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You asked us to summarize recent property tax initiatives in other states.

SUMMARY


Critics of the property tax argue that it no longer taxes people based on their ability to pay, as it did when land was the principal form of wealth.  The pressure for change mounted as state and federal aid to municipalities dropped during the 1980s.  During that period, education funding commanded a bigger share of municipal budgets, revealing major disparities between towns based on property wealth.  Strategies to reduce the property tax burden by adding new properties to the tax rolls appear to work only in municipalities with developable land or in those that can annex sparsely settled unincorporated areas.  


The pressure for change has spawned five types of initiatives, which Table 1 summarizes and compares.  Tax relief measures try to ease the burden on individual taxpayers, such as elderly homeowners and manufacturers.  Most accomplish this indirectly by allowing taxpayers to reduce their state income taxes based on the property taxes they paid.  Other measures substitute state funds to pay for education or other local government costs.  Michigan replaced school property taxes with a statewide sales tax while Vermont adopted a statewide property tax to fund education.  Proponents claim that these measures reduce disparities between towns, while opponents counter that they erode local control over education spending. 


Some initiatives address the way municipalities assess property taxes.  Minnesota requires municipalities to classify properties according to 70 categories and to tax each category at a different rate.  Proponents claim that this approach allows states to apportion the tax burden while opponents claim that there is no reason why some types of properties should be taxed at higher rates than other types.  Pennsylvania allows some cities to tax buildings at a lower rate than land, a method that seems to reward property owners who develop their land while discouraging development in those areas where land and buildings are taxed at the same rate. 


Some states try to ease the property tax burden by limiting the amount of property taxes municipalities can levy.  California took this approach in 1978 when it limited the tax to 1% of a property’s transaction value and capped subsequent annual increases to 2% of that value.  Proponents claim that such measures restrain the growth in property taxes while opponents argue that they shift the tax burden to taxpayers that buy when real estate values are high.  


Another approach allows municipalities to levy other taxes besides property taxes.  Proponents argue that this approach reduces the property tax burden by allowing municipalities to develop other revenue sources.  Opponents claim that it merely shifts the tax burden to nonresidents and could hurt the state’s overall business climate if the local taxes come on the heels of comparable state taxes. 

Table 1: Types of Property Tax Initiatives

	Type
	Description
	Problem or Issue Being Addressed
	Examples of 1997 State Initiatives

	Tax Relief
	Homestead exemptions, circuit breakers, income tax credits or rebates, and exemptions for certain types of properties
	Property tax payments consuming disproportionate share of income, especially elderly and low income families or discouraging businesses from investing in new plants and machinery 
	NY& SC: homestead exemptions for school property taxes

WS: circuit breaker income tax credit for property tax payments

MN: one-time rebate for taxes paid in 1998

WV: investments over $50 m assessed at 5% of cost for 10 years instead of full value

	State Funding
	Partial or total state funding for certain municipal services initially paid with property taxes
	Reduce or eliminate spending disparities between municipalities due to property tax wealth 

Reduce reliance on property tax, especially in towns with stagnant or shrinking tax base


	VT: replaced local property taxes with statewide property tax

WS: increased state spending for education to two-thirds of cost

MI: replaced school property taxes with statewide sales tax

	Tax Reform
	Administrative changes in the way property taxes are assessed and collected
	Disparities in tax assessments resulting from inaccurate or infrequent assessments

Differences in the taxes generated by different types of properties
	CT: requires four year revaluations

MN: classifies and taxes properties at different rates

PN: allows certain municipalities to tax land and buildings at separate rates

	Mandatory Restraints
	Mandatory, statewide limits on the amount of property tax assessments and levies
	Escalating tax rates or assessments
	MT: capped property valuation growth at 2% annually for next 50 years

OR: froze assessments at 1995 level and capped future growth at 3% annually

	Local Revenue Diversifica-tion
	Authorization for municipalities to levy sales, income, and other taxes
	Over reliance on property tax


	GA: 1996 proposed constitutional amendment to allow local sales tax as substitute for school property taxes.


