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Introduction

Soaring property values in the mid- to late-1970’s led to the “property tax revolt” of that era.  The problem was particularly acute in California, where assessments in Los Angeles County were slated to increase an average of 120% in 1978, after increasing by 60% the previous year.  In response, on June 6, 1978 the California electorate took action and passed by a two to one margin the now famous (or infamous, depending on your point of view) Proposition 13.

Proposition 13 instituted the “acquisition value” approach to property taxation.  The acquisition value approach continues to this day to be the approach used to value all locally-assessed real property in California.

This document provides a discussion of Montana’s current law approach and the acquisition value approach to property taxation; the advantages and disadvantages of the acquisition value approach; some of the legal challenges to the acquisition value approach; the outcome of the vote on the 1994 Constitutional Amendment to allow the acquisition value approach in Montana; administrative issues associated with the acquisition value approach; and whether the acquisition value approach is an appropriate choice for Montana given current economic and legal conditions and circumstances.

Property Taxation – Current Law (Traditional Market Value )Approach

The current law approach to property taxation in Montana is rooted in our Constitution, which provides that:

The state shall appraise, assess, and equalize the valuation of all property which is to be taxed in the manner provided by law.

The intent of this section is further clarified in state statute, which provides that:

All taxable property must be assessed at 100% of its market value, except as otherwise provided.

At the heart of the current law approach is the notion that all property subject to tax in Montana must be assessed at a value that represents 100% of its market value – market value being that value which the property would sell for under an “arm’s length” transaction.  

This general approach to property taxation is used in nearly all other states as well.  In its simplest form, property taxes may be calculated simply by multiplying market value by a tax rate to determine tax liability.  Unfortunately, property tax calculations often tend be more complicated than this.

In Montana, taxable property is classified according to its nature, use and other characteristics into 12 separate property classes.  Each of these classes has its own “taxable valuation rate”.  The product of assessed (market) value and the taxable valuation rate produces the amount of the property’s value that is subject to state and local mill levies (the tax rate).  Applying the consolidated state and local government mill levy to taxable value results in the tax liability for each piece of property.

For residential and commercial properties, there is an additional step.  These properties are allowed to take either a “homestead” or “comstead” exemption, which reduces the amount of market value subject to taxation prior to applying the taxable valuation rate.  In tax year 2002, these exemptions are equal to 31% of market value for residential properties, and 13% of market value for commercial properties.

Property Taxation – The Acquisition Value Approach

As its name implies, the basis for taxation of property under the acquisition value approach is the value at which the property trades hands (or is acquired) under an arm’s length transaction.  Valuations for tax purposes do not change as a result of periodic reappraisals of taxable properties.  The value of the property  for tax purposes changes only when the property sells, and then the value for tax purposes becomes the selling price of the property.  If a property does not sell for 20 years, its value for tax purposes stays constant for 20 years.

States that have adopted or proposed the acquisition value approach generally tend to incorporate other aspects and features in the overall plan to revise property taxation.  That is, acquisition value generally is but one element of an overall property tax reform plan.

For example, Prop 13 did much more than just establish acquisition value for tax purposes.  Prop 13 was enacted largely to provide taxpayers with stability and certainty in their tax bills.  Acquisition value, by itself, cannot make this promise.  To provide stability and certainty in tax bills, Prop 13 also included the following provisions:  

· the tax rate applied to property subject to the acquisition value method could not exceed 1% of full cash value;

· the 1975-76 full cash value was established as the base value for properties under the acquisition value system; and

· increases in assessed value for those properties that did not sell during the year were limited to inflation up to a maximum of 2% per year.

The acquisition value approach, and the above accompanying provisions that became part of Prop 13, were implemented to address a radical situation that was unique to California in the mid- to late 1970’s.  Whether the acquisition value approach is right for Montana, and which, if any, of the other provisions adopted in California are right for Montana cannot not be determined until such time as specific property tax issues or problems are identified, and it can be shown that the acquisition value approach is the best alternative to addressing those specific issues and problems.  To judge the appropriateness of the acquisition value approach, policymakers should familiarize themselves with the advantages and disadvantages of this approach.

