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Introduction

Since California’s Proposition 13 became law in 1978, the majority of other states
have enacted similar legislation to limit the annual increase of local property tax
revenues. These property tax limitations are popular, but their costs are poorly
understood.

The purpose of this brief is to review what is known about the effects of property
tax limitation on how we pay for local government. Many of the most vigorous
debates about property tax limitation concern its impact on other aspects of social
life—critics have charged Proposition 13, for example, with distorting land-use
decisions and reducing the quality of public services ranging from policing to public
schools—but whatever the indirect effects of property tax limitations on such
outcomes, they are generally assumed to exert those effects by changing how
governments tax and spend. The focus of this brief is on the first link in the chain.

The scholarship reviewed in this brief supports a few key conclusions:

e Property tax limitations generally have the intended effect of reducing proper-
ty taxes.

e The greatest property tax savings accrue to long-term property owners,
potentially including many low-income and elderly homeowners.

e Local governments may increase other taxes to make up the lost property tax
revenue, but the tax increases are usually small.

e Local governments subject to property tax limitation adjust to the foregone
property taxes by reducing their spending more than by increasing other taxes.

Who pays the price for property tax limitation? The findings reviewed here do not
include any definitive studies of this question, but they do allow us to draw some
tentative conclusions. The people who face the greatest net increase in their costs
as a result of a property tax limitation are people who lose access to local public
services that they depend on, and who do not enjoy much property tax savings
under property tax limitation because they would not otherwise pay much proper-
ty tax. This description is likely to apply to many young, low-income renters whose
children attend public school. But the net winners under property tax limitation
also include some low-income people, especially low-income elders who own their
own homes and who do not have children in public schools.
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Modern property tax limitations reduce taxes for long-term property owners

Modern property tax limitations do, in fact, cut property taxes. This might seem obvious from
their name. But it cannot be taken for granted: the property tax limitations that many states
adopted in the nineteenth and early twentieth centuries, for example, generally failed to slow
the growth of property taxes.! The modern property tax levy limitations that most states have
adopted since Proposition 13 are more effective at limiting the growth of property taxes. Some
of their greater effectiveness may come from improvements in the consistency with which state
governments enforce property tax rules. Most of their greater effectiveness, however, comes
from the fact that the laws themselves are simply written to be more constraining: instead of
just capping the tax rate, for example, they may also impose a numeric cap on the annual
growth rate of assessed values (as Proposition 13 does in California) or a limit on the annual
growth of the total property tax levy of any local government (as Proposition 2 1/2 does in
Massachusetts). The impact of these property tax caps may be big or small depending on the
details of the policy. Different studies come to different conclusions about just how much of a
reduction in local property taxes can be expected when a state adopts a policy of property tax
limitation. In states like California with particularly stringent property tax caps, the reduction is
likely to be greatest.?

Who exactly gets the greatest tax cut under property tax limitation? In the long run, the greatest
savings under an assessment limitation like Proposition 13 accrue to property owners who hold
onto their property for a very long period of time while market values increase. The greatest
beneficiaries may include some corporate owners of commercial property that can hold onto
real estate in perpetuity. Two studies have found that commercial property owners in general—
most of whom are not large corporations—do not benefit any more than homeowners.?

It is sometimes also assumed that Proposition 13 and other property tax limitations benefit
high-income homeowners the most. This is not necessarily true. On the one hand, high-income
homeowners are more likely to own expensive homes, and therefore to get a greater benefit if
their homes are under-taxed relative to their market value. On the other hand, low-income
homeowners may be especially likely to stay in their homes if a move would trigger a
reassessment and increase their property tax bills. Many elderly homeowners in particular may
have valuable homes without high incomes. Studies of different states and time periods have
come to different conclusions about whether high-income or low-income homeowners benefit
the most from assessment limitations, but the most thorough study of California, from the
1990s, found that low-income homeowners saw the greatest reduction in property taxes from
Proposition 13.4

Among homeowners, the greatest tax savings accrue to the elderly, because they generally
move less often than younger homeowners.® Tax savings may be more likely to accrue to white
homeowners, at least in California, where recent home buyers are notably more racially and
ethnically diverse than previous cohorts of home buyers. Young homeowners and homeowners
of color may gain less tax savings from property tax limitation because they are less likely to be
long-term owners of expensive real estate.



Property tax limitation can increase certain other local taxes and fees

Local governments subject to property tax limitation may increase other taxes to compensate
for the missing revenues. Many local governments in California, for example, have adapted to
property tax limitation by adopting new parcel taxes, hotel taxes, use taxes, and various other
forms of taxation. Figure 1 illustrates the tax increases that local governments in California have
enacted since 1995. Almost half of these increases are parcel taxes, which are effectively
property taxes that apply to real estate on a per-parcel rather than an ad valorem or per-dollar-
value basis. Excise taxes, which are sales taxes on specific goods and services, are the next most
common category of tax increase; almost half of these excise tax increases are “transient
occupancy taxes,” commonly called hotel taxes, which are reported separately in Figure 1.

Figure 1. Number of local tax increases approved by California voters, 1995-2010, by type of tax
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Note: N=992. Author’s calculations, with coding assistance from Jane Lopez. Data from the California
Elections Data Archive.