HISTORICAL CONTEXT


State statutes dictate the kinds of taxes municipalities can levy.  Traditionally, the property tax has been a municipal tax, while states and the federal government have relied on sales and income taxes.  The pressure for property tax reform stems from a combination of historical trends.  The tax was originally designed for agricultural societies where most of the wealth was tied up in land, farm equipment, and buildings, and arguably reflected one’s ability to pay.  An 1894 study of Vermont’s property tax observed that “Whatever was earned, beyond the necessaries of life, was turned into property, and presumably the most remunerative kinds of property.  Property thus became an index of ability, and as such formed a just basis of taxation” (Wood, History of Vermont Property Tax).  At that time, the tax applied to real estate and personal possessions, such as beehives, watches, and pianos. 


The industrial revolution fostered other forms of wealth that were not subject to the property tax.  These included stocks, bonds, bank accounts, precious metals, and collectibles.  As real estate’s share of total wealth declined, the demands on the property tax rose.  And as the connection between real property and personal wealth weakened, the property tax became a tax on real estate.  Today, real estate market forces influence a municipality’s tax base and its ability to provide services. 


Cuts in state and federal aid to municipalities put more pressure on the property tax.  In the meantime, education funding consumed a larger share of municipal budgets, which bred resentment among taxpayers without school-age children.  “Property owners are generally willing to pay taxes for services to property—garbage pickup, street lights, road maintenance, and snow removal.  There is no such immediate connection between property ownership and the benefits of public education” (Ulbrich, “Property Tax: Reform, Relief, Repeal?” The Connecticut Economy, April 1995). 


Relying on the property tax to fund public education also revealed significant difference in taxable wealth among municipalities.  Theoretically, municipalities can increase revenues and reduce the tax burden by adding more property to their tax rolls, which normally happens when developers build new homes and factories on undeveloped land.  But many cities have little undeveloped land or cannot expand their boundaries to include unincorporated areas. 

TAX RELIEF

General


Most property tax relief measures try to ease the tax burden on residential taxpayers.  Homestead exemptions do this by exempting some of the value of an owner-occupied home from taxation.  Income tax credits, property tax rebates, and circuit breakers use state tax revenues to ease local property tax burdens.  Income tax credits allow homeowners to reduce their state income tax liability based on the amount of property taxes they paid.  Rebates provide cash payments to renters and homeowners who do not have to pay income taxes.  Circuit breakers target credits, rebates, or state reimbursed property tax reductions at certain groups, such as elderly and low-income homeowners and renters. 


Many states try to reduce business costs while stimulating economic development by requiring municipalities and other taxing jurisdictions to tax manufacturing plants and machinery at a lower percentage of their fair market value.

Homestead Exemptions


New York and South Carolina adopted homestead exemptions in 1997 and 1996, respectively.  New York’s exemption applies to school property taxes starting in 1999.  In 1998, the exemption starts at $12,500 for low- and moderate-income people and increases to $50,000 by 2001.  For other homeowners, the exemption starts at $10,000 in 1999 and increases to $30,000 in 2001.  Together, these exemptions will generate $155 million in property cuts in 1998 and reach $2.2 billion by 2001.  South Carolina’s $100,000 exemption also applies to school taxes but the state pays school districts for the revenue they would have collected.  The exemption reduced tax bills by almost $200 million  (Mackey, “State Property Tax Relief in 1997,” NCSL Legisbrief, November/December 1997).  
Kansas created a homestead exemption

 in 1997 as part of a bigger property tax relief package.  It created a $20,000 homestead exemption for single-family owner-occupied homes while reducing the statewide property tax for schools by $92 million in FY 1997-98 and by $134.5 million in FY 1998-99.  It also expanded the tax rebate program as discussed below (Mackey).


Indiana increased its homestead exemption in 1997 from 6% to 10% of the property taxes paid from 1998 to 2001, after which the exemption will drop to 4%.  The increase will cost the state $48.2 million in 1998, $99.7 million in 1999, and $106.6 million in 2000 (Mackey). 

Tax Credits and Rebates


Kansas expanded its rebate program by raising the income ceiling from $7,000 to $25,000 and increasing the rebate amount.  The rebate equals 12% of income for homeowners earning between $3,001 and $25,000, plus 4% for each $1,000 or fraction thereof for incomes above $4,001 


Minnesota authorized an income tax credit for 1998 equal to 20% of the property taxes or rent equivalent property taxes paid in 1997.  The state refunds homeowners hit by sudden property tax increases under a separate program.  A homeowner qualifies if his taxes increased by more than 12% and $100.  The refund equals 60% of the amount above the higher of these ceilings, up to a maximum of $1,000.  The credits cost the state $3.4 million in 1996. 


