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Plight of the Property Tax

As cities struggle with a variety of challenges—including cuts in state aids, levy limits,

and the foreclosure crisis—officials are seeking ways to balance their budgets and provide quality service,

The primary source of revenue—the property tax

he property tax Is 2 major source
of revenue for Minnesota cities,
but it is certainly not without a
variety of challenges and issues.
Qver the years, the property tax
system has evolved. The state-local
fiscal partnership established in
the early 1970s created a relation-
ship between property taxes and state
aid for cities. That state~local partner-
ship is now in trouble. Meanwhile, city
officials are experiencing pressures both
to raise and lower the property tax.

How we got here
Nine years before Minnesota became a
staze in 1858, the first territorial assenably
established a property tax for schools.
The state continued to administer the
property tax system and collect the
taxes undl 1967, At that thme, respon-
sibility for administering the system,
mchiding property assessments and tax
collection, was wansferred to the counties
where it remains, The state continues
to have a role in various aspects of the
system, however, such as oversight of
assessment practices and admunistration
of property tax relief programs and state
aid and credit programs for citdes.

Minnesota cities rely heavily on the
property tax to fund the services they
provide. The tax reforms of 1971, dubbed
the “Minnesota Miracle,” prohibited
cities from using sales or income taxes,
A handful of cities have received author-
ity through special legisiation for a local
sales tax but in all cases except one, the
city must use the revenues for a specific
capital project.

In many other states, cities are given
general authority to impose a local sales
tax (e.g., linois, lowa, Kansas, North
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Dzkota, and South IDakota) and in a
few states, cities realize revenue from an
income tax (e.g., Indiana, Ohio). (For
more comparisons between the revenue
structures of cities in Minnesota and
other states, see the article on page 6.)

The tradeoff for the sales and income
tax prohibition was the creation of the
local government aid (LGA) program.
In fact, the tax prohibition was codified
in the LGA statute. LGA was intended
to help ensure that every city in the
state, no matter jts tax base, could pro-
vide a basic level of services without
placing an undue tax burden on its
property owners,

The LGA. program has changed
numerous times since its meeption,
evolving from a simple per capita distri-
bution system to a complex one based
on a formuala that caleulates each city’s
neced for revenuc. Due to changes in the
LGA distribution formula, some cities
no longer receive LGA. For these cities,
primary funding for local services must
come {rom the property tax.

The markec value homestead credic
(MVHC), created
in 2001, is another
program that adds
complexity to the

-1s feeling the pressure on all sides.

in order to target most of the assistance
to owners of Jower-valued homes. For
local governments, including cities,
property tax revenues are reduced by the
amount of the credit given to home-
owners. The state then reimburses local
governments for their portion of the
credit. LGA and the MVHC reimburse-
ment are two major elements of the
state-local fiscal relationship.

Properly taxes and state aids

That state-local fiscal relationship has
unfortunately weakened over time.
Since 2003, LGA funding has slowly
eroded. As that has happened and as the
number of cities that don’t receive LGA
grows, reliance on che property tax has
increased. The graph below shows levy
and aid amounts for cities overall from
1993 through 2008.

Cities expericnced major cuts to
LGA and MVHC reimbursement
amounts in 2003 and 2004, during the
state’s last budget crisis, The effect of a
cut to MVHC reimbursement is that
the city does not realize the full amount

property tax system.
This provides a credit
against property taxes
given automaticallty
to ehigible home-
owners. [t appears

as a line item on
their property tax
staternents. The
credit phases out

for homes valued at
more than $76,000
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of its levy since homeowners contnue
to recerve the credies. Cuts to MVHC
have caused some cities to effectively
levy more than they need so that after
MVHGC cats, they still end up with the
total levy needed.

Most recently, Gov. Pawienty reduced
the December 2008 payment of certified
aids and MVHC reimbursement. T'his
unallotment came at the end of the city
budget year, giving cities essentiaily no
time to make changes in order to accom-
modate the cuts. To help address the
state’s projected 2010-2011 budget deficut
of $6.4 billion, the governor has proposed
larger reductions to LGA and MVHC
reimbursermnent for 2009 and beyond.