Acquisition Value – Advantages and Disadvantages

Since the passage of Prop 13 much has been written about the acquisition value approach, and many studies have focused on the implications and attending consequences of its passage in California.  The advantages and disadvantages of the acquisition value approach have been documented in many of these studies.  Advantages and disadvantages were also discussed in the documentation surrounding Nordlinger (the court case in which the US Supreme court found the acquisition value approach to meet constitutional muster vis-à-vis the Equal Protection Clause), and in the 1994 Montana voter information pamphlet, which included a section on the arguments for and against amending Montana’s Constitution to allow the acquisition value approach to property taxation.  The following advantages and disadvantages are representative of those found in these and other documents.

Advantages

The following advantages have been identified in various documents addressing the issue of acquisition value:

Certainty and Stability – Certainty and stability are the cornerstone arguments for the acquisition value approach.  In some parts of California, property taxpayers were facing enormous increases in property taxes as a result of annual reappraisals that were increasing property values as much as 120%, on average, in a single year.  Under the acquisition value approach, taxpayers are certain that the value of their property will remain constant, or increase by a constant, nominal amount (2% per year, for example) to allow for increasing government costs.

But allowing acquisition value alone, does not guarantee certainty and stability in property taxes.  To ensure certainty and stability in property taxes California also adopted the provision stating that the tax rate could be no higher than 1% of assessed value.  If Montana were to adopt acquisition value as the basis for valuing property for tax purposes, it also would have to provide for a cap on the tax rate, or on state and local government spending from the property tax, for there to be certainty and stability in the taxpayers tax bill.  Without doing so could result in as little certainty in property taxes as there is under current law.

Benefits Poor and Elderly, and Increases Progressivity of the Tax System – Studies done in California in the years after Prop 13 indicate that the acquisition value approach has provided the greatest benefit to relatively poor homeowners and elderly homeowners, who in many cases may be on fixed incomes.  Elderly homeowners benefit because this segment of the population tends to move less frequently than other segments of the population.  Having retired from their careers these taxpayers no longer need to change locations to retain or find new jobs, and are content to settle in one location to enjoy their retirement years.

In the California experience the poor tended to benefit from Proposition 13 because the majority of homeowners who are classified as poor purchased their homes prior to the dramatic increase in home values in the 1970’s, and were subsequently unable to move largely because the purchase price of a different dwelling was beyond their means.  For these homeowners, property taxes remain relatively fixed over time under the acquisition value approach.

On the other hand, more affluent households, and households with increasing incomes tend to move more frequently.  These households pay higher property taxes because each time they purchase a property the value for tax purposes is the new purchase price, rather than the old base year value.

Because poorer households end up paying lower property taxes relative to income, and higher income households tend to pay higher property taxes relative to income, the acquisition value approach, at least in the California experience, acts to make the property tax more progressive.

Promotes Neighborhood Stability – Proponents of the acquisition value approach have suggested that the acquisition value approach acts to promote neighborhood preservation, continuity, and stability.  This occurs through the so called “lock-in” effect whereby taxpayers may be reluctant to move because doing so could result in a large increase in their property tax bill.  Further, neighborhoods may be enhanced as homeowners opt not to move, but instead decide to make improvements to their current dwellings.

As tenuous as this argument sounds, it was one of the two main rationales cited by the U.S. Supreme Court in its landmark decision in Nordlinger v. Hahn, where they found that the acquisition value approach did not violate the Equal Protection Clause because it rationally furthered a legitimate state interest.  This case is discussed further in the section below on legal considerations.

Disadvantages

The following disadvantages have been identified in various documents addressing the issue of acquisition value:

Horizontal Inequity – Perhaps the most persuasive argument against the acquisition value approach is that it results in very large horizontal inequities.  In other words, under the acquisition value approach it is very common to find situations in which two homeowners located side by side with nearly identical properties pay widely divergent property taxes.  

In California, by 1989 the 44% of homeowners who continued to own their homes since enactment of Prop 13 paid just 25% of the total residential property tax burden.  Disparities were documented in which some homeowners paid 17 times as much in taxes on nearly identical homes, as well as disparities as great as 500 to 1 in some instances of comparable vacant land.
  By 1998, 25% of all taxpayers continued to have a 1975 value for property tax purposes, and paid about 8% of the total tax bill.  Assessments on these properties were at about 15% of true market value.

