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SUBJECT:
History of Reappraisal
The state became responsible for overseeing the property valuation program under the 1972 constitution.  This report gives an overview of how the state Legislature has dealt with the cyclical reappraisal of class 3–agriculture land, class 4-residential and commercial property, and class-10–forest land, since 1972.  The reason cyclical reappraisal becomes a policy issue each reappraisal cycle is that without intervention by the Legislature, there will be significant property tax increases for most class 4 residential and commercial property and some class 3 agricultural property.  Classes of property which are appraised each year have their property values change gradually.  In contrast, cyclical reappraisal results in significant changes in taxable values for this property in the year the cyclical reappraisal values are implemented.   This is due to the time lag in recognizing property value changes in cyclical reappraisal. 

The goal of reappraisal is to insure that property is valued at current market value.  If this is done, then the state is in compliance with Section 3, Article VIII of the state Constitution which reads as follows. 

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

When a cyclical reappraisal cycle is completed, the state has met the constitutional obligation to equalize the valuation of all property.  In theory, for every location in the state, all property of similar characteristics and use has a market value established for the same point in time.

BACKGROUND

This background section will identify the property tax classes and show how to calculate the property tax liability.

Property Tax Classes

Table 1 shows the tax year 2002 market values, tax rates, and taxable values for each of the 12 classes of property.  All classes of property are appraised annually with the exception of classes 3, 4 and 10, which are reappraised once every six years. 

Table 1 shows that the total market value for the state is $57.3 billion and the total taxable value is $1.7 billion.  Dividing the statewide total taxable value by the statewide total market value gives an average property tax rate of 3.0% for all property in the state. 
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The total market value of class 4 property is $40 billion.  This represents 70% of the total statewide market value.  The total taxable value of class 4 property is $1 billion.  This represents 58.35% of the statewide taxable value.  The class 4 share of total statewide taxable value is lower than class 4 share of total statewide market value.  This indicates that the tax rate for class 4 property is lower than the statewide average tax rate.

Calculation of Property Taxes

Table 2 show the property tax calculation of property in class 3 (agricultural land), class 4 (residential), class 4 (commercial), and class 9 (utilities).  The calculation for class 4 residential property includes a homestead exemption of 31%.   The calculation for class 4 commercial property has a comstead exemption of 13%.  For class 9, and all classes of property other than class 4, there is no homestead or comstead exemption.  With a homestead or a comstead exemption, a percentage of the property value is exempt from property tax. 
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Classes 3 and 4 have the same tax rate of 3.46%.  Allowing a homestead exemption for class 4 residential property and a comstead exemption for class 4 commercial property results in those properties having an effective tax rate lower than 3.46%.  The lower effective tax rates are due to the residential property homestead exemption of 31% and the commercial property comstead exemption of 13%.  Agricultural land has an effective tax rate of 1.38%, class 4 residential property has an effective tax rate of 0.95%, and class 4 commercial has an effective tax rate of 1.20%.  The effective tax rate for class 9 property is 4.8%.  This is higher than class 3 agricultural land and higher than class 4 residential and commercial property because class 9 property has a tax rate of 12% and does not receive the benefit of a homestead or comstead exemption.

BASIS OF CLASS 4 PROPERTY VALUATION

For residential property, a new reappraised value is based on comparable sales of similar residential property.  That is, the new reappraised value is an estimate of what the property would sell for on the open market in a sale between a willing seller and a willing buyer.

For commercial property, a new reappraised value is based on the income approach.  The goal of this method is to value the property on the fair market rental income the property can produce.  The income approach is the primary method for valuing commercial property.  If there is insufficient information to apply the income approach, then the property is valued on a cost approach.  The cost approach estimates the replacement cost of the property less depreciation.

If an improvement is added to an existing property or a property is newly constructed during the six-year reappraisal period, a revised or new value is assigned to reflect the new construction.  The new value is an estimate of what the improved or new property would have been appraised at had it existed at the beginning of the reappraisal cycle.  In doing this, the new construction is valued on an equal basis with the older property that did exist at the beginning of the reappraisal cycle.  