The past and proposed cuts high-
light one of the major problems with
LGA-—uncertainty about the appro-
priation ievel and, subsequently, an
individual city’s payment amount. That
uncertanty makes 1t difficult to budget
and to determine how much to levy.
Further, changes to the elements of the
formula have caused individual cities’
aid amoeunts to fluctuate widely.

Many cities no ionger view the state
as a reliable partner in providing services
to their communities. Compared to
LGA and the MVHC reimbursement,
the property tax has been a more stable
revenue source for many cites. The
downturn in the housing market and
the foreclosure crisis of the last fow years,
however, have brought into question
the stability of even the property tax,

Pressures {o increase properiy taxes
Just like mcdhividuals and businesses, cities
face cost pressures—things like the cost
of energy and health care—and some-
times must increase thelr property tax
levies just to maintain the same level

of services.

Cities have also been facing growing
service demands as a result of the fore-
closure crisis. Specifically, additional
public safety services are necded to
prevent ¢riminal activity at vacant prop-
erties, and additional maintenance work
comes in the form of mowing grass,
plowing snow, and removing garbage
at abandoned homes.

In addition to these costs, cities are
seeing property tax and ucility bill
delinquencies increase as a result of
the economic downturn and rise in
unemployment. Also, abandoned homes
don’t pay property taxes. These trends
create revenue shortfalls for cities. To

maitain services, meet debr obligations,
and address new problems such as fore-

closures, many cities have had to increase
thelr property taxes.

The property tax base is also shrink-
ing in many communities as a result of
the dechne 1n home values and the
foreclosure crisis. As the tax base shrinks,
cities are faced with very hard choices.

The tax rate is calculated by spread- |
ing the total levy over the available tax
base. I a city lowers its levy in hopes of
keeping the tax rate for property owners
steady, then 1t must reduce or eliminate
services. If it maintains the levy to keep
services at curient levels, property owners
will likely see the tax rate go up. Many
cities are in the extremely difficult
situation of having a shrinking tax base
and growing service needs due to fore-
closures or other issues.

Pressures to lower property taxes

At the same time, there i also pressure
to lower the property tax. The unpopu-
larity of the property tax makes levy
decisions more difficult. A 2005 Depart-
ment of Revenue study found that
only 15 percent of Minnesota taxpayers
viewed the property tax as the most fair
among the three major taxes (property,
sales, and income), and only 21 percent
viewed it as most understandable.

Cities are also under pressure to lower
the property tax because it is a regressive
tasg, mearung that lower-income individu-
als pay a greater share of their income
in property tax than do higher-income
individuals. The property tax is based on
the value of ene’s home or business and
does not take income into account.

The property tax system overall bas
become more regressive recently due o
two factors: (1) changes in the classifica-
ton system. {the weighing of different
kinds of propertes), and (2) the phase-
out of a program to protect homeown-
ers from rapid growth in vaiuation.
These changes have shifted more of the
property tax burden onto homesteads,
particularly moderate-value homesteads.

In addition, the state’s growing
senmor population also creates pressure
to lower property taxes. Many people
are concerned about the ability of older,
retired homeowners o pay property
raxes while living on a fixed income.

It is likely that some anti-property tax
sentiment stems from confusion over
different aspects of the system. There is
a year lag between a home’s valuation
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and the tax levy. So, while home values
have declined, homeowners don't see that
show up in their assessments right away.

ks distressing for homeowners to
see an increase in their tax bill when
they perceive a loss in home vatue. That
happens because the taxes were levied
on the home that more than a year ago
was still increasing in value.

Taxpayers are also confused over
who does what. Local governments
do not set a tax rate—rather they set a
levy amount, and the county calculates
a rate based on that local government’s
tax base. Counties administer the prop-
erty tax system according to processes
set up by the Legislature. Counties send
the property tax statements to home-
owners, but those statements show the
taxes due to alf local governments—
school, city, county, and special districts,

Controf from beyond city hall

City budgeting is further complicated by
the fact that in 28 of the last 35 years,
the Legislature has imposed levy limits
on cities with populations over 2,500.
This restricts how much a city’s prop-
erty tax levy can grow from one year
to the next. Levy limits are another
manifestation of the breakdown in the
state-local fiscal partnership. Levy Hmits
set for taxes payable in 2010 and 2011
will make it extremely difficult for cities
to address the problems of declining

tax base, tax and fee delinguencies,
foreclosures, and the cuts to state aids
and credits.