Conflicts With the Benefits Principle of Taxation – Property taxes are generally associated more with the benefits principle of taxation; as contrasted with income taxes, which are generally associated with the ability-to-pay principle of taxation.  That is to say, property taxes should be paid more in proportion to the amount of governmental services received.  Indeed, residential and commercial properties are the primary recipients of many governmental services including fire protection, police protection, water and sewer services, lighting districts, etc.

Because the acquisition value approach to property taxation naturally results in equally situated taxpayers paying greatly diverse amounts of tax for essentially the same amount and quality of government services, it runs afoul of the benefits principle of taxation. 

Shifts Property Tax Burden to Residential Property – Another complaint of the acquisition value approach is that over time this approach tends to shift the overall property tax burden away from businesses and commercial properties towards residential properties much more than under the market value approach.  The reason for this is two-fold.  First, residential properties generally are subject to more rapid inflation than are business properties; and, second, residential properties tend to turn over much more frequently than do business properties.

In the extreme, one could envisage a situation in which over time no business properties sell but residential properties are both growing in value and selling frequently.  In this scenario, the portion of the tax base made up of residential properties is growing rapidly, but the portion of the tax base made up of commercial properties is virtually fixed under the acquisition value approach.  In this case more of the taxes needed to fund government services would increasingly come from residential property owners, and less would come from commercial property owners.  Under the market value approach, the value of commercial properties would also continue to rise under periodic reappraisals resulting in less of a shift in total tax burden to residential properties.

Not Economically Neutral – Impedes Mobility – One of the principles of a sound tax system is economic neutrality.  This principle asserts that the tax code, to as great an extent as possible, should not distort or alter business and taxpayer decisions that otherwise would occur in a market economy.  The acquisition value approach is likely to result in market distortions that act to aggravate the principle of economic neutrality.

For example, this will occur in situations where a new business is trying to compete with an old business.  Under the acquisition value approach the older business will have a significant competitive advantage because its value for tax purposes may be 20 years old, whereas the value of the new business will be the current market value of the business’ property.  The market value approach, where businesses are often valued using the income approach to valuation, is much more likely to result in a level playing field thereby enhancing economic neutrality.

Further, the acquisition value approach may impede the sale of businesses that otherwise would occur, or may result in business owners receiving less profit on the sale of their business.  This is particularly true for businesses that are marginally competitive.  Selling the business will result in establishing a new value for tax purposes that could be significantly higher than the current value for tax purposes.  The increased property taxes on a marginally competitive business may make the sale of the business a high risk proposition.  Or, if the current owner of the business must capitalize the increased property taxes in the selling price of the property (by substantially reducing the selling price), then profits from the sale will be substantially lower than what they otherwise might be under a market value approach to property taxation.

Finally, some authors have noted that the “moving penalty” associated with selling a current residence and purchasing a new one causes two types of inefficiencies for homeowners.  First, homeowners will tolerate a mismatch between their current dwelling and their ideal dwelling in order to obtain the tax benefits of their current acquisition value tax bill; and, second, households will be more inclined to modify their current dwelling rather than move to another dwelling.

Acquisition Value – Legal Issues and Challenges

In the early 1990’s the courts heard challenges to California’s acquisition value approach based on the U.S. Constitution’s Equal Protection Clause.  In 1992, the U.S. Supreme Court ruled in Nordlinger v. Hahn that the acquisition value approach to property taxation did not violate the Equal Protection Clause in that it rationally furthered a legitimate state interest. Nordlinger sued on the grounds that the California constitutional proivision created an arbitrary system which assigns disparate real property tax burdens on owners of generally comparable and similarly situated properties without regard to the use of the real property taxed, the burden the property places on government, the actual value of the property, or the financial capability of the property owner.  

