to participate in the
Social Security system, impose a payroll tax on the employee to fund the
system, and require all governmental employers to make appropriate
collections. Such a scheme could be enmeshed with the present system
of income tax withholding, since it has previously been established that
the federal government may require the states or their political subdivi-
sions to withhold taxes from their employees.®®

The critical issue is the level at which public employees should be
taxed under a compulsory provision. Any attempt to require coverage
that subjects only public employees to the employee payroll tax rate
without exacting matching contributions from governmental employers
would put an additional strain on the Social Security system which
would have to be borne by other contributors.®® On the other hand,
taxing public employees at a rate which would cover both the employer
and employee contributions in the private sector would be seen as
placing an unfair burden on public employees and could constitute an
important deterrent to those considering public service. In fact, how-
ever, the effective burden of this tax does not depend on the sources
from which it is collected. A payroll tax will impose the same burden
on employees regardless of whether it is collected from the employer,
from the employee, or partially from both.”* This would argue for a
requirement that a shift to an all-employee tax be accompanied by
matching salary increases so that both the employee’s after-tax salary
and the government’s payroll costs will remain unchanged. Unfortu-

88. E.g., Graves v. New York ex rel. O’Keefe, 306 U.S. 466 (1939). See also Sims
v. United States, 359 U.S. 108 (1959).

89. Section 3402 of the Internal Revenue Code requires employers to withhold
federal income taxes from wages paid employees. The term “employer,” as defined in
section 3401(d), has been construed to include the states and their agencies, instrumental-
ities and subdivisions. Treas. Reg. § 31.3401(d)-1(d) (1957).

90. STAFF OF THE SUBCOMM. ON SOCIAL SECURITY, supra note 69, at 11,

91. See R. MUSGRAVE & P. MUSGRAVE, PUBLIC FINANCE IN THEORY AND PRACTICE
410-13 (2d ed. 1976).
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nately, the reasoning of Usery would clearly preclude the federal gov-
ernment from imposing such a mandate on state and local governments.
Even so, if a city’s economic conditions do not change, market forces
can be expected to force employee salaries to this level over time in any
case. For employees of governments that are not currently participating
in Social Security, any requirement of employee participation will impose
a new tax burden along with the new expectation of benefits. In the
long run, however, the market should function so that the burden on
these employees will be the same whether the Social Security tax is
assessed on the employee, employer, or shared between the two. Un-
fortunately, this fact is unlikely to be recognized by the employees who
would see sizeable portions of their paychecks going to Social Security
even after market forces begin to offset this burden.

The solution that has been proposed for this dilemma is to tax
public employees as if they were self-employed.®? This would expose
the public workforce to a payroll tax rate that is higher than the
employee rate but lower than the combined employer-employee rate of
contribution found in the public sector.®® A similar approach is curren-
tly employed with respect to participating members of several other
vocations such as clergy and employees of foreign governnients where
the federal government cannot tax the employer.®*

The difficulty with the compulsory coverage/self-employed-rate ap-
proach lies in the anticipated response of state and local governnients,
Compulsory employee participation would tend to induce governinental
units to forgo participation in the Social Security system, since they
would be able to avoid the cost of the eniployer contribution without
jeopardizing their employees’ protection.”® Unless market conditions or
political considerations force participating localities to remain in the
system, compulsory employee participation at a self-employed rate is
therefore likely to encourage governmment eniployer terminations.®®
While retaining public employee contributors even at the self-employed
rate will help the Social Security systemn to overcome its short-run

92. STAFF OF THE SUBCOMM. ON SOCIAL SECURITY, supra note 69, at 12; see SENATE
SpeciAL COMM. ON AGING, supra note 69, at