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Property taxes have taken center stage in Virginia politics.  The leading candidate for governor in each of the two major parties has announced his own program of property tax relief.  Much of the early commentary suggests insufficient thought about the effects.

The Proposals in Brief
On the Democratic side, Tim Kaine proposes allowing localities to adopt homestead exemptions equal to up to 20% of the assessed value of owner-occupied residential units.  This is in the tradition of property tax relief in Virginia, which currently allows localities to provide relief for elderly and/or disabled homeowners, and for farmers.  Under the Kaine proposal, localities would be allowed to expand their tax relief offerings, and the fiscal consequences of the foregone revenue would rest with the adopting locality.

On the Republican side, Jerry Kilgore proposes a mandatory cap on increases in assessed values of individual owner-occupied housing units for increases not attributable to new construction or modification of the unit (i.e., assessed value increases said to be the result of inflation).  Like the Kaine proposal, relief granted by this cap on increased assessed values would result in lower real property tax revenue at a given tax rate.  While Kaine proposes a local option, Kilgore’s plan is mandatory, and it has different implications for tax liability distribution among taxpayers.

Possible Fiscal Effects
Both proposals seek to reduce property tax increases, to curry favor with homeowners/voters.  Whether a given locality(s property tax actually would be lower as a result of either of these tax limits, however, would depend upon local choices; this is only one of three possibilities.  The three are:  (a) lower taxes and thus lower spending for local public services; (b) higher tax rates and fees for other revenue sources; and (c) higher real property tax rate applicable to the remaining real property tax base, including the portion of homestead values not removed by the limit on (reduction of) the real property tax base.

Tax Basics.  Any tax is equal to the statutory tax rate times the statutory tax base:  T = R x B.  An increase in either term on the right side results in an increase in the value of the left side (although it is possible that large rate increases would reduce both the base and the tax).  When the base is rising and the nominal (statutory) rate is held constant, or is reduced by less than the rate of growth in the tax base, taxes surely are rising.  This has occurred in Virginia, as shown by the accompanying table developed from data in the 2004 annual report of the Department of Taxation (Table 5.1).  From 1999 to 2003, the statewide average tax rate changed hardly at all, but assessed value growth enabled statewide annual tax levy growth ranging from 6% to 11%.

	Virginia Statewide Data for Real Property Tax, 1998-2003 (all figures are percentages)

	Year
	Average Rate
	Rate Growth 
	Total Levy Growth

	1999
	1.04
	0
	5.97

	2000
	1.04
	0
	7.44

	2001
	1.05
	0.96
	9.67

	2002
	1.04
	-0.95
	11.24

	2003
	1.03
	-0.96
	9.92


In Virginia, there are no property tax rate limits.  In such a setting, the nominal (statutory) tax rate generally is calculated to produce the amount of property tax revenue required to balance the budget after likely revenues from other sources are taken into account.  For example, if aggregate taxable assessed value of real estate in a jurisdiction is $2 billion and the locality wishes to raise $20 million, it needs to adopt a rate of 1% ($20 million/$2 billion = 0.01).

In practice, localities may opt to let the property tax bring in whatever is available from the existing statutory rate when applied to the aggregate taxable assessed value of real estate.  In a period of rapidly rising assessed values, such behavior may avoid the perceived political jeopardy of raising the tax rate and allow officials to claim “no tax increase” while still providing significant revenue increases.  Reducing the nominal rate by a smaller percentage than the increase in assessed value also increases property tax levies.

Lax Taxpayer Oversight?  Virginia already provides a mechanism intended to keep rising assessed values for unchanged properties from resulting in automatic tax levy increases at the level of the locality.  If it is not working, it is likely that the public and the media are not watching local budgetary developments as closely as they could or should.  Specifically, the Virginia Code (section 58.1-3321) says that a locality(s real property tax levy cannot increase by more than 1.0% without a rate increase being advertised, even if the statutory rate is constant or falling.  In other words, assessed value increases for existing properties (those not newly constructed or modified) cannot result in an (automatic( property tax levy of more than 1%.  The intent of such laws is to place the onus for higher jurisdiction-wide property taxes on those officials who are responsible for spending decision (the city council or county board of supervisors), rather than on the property assessor, because it is important that assessors estimate values as accurately as possible.

