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Commentson Property Tax Reform Proposals

I ntroduction

The property tax has been in the spotlight for almost two decades now, begiithiRgoposition
13 in California, which attacked the growth of the property tax with a sledgedgrand spreading
to other states with various revolts, reforms, restraints and evenum$eiccessful efforts at total
repeal. In order to understand what has happened to the property tax, and where ihesaete
or perhaps should be headed, we need to look back at the evolution of this veryrinmpoeiaue
source over the course of the 20th century.

The golden age of the property tax—if ever it existed—was a centanAathat time, land and
improvements were the primary form of wealth, so the property tax was muehtcldming a
broad-based tax on wealth than it is today. Agriculture was still the maupaion, and many
farmers saw cash only once a year at harvest time when they paid theandxsocked their
larders.

Then, the property tax revenues collected were used mainly to pay for pnegbhated services,
including farm-to-market roads and law enforcement that protected projpéts; in many
jurisdictions, property tax assessors did not attempt to measure thet rradde of property, that
elusive concept that has brought the property tax so heavily under fired|restea@ssors relied on
various proxies for market value, such as acreage, the number of winsibasas, and the
existence of furnaces or indoor plumbing.

Between then and now, two important things happened to the property taxt wiest, from

being a state and local tax to being mainly a local tax as statesl ghiftarily to sales taxes and
later to income taxes during the Great Depression. This development toelpsessure off the
property tax. Even at the local level, the property tax share oféatthue has gradually declined
over the decades as local governments increased their dependenceaid, tte and charges,
and local sales taxes. This revenue diversification also took somarpreffishe property tax.

But in another role, reliance on the property tax expanded in the 1950s and 196@cand a
major source of school funding during a period when education spending was growing very
rapidly. The demands of the Baby Boomers as they passed through the public lsetvosts
1951 and 1982 forced up property tax rates across the nation, except in thoséeieliket
Hawaii that rely almost entirely on state funding for schools.

We need to keep in mind that South Carolina property tax burdens are not high. In 2002, South
Carolina’s per capita revenues from property taxes were $772, compandgl £678 in North
Carolina, a bit more in Georgia ($810) and a U.S. average of $993. Thus peresagitees from
property taxes in South Carolina were about 80 percent of the national aBmatieCarolina’s
personal income is about 83 percent of the U.S. average as well. And tiecaréhstates like
Massachusetts, where the per capita property tax is a whopping $1,384.

When governmentgan more heavily on a particular tax its flaws become more visible. The
property tax is lumpy. It comes to taxpayers in one big bill once a year. Progsssgssment



leads to sticker shock when tax bills increase dramatically. Ankleutiile sales and income
taxes, there’s no cash necessarily flowing in or out of a piece of propatriyroperty owners can
use to pay the tax bill (unless it is rental property).

So for all these reasons and more, the property tax is the one tax peopietate We can try
to get rid of it, which is very hard to do. We can reduce its importance iexbeue system
somewhat by substituting other revenues. Or, we can patch up the flaws iopbeyptax and
keep it running for a while longer as an important part of the state aalddéoenue system.

Underlying issuesin property taxation

Before making any fundamental changes in the property tax systenmjtagtént to remind
ourselves why we have a property tax and how it fits into the overall resgsigen. If state or
local governments provide property tax relief, it doesn’t end the need to fundssahddbcal
public services. If the state provides property tax relief by funding ofreehghare of public
education, then the state needs to generate more revenue to cover this exjhensttéd
provides property tax relief, as it currently does in the form of funding epat some people’s
residential property tax, that relief will also require more s&tenue. Property tax relief
programs ultimately shift the tax burden to other taxes, fees, argksha

There seems to be a lot of resistance toward raising the statedinax, so everyone is pointing
to the sales tax as the preferred way of raising more state revenuee Bales tax is vulnerable.
South Carolina is already losing a lot of potential revenue becauserotintsatalog, and cross-
border shopping. Raise the sales tax rate, and that kind of tax avoidanceradié&cyou can
certainly try reducing sales tax exemptions, but that has been proposedtfydquée last
decade without much success. Every exemption has a vocal constituency. Exgendalgs tax
to services is also going to run into resistance. Florida learne@skin about 20 years ago
when the state tried to broaden the base of its sales tax.