Wisconsin provides tax relief through several mechanisms.  It provides circuit breaker income tax credits or cash rebates (if the credit exceeds the income tax due) to homeowners and renters with incomes below $19,154.  The credits for homeowners decrease as income increases.  Those for renters equal 10% of property taxes or rent constituting property taxes up to a $200 maximum.  The credit amount depends on the interplay of income and property taxes.  The credit amount is reduced by 10.4 cents for each dollar of income above $8,000.  


The school levy tax credit is actually a cash payment to municipalities designed to hold down property taxes.  The state calculates the credits based on each municipality’s share of the statewide average levy.  To insure that the credits lead to tax reductions, the state notifies municipalities about the credit amounts after they have adopted their budgets and before they prepare their tax bills. They must compute the mill rate reduction caused by the credits and reduce each tax bill by that amount. 


Wisconsin also provided direct payments to homeowners with lottery proceeds until the State Appellate Court found the practice unconstitutional in 1996.  The payments (called credits) were based on the school taxes levied on a uniform value of a home’s fair market value, whichever was less.  As a result, homeowners whose homes were valued below the uniform value received progressively higher credits.  The state is considering other ways to distribute the lottery proceeds, which must be used for property tax relief under the state’s constitution. 

Assessment Reductions 


Several states reduce property taxes on machinery and equipment by changing the methods for determining their values.  Iowa accelerated the phase-down of its property taxes on machinery and equipment, with elimination now scheduled for 2002. And West Virginia now allows new investments over $50 million in manufacturing facilities to be assessed for 10 years at 5% of their cost rather than at full value. 

FUNDING SHIFTS


Some states are trying to reduce the property tax burden by paying for education and other local services with state sales tax revenue.  This approach is currently popular in states where consumer spending is strong.  But it also poses certain risks.  Sales tax revenues go up and down as people adjust their spending habits according to economic cycles.  Property tax revenues, on the other hand, tend to be more stable since the tax reflects a property’s fair market value, which is reassessed at specified intervals.  Shifting education funding to a sales tax could force states to increase the tax, tap other taxes, or impose new taxes during economic downturns.


In 1993, Wisconsin tackled education funding as a way to bring down property taxes.  That fiscal year, the state’s municipalities levied about $5.4 billion in property taxes, more than half of which went to education funding.  The state paid for almost half of the school costs.  The legislature capped annual increases in school revenues, changed teacher collective bargaining laws, and committed the state to fund two-thirds of school spending by FY 1996-97.  State funding increased from $2.2 billion in 1994 to $3.5 billion, which translated into an average property tax reduction of 11.5% during the same period (Mackey, “Property Tax Relief, 1995-1996,” Legisbrief, October 1996).  


But critics warn that more state aid could diminish local control over education spending.  “By committing itself to financing two-thirds of total educational spending, state government must also control local spending on public education if it wants to retain control over the growth of the state’s aggregate budget”(Reschovsky and Wesiman, A Reform Opportunity Lost, 1997).


In 1994, Michigan disconnected school funding from the property tax and then gave voters the choice of replacing the revenue source with sales or income taxes.  The voters choose the former.  Michigan’s property taxes were among the highest in the nation while its sales tax was among the lowest.  “Ultimately, what made the Michigan solution possible was the particular distortions in its particular system.  The state’s property owners were paying $4.91 in property taxes per $100 of personal income—far above the national average of $3.66” (Lemov, “Taxes: The Struggle for Balance,” Governing, August 1994).  The sharp disparities in property wealth also “made it impossible for the state to spend enough in the property poor districts to bring them up to the level of the property-rich districts.” 


In 1995, South Carolina picked up the school property taxes assessed against the first $100,000 on primary residences, which cost the state $195 million.  The state initially paid for this out of surpluses and other one-time funds.  The cost rose to $213 million in 1996, which the state managed to fund out of ongoing revenues without raising new taxes (Mackey, State Legislatures, September 1996). 


That same year, Iowa assumed about $60 million in mental health costs that were previously paid out of county property taxes.  The state also increased school aid by $85 million specifically to reduce property taxes.  