CYCLICAL REAPPRAISAL CYCLES

There have been five reappraisal cycles since 1972.  Each cycle must have a base year.  The base year is generally the year prior to the start of a reappraisal cycle.  The reappraisal value of a property in the reappraisal cycle is reflective of the true market value of the property in the base year.  For example, for the upcoming six-year reappraisal cycle from January 2003 to December 2008, the base year is 2002.  In  2003, each piece of property will be assigned a new reappraisal value that is an estimate of the true market value of that property in 2002.  This new reappraisal value will be one of the components used in calculating the taxable value of the property in each year of the 2003 to 2008 cycle.  If the characteristics of the property do not change during the cycle, then the reappraisal value will not change.  If there is a change to the property, due to remodeling, new construction, or severe natural disaster damage, a new reappraisal value will be calculated.  The new reappraisal value will be calculated using 2002 as the base year.

First Reappraisal Cycle, January 1, 1972 – December 31, 1977 
On January 1, 1972 the Department of Revenue was created and assumed the responsibility for the valuation of all property in the state, including all residential, commercial, agricultural and forest lands.  Values for class 4 residential and commercial properties were established as of January 1, 1972.  The values were based on the values already in place from the Montana Board of Equalization, the forerunner of the department.  The values were determined based on the cost approach and were considered the market value of the property.

The 1973 Legislature directed the department to develop a reappraisal plan.  Under the Administrative Procedures Act, the department developed a five-year plan that would require 20% of the property be re-valued each year of the cycle and began implementing the plan in 1975.  Subsequent legal action prevented the plan from being implemented according to schedule and all values were returned to 1974 levels  (The 1974 values included the property values that were changed from the 1972 values for the property that had been reappraised under the 20% a year plan.)

To determine the taxable value, an assessment factor was in use.  The assessment factor was used in addition to the tax rate.  The assessment factor was applied to the market value to determine an assessed value.  For class 4 residential and commercial properties the assessment factor was 40%.  That is, 40% of the market value was considered the assessed value.  The assessed value was then multiplied by a tax rate of 30% to yield the taxable value.  In effect, this creates a 12% tax rate (40% x 30% = 12%) on class 4 property.  This practice was used on all property, although the assessment factors and tax rates varied based on the class of property.

The 1975 Legislature passed the “Realty Transfer Act” which required that sales information on certain properties be provided to the department.  Having the sales information allowed the department to develop a market approach to value.

The 1977 Legislature removed the assessment factor on properties and instructed the department to apply a single tax rate against the market value of property.  The tax rates established by the Legislature resulted in a “taxable value neutral” position on most properties.  The 1977 Legislature also established the market value standard when determining the assessed value of property.  The market value standard was effective after December 31, 1977 or for the next reappraisal cycle.

In 1977, the last year of the reappraisal cycle, the tax rate on residential and commercial property was fixed in statute at 12%.  In the next tax year, 1978, new reappraisal values would be implemented.  The 1977 Legislature, anticipating that implementing the new reappraisal values would result in significantly higher market values, required the tax rate for residential and commercial property be reduced from 12%.  The purpose of the reduced rate was to offset the overall increase in market value due to reappraisal.  The new tax rate, calculated by formula, was to be reduced to a level such that the statewide taxable value of residential and commercial property remained revenue neutral.  The implementation of the new reappraisal values resulted in a 47% increase in total market value of residential and commercial property.  The tax rate was reduced from 12% to 8.55% beginning in tax year 1978.

Second Reappraisal Cycle, January 1, 1978 – December 31, 1985 
The second reappraisal cycle began in 1978 and was originally scheduled for five years, from 1978 through 1982.  The base year for this second reappraisal cycle was 1972.  Under the original five-year schedule, the next reappraisal cycle would have been from 1983 through 1987, with the base year for that reappraisal cycle being 1982.  However, it was necessary to extend the second reappraisal cycle an additional two years.  So the second reappraisal cycle was the period 1978 through 1985.  The next reappraisal cycle would begin in 1986, but the base year for that reappraisal cycle would remain 1982 (as originally scheduled).

The Legislature, again anticipating that implementing new reappraisal values would result in significantly higher market values, required the tax rate for residential and commercial property be reduced from 8.55%.  As before, the new tax rate, calculated by formula, was reduced to a level such that the statewide taxable value of residential and commercial property remained revenue neutral.  The tax rate was reduced from 8.55% to 3.86% beginning in tax year 1986.