A basic rule of public finance is that it is better to have more t@xédaxes with broader bases at
lower rates than to push one tax too hard, drive up the rate, and encouragestategies for
avoiding or reducing that tax burden.

Who bearsthetax burden? The hardest challenge in designing and reforming tax systems is to
decide how the tax burden should be distributed among individuals and firms. Shoauld it
proportional to something, such as income, spending, or property value? Or should it be
progressive, like the income tax? Or should certain kinds of spending or prioparta smaller

or larger burden?

Decisions about who is favored by tax breaks are also implicitly decistmng who isiot
favored—those taxpayers who get to bear more of the burden. Are there aagiioubps that
need to be protected from the tax burden for some reason other than income? Whasdo we
state favor homeowners so strongly over other groups? Why is spending otetgagis taxed,
but not spending on services? Why do senior citizens get so many tax brealesteelpounger
families?

South Carolina’s property tax system favors homeowners, owners of larigeofrandeveloped
or agricultural and forested property, new and expanding industry, and old peoplienglieest
that we as a state choose to shift a larger share of the propertydar mrenters, commercial
property, established industry, and younger families. Is that what we intdo@ to



Pros and cons of property taxation. Property taxes do have some positive attributes. Most
economists believe that the burden for paying for shared public servaméd be apportioned
among taxpayers in proportion to their ability to pay.

How do we measure ability to pay? There are three broad measureseispemding, and
wealth or assets. For income, we use the income tax. For spending, we uses tize ste
wealth, we use the property tax. It is possible to avoid paying your share otlué poblic
services on one or even two of these measures, but not all three. So usitaxttiraadles”
instead of just one or two ensures that the burden is broadly distributed dmgugpulation but
remains tied to measures of ability to pay. The property tax is actuallybaat proxy for wealth.
For most families, their home and other real property is their biggest. a

A second criterion used by economists for how to distribute the burden of paying lfor pub
services is the benefit principle. Those who benefit more from publiceershould pay a larger
share than those who don’t. Many city and county services are servicesduyprepash pickup,
street lights, street maintenance, police and fire protection. Therfyrtgoeis as good a way as
any to pay for those services. Paying property taxes for local serwvigesall that different from
paying Duke Power for electricity or Bell South for your telephone. The valfire @ind police
protection is greater for an expensive home than a more modest one, just as ¢héreo
insurance is higher on the more expensive home. The value of protective tic estiveces—
green space, zoning, landscaping—is also greater for higher-valued property.

Public education is a shared responsibility and also a shared benefjorieven the community
gains when there are more educated consumers, citizens, and workerse Beaauof the
benefits accrue to the local area than the rest of the state,dboald contribute to creating
those benefits. Good schools also enhance property values.

The drawbacks of the property tax are well known:
» Insufficient cash flow in many cases with which to pay taxes that ard bitlly once a
year.
* The problems of assessing property accurately and the sticker shocatagseith
reassessment.
» Perceptions of unfairness in distribution of the burden, which are ingzhiifa
classified assessment system like the one we have in South Carolina awadity i other
states.
Are these drawbacks big enough to call for elimination of the proetyRrobably not.
Certainly no other state has succeeded in eliminating the propertithaxgh many have tried
and have had some success in shifting part of the tax burden away from thity paces and
toward other revenue sources, mainly sales taxes.

Assessment issues

Many of the property tax reform proposals under consideration in South Carolinginzal
property assessment in one way or another. Assessment caps, targgtethdetevaluing
property only at the time of transfer are all assessment-relatexsig3ne of the assessment
issues that has not received recent consideration is rethinking teetalassified assessment
system.

Assessment classes. South Carolina is one of only seventeen states that do not assess @bperty
a uniform percentage of market value. The state’s property tax syssdmed@me simpler with
the reduced assessment rate on personal vehicles but still containterolatipes and is



designed to favor homeowners and agricultural and forest land and other apddvmioperty at
the expense of rental, commercial, industrial, and personal property owners

The use and abuse of the farm and forest classification is well known athdrexdsiting
because it shifts the tax burden to all other classes of propertyck&fitdle legislation that
supports green space and habitat preservation as well as legfimaignd forest activities can
address this distributional issue. If the state tightens up on abusedatégsry, it can insist that
any increase in revenue from that source be dedicated to propertyabfore¢he remaining
categories of property in the first five years so that other propenters receive tangible
evidence of the redistribution of the tax burden.

