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MINNESOTA'S INTERGOVERNMENTAL FINANCE POLICY: PROBLEMS AND POSSI

BILITIES 

Fo l l ow ing a c r i t i c a l study o f M inneso ta 's tax system by 

a s ta te - funded tax study commission, M inneso ta ' s governor proposed 

that the 1987 l e g i s l a t i v e sess ion enact sweeping changes o f M i n 

neso ta ' s complex tax system. A major t h r u s t o f reform was to i t s 

in tergovernmenta l a i d p o l i c y , a complex system o f s t a t e payments 

to both l o c a l governmental u n i t s and to t h e i r l o c a l taxpayers (see 

box) . Numerous i n t e r e s t groups a l s o proposed a l t e r n a t i v e r e 

forms. What should be done? 

I argue that M inneso ta ' s cur ren t in tergovernmenta l a i d 

p o l i c y has some d e s i r a b l e f e a t u r e s , but f a i l s in many ways to meet 

two key o b j e c t i v e s o f such p o l i c i e s . Adopting some key reforms 

would y i e l d a s imp le r p o l i c y that cou ld be t t e r f u l f i l l these 

o b j e c t i v e s . 

TWO KEY OBJECTIVES OF PUBLIC FINANCE: EQUITY AND EFFICIENCY 

Webster ' s D i c t i o n a r y de f i nes equ i t y as " f a i r n e s s ; im

p a r t i a l i t y ; j u s t i c e . " T r a d i t i o n a l l y , t h i s o b j e c t i v e has been made 

o p e r a t i o n a l in two ways. The f i r s t way has been to i d e n t i f y 

f a i r n e s s w i th the p r o p o s i t i o n tha t taxes should be d i r e c t l y r e 

la ted to the t a x p a y e r ' s a b i l i t y to pay, a concept o f ten r e f e r r e d 

to as v e r t i c a l e q u i t y . Measuring the t axpaye r ' s a b i l i t y to pay by 

personal income and/or wea l th , v e r t i c a l equ i t y has o f ten been 

equated w i th the adopt ion o f p rog ress i ve t a x e s . With p rog ress i ve 

taxes , the tax burden, expressed as a percentage o f a b i l i t y to 

pay, progresses ( i . e . , r i s e s ) w i th the a b i l i t y to pay. Decreased 
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r e l i a n c e on the oppos i te phenomenon, r e g r e s s i v e t axes , has a l s o 

been equated wi th v e r t i c a l e q u i t y . The second way has been to 

i d e n t i f y f a i r n e s s w i th the p r o p o s i t i o n tha t s i m i l a r taxpayers i n 

s i m i l a r c i rcumstances should bear the same burden, a concept 

dubbed h o r i z o n t a l e q u i t y . For example, one might argue tha t two 

res i den t s o f equal a b i l i t y to pay, who rece i ve the same l e v e l o f 

p u b l i c s e r v i c e s in the c i t i e s they r e s p e c t i v e l y l i v e i n , shou ld 

pay the same amount o f c i t y t a x e s . One would then be a rgu ing tha t 

i t i s not h o r i z o n t a l l y equ i t ab le to d i f f e r e n t i a t e tax burdens on 

the s o l e bas i s of the c i t y l i v e d i n . Other f a c t o r s caus ing d i f 

f e r i n g burdens among those possess ing equal a b i l i t y to pay, and 

r e c e i v i n g the same p u b l i c s e r v i c e s , cou ld a l s o be i d e n t i f i e d as 

sources o f h o r i z o n t a l i n e q u i t y . 

The second key o b j e c t i v e o f p u b l i c f i nance i s to f o s t e r 

economic e f f i c i e n c y . Both taxes and the p u b l i c spending made 

p o s s i b l e by them a f f e c t the p u b l i c i n a v a r i e t y o f ways. They 

have d i r e c t e f f e c t s that are e a s i l y v i s i b l e , e . g . , someone pays a 

la rge tax b i l l , and i s then t rea ted by a p u b l i c h o s p i t a l f o r her 

subsequent ca rd iac a r r e s t . But they a l s o have important i n d i r e c t 

e f f e c t s . These i n d i r e c t e f f e c t s i nc lude changes in consumption, 

sav i ngs , and investment behavior induced by taxes and spend ing , 

and changes in incomes earned due to these behav io ra l changes. 

The sum o f d i r e c t and i n d i r e c t e f f e c t s on each par ty determines 

whether or not that par ty i s be t t e r or worse o f f as a r e s u l t of 

some tax and spending p o l i c y . Po l icymakers o f ten propose new 

p o l i c i e s making some p a r t i e s be t t e r o f f and some o thers worse o f f , 

i . e . , there are both winners and l o s e r s . I f tha t i s the best they 
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can do, i . e . , there i s no a l t e r n a t i v e p o l i c y making no one a 

l o s e r , one says the e x i s t i n g p o l i c y i s Pareto e f f i c i e n t . More 

p r a c t i c a l l y , one may be i n t e res ted i n adopt ing new p o l i c i e s which 

have l o s e r s , as long as the winners ga in by more than the l o s e r s 

l o s e . One then says the new p o l i c y i s p o t e n t i a l l y more e f f i c i e n t 

than the e x i s t i n g p o l i c y , and the winners should t h e o r e t i c a l l y be 

more than ab le to compensate the l o s e r s when the new p o l i c y i s 

adopted, i f so r e q u i r e d . We w i l l use t h i s l a t t e r idea as our 

concept o f e f f i c i e n c y . 

The d e s i r e to a t t a i n a d e s i r a b l e mix o f e f f i c i e n c y and 

equ i t y c rea tes a r a t i o n a l e f o r some form o f in tergovernmenta l 

p o l i c y , because a t o t a l l y d e c e n t r a l i z e d p u b l i c f inance system w i l l 

f a i l to a t t a i n i t . U n l i k e M inneso ta 's cur ren t system, the s t a t e 

government would not pay any s u b s i d i e s toward the p r o v i s i o n o f 

l o c a l s e r v i c e s in a t o t a l l y d e c e n t r a l i z e d system. Nor would the 

s t a t e make any r e s t r i c t i o n s on l o c a l government tax and spending 

p o l i c i e s . Rather , each l o c a l governmental u n i t would f r e e l y adopt 

i t s own tax and expendi ture p o l i c i e s . Voters would be the main 

c o n s t r a i n i n g i n f l u e n c e on l o c a l government p o l i c i e s . Those d i s 

agreeing would be f r ee to move to another l o c a l e . Each l o c a l 

government u n i t thus would need only worry about the we l fa re o f 

i t s own r e s i d e n t s . Because o f t h i s narrowness o f v iew, r es i den t s 

o f one governmental u n i t may bear e x t e r n a l i t i e s generated by the 

p o l i c y of another governmental u n i t , caus ing a l o s s o f e f f i 

c i e n c y . The narrowness o f view a l s o may lead to i n e q u i t i e s , as 

any one governmental u n i t ignores the d i s t r i b u t i o n a l consequences 

of i t s p o l i c i e s on the r es i den t s of o ther u n i t s . Using op t ima l 
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tax theory , Gordon [1983] i d e n t i f i e d seven l i k e l y sources o f 

i n e f f i c i e n c y and i n e q u i t y , created by the t ax i ng and spending o f a 

r ep resen ta t i ve governmental un i t i n a t o t a l l y d e c e n t r a l i z e d s y s 

tem. They a r e : 

(1) Nonres idents may pay some o f the t a x e s . 

(2) Nonres idents may rece ive some o f the b e n e f i t s from p u b l i c 

s e r v i c e s . 

(3) Congest ion cos t s faced by nonres idents may change. 

(4) Tax revenues rece ived in other communities may change due to 

the s p i l l o v e r of economic a c t i v i t y . 

(5) Resource cos ts f o r p u b l i c s e r v i c e s in o ther communities may 

change. 

(6) Output and f a c t o r p r i c e changes may favor r e s i d e n t s over 

non res iden ts . 

(7) D i s t r i b u t i o n a l e f f e c t s among nonres idents would be ignored . 

These problems are best i l l u s t r a t e d by a s i n g l e , a l b e i t 

somewhat c o n t r i v e d , example. Suppose a c i t y c o u n c i l dec ides to 

b u i l d a convent ion cen te r , f i nanced by a s a l e s tax l e v i e d on bar 

and res tau ran t s a l e s w i t h i n the c i t y . Nonres idents who e n t e r t a i n 

in the c i t y w i l l indeed pay some o f these taxes (1 ) . The c i t y 

c o u n c i l argues that t h i s i s not so bad, because nonres idents have 

long bene f i t ed from the f i n e c i t y parks mainta ined by c i t y r e s i 

den ts ' taxes ( 2 ) . A f t e r the convent ion center i s b u i l t , heavy 

convent ioneer t r a f f i c between the a i r p o r t and the center causes 

t r a f f i c congest ion and n o i s e , harming nonres idents ( 3 ) . But some 

non res iden ts , who former ly used to t r a v e l to the c i t y to e n t e r -



t a i n , now avo id the t r a f f i c and the new s a l e s tax by do ing so in 

t h e i r home towns, thus s t i m u l a t i n g the growth o f those u n i t s ' 

commercial tax revenues (4 ) . Of course , t h i s new win ing and 

d i n i n g near home c rea tes a need fo r a few more p o l i c e near the 

bus ie r b i s t r o s ( 5 ) . The convent ion center c rea tes a heavy demand 

fo r low s k i l l e d , pa r t - t ime workers, s l i g h t l y d r i v i n g up wages pa id 

to a l l s i m i l a r workers , most o f whom l i v e i n the c i t y ( 6 ) . Be

cause nonres ident d r i n k e r s tend to possess lower than average 

incomes, the c i t y s a l e s tax on bars r e g r e s s i v e l y taxes n o n r e s i 

dents ( 7 ) . 