Going forward

Rehance on the property tax, with all
of its challenges, would be lessened if
the state would renew its fiscal partner-
ship with citles or if citles were given
more authority to diversify their rev-
enues through such measures as local
sales taxes, achministrative fines, street
utilities, and stormwater utilities. (See
the article on page 8 for more details
about alternative revenue options.)
City budgeting would be easier 1f caty
officials were confident in relying upon
ald and reimbursement amounts and if
they did not have to work wichin strict
levy limits. g

Rachel Walker is policy analysis manager
with the League of Minnesota Cities.
Phone: (651) 281-1236. E-mail:
rvalker@line. orp.
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A National View

A recent study by the National League of Cities reveals that Minnesota is behind the curve

in giving cities local authority to raise revenues. There is room for better policy

in the state-authorized fiscal structure for Minnesota cities.

gy e property tax—the tax that
everybody loves to hate, Or, as
survey researchers have found
repeatedly, Americans “least favor-
e” tax.

Local governments, of course,
are the exception in this case.
Most government finance officers
md fiscal analysts will tell you that the
property tax is preferable to most alter-
natives. Property tax revenues tend to
be more stable and predictable from
year to year than conswmuption- or
income-related taxes.

Economists often point to something
called the “benefit principle” in making
the case for property taxes. The benefit
principle holds that the property tax is
the 1deal local tax because the invest-
ments that local governments make are
capitalized into benefits for local prop-
erty owners. If you Hve in 2 city that
puts more money into schools, roads,
and services, you likely live in a place
where property values are higher, S,
for a variety of reasons, Americans hate
the property tax, (For more details, sec
the article on page 4.)

A dangerous time for the property tax
This 15 a particularly dangerous time
for the property tax and its proponenss,
Why? The reason has much to do with
the lag between changes in housing
markets and when those changes are
reflected in local government property
tax assessments. [n essence, tax bills are
always reflecting conditions that are
behind whatever might be happening
today. This makes the property tax par-
ticularly unpopular during periods like
the one we find ourselves in now-—

By Chris Hoene

and remove tax and spemfmg Imuts ‘_?

m order to enahle Iacat govemments- .'

when housing markets have declined
across the country.

For the past one to two years, local
governments have been catching up to
the previous growth 1n housing values
that characierized much of this decade
That means property tax assessnients
have been increasing. As housing markets
have declined, however, this means that
higher property tax bills are being
delivered to residents at a time when
they feel their actual property value is
decreasing—a combustible political
scenario. So, 1t not surprising that home-
owrers in many parts of the country are
upset about the property tax—and it’s
not surprising that many in local and
state government are listening closely

to these concerns. For state politicians,
in particutar, who are facing their own
budget problems, offering tax relief that
will not impact the state bottom line
can be politically attractive.

in pursuit of better poficy

However, as is often the case, the casy
political option doesni’t necessarily
translate into good public policy, What
would be better public policy options
given the state of the economy and
state and local budgets? At least two
complementary optouns for state gov-
ernments to consider are: (1) increase
local government revenue authority
and (2) remove existing tax limitations.

The “good policy” rationale for
pursuing these options is straightforward,
Most state governments aren’t in a
position to provide more aid than they
do currently. Many state governments
will Likely decrease fiscal aid, or take
other actions they are forced to take
to balance the state budget. This will
likely increase demand for services—
and costs—at the local government
level. Such decisions may be unavoid-
able m the current economic and
fiscal environment.

According to the Washington, D.C.-
based Center on Budget and Policy
Priorities, Minnesota is one of 46 states
facing a budget shortfall this fiscal year,
and nearly all of these states are making
cuts to programs that provide services
to vulnerable residents. (See State Budget
Tioubles Worsen [February 2009] and
Facing Deficits, At Least 40 States Are
Imposing Or Planning Cuts That Hurt
Vulnerable Residents [February 2009] at
www.cbpp.org.) Those residents will
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be knocking on the doors of local gov-

ernments to help fill the gap.

In response, states should move to
provide more local reveriue authority
and remove tax and. spending limits
in order to enable local governments
to address the challenges that the state
government can’t. Let the local officials
then make the decisions about whether
to utilize the mix of revenue sources
available to meet needs.