Which of these tax increases can be attributed to property tax limitation? The fact that these
local tax increases happened in California after Proposition 13 does not mean that they all
happened because of Proposition 13. Several studies have attempted to measure the causal
impact of property tax limitation by statistical comparison of California and other states with tax
limitations to states that do not have comparable property tax limitation. Table 1 summarizes
the recent findings of this scholarship. There is some evidence that local governments subject to
property tax limits may increase per capita revenues from sales tax or income tax.® The evidence
about other taxes is mixed or unclear. Local governments that are subject to a property tax
limitation also may increase non-tax revenue sources. Some local agencies, including public
schools and fire departments, may respond by soliciting more voluntary contributions. Others
may lobby for a share of state lottery proceeds. Many local governments may increase certain
user fees, although it is unclear whether property tax limits cause fees to increase in general.’



Table 1. The indirect effects of property tax limitation on local revenues from selected other
sources

Share of Absolute revenues per

revenues capita References
Sales tax + McCubbins and Moule 2010, Sun 2014
Income tax + + McCubbins and Moule 2010, Sun 2014
Miscellaneous
other taxes N/A Skidmore 1999, Sun 2014

Mullins and Joyce 1996, McCubbins and

Charges and Moule 2010, Jung and Bae 2014,
fees + +or.. Downes and Killeen 2014

Notes: This table summarizes estimates of the average effects of property tax limitation (or, in some
cases, the average effects of all policies under the more general umbrella category of “local tax and
expenditure limitations”) on both the share of local government revenues and the absolute per capital
quantity of local government revenues from selected non-property-tax revenue sources. The symbol +
indicates a positive effect, ... indicates no statistically significant effect, and N/A indicates that no estimate
is available.

Most of these tax increases are very small and on balance they do not make up for the lost
property tax revenues. Figure 2 summarizes dozens of estimates of the average impact of
property tax limitation on property tax revenues per capita and other revenues per capita from
fourteen comparative studies. It shows that property tax limitation generally produces an 11%
decrease in property tax revenues per capita. On average, the increase in local government
revenues from various other sources that have been studied is less than 1%. Researchers have
also found that the combined total of all non-property tax revenues does not increase after a
property tax limitation, and may even decrease.® Although property tax limitations can
sometimes increase some other taxes for some people, it does not do so for the average person,
and there are probably relatively few people who actually pay an increased total tax bill as a
result of property tax limitation.

Because property tax limitations reduce property taxes, and because they do not cause other
taxes to increase much, they reduce the total tax revenue of local governments.® They also
reduce local spending. In theory, a local government subjected to a new property tax limitation
could continue to spend just as much as before and borrow to make up the difference. In
practice, many local governments are constrained by statute or charter to balance their
budgets. Even if a local government is legally permitted to operate at a deficit, doing so
persistently could ruin its credit rating, eventually driving up the cost of borrowing to the point
that deficit spending is no longer an option. That is why a limitation on local revenues generally
also means a limitation on local expenditures.'® The last bar on Figure 2 summarizes 59
estimates of the impact of property tax limitation on total local revenues and on various
measures of local government expenditures. The net impact is negative.



Figure 2. Estimated impact of property tax limitation on per capita property tax revenues, other
local revenues, and local budgets
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Note: See Isaac William Martin, “What Property Tax Limitations Do to Local Finances: A Meta-regression
Analysis,” IRLE working paper.

When California voters passed Proposition 13, some optimists argued that it would actually
increase public spending. Former Governor Ronald Reagan, for example, predicted that the
property tax cuts would stimulate the economy of California, and economic growth would bring
a “surge” of new tax revenue that would enable increased public spending.!! Research on the
impact of property tax limitation since 1978 clearly does not support this optimistic view.

Who pays the price?

Property tax limitations do indeed lower taxes for many property owners, but the increased
saving for those taxpayers comes at a cost. Sometimes that cost may include increases in other
taxes and fees. If local governments increase other taxes in response to a property tax
limitation, then it is possible that a property tax limitation could actually cause at least some
people to face an increase in the total taxes and fees that they pay to local government. But
few, if any, are likely to be paying substantially more, simply because the offsetting tax increases
are small. For the most part local governments adapt to property tax limitation by reducing
public spending. This reduction can be conceptualized as a hidden tax on those who rely on
public services. The consumers who depend the most on local public services—perhaps
especially parents of children in public schools—are the ones who pay for property tax
limitation.

This pattern of local tax increases in Figure 1 suggests that California’s property tax limitation
may not have changed the overall progressivity of local taxes very much. In the short term, the
shift from an ad valorem property tax to a parcel tax will increase the taxes borne by owners of
less valuable parcels, but in the long run the parcel tax may be capitalized in the price of real



estate—meaning that it will affect the demand for real estate, so that purchasers of expensive
parcels pay in increased mortgage bills what they save in reduced property taxes. Hotel taxes
are likely to be progressive taxes on average, insofar as high income people are more likely to
book more, and more expensive, hotel rooms. General sales taxes are likely to be regressive.

Who pays the price for property tax limitation is not completely clear. But given these patterns,
it seems likely that the net cost of lost public services is likely to outweigh the value of the tax
savings for younger parents, especially if they rent or if they own homes purchased before the
real estate bubble burst.
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