The United States Supreme Court disagreed.  They opined that:

We have no difficulty in ascertaining at least two rational or reasonable considerations of difference or policy that justify denying petitioner the benefits of her neighbors’ lower assessments.  First, the State has a legitimate interest in local neighborhood preservation, continuity, and stability.  The State therefor legitimately can decide to structure its tax system to discourage rapid turnover in ownership of homes and businesses, for example, in order to inhibit displacement of lower income families by the forces of gentrification or of established, “mom-and-pop” businesses by newer chain operations.  

And later continued…

Second, the State legitimately can conclude that a new owner at the time of acquiring his property does not have the same reliance interest warranting protection against higher taxes as does an existing owner.  The State may deny a new owner at the point of purchase the right to “lock in” to the same assessed value as is enjoyed by an existing owner of comparable property, because an existing owner rationally may be thought to have vested expectations in his property or home that are more deserving of protection than the anticipatory expectations of a new owner at the point of purchase.

The Court further reaffirmed the general principles for judging the constitutionality of a state tax under the Equal Protection Clause by stating in part that:

[I]n structuring internal taxation schemes the States have large leeway in making classifications and drawing lines which in their judgment produce reasonable systems of taxation.

It is not clear whether the acquisition value approach would meet Montana Constitutional provisions.  The Montana Constitution does not require the Legislature to use market value as the basis for property taxation.  Article VIII § 3, requires that the “state shall appraise, assess, and equalize the valuation of all property which is to be taxed in the manner provided by law.”  In addition the Constitution provides: “All taxing jurisdictions shall use the assessed valuation of property established by the state.”  Mont. Const. Art. VIII, § 4.

In their final report submitted late in 1993, the Tax Advisory Council for Property Ownership (TACPO), appointed by the Racicot Administration, concluded in their final recommendations that:

The Council discussed several possible remedies to alleviate the impact of increased market valuations on property taxation.  Some of the remedies discussed included capping increases in market valuations by a maximum percentage and using differing combinations of the market value approach and acquisition cost for assessment of each property.

The Montana Constitution, as interpreted by the Montana Supreme Court, requires that the property valuation method for ad valorem taxation be uniform and equalize the valuation of all the property.  Under these guidelines, remedies that include capping of increases or mixing valuation methods would require a constitutional amendment to redefine the standards for uniformity and equalization.

This recommendation may have been one factor influencing members of the 1993 Legislative Session to refer the Constitutional Amendment discussed in the next section to a vote in the 1994 general election.

Constitutional Amendment 28 – 1994 General Election

In 1994, the Montana electorate had the opportunity to change the Montana Constitution in a manner that would allow the Montana Legislature to implement the acquisition value approach to property taxation.  Constitutional Amendment 28, which simply provided FOR or AGAINST “allowing property taxes to be based on acquisition value and allowing limits on annual increases in valuation of property”, failed by a margin of 41% to 59%.  Montanans apparently were not prepared to abandon the market value approach to property taxation at that time.

In 1998, the Secretary of State’s Office received a petition to place Constitutional Amendment 76 on the November ballot.  CA76 would have provided for Proposition 13 type of reform in Montana by: 1) limiting property taxes to 1% of 1992 market value; 2) providing for revaluation of property in the year purchased, transferred, or constructed; and 3) limiting the allowed increase in market values of all properties to 2% per year.  The proposal failed to receive the requisite number of signatures to place it on the ballot.

Acquisition Value – Tax Administration Issues

One of the questions that arises with respect to the acquisition value approach is its impact on tax administration; in particular, would administrative burdens and costs be reduced or increased?

Under the acquisition value approach there no longer is the need for periodic mass reappraisals of properties.  However, the state still needs to provide for accurate assessments of value in certain situations, such as when a taxpayer petitions to have his value reduced below the base year value to reflect changes in market conditions.  In California there was also a continued need to assess the value of properties that had transferred or had new construction or additions.

Note that Proposition 13 did not apply to business personal property or to centrally assessed property, and the state would have to maintain assessment staff for these properties.

In many cases assessment tasks simply change.  Assessors become “case workers” tracking sales of property and investigating those sales to ensure the sale price reflects a true “arm’s length transaction”, and certifying sales exempt from reappraisal due to exemptions in the tax code.
   In California, a lot of assessment offices merged with the Clerk and Recorder’s offices because that is where deed transfers are recorded, and much of the assessors’ work now revolves around these transfers.