So, we have seen that there are a t l e a s t seven problems 

a r i s i n g from a t o t a l l y d e c e n t r a l i z e d system o f l o c a l govern

ments. In the above case , the d e c e n t r a l i z e d d e c i s i o n to adopt an 

a d d i t i o n a l l o c a l s e l e c t i v e s a l e s tax won' t be o p t i m a l , un less the 

above seven e f f e c t s on the w e l l - b e i n g o f both r e s i d e n t s and non

res i den t s sum to z e r o . Th i s i s qu i t e u n l i k e l y . So some i n t e r 

governmental p o l i c y , perhaps p r o h i b i t i n g the adopt ion o f t h i s 

s e l e c t i v e s a l e s tax , i s in o rde r . But the ex i s t ence o f the above 

seven problems doesn ' t j u s t i f y any a r b i t r a r y in tergovernmenta l a i d 

system one could concoc t . To be an improvement, an i n te rgove rn 

mental a i d system would have to remedy some o f the above seven 

problems, wh i le not i n t roduc ing more se r i ous i n e q u i t i e s and/or 

i n e f f i c i e n c i e s o f i t s own. As we w i l l now e s t a b l i s h , the cu r ren t 

Minnesota in tergovernmenta l a i d system has helped remedy some 

i n e q u i t i e s and i n e f f i c i e n c i e s , but has added some o thers o f i t s 

own. 



MINNESOTA'S INTERGOVERNMENTAL AID POLICY: MOTIVATED MOSTLY BY 

PERCEIVED INEQUITIES 

Over the past twenty y e a r s , many changes have been made 

in M inneso ta 's complex intergovernmental a i d p o l i c y , each m o t i 

vated mainly by f e e l i n g s that the s t a t us quo was i n e q u i t a b l e i n 

some way. Some o f these changes invo lved d i r e c t s t a t e a p p r o p r i a 

t i ons to remedy some perce ived i n e q u i t y , wh i l e o thers d i d no t . 

One o f the e a r l i e s t major, c o s t l y measures was the 

i n s t i t u t i o n o f the homestead c r e d i t , in 1967. V i a t h i s c r e d i t , 

the s t a te pa id a f i x e d percentage o f a homeowner's proper ty tax 

b i l l (up to a c e i l i n g ) , p r i o r to the homeowner r e c e i v i n g the 

b i l l . The c r e d i t i s pa id d i r e c t l y to l o c a l governments a f t e r 

gross b i l l s are determined, and i s used to lower the net b i l l 

ma i l ed . As such , the proper ty taxpayer cannot conver t the c r e d i t 

i n t o c a s h . By at tempt ing to s u b s t i t u t e p rog ress i ve s t a te income 

tax revenue and m i l d l y r eg ress i ve s t a t e s a l e s tax revenue fo r the 

(presumed) sharp ly r eg ress i ve l o c a l proper ty t a x , 1 the s t a te hoped 

2 

to improve the v e r t i c a l equ i t y o f the tax system. Both the 

percentage o f proper ty taxes pa id and the c e i l i n g amount were 

ra i sed s e v e r a l t imes p r i o r to 1984, when the percentage was 

s l i g h t l y lowered. The homestead c r e d i t cos t the s t a te over $580 

m i l l i o n d o l l a r s i n 1986. 

S ince 1967, e igh t o ther proper ty tax c r e d i t s have been 

adopted. L i ke the homestead c r e d i t , a l l o f these are a l s o pa id 

d i r e c t l y to l o c a l governments in an attempt to lower some groups ' 

net payments. Taxpayers cannot conver t these i n t o cash , e i t h e r . 

For example, the c o s t l i e s t o f these a d d i t i o n a l c r e d i t s i s the 
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s t a te schoo l a g r i c u l t u r a l c r e d i t , e l i g i b l e to farmers and owners 

o f p r i v a t e vaca t ion c a b i n s . I t i s intended to remedy a perce ived 

inequ i t y that these groups pay more than t h e i r f a i r share o f 

school c o s t s . Whi le the l a t t e r g roup 's i nequ i t y i s an example o f 

Gordon's problem #1 above, the farmers ' s i t u a t i o n i s n ' t one o f 

those p rob lems . 3 Th is c r e d i t cos t the s t a te over $126 m i l l i o n i n 

1986. 

An even c o s t l i e r measure than c r e d i t s i s s t a t e c a t e g o r i 

c a l a i d to l o c a l educa t i on , which rece ived i t s major impetus in 

1971. Then, the s t a te s t a r t e d paying a b i g share o f l o c a l schoo l 

d i s t r i c t c o s t s . As in the case of c r e d i t s , t h i s was p a r t l y m o t i 

vated to s u b s t i t u t e r e l a t i v e l y more p rog ress i ve s t a t e taxes f o r 

l o c a l proper ty taxes . But perhaps more impor tan t l y , the s t a t e 

a i d s were an attempt to remedy a perce ived h o r i z o n t a l i nequ i t y o f 

a t o t a l l y d e c e n t r a l i z e d system. In that system, s tudents l i v i n g 

in schoo l d i s t r i c t s w i th r e l a t i v e l y low proper ty tax bases and 

voter incomes might be prov ided w i th a l e s s c o s t l y , and presumably 

worse, educat ion than s tudents l i v i n g in o ther d i s t r i c t s . These 

other d i s t r i c t s , o f course , d o n ' t worry about the d i s t r i b u t i o n o f 

spending ou ts ide t h e i r own boundar ies (see Gordon's reason #7 

a b o v e ) . 4 The s t a t e a i d to educat ion attempts to he lp e q u a l i z e 

educa t iona l spending by p r o v i d i n g more a i d to the former, needier 

schoo l d i s t r i c t s . F i n a l l y , s t a t e a i d s to educat ion may a l s o be 

viewed as an attempt to remedy i n e f f i c i e n c y . Once educated, 

s tudents are f ree to move anywhere they want, i n c l u d i n g areas 

ou ts ide t h e i r schoo l d i s t r i c t . Nonres idents may thus b e n e f i t from 

the presence o f people educated in a d i f f e r e n t schoo l d i s t r i c t , 
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which never the less would bear the f u l l cos t o f educat ion in a 

t o t a l l y d e c e n t r a l i z e d system (see Gordon 's reason \\2 above) . 

Res idents may have an i ncen t i ve to move to communities w i th lower 

educat ion t axes , thereby becoming nonres idents who can reap the 

above b e n e f i t s (see Gordon's problem #4 above) . The l i k e l y r e s u l t 

o f t o t a l d e c e n t r a l i z a t i o n would be lower school spending than i s 

e f f i c i e n t . In 1986, s t a t e a i d s to l o c a l schoo l d i s t r i c t s t o t a l l e d 

over $1.1 b i l l i o n , making i t the most c o s t l y s i n g l e i n t e rgove rn 

mental program. 

With the except ion of Gordon 's problem #2, a l l the 

problems w i th t o t a l l y d e c e n t r a l i z e d p u b l i c educat ion can be mar

s h a l l e d to support c a t e g o r i c a l a i d s fo r the l o c a l p r o v i s i o n o f 

p u b l i c hea l th and we l fa re programs, such as medical a s s i s t a n c e and 

income maintenance fo r the poor . The s t a t e pa id over $630 m i l l i o n 

to county governments in 1986 to a s s i s t these programs. 

In a d d i t i o n to s t a t e a i d f o r schoo l d i s t r i c t s and coun

t i e s , mun ic ipa l governments (and to a much sma l le r ex ten t , coun

t i e s ) a l s o r e c e i v e lump sum a p p r o p r i a t i o n s . The i r main a p p r o p r i 

a t i o n , termed l o c a l government a i d , i s a formula-based revenue 

shar ing system from the s t a t e to i t s c i t y governments. F i r s t 

i n s t i t u t e d i n 1971, the formula has been changed three t imes , so 

i t i s hard to say e x a c t l y what the i n ten t of the program has 

been. But two reasons f o r i t a re o f t en g i v e n . One reason i s the 

aforementioned attempt to r e l i e v e l o c a l proper ty t axes , by s u b s t i 

t u t i n g more p rog ress i ve s t a t e revenue sou rces . The second reason 

i s to he lp prevent the type o f h o r i z o n t a l i nequ i t y desc r ibed as a 

r a t i o n a l e f o r schoo l a i d s . The i nequ i t y a r i s e s due to the geo-
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graph ic d i s p e r s i o n o f bus iness p roper ty . C i t i e s con ta i n i ng l o t s 

of bus iness proper ty can spread the proper ty tax burden more 

t h i n l y over t h e i r r es i den t s than other c i t i e s can . In a t o t a l l y 

d e c e n t r a l i z e d system, then, r e s i d e n t s o f d i f f e r e n t c i t i e s may bear 

d i f f e r e n t tax burdens, even when t h e i r persona l incomes, wea l t h , 

and p u b l i c s e r v i c e use are the same. Th is s o - c a l l e d " f i s c a l 

d i s p a r i t y " 5 has been invoked to j u s t i f y " e q u a l i z i n g " l o c a l govern

ment a i d formulae, which are t a i l o r e d to t h i s i s s u e . 

Whi le a l l the above c r e d i t s and a i d s are pa id to l o c a l 

governmental u n i t s , there i s one much smal le r program tha t pays 

funds d i r e c t l y to r e s i d e n t s . That program i s dubbed the c i r c u i t 

breaker re fund , and i s paid to ren te rs and homeowners possess ing 

r e l a t i v e l y l i t t l e income and wea l th . Payments are made v i a a 

formula based on the r e c i p i e n t ' s income and proper ty tax b i l l . 

The l a t t e r i s s t r o n g l y c o r r e l a t e d w i th the homeowner's p roper ty 

v a l u e , and i s imputed f o r r en te rs from l a n d l o r d s ' tax b i l l s . The 

c i r c u i t breaker cos t the s t a te around $ 160 m i l l i o n in 1986. 