Tax structure in Minnesota

What might this sort of policy change

look like in Minnesota? To begin to

answer that question, it is helpful to
compare the local tax structure in

Minnesota to that in other states across

the country. In 2008, the National

League of Cities published a report

called Cities and State Fiscal Structure,

which I co-zuthored with Michael A.

Pagano, Dean of the College of Urban

Policy and Public Affairs a¢ the Univer-

sity of Illineis at Clicago. The report

compares the tax structures for city
governments in the 50 states.

The analysis we did begins with
the assertion that more Jocal avthority
is better. Because the underlying com-
position of any local government’s
economic base varies from jurisdiction
to jurisdiction, we contend that local
governments know best how to match
their revenue-raising wols to the under-
lying economy. In addition, diversifying
revenue sources, much like an individual’s
investment portfolio, smoothes out rigks
from becoming too dependent upon
the cyclical changes associated with
one source.

We examined the three major
sources of state and local tax revenue—
property tax, sales tax, and income tax.
We rated municipalities as “having
authority” if:

B They have a local option to control
the tax rate (within some increment,
they have some ability to shift the
rate); and

® The revenues are for general use
{not earmarked for specific uses).
The most fiscally autonomous

mumnicipalities would, therefore, be

allowed a local option for all three tax
sources, and the revenues from those
sources would all be for general use.

We found that no state uniformly
authorizes its municipalities to utilize
all three tax sources. We rated states as
“ahead of the pack” if they have access
to at least two sources and a third
source for some jurisdictions.

For example, municipalities in Alabama
have access to a local option property
tax and sales tax, and a local optien
occupation tax, or income tax, paid by
those working in mundcipalities that opt
to use the tax. (Local income taxes, as
we refer to them here, are not always
referred to as income taxes by the indi-
vidual states. In Kentucky, for instance,
cities and counties levy two income-

For the vast majority of ﬁ!i nesota cities,
the state-authorized tax strué;tufe '-

s “heind the pack” because most

- eitiesieé;i: use only he property tak,

- Evén for a few cites that ean aso
~ use alocal sales tax, M itesq‘t;a‘

“yehid the pack.” -

related taxes: an occupational license
tax on income earned in a jursdiction
by individuals, and a net profits tax on
businesses.)

The states of Missourl {income tax
for ¥ansas City and St. Louis), New
York (income tax for New York City
and Yonkers), and Pennsylvania (sales
tax for Philadelphia) provide special tax
options for individual municipalities.

States are grouped as “with the pack”
if their municipal governiments have
access 10 Lwo tax sources. For example,
in approximately half of the states,
municipalities can use a local propecty
tax and a local sales tax.

States receive “belind the pack”
ratings when their municipalities have
access to one local tax source. For
example, municipatities in many New
England states only have access to a
local property tax. The property tax
is the lone local souzce in all “behind

the pack” states, except for Oklahoma
where the only local general purpose
tax revenues come from a sales tax.
(Oklahoma municipalities, however, can
levy a property tax for debt service.}

So, where does Minnesota rate?

For the vast majority of Minnesota
cities, the state-authorized tax structure
is “behind the pack” because most cities
can use only the property tax. Even for
a few cites that can also use a local sales
tax, Minnesota is somewhat “behind the
pack.” Currently, 25 of 855 citics have
access to a local sales vax. These cities
had to seck special legislation from the
state Legislature for this individual tax
authority and, in all cases but one, the
use of the sales tax revenues is restricted
to specific capital projects.

I total, in comparing the Minnesota
systemn to the other 50 states, our con-
clusion is that Minnesota is behind
the curve. Most cities have less taxing
authority than their counterparts around
the country. This is particularly the
case when one of the available revenue
sources is constrained by some sort of
tax limit, as 1s the case with property
tax levy limits in Minnesota.

State action in 20097

Inn sum, there is considerable room for
better policy when it comes to the
state-authorized fiscal structure for
cities I Minnesota. Twin policy responses
of authorizing more local tax authority
and eliminating or reducing tax limits
will significantly increase the capacity
of cities across the state to weather the
current econemic recession and meet
the needs of Minnesotans as they strive
to ride out the downturn, That is good
public policy and good politics. g

Chris Hoene is Director of the Center for
Policy & Research at the National Leaguie
of Cities, Phone: (202) 626-3172, E-mail:
hoene(@nlc.org.
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Seeking Alternative Revenues

As dities face cuts in state aids and pressure fo keep property taxes low, local officials

are scrambling fo find alternative revenues. Such options are few and far between,

but the League is working with legislators to offer cities a_few more revenue-generating tools.

early every city official can vouch
for the fact that residents simply
don’t care for property taxes.
Nothing spurs public comments
at city council meetings or in
letters to the editor of the local
newspaper more than city

A council discussions of property
tax increases.