Each property becomes an assessment account.  Complicating matters considerably is the fact that individual properties can incorporate multiple layers of taxable events.  For example, for a dwelling that undergoes a series of additions over time, each of the additions is a separate taxable event requiring record keeping detailing the nature of the improvement, and the current market value of the improvement at the time the improvement occurs, whereas the existing portion of the property remains at its existing base year value.  Single dwellings thus can have multiple base year components that must be tracked over time, with each separate component allowed to increase by 2% per year from the time the improvement was added.  These multiple layers of assessable events can include a full fee sale, partial sales, non-sale transfers, new construction, and catastrophic or demolition events.  In California, the tracking of partial sales, where only a portion of a property is sold, has proved particularly burdensome.

Further, in California, the mid-1990’s spawned a new breed of private sector specialists who contested assessment value on a contingency fee basis.  This resulted in mass filings of appeals, most of which appeared frivolous, but which had to be processed and analyzed nevertheless.

Immediately following passage of Proposition 13, appraisal staff was reduced significantly in California.  But as new tasks required under the new system have been identified staffing levels have returned to their pre-Prop 13 levels in California.

Acquisition Value – Is It Right for Montana?

The move to acquisition value in the late 1970’s in California, and in other states shortly thereafter, was facilitated by a unique set of circumstances and events.  In California, property values were increasing at astronomical rates.
  In the minds of the voters, the state and local governments were acting callously by not reducing tax rates in response to rising values, instead reaping the tremendous windfall provided by the rising valuations.  At the time, there was no cap on local government spending or revenues.  

As a result, the State of California had amassed a huge budget surplus.  Proposition 13, by re-establishing base year values for properties, and capping the maximum tax rate at 1%, reduced property taxes statewide by 57% in the year following its passage.  The major factor allowing that reduction was that the state was able to backfill much of the funding necessary to continue providing local government services, including schools, with the burgeoning state surplus that existed at the time.  In the absence of this surplus, the state would have had to either raise taxes substantially or provide for Draconian cuts in local government services.

In contrast, the circumstances that exist in Montana today are quite different.  First, property values, while increasing, are not rising nearly as rapidly as those occurring during the housing boom in mid-1970’s California.  In fact, the current reappraisal, which covers a 6-year period is anticipated to result in a statewide average increase in the appraised value of residential properties of around 20%, which reflects an average annual growth rate of just over 3% per year.  Further, rather than having these values increase all at once, they will be phased in over the next 6 years.

Second, even if valuations were increasing rapidly, state statutes provide for a cap on the amount of revenue that a local government may raise.  Property taxes, exclusive of “newly taxable property”, cannot exceed taxes raised in the previous year plus one-half the rate of inflation.  Finally, rather than having a massive surplus, Montana is facing a substantial deficit that has been estimated to be around $250 million.

The move to an acquisition value approach to property taxation would significantly alter the course of individual property tax bills in the future.  Before making any recommendation to pursue the acquisition value approach, tax policy makers should consider the following questions:

1. Are identified problems with the current system widespread (statewide), or are they isolated?  

2. If isolated, how many instances or occurrences of the problem actually arise in the isolated areas?  Does the problem really require a solution that impacts all property taxpayers?  

3. Does this type of solution provide answers that may be worse than the problem by complicating and confounding an existing system of taxation that generally works well?  Or is the solution one of specificity?  

4. If the solution is one of specificity, can there be a specific solution designed to target and alleviate the socially acknowledged burdens on selected segments of taxpayers before implementing wide-ranging and long-term reform?
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� In California, the acquisition value approach does not apply to locally-assessed personal   property, or to property centrally-assessed by the State.


� Montana Constitution; Article VIII, Section 3.


� The exception to this rule was that the rate could be exceeded only to pay interest and redemption charges on indebtedness approved by the electorate.


� US Supreme Court findings in Nordlinger v. Hahn.


� For example, in California transfers between family members retain the current value; and taxpayers over age 55 may transfer their base year value to a replacement home, provided the new home is of equal or lesser value than the original residence.





� For example, property values rose 70% statewide on average from 1975 to 1978 alone.
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