F i n a l l y , there i s one major component of i n t e r g o v e r n 

mental p o l i c y , termed proper ty tax c l a s s i f i c a t i o n , which does not 

requ i re any d i r e c t ou t lay o f s t a t e revenues. By changing the 

c l a s s i f i c a t i o n r a t i o o f p roper ty , i . e . , the r a t i o of p r o p e r t y ' s 

assessed ( i . e . , taxab le ) va lue to i t s market v a l u e , i t s owners can 

be made to pay e i t h e r h igher or lower proper ty tax r a t e s . As o f 

1980, Minnesota was one o f only 14 s t a t e s which used c l a s s i f i 

ca t i on (Gold [1981]) . Over the y e a r s , the Minnesota l e g i s l a t u r e 

has adopted changes i n c l a s s i f i c a t i o n which have r a i s e d the p rop

e r t y tax ra tes pa id by owners o f commerc ia l , i n d u s t r i a l , and 
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r e n t a l p r o p e r t i e s r e l a t i v e to the ra tes pa id by farmers and home

owners (see appendix 2 ) . T h i s p o l i c y was p a r t l y mot ivated by the 

b e l i e f that shareho lders and land lo rds bear the burden o f proper ty 

taxes l e v i e d on t h e i r p roper ty , and g e n e r a l l y possess h igher 

incomes than do homeowners and farmers . As such , i t was be l i eved 

that these changes improved v e r t i c a l e q u i t y . Because homeowners 

and farmers comprise a la rge and a c t i v e share o f the vo t i ng popu

l a t i o n , these changes in c l a s s i f i c a t i o n undoubtedly lessened voter 

pressure fo r l o c a l spending c u t s , and as such , should be thought 

of as in tergovernmenta l p o l i c y . 

In summarizing the main fea tu res o f M inneso ta ' s i n t e r 

governmental p o l i c y , a consu l tan t to the s t a t e ' s own tax study 

commission i nd i ca ted that a t most on ly f i v e o ther s t a t e s had 

r e l a t i v e l y b igger in tergovernmenta l systems. The exac t number 

depends on how " b i g n e s s " i s measured ( B e l l [1986], p. 335) . 

Because of i t s l a rge s i z e , i t i s imperat ive tha t Minnesota m i n i 

mize the undes i rab le s i d e e f f e c t s stemming from i t , which are 

e labora ted below. 

BUT MINNESOTA'S INTERGOVERNMENTAL POLICY HAS SOME UNDESIRABLE SIDE 

EFFECTS 

One major s ide e f f e c t o f M inneso ta 's heavy r e l i a n c e on 

c r e d i t s and a ids pa id to l o c a l governments i s to enable h igher 

l o c a l government spending than would occur in a t o t a l l y decen

t r a l i z e d system. In o ther words, c r e d i t s and a ids do not r e l i e v e 

l o c a l taxes by an amount equal to t h e i r c o s t , and may a c t u a l l y 

cause increased l o c a l taxes in some i n s t a n c e s . To he lp see how 

t h i s might happen, suppose you were i n v i t e d by a t o t a l s t ranger to 
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a posh French res tau ran t fo r l unch . A f t e r being seated a t 

Monsieur K e l l y ' s , the s t ranger i n s i s t s on paying f o r your l unch , 

no matter what i t cos t s—as long as you agree to pay fo r h e r s ! 

Not wanting to go hungry, you agree to the terms, and dec ide to 

order a more d e s i r a b l e , expensive lunch than you would have o the r 

w ise . A f t e r a l l , you reason, the s t ranger i s paying fo r i t , and 

w i l l probably do the same th ing because you are paying f o r her 

lunch . I f you f a i l to o rder a more d e s i r a b l e , expensive l u n c h , 

you run the r i s k tha t the s t ranger w i l l anyway, and you w i l l have 

pa id f o r more than you go t . Ne i the r person wants to run tha t 

r i s k . So , the t o t a l b i l l f o r the two persons exceeds what i t 

would have been had they gone " D u t c h . " In a system h e a v i l y depen

dent on in tergovernmenta l a i d , each taxpayer pays f o r only a s m a l l 

share o f her own l o c a l government " l u n c h , " i . e . , the l o c a l s e r 

v i ces p rov ided . But in re tu rn fo r t h i s , each taxpayer must pay 

fo r a share o f the s e r v i c e s prov ided to other l o c a l governments' 

taxpayers . The former payment i s c o l l e c t e d by l o c a l tax l e v i e s , 

wh i le the l a t t e r i s c o l l e c t e d by s t a t e tax l e v i e s . As suggested 

above, the system c rea tes i n c e n t i v e s f o r h igher l o c a l tax l e v i e s 

than would occur o the rw ise , i . e . , in a t o t a l l y d e c e n t r a l i z e d 

system. 

Of cou rse , one might f i nd f laws i n t h i s lunch c l ub 

ana logy, which was presented f o r i l l u s t r a t i v e purposes o n l y . But 

one needn ' t buy the analogy in order to swallow i t s c o n c l u s i o n , 

fo r there i s a l a rge amount o f t h e o r e t i c a l and e m p i r i c a l support 

fo r i t . M inneso ta ' s proper ty tax c r e d i t s , which pay f i x e d p e r 

centages of proper ty tax b i l l s (up to c e i l i n g amounts), appear 



- 12 -

s i m i l a r to matching g r a n t s , which a l s o pay f i x e d percentages o f 

the cos ts of lower l e v e l government s e r v i c e s . As such , economic 

theory p r e d i c t s tha t they w i l l s t i m u l a t e h igher l o c a l spending 

than would occur w i th e i t h e r a t o t a l l y d e c e n t r a l i z e d system, or 

w i th lump-sum, revenue sha r i ng a i d , or w i th an equal amount o f 

l o c a l taxpayer income growth. In theory , c a t e g o r i c a l a i d to 

schoo l d i s t r i c t s and coun t ies f o r educa t i on , hea l t h and we l fa re 

6 

should a l s o s t imu la te h igher l o c a l spending in the same sense. 

However, no consensus theory has been dev ised which p r e d i c t s tha t 

lump sum revenue shar ing a i d , l i k e M inneso ta 's Loca l Government 

Aid to m u n i c i p a l i t i e s shou ld cause h igher l o c a l spending than 

would an equal amount o f l o c a l taxpayer income g row th . 7 But an 

impress ive body o f e m p i r i c a l ev idence , both w i t h i n Minnesota and 

out , suppor ts the conc lus ion that a l l three types of a i d — c r e d i t s , 

c a t e g o r i c a l a i d s , and lump sum a i d - - d o indeed s t imu la te more l o c a l 

government spending in the above sense (see appendix 1) . 

The inducement to h igher l o c a l government spending 

inherent in M inneso ta 's cur ren t in tergovernmenta l system i s not 

always bad. As argued e a r l i e r , a t o t a l l y d e c e n t r a l i z e d system 

would underfund l o c a l educa t ion , hea l th and we l fa re programs. So, 

the i n c e n t i v e s f o r h igher spending inherent in c r e d i t s and a ids 

are not a l l bad. But s e r v i c e s other than the above th ree , which 

probably wouldn ' t be underfunded i n a t o t a l l y d e c e n t r a l i z e d s y s 

tem, are l i k e l y to be overfunded i n M inneso ta ' s cur ren t system—an 

undes i rab le s i d e e f f e c t o f i t . 

The r e l a t i v e l y h igh spending l e v e l s on these s e r v i c e s i n 

Minnesota makes i t extremely important to address t h i s problem. 
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M u n i c i p a l i t i e s , and to a l e s s e r ex ten t , coun t ies p rov ide the bulk 

of these other s e r v i c e s , i n c l u d i n g l o c a l p u b l i c s a f e t y , r e c r e 

a t i o n , p r o v i s i o n o f l o c a l s t r e e t s , sewers, and other i n f r a s t r u c 

t u re , and economic development i n c e n t i v e s . The most r e c e n t l y 

a v a i l a b l e data (ACIR, pp. 199-250) showed tha t per c a p i t a munic

i p a l government spending i n Minnesota was s i x t e e n percent h igher 

than the n a t i o n a l average—an average b iased upward by A l a s k a ' s 

massive spending. Th is made Minnesota the n a t i o n ' s seventh 

h ighest rank ing s t a t e in t h i s s t a t i s t i c , behind A l a s k a , New York , 

Massachuset ts , Rhode I s l a n d , Connec t i cu t , and New Mex ico . But 

educat ion expenses are an important component o f the f i r s t f i v e 

s t a t e s ' mun ic ipa l spend ing . And count ies p lay a much sma l le r r o l e 

in the other s t a t e ' s (New Mexico) l o c a l s e r v i c e d e l i v e r y , l e a v i n g 

New Mexico m u n i c i p a l i t i e s w i th more to do than M i n n e s o t a ' s . Thus, 

a rank ing o f Minnesota mun ic ipa l expend i tu res f o r the o ther l o c a l 

s e r v i c e s l i s t e d above would most l i k e l y p lace Minnesota t h i r d 

among s t a t e s , behind A laska and New York . And t h i s has occur red 

desp i te l evy l i m i t a t i o n s p laced by the s t a t e on Minnesota m u n i c i 

p a l i t i e s . 

P a r t i a l l y as a r e s u l t o f t h i s , the most recent a v a i l a b l e 

data show that per c a p i t a s t a t e and l o c a l tax revenues were 34.2 

percent h igher in Minnesota than i n the median s t a t e . The l a rge 

intergovernmental programs helped p rope l per c a p i t a i n d i v i d u a l 

income tax c o l l e c t i o n s in Minnesota to a l e v e l 138 percent h igher 

than the median s t a t e . Yet M inneso ta ' s per c a p i t a p roper ty t axes , 

which many o f the in tergovernmenta l programs were intended to 
g 

lower , were s t i l l 21 percent h igher than the median s t a t e ' s . 
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Fur thermore, i t i s not n e c e s s a r i l y t rue that Minnesota 

rece i ves s e r v i c e s commensurate w i th i t s h igh spending l e v e l . Some 

of the spending may have merely r e s u l t e d i n h igher p u b l i c employ

ment and/or s a l a r i e s , b e n e f i t s , and pens ions . 