Third Reappraisal Cycle, January 1, 1986 – December 31, 1992
The third reappraisal cycle was scheduled to be completed by December 31, 1990, per the five year cycles established by the department.  HB 53 extended the reappraisal cycle for 2 years, to a completion date of December 31, 1992.  The following reappraisal cycle would be from 1993 through 1997, with the base year 1992.

The 1987 Legislature required annual property value adjustments for class 4 residential and class 4 commercial property beginning in 1987.  The department was to do annual sales assessment studies for the purpose of adjusting assessments of real property to reflect changing market conditions.  The adjustments did not replace the cyclical reappraisal, but were average property adjustments for the interim years to reflect market changes by location.  Thus, the goal was to reduce the ‘sticker shock’ of reappraisal changes that occur when the property values were changed only once every reappraisal cycle. 

Many property appeals followed and the Supreme Court ruled that the implementation of the sales assessment study adjustments were unconstitutional.  The Court did allow the adjusted values to remain in effect for the 1990 tax year.

The 1991 Legislature passed legislation that continued the sales assessment studies and changed the reappraisal cycle from five to three years.  This meant the upcoming reappraisal cycle would be the three-year period 1993 through 1995.  This did not last long.  The 1992 special session provided for a transitional four-year reappraisal cycle.  The upcoming reappraisal cycle would be 1993 through 1996, with subsequent reappraisal cycles being three-year periods.

The implementation of the prior two reappraisals included reductions in the tax rate for residential and commercial property to offset the increases in market value.  In implementing the 1993 reappraisal values, the Legislature did not reduce the tax rate for residential and commercial property.  The ‘sticker shock’ generally associated with the implementation of new reappraisal values was absent.  This is because the changes in market value due to reappraisal were small as a result of the sales assessment study adjustments in the prior years.

Fourth Reappraisal Cycle, January 1, 1993 – December 31, 1997

This reappraisal cycle went on as scheduled and was uneventful.  Of significance during this period is the revaluation of agricultural land.  For the first time since 1962 the value of agricultural land was changed.  New land schedules were adopted and implemented in 1994.  To mitigate the impact on agricultural land taxpayers, statute required that the changes in value, both increases and decreases, be phased-in over a four-year period.
REAPPRAISAL – TAX POLICY BASICS

The new reappraisal value assigned to property on January 1, 1993, was an estimate of the January 1, 1992 market value of the property.  The reappraisal value established in 1993 was the assessed value of residential (and commercial) property until the next reappraisal four year later in 1997.  The assessed value for a residence reappraised at $75,000 in 1993 remained fixed at $75,000 for 1994, 1995, and 1996, if the residence remained unchanged.  
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In 1993 the new reappraised value represented the assessed value of residential property.  The tax rate for residential property in 1993 was 3.86%.  The property taxes on a residence with a reappraised value of $75,000 in various cities are listed below.

The ending property tax liability differs because different local governments have different mill levies.  Local governments and schools determine what mill level is necessary to fund the city and county taxing jurisdictions.  State mill levies apply to all property equally statewide.  

What Happens if We do not Reappraise?

The market value of property appreciates or depreciates over time.   As time goes on, the last reappraisal value becomes more and more inaccurate as a measure of current  market value.  This would not be a problem if all property had the same rate of appreciation or depreciation (the value of property could still be considered equalized if the assessed value of all property were 75% of market value).

Below are examples of the change in market value of residences given different rates of appreciation.
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It does not take long for the 1993 market values to become disparate.  In 1996 the market value of residence A is $105,370 and the market value of residence D is $66,355.  Yet, in 1996, both residences have an assessed value of $75,000 for the purposes of calculating property taxes.  Since the owner knows that property tax is based on assessed value, the owner of residence D is going to do some thinking.

The amount of property tax paid to the state 95-mill levy for the four residences in 1996 is calculated in Table 5.
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Since the assessed value, the tax rate, and the mill levy are the same for each residence, the resulting tax liability is the same.

But here is what the owner of residence D is thinking as illustrated in Table 6.  

“For each $1,000 in true market value, the owner of residence A only pays 2.6 cents to the state.  But for each $1,000 of true market value, I pay 4.1 cents to the state.  We are both paying the state for the same services, yet I pay at a rate that is 57% more than the other owner.”
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Three years after the last reappraisal (1993), the owners are paying at different effective tax rates to the state.  Not because the mill levy differs (it is 95 mills for all owners), not because the tax rate differs (it is 3.86% for all owners), but because the 1993 market value of $75,000 is still being used to calculate the property tax liability rather than the current 1996 market value.

