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Introduction

Property tax reform is a perennial topic in California politics. Ever since 1978, when
Proposition 13 limited the property tax and made it more difficult to raise other
taxes, many critics have argued that this law may have a variety of undesirable
consequences for local government. The proposed solutions vary from outright
repeal to more modest reforms that would curb the worst distributional inequities.

The issue of property tax limitation is increasingly important in other states as well.
Many states have adopted property tax limitations following California’s example.
When the real estate market began to recover after the Great Recession,
homeowners in many urban areas found their tax bills rising faster than their
paychecks, and several cities and states began debating new legislation to cap
property taxes. Most recently, New York State enacted a stringent property tax cap
in 2012, bringing the total number of states with potentially binding limitations to
36.

Property tax limitation is often presented as a way to protect homeowners, but it
comes at a price in local government services. The purpose of this brief is to
summarize what is known about the effects of property tax limitation on the ability
of local government to provide services. California’s long experience with property
tax limitation is instructive, but so many things have changed in California since
1978 that it is difficult to know which changes in local government service
provision can be attributed to Proposition 13 and which should be attributed to
other causes. This brief therefore draws on studies that compare multiple states or
jurisdictions with property tax limits to jurisdictions without them, on the
assumption that these comparative studies can shed light on California’s
experience. They also may inform other jurisdictions that may be considering
adopting or further tightening their own property tax limitations. The advice is
cautionary: Property tax limits cut public sector payrolls and thereby reduce the
quality of public service delivery.

Property Tax Limitation

Property taxes are generally taxes on the value of real estate. They are often a
particularly important source of revenue for local governments because local
governments have limited geographic reach, and real estate is immobile.
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Local residents who want to dodge a local sales tax, for example, can take their shopping—and
their sales tax dollars—to the next suburb over. But they cannot take their land with them.

Property tax limitation laws constrain the ability of local governments to increase property
taxes. Ever since the late nineteenth century, some states have had laws that cap the maximum
property tax rate that local governments can charge. The modern property tax limitations
passed since Proposition 13 are different: they cap the allowable percentage by which the total
property tax revenues of any local government can increase from year to year. Some states,
such as California, also cap the annual growth rate of the assessed value recorded for any
individual property. No matter how rapidly a piece of real estate is appreciating in value,
California’s property tax limitation means that the value that is recorded for tax purposes can
increase no faster than 2% per year, as long as the property is not sold.

These laws do not just limit local property taxes, they also limit local government spending. In
theory, a local government subject to a property tax limit could make up for its inability to raise
property taxes by increasing other taxes. In practice, few other taxes are as well suited to local
government use, and even when local governments increase other taxes after a property tax
limitation, they typically do not make up for all of the foregone property tax revenue.' Some
local governments therefore turn to non-tax revenue sources such as state aid, fees, voluntary
contributions, and even speculation on financial markets." But few of these are as predictable or
productive of revenue as the local property tax. If a local government is subject to a property tax
limitation, then in the long run, it may have little alternative but to reduce spending.

Property Tax Limits Reduce Wages

Labor is the biggest operating expense for most local governments. It is no surprise, then, that
many local governments respond to property tax limitation by attempting to cut labor costs.

One of the most direct ways to reduce labor costs is to cut the salaries of local government
employees. There is some evidence that property tax limitations reduce public employee
salaries relative to what they would be otherwise. One study found that starting teacher salaries
in 1988 were between $1,861 and $4,614 less in school districts subject to property tax
limitation than in other school districts." Other studies have examined the effects of “tax and
expenditure limitations,” a more general category that includes property tax limitation laws.
One such study found that wage growth of local government employees over the period from
1980 to 1991 was about 6% less in states where local governments were subject to tax and
expenditure limitation laws." Another found that average teacher salaries for the years from
1970 to 1992 were no different in states with and states without local tax and expenditure
limitations.” On balance, it appears that property tax limits may have limited the pay of at least
some categories of local government employees.

Another way to cut labor costs is to make do with fewer public employees. The evidence on this
point is consistent. Every study that has examined the effects of property tax limitation on
school district staffing ratios find that property tax limits force schools to make do with fewer
teachers per student (and larger average class sizes)." One study has examined fire
departments, and finds that districts operating under a property tax limitation are substantially
more likely to be all-volunteer departments.'' Local governments probably also cut back on
many other kinds of direct service employment when they are subject to property tax limitation.



A local government that is forced to spread more work over fewer employees who work for less
pay may find that it has trouble attracting or retaining the most skilled employees. There is
some evidence that local governments in states with property tax limitations struggle to hire
and keep the best trained staff. One study found that in a state with a property tax limitation,
the undergraduate education major tends to attract students with lower test scores, and the
teaching profession tends to attract graduates with lower test scores and less training in
education, than in a state without a property tax limitation."" Researchers have yet to study the
impact of property tax limitation on the recruitment and retention of other public sector
professionals.

Property Tax Limits Can Reduce the Quality of Public Services

Property tax limitations reduce the resources available to provide public services, but they do

not reduce the demand for public services. Local governments operating under a property tax
limitation may, in effect, find themselves asked to do more for less. This is not always possible,
and so property tax limitation may reduce the quality of public services.

The effect of tax limitation on the quality of government services is difficult to measure because
the quality of government services is, itself, difficult to measure. The most careful econometric
studies concern public primary and secondary schools. Researchers have found that property tax
limitation has a negative effect on student achievement as measured by standardized tests.
Such test scores are obviously an imperfect measure of the quality of education, but when test
scores are averaged over a large number of students in a district, and then used to compare
large numbers of districts, they may give some indication of differences in the average
educational quality. The published research literature includes eight independent estimates of
the effects of property tax limitation on student test scores, with different samples, different
tests, and different age groups. Seven of the eight show that property tax limitation caused a
substantial decline in average test scores.™

We do not yet have careful quantitative studies of the impact of property tax limitation on the
quality of other public services, but they are likely to be negative in many cases. Anecdotal
evidence from some of the most fiscally constrained cities in California suggests that they are
plagued by poor response times for police and fire services, poor infrastructure, and inaccessible
government services in general.

We also have some evidence of residents’ subjective perceptions of the quality of government
services. Proponents of property tax limits sometimes argue that these laws merely force
government to reduce wasteful spending. But studies of public opinion show that enacting a
property tax limit does not reduce perceptions of government waste or increase satisfaction
with government.®

The Case for Reform

These studies of the impact of property tax limitation should lead us to recommend caution to
any state that might be considering a new or more restrictive cap on local property taxes. These
laws restrict the ability of local governments to pay for the services that the public demands.
There is little alternative but to cut spending on service provision. The result is that those



services may become worse. There is certainly room for more research on the impact of
property tax limits on government services and civic life, but the balance of the published social
science evidence suggests that the impact is often harmful. If the goal is to provide middle class
homeowners with security against tax increases they cannot afford, then state legislators should
consider alternative ways to achieve this goal that do not harm local services.

The research also strengthens the argument for reform in states such as California that already
have property tax limitations. Defenders of property tax limitation have sometimes dismissed
the impact on public services as a non-issue. When he was told that property tax limitation
might force some public libraries to close, Howard Jarvis, the co-author of Proposition 13, once
said “That doesn’t matter. Why do we need books? The schools aren’t teaching kids to read
anyway.” Few Californians today would agree with him. Many of California’s local agencies
have been forced to make cuts since Proposition 13, and public employees know how difficult it
is to provide high-quality services on an austerity budget. Property tax reforms that loosen the
constraints on local budgets should be expected to improve the quality of services that local
governments can provide.
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