In a d d i t i o n to i n h i b i t i n g proper ty tax r e l i e f by en 

a b l i n g h igher l o c a l spending, M inneso ta ' s cu r ren t i n t e r g o v e r n 

mental system doesn ' t cos t e f f e c t i v e l y d e l i v e r the amount o f 

r e l i e f i t does p rov i de . The homestead c r e d i t does not d i r e c t l y 

depend on homeowner income. And the s i z e o f the c r e d i t r i s e s w i th 

home v a l u e , u n t i l a c e i l i n g i s reached. Thus, wealthy homeowners 

are a l s o prov ided proper ty tax r e l i e f , making v e r t i c a l equ i t y more 

c o s t l y to a t t a i n . One might argue tha t t h i s i s not an undes i rab le 

s i de e f f e c t of the homestead c r e d i t , a s s e r t i n g that i t s main 

purpose i s to make owner-occupied housing more a f f o r d a b l e . But i f 

that i s s o , why not make housing more a f f o r d a b l e by d i r e c t mea

sures to a i d home buyers , such as s u b s i d i z e d mortgages to those o f 

modest means? Such measures would be l e s s c o s t l y than homestead 

c r e d i t s , i n which some o f the funds go to l o c a l governments, and 

some go to wealthy homeowners who would have bought homes wi thout 

i t . Thus, the homestead c r e d i t , and any other Minnesota c r e d i t s 

whose s i z e s are a l s o not d i r e c t l y dependent on income, are not 

cos t e f f e c t i v e means to achieve v e r t i c a l e q u i t y . 

Changes in c l a s s i f i c a t i o n r a t i o s are cos t e f f e c t i v e in 

the above sense, fo r they requ i re no d i r e c t ou t l ays o f s t a t e 

revenue. But these changes, in a d d i t i o n to the inc reased use o f 

c r e d i t s which have a l s o favored homeowners and fa rmers , may have 

had the undes i r ab l e s i de e f f e c t o f dec reas ing v e r t i c a l equ i t y a t 
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t imes . During the 1970s, both home va lues and farm va lues rose 

much more r a p i d l y than d id bus iness proper ty v a l u e s . Because 

i n c r e a s i n g l y va luab le homes and farms comprised a growing share o f 

M inneso ta 's t o t a l proper ty wea l th , t h e i r owners would have, and 

should have, pa id a h igher share o f t o t a l proper ty taxes l e v i e d . 

To do otherwise seems i n c o n s i s t e n t w i th v e r t i c a l e q u i t y , f o r then 

those whose weal th was growing the f a s t e s t , i . e . , homeowners and 

farmers , would have been paying r e l a t i v e l y l e s s , not more. Yet 

that i s p r e c i s e l y what subsequent r e l i e f measures ach ieved , a l b e i t 

unevenly across tax ing d i s t r i c t s , by a t tempt ing to i n s u l a t e home

owners and farmers from h igher b i l l s (see appendix 2 f o r 
g 

d e t a i l s ) . To the extent that t h i s i n s u l a t i o n was pa id f o r by 

owners of l o c a l s e r v i c e bus inesses ( e . g . , r e t a i l e s t a b l i s h m e n t s ) , 

the e f f e c t s are even l e s s v e r t i c a l l y e q u i t a b l e , f o r these b u s i 

nesses l i k e l y pass some of the inc rease a long to t h e i r custom

e r s . As such, r e l i e f f o r homeowners and farmers was p a r t l y f i 

nanced by a de f a c t o , r e g r e s s i v e s a l e s tax on Minnesota con-
1 o 

sumers. 

The perverseness o f t h i s p o l i c y can be i l l u s t r a t e d i n 

another way. In the 1980s, Minnesota farm land va lues have drop

ped d r a m a t i c a l l y . In t ax i ng d i s t r i c t s w i th a mix ture o f proper ty 

uses , i n c l u d i n g farms, p roper ty taxes would normal ly be s h i f t e d 

away from farm owners and toward o ther proper ty owners whose 

weal th had not f a l l e n so d r a m a t i c a l l y . The exact same argument 

used to j u s t i f y lower c l a s s i f i c a t i o n r a t i o s fo r homeowners and 

farm owners in the 1970s could now be used to j u s t i f y inc reased 

r a t i o s f o r farms. Of course , do ing so would pe rve rse l y p l ace a 



l a r g e r burden on those whose weal th had grown the l e a s t ( i n f a c t , 

had f a l l e n ) , much as the p o l i c y o f the 70s d i d . 

A t h i r d s i d e e f f e c t of M inneso ta ' s cur ren t i n t e r g o v e r n 

mental system has been i t s p ropens i ty to generate i n e f f i c i e n 

c i e s . Table one shows the combined e f f e c t o f c r e d i t s , a i d s and 

c l a s s i f i c a t i o n s on the d i s t r i b u t i o n of tax b i l l s pa id by p roper ty 

ownership. In the l a s t column, we see that farms paid an e f f e c 

t i v e proper ty tax r a t e o f on ly 0.85 percent on the market va lue o f 

t h e i r farms (as co r rec ted fo r d i f f e r e n c e s in l o c a l a s s e s s o r s ' 

v a l u a t i o n s ) . 1 ' Owners o f hous ing , which i nc lude farm homeowners 

and cab in owners, pa id 1.33 percent o f the co r rec ted market va lue 

o f t h e i r p r o p e r t i e s . But commercial and i n d u s t r i a l p roper ty 

owners pa id e f f e c t i v e proper ty tax ra tes o f 3.72 percent and 3-89 

percent , r e s p e c t i v e l y . Both economic theory and e m p i r i c a l f i n d 

ings argue that e f f i c i e n c y i s enhanced by lower and more uni form 

1 2 

t axa t i on of c a p i t a l , such as p roper ty . These s t u d i e s i n d i c a t e 

that h igher l i v i n g standards would r e s u l t from doing s o . Table 1 

shows tha t Minnesota cou ld do more to he lp ach ieve t h i s . 

F i n a l l y , another undes i rab le s i d e e f f e c t o f the coun t 

l e s s changes made to Minnesota 's in tergovernmenta l system i s i t s 

complex i t y . The f i n a l repor t o f the b l ue - r i bbon Minnesota Tax 

Study (Lat imer) Commission concluded tha t Minnesota had the most 

complex proper ty tax in the na t ion (Tax Study Commission, p. 

18). The Minnesota Dept. o f Revenue has noted tha t one o f i t s 

components, the c l a s s i f i c a t i o n system, has been changed i n each 

l e g i s l a t i v e sess ion s i n c e 1941 (Dept. of Revenue, p. 5 ) . The 

formula f o r l o c a l government a id to m u n i c i p a l i t i e s , f i r s t enacted 
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in 1971, has been changed tw ice s i n c e , and i s c u r r e n t l y l i k e l y to 

undergo ye t another ove rhau l . There are around 30 other a i d s paid 

to c i t i e s , coun t ies and schoo l d i s t r i c t s , in a d d i t i o n to the n ine 

proper ty tax c r e d i t s and the c i r c u i t breaker proper ty tax refund 

programs d iscussed e a r l i e r . The cos t o f these a i d s i s summarized 

in t ab le 2 below. Th is complex i ty makes i t more d i f f i c u l t f o r tax 

o f f i c i a l s to admin is te r the system, and more d i f f i c u l t f o r both 

taxpayers and p u b l i c o f f i c i a l s to understand i t s impacts . 

In summary, there are a t l e a s t four major, undes i r ab l e 

s i de e f f e c t s of M inneso ta 's cu r ren t in tergovernmenta l system. 

F i r s t , i t enables h igher than op t ima l l e v e l s o f government spend

ing f o r some l o c a l s e r v i c e s . Second, i t d o e s n ' t d e l i v e r cos t 

e f f e c t i v e property tax r e l i e f . T h i r d , i t c rea tes i n e f f i c i e n c i e s 

by generat ing l a rge d i f f e r e n c e s in e f f e c t i v e tax ra tes ac ross 

proper ty uses . F i n a l l y , i t s extreme complex i ty hampers both i t s 

a d m i n i s t r a t i o n and the body p o n t i c ' s understanding o f i t s e f 

f e c t s . But one needn ' t d e s p a i r . In the next s e c t i o n , we w i l l see 

that there are f e a s i b l e reforms which would a t l e a s t p a r t i a l l y 

redress each o f these problems, wh i le r e t a i n i n g d e s i r a b l e equ i t y 

and e f f i c i e n c y ga ins present i n the cu r ren t system. 

SOME DESIRABLE REFORMS OF MINNESOTA'S INTERGOVERNMENTAL SYSTEM 

One d e s i r a b l e reform would be to rep lace the e x i s t i n g 

c i r c u i t breaker re fund , c r e d i t s , and the l o c a l government a i d to 

m u n i c i p a l i t i e s and coun t ies programs w i th a d i r e c t , cash payment 

program to r es i den t s ( i . e . , homeowners and r e n t e r s ) . D i r e c t cash 

payments would not c rea te as l a rge an i ncen t i ve f o r overspending 

on some s e r v i c e s as the cu r ren t system does (see appendix 1 ) . Any 



underspending on educa t i on , h e a l t h , and we l fa re c rea ted by the 

e l i m i n a t i o n o f c r e d i t s cou ld be remedied by inc reased funding f o r 

the e x i s t i n g c a t e g o r i c a l a i ds to schoo l d i s t r i c t s and c o u n t i e s . 

Fu r the r , the cash payments cou ld be ta rgeted to the nonwealthy 

res iden ts much more a c c u r a t e l y than the cu r ren t c r e d i t s do, which 

ignore taxpayer income. Both of these advantages would ensure 

that i t would more cos t e f f e c t i v e l y d e l i v e r p rog ress i ve proper ty 

tax r e l i e f , and as such , improve v e r t i c a l e q u i t y . In a d d i t i o n , 

the replacement o f as many as f i f t e e n separate programs by one 

la rge program would reduce the complex i ty o f the cur ren t system. 