This inequity is caused by the passage of time since the last reappraisal in 1993.  This suggests that it is time for another reappraisal.

The most recent reappraisal was completed in 1997.  The results of that reappraisal indicate that residential and commercial property had appreciated in value from 1993 to 1997 at various rates.  The average increase in reappraisal value from 1993 to 1997 for each county is listed in the following Table 7.
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Commercial Property
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The increase of 24% for commercial property as shown in the previous table represents the statewide impact of reappraisal to the statewide total value of commercial property.  The impact to the total value of commercial property within a county varies.  Generally, far western and southwestern counties had large increases and counties in the east and north had smaller increases or even decreases.  Graph 1 illustrates the variation in the impact of reappraisal by county.
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Residential Property

The increase of 44% for residential property as shown in Table 7 represents the statewide impact of reappraisal to the statewide total value of residential property.  The impact to the total value of residential property within a county varies.  Generally, western and southwestern counties had large increases and eastern counties had smaller increases as shown in graph 2.
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The impact to individual residential properties is seen in the following graph.  Reappraisal decreased the taxable value on 5.9% of the residential properties in the state.  The graph shows 41.3% of the residential properties in the state had an increase of 40% or less.  The remaining 52.9% of residential properties had an increase of 40% or more.  The distribution of change in value represented in the graph is a reflection of the natural economic forces in different locations changing the market value of residential property from 1993 to 1997.  

With no law change, a major impact of reappraisal would be a shift in the share of the property tax base to residential and commercial property from the other classes of property.  This shift can be seen in the following graph.
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Tax Liability is Estimated using a constant mill levy of 400.

Tax Year 2002

Tax Year 1996

Table 13

Tax Year 1996 and 2002 Market Value and Estimated Tax Liability with a Mill Levy of 400

Shift in the Share of the State Tax Base
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Residential property increases its share of the tax base from 35% to 44%.  Commercial property maintains its 13% share of the tax base.  Forest land’s share increases from 0.4% to 0.8%.  All other property classes realize a decrease in their share of the tax base.

What if Reappraisal is Implemented with No Changes in Law or Mill Levies?

The question policymakers asked is what would happen if no changes in law were made to offset the market values increases in residential and commercial property. That is, the new 1997 reappraisal values would become the new market values used to calculate tax liability.

To display the impact of the 1997 reappraisal under current law, a simplified sample county example is used.  The impact to residential and commercial property is assumed to be the statewide averages of 44% and 24% respectively.  It is also assumed that 85 mills generates the desired level of property tax revenue.  The first part of the table shows what happens before the reappraisal numbers are applied.  The second half of the table shows what happens after the reappraisal numbers are applied.
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Table 11

Calculation of Poperty Tax Liability Before and After Reappraisal

Without a Change in Mill Levy


Table 8 shows the impact of implementing reappraisal with no changes in law when a 44% and 24% increase is applied to the value of residential and commercial property respectively, and no other changes are made, the results are:

· A windfall of property tax revenue for the county.

· Property tax liability for residential property increases 44%.

· Property tax liability for commercial property increases 24%.

· Property tax liability for other property types does not change.

What if the Mill Levy is Reduced to Generate Same Revenue as Prior to Reappraisal?

Table 9 shows that if the mill levy was reduced from 85.00 to 70.79 mills, then $1,020,000 in property tax revenue will be generated.  This is the same amount of property tax revenue generated prior to reappraisal.

[image: image16.wmf]2002

% of

2002

% of

Tax Class

Description

Tax Rate

Market Value

MV

Taxable Value

TV

1

Mine Net Proceeds

100.00%

8,691,402

               

 

0.02%

8,691,402

            

 

0.51%

2

Gross Proceeds Metal Mines

3.00%

355,644,076

           

 

0.62%

10,669,321

          

 

0.62%

3

Agricultural Land

3.46%

3,845,087,046

        

 

6.72%

138,900,095

        

 

8.08%

4

Residential

1

3.46%

30,906,164,239

      

 

53.98%

731,671,491

        

 

42.57%

4

Commercial

1

3.46%

9,110,810,891

        

 

15.91%

271,202,451

        

 

15.78%

Sub 4

     Subtotal Class 4

3.46%

40,016,975,130

      

 

69.89%

1,002,873,942

     

 

58.35%

5

Pollution Control Equipment

3.00%

1,180,181,662

        

 

2.06%

35,382,198

          

 

2.06%

6

Livestock

1.00%

616,075,480

           

 

1.08%

6,167,237

            

 

0.36%

7

Non-Centrally Assessed Public Util.