Combining the reduction in assessment on cars with the various kinds of zdhmoperty tax
relief for new and expanding business firms suggests that South Casatioaing in the
direction of a simpler assessment classification system withwosates instead of four: 4
percent for large new industries, homeowners, and agricultural property, a6t er
everything else. Perhaps this change should be an explicit goal for th&kséateare some
significant transitional revenue costs of making such a shift, bibnigerun benefits of a simpler
and more transparent property tax classification system are wotthiegp

But there are lessons to be learned from the reduction in the assesgmentaars that hit local
governments, including school districts, very unequally. Even with thetredt@nsitioned in
over six years, the average reduction in the tax base was over 8 percenintéghas areas than
in others. Some of the increase in tax burdens on residential and commercidy ghapg@eople
are complaining about can be traced to the loss of revenue from persook@syehioss that was
not compensated by the state.

Sticker shock. Sticker shock is probably the largest single problem with the profzerin
South Carolina because reassessment is infrequent. Annual reassessnfereduce the sticker
shock, but it's expensive.

The property tax relief from the General Assembly in the last decadectuadly increased the
sticker shock effect of reassessment for owner-occupied propertyd€owsiat just happened to
my house in Pickens County’s recent reassessment. | saw a one-thirceintiesaassessed
value, which is probably accurate. But my property tax bill will likelyré@ase by 75 percent if
tax rates don’t change.

My house went from about $150,000 to $200,000 in market value at reassessment.llfréte mi

for schools is 200 and 100 for the county and city combined, my previous tax bill woeld hav
been $800 (local option sales tax credits ignored in this example). | would onlpdavéaxed

on $50,000 in assessed value for school mills ($400) because of school properigftardeain

only $100,000 in assessed value for city and county mills ($400) because my husband is over 65
and gets a $50,000 homestead exemption. But after reassessment, that extra $5@,88€kim as
value means an additional $400 in school taxes unless the school mill mt#ogaoe Then there

is another $200 in city and county taxes on that extra $50,000, so our tax bill may now rise $600
to $1,400 from $800 in the previous year. In trying to help homeowners and especialjy elder
homeowners, the General Assembly made their sticker shock at seasseworse. Only part of

the value of their home is taxable but all of the increase in valagable once that home is

worth at least $100,000.

Assessment caps. Assessment caps are not a particularly appropriate response toktleenpod
sticker shock. Assessment caps merely shift the burden of paying for gervilces from rapidly



appreciating property to slowly appreciating property. A cap is likely #mnaeshift in the tax
burden from higher-income to lower-income households and from residential taecoiaim
property, including rental property as well as retail and serviges fihat are an important source
of jobs and income in South Carolina.

Assessment at time of transfer. The idea that property be reassessed only when it is transferred
came from California, part of Proposition 13 in 1978. If property is only @eaed when it is

sold, transferred, or inherited, there will be a market valuation as atguadeessment. What has
happened in California is that two identical properties, sittinglsjdgde, bear very different tax
burdens depending on whether one has been sold recently and the other hasniedilyat’s

unfair. The two houses consume the same amount of local government sbexedhe same
obligation to support the schools, but the taxes they pay depend not on the actuzf tredine
property or on their income and ability to pay but on how recently the propertyought, sold

or inherited.

Distributional issues

As a general principle, any kind of tax relief should be targeted to tHuseeed it. If heir

property needs relief, give it to heir property. If renters need relief igto renters. Elderly

people are now less likely to be poor than younger families, in addition to whichethayog of
income tax relief in this state that younger families don’t. Not dérfy people are on fixed
incomes—most are not. And not all elderly people are homeowners. Some rent, and gét none
that property tax relief.

Property tax relief that is based on income is preferable to religbthased on categories that
don'’t relate to ability to pay taxes, such as being old or owning rather thamgrdnany states
have addressed distributional issues by establishing specific distnddigoals that relate to
fairness in distribution of the burden as well as providing incentivelkdanse of property in
ways that promote economic development. South Carolina has addressetbtidsgesl but not
the first.