In 1997, Vermont replaced locally imposed school property taxes with a statewide school property tax.  The legislature did this after the State Supreme Court ruled that the tax system violated the education clause of the state’s constitution.  The court reasoned that differences in property wealth forced property-poor districts to tax more than property-rich districts in order to maintain minimal spending levels.  The new statewide tax should generate lower taxes for most taxpayers except those in property-rich towns.  When fully implemented in 1999, the tax rate will be $1.10 per $100 in valuation.  Vermont also expanded its circuit breaker program to provide income tax credits against the statewide tax.  These credits will allow families earning below $75,000 a year to spend no more than 2% of their income in state school taxes (Mackey).  

ASSESSMENT REFORMS


Property tax reform initiatives provide tax relief by changing the way municipalities assess property taxes.  Tax classification allows municipalities to redistribute the tax burden among different types of property.  Connecticut, like most states, requires municipalities to tax all types of property at the same rate.  But at least 16 states and the District of Columbia classify property according to type and tax them at different rates.  The number of classes varies, but the most common classifications are residential, agricultural, public utility, and commercial or industrial.  Minnesota has 70 classes, including separate classes for single-family owner occupied homes, rental housing, low-and moderate-income housing, elderly and handicapped housing, and manufactured homes.  Critics see tax classification as a way to shift the tax burden onto nonresidents who own property in a municipality.


Pennsylvania applies a different form of classification—it allows 15 municipalities to tax land at higher rates than buildings and improvements.  Proponents claim that this practice, site value taxation, encourages property owners to develop their land while penalizing those who do not.  This claim rests on the assumption that improvements are worth more than the land and appreciate faster.  By treating land and improvements separately, site value taxation could lower taxes and encourage a property owner to make the “highest and best use” of his land.  This could also shift the tax burden in a community to those owners who make little or no improvements.

GROWTH RESTRAINTS


Many states are attempting to provide relief by restraining the growth in property tax revenues.  The restraints include mill rate ceilings, annual revenue caps, mandated property tax rollbacks, expenditure limitations, limits on assessments, and referenda on tax rate increases.  


California’s Proposition 13 changed the basis for assessing property and capped annual assessment increases.  Adopted in 1978, Proposition 13 is a constitutional amendment that bases a property’s assessment on its value when it is constructed, sold, or transferred (sales or transfers between family members are excluded).  This changed eliminated the need for periodic revaluations, which must be done in states that base assessments on a property’s fair market value.  Proposition 13 also limits the tax to 1% of a property’s full cash value and limits the amount municipalities can raise through other taxes.  Proponents claim that Proposition 13 restrained property tax growth while opponents claimed that it unfairly shifts the tax burden onto people who purchase properties when property values are high. 


Apparently, Proposition 13 inspired municipalities to find other ways to raise revenues.  In 1996, the state adopted another constitutional amendment, Proposition 218, to restrain the use of special assessments and property-related fees to pay for general government services.  Among other things, Proposition 13 requires voters to approve new revenue raising measures.  


Massachusetts took a similar approach when it adopted Proposition 2 ½ in 1980.  Proposition 2 ½ allows municipalities to levy no more than 2.5% of the total full and fair cash value of all taxable property real and personal property.  It also limits the annual growth to the prior year’s levy plus certain allowable increases.  Municipalities can exceed this limit only if voters approve.


In 1997, several states adopted constitutional amendments or laws limiting property tax revenue growth.  Oregon voters approved a constitutional amendment to roll back property tax assessments to 1995 levels and capped annual assessment growth at 3% annually. The amendment also limits the ability to shift property tax funded programs onto other revenue sources.  Montana capped assessment growth at 2% per year for the next 50 years and allowed additional levies only if the voters approve them.  

REVENUE DIVERSIFICATION


Several states allow municipalities to diversify their revenue sources by levying sales and income taxes.  Proponents argue that this approach reduces dependency on the property taxes, shifts some of the tax burden to nonresidents who work or shop in the municipality, and allows other tax revenue sources to pick up the slack when property tax revenues fall. 


In 1997, several states allowed municipalities to levy various other taxes but required them to use the revenue to fund land conservation programs.  Nevada allowed Carson City to levy a sales and use tax to fund open space, parks, and trails.  Massachusetts allowed Barnstable County (Cape Cod) to levy a 1% real estate conveyance tax to finance a land bank for open space and trails.  In 1995, Missouri allowed municipalities to levy a .5% sales tax for parks and stormwater control (GreenSense, Fall 1997). 
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