From the perspective of a resident,
higher taxes obviously means greater
financial expense associated with own-
ing a home or non-residential property.
That can be particularly burdensome
for city residents with fixed incomes
like retired senior citizens who rely
on Social Security checks to meet
hving expenscs.

For those same reasons, city officials
do not relish raising property taxes
especially mayors and city councit-
members held accountable at the ballot
box. Moreover, from an administrative
point of view, city officials are well
aware that recent economic trends and
policy decisions at the state level have
mmpacted the reliability of praperty
taXes a5 4 TeVenue source.

In the 2008 state legislative session,
the Legislature passed and Gov. Pawlenty
signed into law a bill that caps levy
increases at 3.9 percent for cities with
populations over 2,500. Additionally,

a depressed housing market and slow
business development have significantly
reduced the property tax base that most
cities have to work with.

Those developments alone have
welghed heavily on the ability of city
governments to balance budgets. If
that weren’t enough, though, recent
cuts to local government aid (LGA)

By Don Reeder

and the market value homestead credit
(MVHC)-—beginning with unallot-
ment of a portion of December 2008
LGA and credit payments—have made
budget management and paying for basic
services problematic for years to come.
For many Minnesota cities, those two
programs rank second to property taxes
as means of generating operating revenue.

" Saniesis  problithatis

ot géing ava 'amr.'tim'e sgon.

- The futue rle of projerty tares

aid of oéal government aid

So, if cities cannot rely on a stable
property tax base and a dependable
state-local fiscal partnership, what options
are left for revenue generation? Given
the nation’s cuzrent economic stump,
cities will be forced to find creative
measures to fund essential services
while still meeting the state’s constitu-~
tional requirement to balance budgets.
It was widely reported, for example,

that the City of Duluth expiored the
option of selling a city-owned Tiffany
stained glass window late last year. But
what about other options?

During the 2009 legislative session,
Minnesota city officiaks, the League of
Minnesota Cities {LMC), and other
municipal associations are flercely advo-
cating to preserve LGA and MVHC
reimbursements at current levels for the
coming biennium, In tandem with lob-
bying for the preservation of aids and
credits, the League is pursuing a num-
ber of inidatives that will serve as alter-
natives to help cities make ends meet.
Many of these initiatives require autho-
rization at the state government level.

Stieet improvenient districts

One possible revenue source is munici-
pal street improvement district authority
for cities. This would give cities the
authority to collect fees from property
owners to fund municipal street main-
tenance, construction, reconstruction,
and facihity upgrades.

When deferred, the cost of such
maintenance can increase up to six-fold
over a very short peried of tme. The
authority would allow cities to fund
expensive projects by having property
awness pay smail fees over thne—a
fair and affordable system for property
awners. The tool could be used to
mitigate or eliminate the need for
special assessments, which can be burden-
some to property owners and are diffi-
cult to implement for some cities.

In recent legislative sessions, the
League has worked with the City
Engineers Association of Minnesota
to advocate for this authority, but those
attempts have met with resistance
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from numerous organizations and
subsequently falled,

This session, in addition to iniuating
general street Improvement district leg-
islation (HF 956}, the League is encour-
aging cities to make individual cases by
introducing their own improvement
district authority bills, The League has
created several resources to help cities
with this effort, including a sample bill,
sammple resolution, sample letter to
legislacors, and more. To access these
resources, visit www.lmec.org/
page/1/street-improvement.jsp.

Storin sewer utility

The concept for the municipal improve-
ment district authority closely mirrors
that of a storm sewer utiliey, granted by
the Legislature and established approxi-
mately 25 years ago. The storm sewer
ugility set the precedent for a workable
process of charging a use fee on a util-
ity bill for a city service infrastructure
that is of value to everyone in the city.
Removing those costs from the general
revenue fund with a utility allows that
fund to be spread further to keep other
key services at necded levels.