While such a program, which I w i l l dub SALT (S ta te A i d 

to Loca l Taxpayers ) , would be somewhat s i m i l a r to the cu r ren t 

c i r c u i t breaker program, there would be some important d i f f e r 

ences. F i r s t , SALT would be much l a r g e r than the cu r ren t c i r c u i t 

b reaker , which i s only intended fo r the poor . SALT would be a 

program fo r nonwealthy taxpayers . Second, a l s o u n l i k e the c i r c u i t 

breaker , SALT would be based on a formula which would i nc lude 

measures o f f i s c a l d i s p a r i t y among m u n i c i p a l i t i e s . As d i scussed 

i n s e c t i o n 2, one r a t i o n a l e f o r both schoo l a i d and l o c a l govern

ment a i d to m u n i c i p a l i t i e s i s to m i t i g a t e the h o r i z o n t a l i nequ i t y 

created by f i s c a l d i s p a r i t i e s in per c a p i t a proper ty tax bases and 

incomes ac ross communit ies. But doing so through lump sum pay

ments to m u n i c i p a l i t i e s c rea tes the aforementioned problem o f 

i n cen t i ves f o r overspend ing, which prevents the funds from f u l l y 

m i t i g a t i n g the h o r i z o n t a l i n e q u i t y . SALT would remedy t h i s by 

paying " e q u a l i z i n g " funds d i r e c t l y to r e s i d e n t s , ra the r than to 

t h e i r governments. In appendix 4 , one method i s d e t a i l e d f o r 

cons t ruc t i ng a SALT formula w i th these f e a t u r e s . 
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The v i c t i m s o f the i nequ i t y ( the poor and those l i v i n g 

in areas w i th low proper ty tax bases) would then have the means to 

pay f o r e f f i c i e n t l e v e l s o f mun ic ipa l s e r v i c e s . C u r r e n t l y , they 

must accept whatever s p e n d i n g / r e l i e f package t h e i r mun i c i pa l 

government chooses to d e l i v e r , which may or may not be e f f i 

c i e n t . Of cou rse , SALT might cause t h e i r gross (net o f SALT) 

property taxes to r i s e , as m u n i c i p a l i t i e s t r y to p a r t i a l l y make up 

fo r l o s t revenues. But due to the cur ren t sys tem's p ropens i t y f o r 

overspending, i t i s u n l i k e l y that net proper ty taxes—the bottom 

l i n e fo r needy res idents—would r i s e . 

Another d e s i r a b l e reform has been suggested by the 

C i t i z e n ' s League, a respected nonpar t i san research o r g a n i z a t i o n 

( C i t i z e n ' s League, 1987). The reform i s to e l i m i n a t e the cu r ren t 

c l a s s i f i c a t i o n system, so gross proper ty taxes would be un i fo rm ly 

based on f u l l market v a l u e . In a d d i t i o n to f o s t e r i n g e f f i c i e n c y 

by more uni form taxa t i on o f c a p i t a l , t h i s would s i m p l i f y the 

system. And doing so would prevent the l e g i s l a t u r e from c o n t i n 

u ing to use a p p r o p r i a t i o n l e s s changes in c l a s s i f i c a t i o n r a t i o s to 

i n e q u i t a b l y s h i f t payments ac ross proper ty users (as argued i n 

appendix 2 ) . 

Aga in , the aggregate, gross proper ty taxes o f home

owners, fa rmers , and other proper ty users favored by the cu r ren t 

c l a s s i f i c a t i o n system would r i s e because o f t h i s re form. But due 

to four reasons d e t a i l e d in appendix 3, the net tax burden o f 

homeowners, both on and o f f the farm, would not r i s e by nea r l y as 

much as one might guess. These reasons , which are f r e q u e n t l y 

over looked by p u b l i c o f f i c i a l s and t h e i r a n a l y s t s ' computer p r i n t -
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o u t s , should be s e r i o u s l y cons idered when e v a l u a t i n g these r e 

forms. But i f , hav ing done s o , o f f i c i a l s b e l i e v e tha t more prop

e r t y tax r e l i e f f o r nonwealthy homeowners was c o n s i s t e n t w i th 

equ i ty and e f f i c i e n c y o b j e c t i v e s , SALT would be the app rop r ia te 

v e h i c l e . And i f a d d i t i o n a l proper ty tax r e l i e f f o r o ther p roper ty 

owners, e . g . , farm owners, owners o f wet lands or n a t i v e p r a i r i e s , 

I ron Range homeowners, e t c . were s i m i l a r l y deemed d e s i r a b l e , i t 

too would best be doled out by S A L T - l i k e , formula-based d i r e c t 

payment programs. Tax r e l i e f would then be cos t e f f e c t i v e l y , 

un i fo rmly achieved by openly voted a p p r o p r i a t i o n s , ra the r than by 

unevenly d i s t r i b u t e d s h i f t s r e s u l t i n g from the uneven d i s t r i b u t i o n 

of proper ty uses . 

A c l a s s l e s s system might be plagued by a s s e s s o r s ' f a i l 

ing to assess a l l proper ty un i f o rm ly . They might cave i n to l o c a l 

p o l i t i c a l p ressures to lower assessments of p r e v i o u s l y tax favored 

groups, and/or to r a i s e assessments of p r e v i o u s l y unfavored 

groups. But there i s a s imple remedy fo r t h i s . C u r r e n t l y , the 

s t a te gathers ample data on the assessment accuracy o f l o c a l 

a s s e s s o r s . In a c l a s s l e s s system, t h i s data cou ld be used to 

reduce SALT and/or o ther s t a te payments to communit ies w i th bad 

assessment p r a c t i c e s . A l t e r n a t i v e l y , t h i s data cou ld be used to 

r a i s e payments to communities w i th good assessment p r a c t i c e s . In 

a d d i t i o n to s t a t u t o r y requirements on a s s e s s o r s , e i t h e r o f these 

p lans would c rea te another i ncen t i ve f o r good assessment p r a c 

t i c e s . A pena l ty p lan was once enacted by the Minnesota L e g i s l a 

t u re , but was never implemented. I t should be. 



- 21 -

F i n a l l y , the proper ty tax i t s e l f cou ld be s t r u c t u r e d to 

i nc rease e f f i c i e n c y . C u r r e n t l y , the land and b u i l d i n g s compr is ing 

taxed proper ty are both taxed a t the same r a t e . Economists have 

13 1 L» 

long mainta ined and recent e m p i r i c a l work suggests that e f f i 

c iency ga ins would f o l l ow from tax i ng immobile land a t r e l a t i v e l y 

h igher ra tes than b u i l d i n g s . Th is i s done i n s e v e r a l c o u n t r i e s , 

and i s a l s o done i n P i t t s b u r g h and a few other Pennsy lvan ia 

c i t i e s . Why not t r y i t here? 

CONCLUSION: THE SHIP IS SINKING, AND WE SHOULDN'T JUST REARRANGE 

ITS DECK CHAIRS 

While there i s some r a t i o n a l e f o r s t a t e a i d s to l o c a l l y 

admin is te red educa t i on , h e a l t h , and we l fa re programs, there i s 

l i t t l e j u s t i f i c a t i o n f o r the res t o f M inneso ta 's cumbersome i n t e r 

governmental system. The numerous c r e d i t s , a i d s , re funds and 

c l a s s i f i c a t i o n s could be rep laced by a much sma l l e r number o f 

programs, aimed a t he lp i ng taxpayers d i r e c t l y w i th cash pay

ments. A g e n e r a l l y much s impler proper ty tax system would r e s u l t , 

w i th on ly one new c o m p l i c a t i o n : d i f f e r e n t i a l t a x a t i o n o f land and 

b u i l d i n g s . By adopt ing these re forms, v e r t i c a l equ i t y o b j e c t i v e s 

cou ld be kep t , wh i l e improving the sys tem's h o r i z o n t a l equ i t y and 

e f f i c i e n c y . 



Tab le 1 

Taxes Payable 1986 

E f f e c i t v e E f f e c t i v e 
Rate on Rate on 

% of C o r r e c  Market Cor rec ted 
% o f To ta l % o f To ta l % of Market ted Market Value Market Value 

CLASS Net Tax Gross Tax Value Value (%) {%) 

R e s i d e n t i a l 37.13 45.47 49.70 50.45 1.44 1.33 

Farm 10.32 13.85 24.87 22.01 0.80 0.85 

Commercial 23.19 17.84 9.90 11.28 4.51 3.72 

Ap ts . 8. 14 6.25 4.42 4.54 3.54 3.24 

I n d u s t r i a l 9.01 6.93 3.68 4.19 4.72 3.89 

U t i l i t y 3.14 2.42 1.78 1.68 3.39 3.39 

Seas. Rec. R 2.35 2 .03 2.53 2.80 1.79 1.52 

Vacant 2.22 1.71 0.97 0.99 4.40 4.08 

Other 0.54 0.41 0.20 0.19 5.25 5.25 

Seas. Rec. C 0.13 0.10 0. 15 0.17 1.66 1.37 

Timber 0. 17 0.18 0.22 0.21 1.50 1.43 

To t . Real P r o . 96.34 97.18 98.40 98.50 1.88 

To t . Rea l & Pe 100.00 100.00 100.00 100.00 1.92 1.81 

Source : "P roper t y Taxes Lev ied in Minnesota , Taxes Payable in 1986," Minnesota Department of 
Revenue. 



S T A T E AIDS T O L O C A L T A X I N G UNITS 
F I S C A L Y E A R S 1985-87 

S T A T E F I S C A L Y E A R 
C O U N T Y G O V E R N M E N T S 
Property Tax Relief Aids 

Local Government A id 
Attached Machinery Aid 
Aid to Police Departments 

Welfare Aids 
Medical Assistance $ 
General Assistance Medical Care 
A F D C 
Minnesota Supplemental A id 
General Assistance 
Community Social Service 
Pre-Admission Screening 

Miscellaneous Aids 
Corrections Community Services S 
Public Transportation Assist. 
Community Health Services Act 

1985 1986 1987' 

T O T A L C O U N T Y 

C I T Y / T O W N G O V E R N M E N T S 
Property Tax Relief Aids 

Local Government A id 
Aid to Police Departments 
Aid to Fire Departments 
State Amort izat ion Aid 

Miscellaneous Aids 

Public Transportation Assist. 