8.00%

2,705,175

               

 

0.00%

216,414

               

 

0.01%

8

Business Personal Property

3.00%

4,012,212,828

        

 

7.01%

118,348,926

        

 

6.89%

9

Non-Elec. Gen. Prop. of Electric Util.

12.00%

1,719,851,111

        

 

3.00%

206,360,123

        

 

12.01%

10

Forest Land

0.35%

2,048,625,084

        

 

3.58%

7,170,239

            

 

0.42%

12

Railroad and Airline Property

4.02%

1,161,404,952

        

 

2.03%

46,688,479

          

 

2.72%

13

Telecomm. & Electric Property

6.00%

2,286,414,106

        

 

3.99%

137,184,847

        

 

7.98%

Totals

57,253,868,052

      

 

100.00%

1,718,653,223

     

 

100.00%

1

Market Value is prior to Homestead/Comstead.

Table 1

Tax Year 2002 Valuations by Tax Class

The results are:

· No windfall of property tax revenue for the county.

· Property tax liability for residential property increases 20%.

· Property tax liability for commercial property increases 3%.

· Property tax liability for other property types decreases 17%.

What if the Tax Rate for Class 4 (Residential and Commercial) Property is Reduced?

The tax rate for class 4 property could be reduced to a level such that the total taxable value of the county remains the same as prior to reappraisal.  This would impact the taxable value of residential and commercial property and agricultural land.  Agricultural land is impacted because the tax rate for agricultural land (class 3 property) is tied to the tax rate for class 4 property.  Table 10 shows this calculation.
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Table 2

Tax Year 2002 Property Tax Calculation of Selected Tax Classes 


The results are:

· No windfall of property tax revenue for the county.

· Property tax liability for residential property increases 9%.

· Property tax liability for commercial property decrease 7%.

· Property tax liability for agriculture land decreases 25%.

· Property tax liability for other property types does not change.

The result of reducing the tax rate of class 4 property increased the tax liability of residential property by 9%.  This represents an average impact to residential property.  Individual taxpayers won't know the average impact to residential property.  But they will know the impact to their own property.  Reducing the tax rate for class 4 property will have varied impacts to individual property tax payers as shown in Table 11.
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Example of Difference in Tax Liability due to Mill Levy

Table 3

Tax Year 1993


The owner of residence A sees an increase of 19%.  This is more than the average increase for residential property.  The owner of residence D sees a decrease of 36%.

Comprehensive View of Reappraisal Impacts
The table below shows the impact of implementing the 1997 reappraisal without any changes in law.  It is assumed that local governments would adjust mill levies to generate an amount of property tax revenue equal to that generated prior to reappraisal.  State mill levies remaining fixed at 101 mills. The impacts shown below are a result of a combination of the shift in the tax base caused by implementing reappraisal and state mill levies remaining fixed at 95 and 6 mills.
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Table 4

Change in Market Value of Residence Over Time


Residential property would have had an average tax increase of 26%.  Commercial property would have had an average tax increase of 8%.  Agricultural land would have increased 1%.  All other classes of property’s tax liability would have decreased. 
1997 REAPPRAISAL SOLUTION

The 1997 Legislature was aware of the potential impact of implementing the 1997 reappraisal.  The Legislature was also aware that the solutions discussed above resulted in property tax burden shifts between property types.

The solution that came out of the 1997 Legislature was to phase-in the impact of the 1997 reappraisal over a 50-year period.  That is, the assessed value of property would creep from the 1993 reappraisal value to the 1997 reappraisal value over 50 years.

Such a phase-in had very little impact on assessed valuations.  This made the owner of residence A happy.  The assessed value of residence A would creep from $75,000 to $118,014 (the 1997 market value) over a 50-year period

The owner of residence D was not happy.  The assessed value of residence D would creep from $75,000 to $63,701 (the 1997 market value) over a 50-year period.