Administrative fines

During the current session, the League
also supports proposed legislation

(HF 1517) that would formally grant
cities authorivy to impose admimstrative
fines for traffic offenses. Administrative
fines would allow local law enforcement
officers to cite drivers for minor offenses
that might otherwise be warnings.
These fines could also serve as deter-
rents for other, more serious violations
in the fusure.

As it now stands, the cost of a minor
moving violtion in Minnesota exceeds
$115, Of that amount, only about $20 15
sllocated to the city or other local unit
of government issuing the citation—
barely enough to cover the cost of
administration and not nearly enough
to cover the cost of appeals processes or
prosecution of offenders,

Additionally, many city officials and
law enforcement agents believe the $75
state-imposed surcharge in addition to
the $40-plus fine for minor moving
violations are excessively costly to local
residents, and that local units of govern-~
ment should maintain local control in
the area. Minnesota city officials believe
there is a lack of clarity in state law on

this issue, and granting administrative
fine authority to cites would establish
clarity that benefits city residents and
city governments.

Mandate relief

The Legislature 1s also currently consid-
ering several mandate relief efforts and
at least one mini-omnibus bill is moving
forward at this time. The proposed
legislation (HFF 1195} contains some

of the recommendations of the League
and several other statewide local govern-
ment groups.

The bill would remove the cap on
levies that was established in'the 2008
legislative session. Other city-related
provisions, many of them supported by
the League, include:

m A reduction of library maintenance-
of-effort requirements.
m Elimination of truth in taxation hear-

Ing requirements.

m Expansion of best-value contracting.
m An update of threshold amounts for
contracts and day labor under the

special assessment statute.

The bill includes a provision for
establishment of a Legislative Commis-
sion on Mandate Reform, which would
take a further look at various other
state mandates for counties, townships,
school districts, and cities.

More local taxes

In an effort to promote a discussion
among policymakers about how cities
fund their services and the role of
property taxes, state aid programs, and
property relief programs, the League is
considering drafiing and working with
legislators to intreduce legislation that
would repeal the current ssate prohibi-
tion on local sales taxes and income taxes.

The prohibition on these taxes was
established as a radeoft for creation and
implementation of the LGA program
and has been in place since 1971, (For
more details, sce the article on page 4.)
The bill to repeal this prohibition would
help to remforce the underlying reasons
for state aid and, at the same time,
jump-start the necessary conversation
abous whether cities should ultimately
have more fiscal flexalality.

Public opinion research shows that
sales taxes are generally perceived as
casy to understand, predictable, and fair.
Taxpayers also report they feel a sense

of contrel over the sales tax.

Currenty, only 25 cities have
secured focal sales tax authority from
the Legislature but in all cases except
one, the city must use the revenues for
a specific capital proiect. Adoption of
the League-sponsored bill would serve
as the first step toward allowing local
sales and payroil tax options to generate
revenue for cities” operating budgets.

Future is uncertain

While some state decision-makers tend
to consider only cutting expenditures or
only raising taxes to meet the bottom
line, city officials realize that in these
troubled financial times, both revenue
generation and cost reduction must be
included in the budget-balancing mix.
In responding to massive cuts in the
LGA program in 2003, cities have made
ends meet through actions like staft
reduction, shared services, and spending
down reserves, among other options.

Following the unallotrment of LGA
and MVHC payments scheduled for
December 2008, cities have been look-
ing at even more drastic personnel and
service cuts, including unpaid furloughs
for city employees. Other cities are
pursuing options like reducing opera-
tional hours of city hall, reducing energy
consumption, and creating adopt-a~
park and adopt-a-street programs.
Though any single action may lead to
only minimal cost savings, collectively,
the actions can result in more signifi-
cant savings.

Raising funds to deliver basie city
services is a problem that is not going
away any time soon. The future role of
property taxes and of Jocal goversment
aid to sebve this challenge is unclear
for the moment, and will be subject to
debate and discussion for some time to
come, In the meantime, the League will
continue working on behalf of mem-
ber cities to devise areative solutions
for revenue generation as well as cost
reduction.

Don Reeder is public affairs manager with
the League of Minnesota Cities, Phone
(651) 215-403 1. E-mail: drecder@Ime.org.
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