Consequences of the Proposed Changes

The candidates’ proposed policies may not succeed in limiting the growth in property taxes, for tax rates could be increased to offset reduced growth of the tax base.  To the extent that real property tax growth is suppressed, the result will be higher tax rates and fees for other revenue sources and/or lower local public spending.  Whatever the case, though, the overall outcome for any jurisdiction is only a part of the story ( and maybe not the most important part of the story.

Under any of the three possible scenarios, there would be a fundamental change in the nature of the local real property tax.  Either the homestead exemption or the cap on assessed value increases would weaken budgetary discipline by weakening the relationship between support for added local public services and responsibility for paying for them.  This leads to what economists call inefficiency.  Either change also would reduce equity, as commonly reckoned.

Inefficiency.  Reduced responsibility for paying for local pubic services is likely to promote inefficiency (i.e., wasteful use of available scarce budgetary resources).  To see this, imagine the extreme situation in which local residents have to pay nothing at all for local public services.  If a higher level of desired services did not entail higher payments for those services, most would tend to demand more services.  In private markets, demand represents the quantities of a particular good or service that consumers would be willing and able to pay for at various possible prices.  The link between payment and consumption is critical to what is sometimes referred to as (effective demand( to more clearly distinguish (demand( from a wish list.  In general, larger quantities are desired at lower prices.  This same relationship is thought to hold in the public sector, as well.  Many goods and services provided through the public sector are provided without a direct charge, so one(s individual (tax) payment does not determine one(s consumption of the good or service.  However, citizens (voters) as a group determine, through their elected representatives, what services will be provided, and at what level, and ( within certain constraints ( how they will be paid for.  Homeowners are a large part of the voter base in most localities.  Lightening their tax load and placing more of the tax on others (including non-resident, non-voting business owners) biases local budget decisions in favor of higher levels of spending, as greater quantities of local services are desired at the (perceived) lower prices.

Equity.  To some extent, equity ( like beauty ( is in the eye of the beholder.  A basic proposition is that the property tax, when used to fund general services such as law enforcement, fire protection, and education, is a tax based on ability to pay.  In the case of the property tax, the measure of ability is the market value of the taxable property controlled by the taxpayer.  Higher value indicates increased ability to pay, because the property owner is better off with the increase in value than without it.  Net worth has risen.  Indeed, many homeowners are happy when their property values rise and disappointed when they do not, for this very reason.  It is only when they are asked to pay taxes on the increased value that there is complaint.

While either the assessment cap or the homestead exemption would introduce some inequities, there are differences.  The homestead exemption would favor homeowners as a group over all others, including renters and businesses.  If one assumes that renters are, in part, paying property taxes with their rent dollars, the homestead exemption increases their share of the property tax relative to that on homeowners.  It is not self-evident that this improves equity.  Further, while exempting the same percentage of value of each owner-occupied home keeps relative property tax bills unchanged within the owner-occupant class, the absolute amount of tax relief is greater for a high-value home than for a low-value home.  For example, a 20% exemption removes $100,000 from the tax base for a $500,000 home, while many homes may have a total value of less than $100,000.

A 5% cap on assessed value increases, on the other hand, introduces inequities within the class of owner-occupants, as well as between that class of property owners and other owner groups.  Such a cap favors those whose properties are gaining value most rapidly.  Anyone whose home value is rising at 5% or less gets no advantage from the cap.  The cap in effect subsidizes those whose net worth is growing most rapidly, in part by asking their less-fortunate fellow citizens to shoulder more of the tax load.  Over time, the effects can be quite large.