A lawsuit soon ensued.  The Supreme Court agreed that phase-down to a reappraisal value over 50 years was unfair treatment.
1999 SOLUTION

The 1999 Legislature, faced with a Supreme Court decision that negated the 50-year phase-in solution from the 1997 Legislature, devised the current solution.

The new solution (SB184 of the 1999 Legislature) was a combination of four factors to be fully implemented in tax year 2002.

1. For those properties that saw an increase in value due to reappraisal (96% of all properties), phase-in the increase in value over a four-year period (from 1999 to 2002).

2. For those properties that decreased in value due to reappraisal (4% of all properties), reduce the value immediately to the lower reappraised value as required by the Supreme Court decision.

3. Decrease the tax rate of class 4 property from 3.86% to 3.46% over a four-year period (1999 to 2002).

4. Phase-in a 31% homestead exemption for residential property over a four-year period (1999 to 2002).

5. Phase-in a 13% comstead exemption for commercial property over a four-year period (1999 to 2002).

When fully implemented, SB184 was expected to result in a tax shift between property classes.  This is shown in the graph below.
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Property Taxes Paid to the State 95 Mill Levy in 1996

Table 5
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Table 6

1996 Effective Tax Rate for 95 Mill Levy


As shown in the graph and in Table 12, property taxes on class 4 residential parcels with a residence were expected to decrease 7.6%, or $18.9 million.   Property taxes on class 4 residential parcels without a residence were expected to decrease 3%, or $1.1 million.  Property taxes on class 4 commercial properties were expected to increase 0.6%, or $578,000.

The above graph and Table 12 show the impact of SB184 from a statewide perspective.   The impacts on property in individual counties will vary from the statewide average impacts.  Shown in Appendix A is the estimated impact of SB184 on the property tax on class 4 residences.  On the first page is the statewide impact.  It was estimated that 74% of class 4 residences would have reduction in property taxes.

Examining the charts of selected counties shows that the impact of SB184 varied.  In McCone County, 92% of class 4 residences were expected to receive a property tax decrease.  The rate was lower in Park County where only 42% of residences were expected to receive a tax decrease.  In Sweet Grass County, it was estimated that only 22% of the residences would receive a property tax decrease, meaning 78% would receive a property tax increase.

ADDITIONAL TAX POLICY ISSUES

The solutions used by the prior policy makers result in two additional policy issues.

· What is fair tax policy when discussing the effective tax rate between classes of property?

· Is there an appropriate portion of the property tax burden that should be paid by class 4 residential and commercial property?

Effective Property Tax Rate
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The effective property tax rates for 1996 and 2002 are shown in Table 13.

The effective tax rate is measured by dividing the total property taxes paid by the total market value for each class of property. In tax year 2002 the statewide average effective tax rate is 1.20%.  The effective tax rates in tax year 2002 vary across property classes, ranging from a high of 40% to a low of 0.14%. 

Portion of Property Tax Allocated to Class

From Table 13, it can be seen that the market value of class 4 property increased from $23,150,196,131 in 1996 to $40,016,975,130 in 2002.  This is an increase of 73%.  In the same time frame, the estimated taxes paid by class 4 property increased from $ 357,439,028 to $404,842,958.  This is an increase of 13%.  While the market value of class 4 property has increased significantly, the actions by past Legislatures in addressing reappraisal have resulted in mitigating the increase in property taxes paid by class 4 property.
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Example Impact of Reappraisal Without a Law or Mill Levy Change

Before Reappraisal
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						Table 1

								Taxable Value

								Current Law								Percent

						Property		(Under SB195)				With Full Reappraisal				Change

						Ag Land		143,780,426				153,658,929				6.9%

						Residential		681,598,503				982,815,857				44.2%

						Commercial		238,468,848				295,990,838				24.1%

						Timber Land		7,449,042				16,994,034				128.1%

						All Other		811,812,288				811,812,288				0.0%

						TOTAL		1,883,109,107				2,261,271,946				20.1%

																										Table 2

								Taxable Value				Tax Year 1997

								Tax Year 1997				With Reappraisal														Estimated Impact of Full Reappraisal

						Class 1		6,862,498				6,862,498														By Ag Land Type
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