T O T A L C I T Y / T O W N 

S C H O O L DISTRICTS 
Education Aids 

14,370,925 
3,123,667 
4,583,335 

294,373,400 
55,163,800 

106,067,600 
14,441,000 
57,847,100 
51,541,100 

6,663,400 

15,369,200 
285,000 

10,118,800 

14,361,361 
2,381,787 
4,996,238 

291.445,800 
58.185,300 
80,831,000 
15,529,000 
54,487,800 
50.447,800 
11,460,000 

$ 14,019,100 
70,000 

12,789,500 

14,361,966 
2,381,787 
5,827,316 

342,250,000 
72,082,000 
82,485,000 
18,905,600 
57,819,700 
48,199,300 
14,501,500 

S 13,574,900 
53,000 

12,918,900 

$ 633,948,327 $ 611,004,686 $ 685,360,969 

259,393,236 
10,658,785 

8,333,085 
7,524,600 

4,400,000 

274,055,884 
11,193,365 

9,221,198 
7,491,500 

296,569,294 
13,152,006 
10,765,392 
7,537,000 

4,600,000 $ 3,900,000 

$ 290,309,706 $ 306,561,947 S 331,923,692 

Foundation Aid s 840 ,752 400 s 928,221,600 $1 023,718,500 
Transportation Aid 83 ,255 300 88,712,600 82,638,000 
Special Education 151 ,534 000 172,348,400 175.716,300 
Community and Adult Ed. 4 ,S34 500 8,893,800 9,979,000 
Tech. and Educ. Improvement 5 ,898 700 0 0 
Libraries 4 ,802 000 5,128,700 4,740,900 
Educational Effectiveness 0 5,052,400 5,062,400 
Expanded Student Opportunities 0 9,049,300 12,369,700 
Health, Safety and Nutrit ion 0 6,534,000 6,174.400 
Interdistrict Cooperation 0 2,181,600 2,828,700 
Other Education Aids 43 ,215 200 8,347,000 8,770,800 

)perty Tax Relief Aids 
Attached Machinery Aid 

s 
1 ,003 133 S 835,613 S 835,613 

T O T A L S C H O O L DISTRICT SI ,135 ,395 233 $1 235,305,013 SI 332.834,313 

T O T A L A L L DISTRICTS s? ,059 .653 266 $2 152,871,646 S2 350,118.974 

•Fiscal 1987 data are preliminary. 

SP:16-12 
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Footnotes 

! A t the t ime, i t was g e n e r a l l y be l i eved that the p roper 

ty tax was qu i t e r e g r e s s i v e (see , e . g . , Netzer (1966) ) . However, 

some l a t e r views cas t doubt on the degree o f r e g r e s s i v i t y , a rgu ing 

that the tax was borne by a l l owners o f c a p i t a l , s i m i l a r to the 

corporate income tax (see Aaron (1979)) . 

2 I n and o f i t s e l f , t h i s does not r e a l l y remedy one o f 

the seven problems l i s t e d above. A f t e r a l l , t o t a l l y d e c e n t r a l i z e d 

l o c a l governments cou ld f r e e l y adopt income ra ther than proper ty 

t a x a t i o n , i f v e r t i c a l equ i ty were important to t h e i r r e s i d e n t s . A 

p o s s i b l e r a t i o n a l e f o r s t a te proper ty tax r e l i e f might be tha t 

l o c a l income taxes would cause more s p i l l o v e r s (problem //4) than 

l o c a l proper ty taxes , by c r e a t i n g l a r g e r i n c e n t i v e s to move to 

lower them. Another p o s s i b l e r a t i o n a l e might be a d m i n i s t r a t i v e 

problems inherent in l o c a l income t a x e s , such as h igher cos t s o f 

de tec t i ng and remedying tax e v a s i o n . 

3The r a t i o n a l e f o r farm r e l i e f was tha t farmers own 

la rge amounts of taxed l a n d , and hence would pay h igher p roper ty 

taxes than the t y p i c a l r es iden t or sma l l bus iness , who share 

roughly the same d i r e c t b e n e f i t s from l o c a l p u b l i c spending. But 

t h i s argument cou ld a l s o be used by c h i l d l e s s r e s i d e n t s to j u s t i f y 

paying no schoo l t axes , as they a l s o pay d i s p r o p o r t i o n a t e l y com

pared to the d i r e c t b e n e f i t s r e c e i v e d , or by owners o f l a r g e 

o f f i c e b u i l d i n g s or f a c t o r i e s . The p r i n c i p l e o f the proper ty tax 

i s that a b i l i t y to pay i s measured, a t l e a s t i n p a r t , by proper ty 

wea l th . Non reg ress i v i t y r equ i res that those w i th more weal th pay 

more tax , in order to f i nance l o c a l p u b l i c goods consumed by those 

i n the tax ing d i s t r i c t . 
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"However, Hamil ton (1976) has argued tha t f u l l market 

c a p i t a l i z a t i o n of the intracommunity d i f f e r e n c e s in r e s i d e n t s ' 

proper ty va lues would prevent the h o r i z o n t a l i n e q u i t y . To see 

t h i s , suppose we have on ly one f a m i l y , l i v i n g in a b i g house, i n a 

schoo l d i s t r i c t f u l l o f o thers l i v i n g in sma l l houses. One might 

argue that the f a m i l y ' s s c h o o l c h i l d r e n are d isadvantaged, because 

t h e i r schoo l d i s t r i c t proper ty tax base i s almost who l ly made up 

of low valued homes, keeping t h e i r schoo l tax ra te h igher than i t 

would be i n a homogeneous d i s t r i c t o f b i g houses. But i f that 

were t r u e , why wou ldn ' t the f am i l y move to a d i s t r i c t f i l l e d w i th 

s i m i l a r b i g houses? I f such moves a r e n ' t observed, i t i s probably 

because the market va lue of the b i g house a l ready f e l l to r e f l e c t 

the disadvantage of the h igher tax r a t e , i . e . , f u l l c a p i t a l i z a t i o n 

has occu r red . As such, the owner o f the b ig house was a l ready 

f u l l y compensated (by a lower home p r i c e ) fo r t h i s d isadvantage , 

f r e e i n g s u f f i c i e n t resources to remedy the h o r i z o n t a l i nequ i t y 

h imse l f . Th i s argument depends on f i s c a l d i f f e r e n c e s being f u l l y 

c a p i t a l i z e d i n t o home v a l u e s . Whi le Oates (1969) presents some 

e m p i r i c a l ev idence tha t l o c a l expendi tures are c a p i t a l i z e d , the 

i ssue has not yet been r e s o l v e d . 

5 As d e t a i l e d in foo tno te 4 , i f l e s s - t h a n - f u l l c a p i t a l 

i z a t i o n o c c u r s , so would the h o r i z o n t a l i n e q u i t y . 

6 S e e , e . g . , Wilde (1968) . 

' D i f f e r i n g t h e o r e t i c a l arguments f o r t h i s e m p i r i c a l 

f i n d i n g , subs tan t i a ted in appendix 1, have been put f o r t h by 

Hamilton (1983) and by Courant , Graml ich and Rub in fe l d (1979). 
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See Adv isory Commission on Intergovernmental R e l a t i o n s 

(1986), pp. 182-3. When more recent f i g u r e s a re computed, Minne

s o t a ' s r e l a t i v e spending l e v e l s may appear more moderate. 

9 See Gold (1981) f o r a s t a t e - b y - s t a t e d e s c r i p t i o n o f 

t h i s p o l i c y . 

1 0 S e e S o n s t e l i e (1979) f o r an e x p o s i t i o n o f the e x c i s e 

tax e f f e c t s stemming from c l a s s i f i c a t i o n . 

1 l The e f f e c t i v e tax r a t e s on farms might c u r r e n t l y be 

h igher than t h i s , because farm land va lues in Minnesota have 

f a l l e n s u b s t a n t i a l l y s i nce 1985. 

1 2 S e e B a l l a r d , Shoven, and Whalley (1985). 

1 3 T h e r e has been a long and d i s t i n g u i s h e d advocacy o f 

heav ier land value t a x a t i o n , popu la r i zed f i r s t by Henry George. 

See Lindholm and Lynn (1978). 

An i n t e r e s t i n g genera l e q u i l i b r i u m s i m u l a t i o n o f the 

b e n e f i t s o f land va lue taxa t i on in Jamaica was r e c e n t l y pub l i shed 

by F o l l a i n and Miyake (1986). 
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Appendix 1 

Intergovernmental Revenue: 

I t s E f f e c t s on Rec ip i en t Government Spending 

Summary 

A c l e a r ma jo r i t y o f e m p i r i c a l s t u d i e s imply that i n t e r 

governmental a i d s t imu la tes h igher t o t a l combined spending than 

would occur i f equal funds were d i s t r i b u t e d as lump sums to r e c i 

p i en t government taxpayers . S tud ies are v i r t u a l l y unanimous i n 

demonstrat ing tha t grants w i th matching fea tu res s t i m u l a t e h igher 

r e c i p i e n t government spending than do lump sum g r a n t s . Because, 

Minnesota p roper ty tax c r e d i t s have matching f e a t u r e s , i t i s not 

s u r p r i s i n g that B e l l and Bowman [1986] found them to be more 

s t i m u l a t i v e than l o c a l government a i d . Because even the l a t t e r 

was found to s t i m u l a t e h igher l o c a l p roper ty taxes on the l o c a l 

tax base, a s h i f t to d i r e c t , lump sum payments to l o c a l taxpayers 

should lower combined s ta te and l o c a l spending growth. 

• • • 

There have been many econometr ic ana lyses o f the r e c i p i 

ent government spending response to in tergovernmenta l a i d . These 

s t u d i e s can be grouped i n t o two c a t e g o r i e s : ad-hoc r e g r e s s i o n s 

and theory-based models. Resu l t s o f these s t u d i e s p e r t a i n i n g to 

two i ssues are summarized and c r i t i q u e d . The f i r s t i s sue i s 

whether a i d s t i m u l a t e s ( i . e . , i nc reases) or s u b s t i t u t e s fo r ( i . e . , 

decreases) r e c i p i e n t government t a x e s , i . e . , whether or not a i d 

p rov ides even p a r t i a l l o c a l tax r e l i e f . The other i ssue i s 

whether the r e c i p i e n t government response to lump sum, i n t e r 

governmental a i d d i f f e r s from i t s response to an equal amount o f 
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taxpayer income growth. In o ther words, do funds pa id to l o c a l 

government y i e l d the same l o c a l government spending as would cash 

paid d i r e c t l y to r e s i d e n t s of l o c a l government? The obse rva t i on 

that the spending response to lump sum a i d t y p i c a l l y exceeds tha t 

to an equal amount o f taxpayer income growth i s termed the " f l y 

paper" or "g ran t i l l u s i o n " e f f e c t . 