To illustrate this, the table below shows A, B, and C, three homes in different parts of the same county.  Prior to capping annual assessed value increases at 5%, each has a $100,000 market value; thereafter, their respective market values rise 5%, 10%, and 20% annually.  To focus on the capping policy, assume the assessor accurately estimates underlying market values and that the nominal tax rate remains 1% of assessed value.  Initially, each home’s effective tax rate (the amount of tax expressed as a percentage of market value) is 1%.  In the future, though, only home A will be assessed at market value; although B and C are rising in value much more rapidly, their assessed values will rise only 5% annually due to the cap.  The divergence between market value and assessed value means falling effective tax rates for the owners of homes B and C, as long as their ownership does not change.  Higher effective tax rates on homes such as A mean that owners of such homes subsidize the owners of homes such as B and C.  Differences emerge in the first year of the caps and grow increasingly larger over time.  After 10 years, for example, the effective rate for home C is only one-fourth that for A.  

	Effect of 5% Assessed Value Cap on Taxes for Homes Growing at Different Annual Rates

	Years after Cap
	Market Value if Annual Growth is
	Tax at 1%. Rate
	Effective Rate of 1% Nominal Rate

	
	5% (A)
	10% (B)
	20 % (C)
	
	(A)
	(B)
	(C)

	0
	$100,000
	$100,000
	$100,000
	$1,000
	1.00%
	1.00%
	1.00%

	1
	$105,000
	$110,000
	$120,000
	$1,050
	1.00%
	0.95%
	0.88%

	5
	$127,628
	$161,051
	$248,832
	$1,276
	1.00%
	0.79%
	0.51%

	10
	$162,889
	$259,374
	$619,174
	$1,629
	1.00%
	0.63%
	0.26%

	20
	$265,330
	$672,750
	$3,833,760
	$2,653
	1.00%
	0.39%
	0.07%


The owners of homes B and C enjoy windfall gains due to real estate market forces.  Most would think these owners better off, as they have increased home values that they can borrow against, or realize when they sell.  When setting out to design a new tax, few would argue that fairness requires tax rates that vary inversely with the value of the tax base, but this rampant regressivity ( vertical inequity ( is the effect of capped assessments, which some now advocate in the name of equity.  Clearly, many would not think the outcome equitable.

Regressive distribution of property taxes among long-term homeowners whose market values are rising at very different rates is not the only inequity of assessment caps.  Mobility coupled with resetting a home’s assessed value to market value when ownership changes produces horizontal inequity based on length of residence.  That is, owners of homes with the same market value would have very different property tax liabilities and effective tax rates, based on how long they have lived in their homes.  Consider two homes that have been rising at 10% per year, but one home has been owned by the same people for at least 10 years and the other has just sold to a new owner.  Each home is worth $259,374, but the long-term owner has a tax bill of $1,629 and an effective tax rate of 0.63%, while the newcomer has a $2,594 tax bill and a 1.0% effective tax rate.  Is the tax on property value or on mobility?

Summary and Conclusion
In summary, the assessment cap takes pity on those who are being made wealthier by market forces, subsidizing through effective tax rates that fall as the amount of wealth enhancement increases.  This results in vertical inequity, with higher effective tax rates on those with the least valuable properties, when we consider long-term homeowners.  To this is added horizontal inequity when mobility is considered, because homes of equal value are taxed at different levels based on length of residence.

A homestead exemption that is a uniform percentage of market value does not alter relative property tax burdens among homeowners in the way that an assessment cap does, but it still is not good policy.  It provides a larger break for those with the most valuable homes.  Both approaches to controlling the growth of the property tax base treat homeowners as a class more favorably than other property owners (and renters), and this distinction brings about other sources of inequity.  Both approaches also introduce inefficiency by weakening the link between tax liability and services.

Once effective tax rates are determined by policies that turn on considerations other than property value ( such as length of ownership, and the use class of the property ( the fundamental nature of the property tax is altered.  Rather than a tax on asset value, it ultimately becomes a tax on the lack of political influence.

If property tax liabilities are rising enough faster than incomes to create a serious cash-flow problem for owners, and government wishes to relieve the stress, a better tool is tax deferral.  Deferring some fraction of the bill until ownership changes, with interest on the unpaid portion, produces neither subsidy of homeowners by other property owners, nor subsidy of owners gaining the most from real estate markets by those less fortunate.  Homeowners experiencing rising property values no doubt prefer outright subsidy ( but are such gifts really equitable?

� The author has benefited from comments by John L. Knapp (University of Virginia) on an earlier draft.
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