Property tax “circuit breakers” of various kinds offer an alternative tagorovide tax relief to
those who need it in order to stay in their homes. Circuit breakers arefvagest on income but
on the property tax bill in relation to income. There are a number of ways of desiiaiuit
breakers, any one of which would improve the equity or fairness of the Soutm&amperty
tax. Because renters pay property taxes in their rent, circuit bresiaarsl include renters.
Groups that already receive property tax relief (homestead exemption, pobyentty tax relief)
should qualify for either their existing relief or a circuit breaker noatboth.

Rental property is a big distributional issue. In areas where rental grapscarce relative to
demand, the property tax will be passed on to the renter. Renters don't ghidbtte property
tax on their income tax, unlike homeowners, but they are still bearing the lnuttierform of
higher rent. In areas where there is a glut of rental property (not comrsauih Carolina), the
owner may have to absorb some of the property tax. How much of the burden falls on the owner
and how much on the tenant is a matter of some dispute, but in general most &St gato
the renter, especially in the long run as rental markets adjustr&eatenly do not get the tax
deduction, they are also living in property that is assessed at a 56tgegter rate than owner-
occupied property and do not qualify for any of the tax relief provided to homeowners. |
favoring owner-occupied property, the General Assembly has discriminag@phificant ways
against both owners and tenants in rental property.



Replacement revenue sour ces

Almost all of the proposals to replace part or all of the revenuenla@$iainging or eliminating the
property tax would rely on shifting the burden to the sales tax. No consideraibedragiven to
the income tax as a possible source of additional revenue either bynadjates or by
eliminating exemptions or deductions. If all issues are on the tatdenis of property tax relief,
then the income tax and changes thereto should also be considered.

Salestax rates, base, and exemptions

There are two ways to raise more revenue from the sales tax. One setiheaiate. The other is
to expand the base by eliminating existing exemptions and expanding froangibteé goods to
include at least some services. Both methods have advantages and dsa®battk Carolina’s
sales tax rate is low by national standards, even with the local optionesaie29 of the 46
counties. The rate could be increased somewhat without disadvantagtatgiretailers,
although the sales tax is regressive and this change would shift nibecta% burden to lower-
income households.

Eliminating exemptions has been proposed many times but has proven diffengictdbecause
of the resistance of entrenched beneficiaries of such exemptions. Féxaiynding to include
services is rather attractive in making the sales tax lesssiggavhile raising more revenue.
However, service providers are generally smaller firms thareetaif tangible goods, so the
cost of collection will be higher for the state and the cost of compliaitidee higher relative to
the value of sales for the firms.

The sales tax is vulnerable to expansion of internet and catalogls8egth Carolina is going to
rely more heavily on this tax, it would be desirable to actively work \wghMultistate Tax
Commission and others in creating a more uniform state tax base and urgimgsSaadift the
current ban on state taxation of internet sales and purchases.

Education funding

The issue of education funding is tied to any property tax reform becaigsifiaant share of

the present funding for public education comes from the property tax. If thenstiee to take
over the entire cost of education, there would have to be a significant expahstate revenues.
But there is another issue as well. There is a link between scimolgts@perty values, and also
between local contribution and local sense of ownership and control of scBoold schools
enhance property values. Parents buy homes in better school districts aillihgreovpay

higher property taxes to ensure that they stay good. Even non-parents knoe Watielof their
property when they buy or sell is directly connected through the property taxdadlity of the
local schools. In California, breaking the link between property taxes andsbtlsaeduced
overall support for education

Conclusion

Property tax reform and relief has been a constant challenge to South Garthi&ast 15

years. Any reform or relief will have ripple effects throughout thie stad local revenue and
expenditure systems. Legislators must be careful to address boitnefficssues of incentives to
work, to create jobs and wealth, and to locate or remain in the state; atydssygds of fair
distribution of not just the property tax burden but the overall burden.



These hearings have brought legislators in touch with many citizens, lwitettests and
concerns of those not at the table must also be taken into account. State laga/é&roment
needs a strong, diversified, dependable revenue system to provide theuictinessiand public
services that South Carolina needs in order to grow and prosper irf'tben®iry. The property
tax will, in some form, continue to be a vital part of that revenue system.