Ad-Hoc Regress ions 

A genera l form fo r an ad-hoc reg ress ion i s : 

(1) G , o r T , = A - . X . , + . . . + A .X . + B . . R . . + . . . + B .R . 
J J 1J 1j mj mj 1j 1j n j n j 

+ D.M. + E . 
J J J 

where X ^ j , X m j are m independent f a c t o r s f o r r e c i p i e n t j 

other than in tergovernmenta l a i d , which are thought to i n f l u e n c e 

r e c i p i e n t J ' s government spending G, or a l t e r n a t i v e l y , i t s own 

source tax l e v e l , T , . These f a c t o r s i nc lude such v a r i a b l e s as 

popu la t i on d e n s i t y , percentage o f popu la t i on i n s c h o o l , and the 

percentage o f urban popu la t i on . R ^ j , R n j are i n t e r g o v e r n 

mental a i d v a r i a b l e s , such as t o t a l f e d e r a l g ran ts to educa t i on , 

t o t a l f e d e r a l highway a i d , s t a te we l fa re a i d , s t a t e revenue s h a r 

i n g , and f e d e r a l revenue s h a r i n g . Mj i s the income or per c a p i t a 

income o f r e c i p i e n t government j . In t h e i r e x c e l l e n t review o f 

the l i t e r a t u r e , Whitman and C l i n e [1979] c i t e ten ad-hoc r e g r e s 

s ion s t u d i e s . A l l except one of these i n f e r r e d that s t i m u l a t i o n 

The term " f l ypape r e f f e c t " was co ined by Ar thur Okun, 
and i s meant to summarize the no t i on tha t "money s t i c k s where i t 
h i t s . " 
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o f r e c i p i e n t taxes r e s u l t e d from f e d e r a l a i d , i . e . , not on ly was 

there no l o c a l tax r e l i e f but h igher l o c a l taxes r e s u l t e d ! F u r 

thermore, most o f them prov ide e m p i r i c a l ev idence fo r the e x i s 

tence o f the f l ypape r e f f e c t . Most ad-hoc reg ress ions use c r o s s -

s e c t i o n d a t a , i . e . , observa t ions ac ross r e c i p i e n t s in some y e a r , 

fo r es t ima t ion of ( 1 ) . Degrees o f freedom are gained by assuming 

tha t the c o e f f i c i e n t s and B- j a re the same fo r a l l r e c i p i e n t s , 

i . e . , that a l l r e c i p i e n t s ' behav io ra l responses are the same. 

A t y p i c a l , recent ad-hoc reg ress ion study was conducted 

by B e l l and Bowman [1986] fo r the Minnesota Tax Study Commis

s i o n . In t h e i r s tudy , the dependent v a r i a b l e T , was the 1983 net 

(of s t a te paid c r e d i t s ) proper ty tax levy o f Minnesota c i t y j 

con ta i n i ng over 500 r e s i d e n t s . They repor ted m = 7 independent 

v a r i a b l e s for 1983: 

X. . = c i t y j ' s per c a p i t a proper ty tax revenue from one equa l i zed 

m i l l . 

X 2 j = share of c i t y j ' s proper ty tax base composed o f apar tments, 

c o m m e r c i a l / i n d u s t r i a l and s e a s o n a l / r e c r e a t i o n a l p r o p e r t i e s . 

X- = per c a p i t a s t a t e - p a i d proper ty tax c r e d i t s to r e s i d e n t s o f 

c i t y j . 

= per c a p i t a l o c a l government a i d pa id to c i t y j . 

X . . = per cap i t a f e d e r a l a i d pa id to c i t y j . 

X 6 j 
: percent o f c i t y j ' s popu la t ion aged 16 or younger. 

X 7 j 
: proper ty tax share ( i n c l u d i n g s p e c i a l assessments) o f c i t y 

j ' s own-source revenue. 
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With the excep t ion o f Xg, B e l l and Bowman found a l l 

there v a r i a b l e s to be s t a t i s t i c a l l y s i g n i f i c a n t , p o s i t i v e de te rm i 

nants o f c i t y net proper ty tax l e v i e s . Thus, t h e i r recent f i n d 

ings fo r Minnesota are c o n s i s t e n t w i th the bulk o f the p r e - e x i s t 

ing evidence from other a i d programs. That i s , s t a t e a i d to 

c i t i e s r e s u l t s in h igher l o c a l government spending out o f t h e i r 

own revenue sou rces . 

Theory-Based Econometr ic Est imates 

More e labora te ve rs ions o f the p a r t i a l e q u i l i b r i u m 

u t i l i t y max imizat ion model o f g rants (see , e . g . , Wilde [1968]) 

comprise most of the theory-based models. Whitman and C l i n e 

survey four such s t u d i e s , done p r i o r to 1974. S ince then, a few 

more such models have cropped up, i l l u s t r a t e d by one formulated 

and est imated by S lack [1980]. 

S lack assumes that r e c i p i e n t governments i n O n t a r i o , 

Canada, so l ve the f o l l o w i n g problem: 

(2) max U . ( C . , G . ) 

s . t . 

C. = M. - T. i l l 

G. = (1+r)T. + L. + 0. l i l l 

where C i s p r i v a t e spending w i t h i n the r e c i p i e n t j u r i s d i c t i o n , r 

i s a matching grant r a t e , L are u n c o n d i t i o n a l , lump sum grants ( i n 

which he c l a s s i f i e s revenue s h a r i n g ) , and 0 are other m i s c e l l a n e 

ous revenues. U n l i k e other au tho rs , S lack attempts to i nco rpo ra te 



- 31 -

the f a c t tha t " u n c o n d i t i o n a l " revenue shar ing g ran ts are a l l o c a t e d 

by formulae, which i n Ontar io inc lude the p rev ious y e a r ' s tax 

e f f o r t T t _ 1 as a f a c t o r . He represents the a l l o c a t i o n a s : 

G - G f c " 1 

(3) L. = a Q + a, - L p l - • a 2 T j " 1 • a 3 P o p . 

i 

where the s u p e r s c r i p t t-1 i s the year 1973 and a l l o ther v a r i a b l e s 

are f o r the year 1974, and where Pop^ i s r e c i p i e n t j u r i s d i c t i o n 

i ' s p o p u l a t i o n . 

A f te r s u b s t i t u t i n g (3) i n to (2) S lack assumes, as do a l l 

other au tho rs , that a l l r e c i p i e n t s have the same u t i l i t y f u n c t i o n 

U j = U ; i = 1, N. He uses 3SLS to es t imate s imul taneous 

reduced form l i n e a r equat ions r e s u l t i n g from maximizat ion o f a 

Stone-Geary u t i l i t y . He repeats the procedure fo r a t r a n s l o g 

i n d i r e c t u t i l i t y s p e c i f i c a t i o n . In each case , there are 50 o b s e r 

v a t i o n s , c o n s i s t i n g o f 1973-74 data from 50 mun ic ipa l governments 

i n O n t a r i o . 

S l a c k ' s r e s u l t s showed that " u n c o n d i t i o n a l " lump sum 

grants were very s u b s t i t u t i v e , w i th v i r t u a l l y a l l of the i n t e r 

governmental a i d being used fo r l o c a l tax r e d u c t i o n . Th i s s tands 

i n sharp con t ras t to most o ther s t u d i e s . Whitman and C l i n e repor t 

that v i r t u a l l y a l l s t u d i e s surveyed i n d i c a t e d s t i m u l a t i o n . Some 

o f these s tud ies mixed lump sum and matching g ran ts i n t o one 

v a r i a b l e , wh i le o thers separated them. S t i l l o the rs ( O ' B r i e n 

[1971], Pogue and Sgontz [1968]) reso r ted to procedures to remove 

the s imul taneous equa t i ons ' upward b ias r e s u l t i n g from r e c i p i e n t 

taxes occu r r i ng as both dependent and independent v a r i a b l e s . The 
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l a t t e r occurs when matching grants and/or tax e f f o r t revenue 

shar ing are t rea ted as exogenous independent v a r i a b l e s . Ye t , 

v i r t u a l l y a l l o f these models f i n d tha t even t r u l y lump sum grants 

are s t i m u l a t i v e o f h igher r e c i p i e n t t axes . A no tab le excep t ion to 

t h i s outcome, though, occurs in the study o f Graml ich and Galper 

[1973]. L i k e S l a c k , they t r e a t revenue shar ing as an exogenous, 

lump sum grant i n t h e i r complex, quad ra t i c u t i l i t y - b a s e d t ime 

s e r i e s model. They repor t tha t revenue shar ing w i l l r e s u l t i n 

s u b s t a n t i a l s u b s t i t u t i o n , w i th between 56 and 75 cents o f every 

revenue shar ing d o l l a r being used fo r tax r e d u c t i o n . 

S lack repo r t s mixed f i n d i n g s about the impact o f match

ing g ran t s , however. The Stone-Geary u t i l i t y s p e c i f i c a t i o n r e 

su l t ed i n a l a rge s t i m u l a t i v e e f f e c t , w i th one d o l l a r o f matching 

a id r e s u l t i n g in an a d d i t i o n a l 1.28 d o l l a r s o f r e c i p i e n t t axes . 

The t r ans log s p e c i f i c a t i o n , though, i n d i c a t e d a h igh degree o f 

s u b s t i t u t i o n , w i th a d o l l a r o f matching a i d reduc ing r e c i p i e n t 

taxes by 57 c e n t s . Aga in , most o ther s t u d i e s i n d i c a t e tha t match

ing grants are s t i m u l a t i v e , a l though Graml ich and Galper are the 

except ion a g a i n . They show tha t matching grants are s u b s t i t u t i v e , 

w i th a d o l l a r o f matching a i d r e s u l t i n g in a l o c a l tax reduc t i on 

o f 20 cen ts . In a d d i t i o n , they agree w i th v i r t u a l l y a l l o ther 

researchers that matching grants are more s t i m u l a t i v e than lump 

sum g ran t s . 

A model based on vo t ing theory has r e c e n t l y been con

s t ruc ted by C r a i g and Inman [1986]. They found that " the Federa l 

match requirement b r ings more d o l l a r s i n t o the ta rge t programs, 

but i t a l s o p rov ides s t a t e l e g i s l a t o r s w i th a reason to i nc rease 
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taxes and to r e a l l o c a t e a l l o f tha t i nc rease to t h e i r favored 

programs i n OEXP." (C ra ig and Inman, p. 205.) OEXP i s t h e i r 

no ta t i on f o r s t a t e expendi tures on a l l th ings bes ides a i d s to 

l o c a l educa t ion and we l fa re programs. 

F i n a l l y , most o f the theory-based es t imates a l s o support 

the ex i s t ence o f the f l ypaper e f f e c t . Henderson [1968] , fo r 

example, shows that v i r t u a l l y a l l o f a d o l l a r inc rease i n pe rsona l 

income i s p r i v a t e l y spent , whereas a d o l l a r i nc rease in i n t e r 

governmental revenue a c t u a l l y reduces l o c a l p r i v a t e spend ing , 

i . e . , s t i m u l a t e s r e c i p i e n t t axes . Graml ich and Galper f i n d tha t a 

d o l l a r inc rease i n revenue s h a r i n g , wi th they c l a s s i f y as a lump 

sum g ran t , i s f i v e t imes more s t i m u l a t i v e than a d o l l a r i nc rease 

in income. C r a i g and Inman [1986, p. 207] concluded tha t "Our 

r e s u l t s a l s o conf i rm the presence o f a f l ypape r e f f e c t on s t a t e 

budgets. Most a l l o f p r i v a t e income s tays in p r i v a t e hands; most 

a l l o f p u b l i c a id d o l l a r s s tay i n the p u b l i c s e c t o r . " S l a c k , 

u n l i k e o ther au tho rs , r e s t r i c t e d h i s model so tha t income changes 

always have the same impact as u n c o n d i t i o n a l g r a n t s . In c o n t r a s t , 

Zampel l i [1986] concluded that f e d e r a l revenue shar ing and s t a t e 

genera l revenue support to 18 U.S. c i t i e s between 1974 and 1978 

d id not cause a f l ypape r e f f e c t . 
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Appendix 2 

The E f f e c t s o f C l a s s i f i c a t i o n Ra t i o Changes 

on the D i s t r i b u t i o n of Tax B i l l s . 

Summary 

Th is appendix shows tha t the c l a s s i f i c a t i o n system was 

used in the 1970s fo r a perverse purpose. Proper ty tax b i l l s were 

s h i f t e d toward proper ty owners o f commercial and i n d u s t r i a l p rop

e r t i e s , and away from owners o f homes and farms. The s i z e o f the 

s h i f t i s uneven ac ross tax d i s t r i c t s . The former g roup 's p roper ty 

weal th bare ly kept pace w i th i n f l a t i o n , wh i l e the l a t t e r groups ' 

proper ty weal th grew w e l l in excess o f i n f l a t i o n . Thus, taxes 

were unevenly s h i f t e d away from those whose weal th had grown, and 

toward those whose weal th hadn ' t grown—a v e r t i c a l i n e q u i t y . Any 

s h i f t i n g o f the r e s u l t i n g tax burden wou ldn ' t improve v e r t i c a l 

e q u i t y , e i t h e r . 

• • • 

Minnesota Department o f Revenue repor ts (Dept. o f Reve

nue [1985], pp. 36-36) con ta in v a l u a t i o n data commencing w i th 

p r o p e r t i e s assessed i n 1973. In the subsequent seven y e a r s , the 

r e a l ( i . e . , i n f l a t i o n ad jus ted) market va lue of major proper ty 

c l a s s e s (as ad jus ted f o r the consumer p r i c e index) grew unevenly , 

as shown in t ab le 2.1 below: 
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Proper ty 
C l a s s 

A g r i c u l t u r a l 

Owner-Occupied Homes 

Commerc ia l / I ndus t r i a l 

Real Market 
Value Growth 

+230? 

+ 111% 

*1% 

Real Taxable Assessed 
Value Growth 

__ 

+9% 

TABLE 2 . 1 : Growth o f Real Weal th , ' 7 3 - ' 8 0 . 

The f i r s t column i n Table 2.1 shows that r e a l farm va lue 

more than t r i p l e d , wh i l e r e a l home va lue more than doub led . 

Meanwhile, c o m m e r c i a l / i n d u s t r i a l p roper ty value growth ba re l y kept 

pace w i th i n f l a t i o n . The e f f e c t s o f c l a s s i f i c a t i o n are seen i n 

the second column. C l a s s i f i c a t i o n adjustments and/or bad a s s e s s 

ment p r a c t i c e s were used to slow the growth o f both home and farm 

taxab le , assessed v a l u e s . In f a c t , hard ly any o f the doub l ing o f 

r e a l homeowner proper ty weal th was taxed! Because o f t h i s , e f f e c 

t i v e tax ra tes on homeowners and farmers f e l l r e l a t i v e to that 

paid by owners o f commercial i n d u s t r i a l p roper ty . 

To see how t h i s occu r red , cons ide r a t ax i ng d i s t r i c t 

wi th j u s t two proper ty c l a s s e s : owner-occupied homes and commer

c i a l / i n d u s t r i a l p rope r t y . For our purposes, there i s no need to 

cons ider s p l i t c l a s s i f i c a t i o n or o ther c l a s s e s o f p roper ty . 

Without l o s s o f g e n e r a l i t y , we assume that c o m m e r c i a l / i n d u s t r i a l 

proper ty i s taxed a t i t s f u l l market v a l u e . We a l s o adopt the 

usual assumption that there i s no c a p i t a l i z a t i o n o f tax changes 

in to market v a l u e s . Using the f o l l o w i n g n o t a t i o n : 

H = aggregate market va lue o f tax ing d i s t r i c t . 

B = aggregate market va lue o f c o m m e r c i a l / i n d u s t r i a l p rope r t y . 
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r = favorab le c l a s s i f i c a t i o n r a t i o a p p l i e d to homes; i . e . , 

r < 1. 

m = tax ing d i s t r i c t proper ty tax r a t e . 

T = proper ty taxes r a i s e d i n the d i s t r i c t . 

V = t a x a b l e , assessed va lue of the tax ing d i s t r i c t . 

S = homeowner's share o f d i s t r i c t t a x e s . 

tg = e f f e c t i v e tax ra te pa id by c o m m e r c i a l / i n d u s t r i a l p rope r t y . 

t H = e f f e c t i v e tax ra te pa id by home owners. 

= percentage change o f the v a r i a b l e i t i s p laced on. 

In t h i s n o t a t i o n , we have: 

(1) V = rH + 

(2) T = mV 

(3) 5 = rH/V 

L o g a r i t h m i c a l l y d i f f e r e n t i a t i n g (1 ) - (3 ) we d e r i v e the 

fundamental r e l a t i o n s governing percentage changes: 
A A A A A A A 

(3) T = m + V = m + (r+H)rH/V + BB/V. 

(4) S = (r+H) - V = (r+H) - T + m 

S u b s t i t u t i n g (3) i n t o (4) and s i m p l i f y i n g y i e l d s the 

r e s u l t t h a t : 

(5) S = ( r+(H-B))B/V. 

So , homeowners' share o f d i s t r i c t taxes won' t r i s e when 

home t a x a b l e , assessed va lues ( i . e . , r + H) are prevented from 

growing more r a p i d l y than bus iness market va lue ( i . e . , B) does. 

Table 2.1 shows tha t t h i s i s p r e c i s e l y what c l a s s i f i c a 

t i o n ach ieved . The l e g i s l a t u r e had to ad jus t r downward (r<0) to 

counter the huge inc rease o f H r e l a t i v e to B (H -B ) . In do ing 
A 

so , S was kept c l o s e to z e r o . 
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Note a l s o from (5) tha t the p r e c i s e change in the home

owners' share of taxes depends on the f r a c t i o n o f commerc ia l / 

i n d u s t r i a l p roper ty in a t ax i ng d i s t r i c t ( B / V ) . Decreases in the 

c l a s s i f i c a t i o n r a t i o r do l e s s to he lp homeowners i n d i s t r i c t s 

w i th smal l f r a c t i o n s o f c o m m e r c i a l / i n d u s t r i a l p rope r t y , wh i l e 

doing more f o r homeowners i n d i s t r i c t s w i th la rge f r a c t i o n s . The 

d i s t r i b u t i o n o f homeowner a i d from c l a s s i f i c a t i o n r a t i o changes i s 

thus uneven ac ross d i s t r i c t s . 

But what happens to the e f f e c t i v e tax ra tes pa id by 

c o m m e r c i a l / i n d u s t r i a l p roper ty owners and by homeowners in any 

d i s t r i c t ? Using the r e l a t i o n s : 

(6) t B = mB/B = m 

(7) t H = mrhVH = mr 

l o g a r i t h m i c a l l y d i f f e r e n t i a t e to f i n d : 
A A A 

(8) t H - t B = r < 0 

so 

(9) t B > t H . 

Thus, changes i n c l a s s i f i c a t i o n r a t i o s caused the e f f e c 

t i v e tax ra te on c o m m e r c i a l / i n d u s t r i a l proper ty owners to r i s e 

r e l a t i v e to tha t on homes. 

In t h i s way, the payment o f tax b i l l s i s s h i f t e d toward 

owners whose proper ty weal th i s growing the l e a s t . T h i s does not 

appear to be v e r t i c a l l y e q u i t a b l e . 

While c o m m e r c i a l / i n d u s t r i a l p roper ty owners might be 

ab le to s h i f t some of the burden to t h e i r workers or customers, 

t h i s i s u n l i k e l y to e l i m i n a t e the v e r t i c a l i n e q u i t y . For example, 

l o c a l s e r v i c e bus inesses , such as r e t a i l s t o r e s , might be ab le to 
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pass some o f the added burden onto t h e i r customers. But t h i s 

would c o n s t i t u t e a de f ac to s a l e s t a x , a l ready known to be r e g r e s 

s i v e . Pass ing the burden back to predominant ly low wage s e r v i c e 

workers i s no b e t t e r . 
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Appendix 3 

Summary 

Tables o f tax burden s h i f t s caused by changes in cur ren t 

s t a te and l o c a l tax p o l i c i e s are o f ten based on f i v e erroneous 

assumpt ions. Four o f the f i v e erroneous assumptions lead the 

usual method to ove rs ta te a s h i f t o f tax burdens away from b u s i 

ness proper ty owners and towards the ma jo r i t y o f r e s i d e n t s and 

farm owners. The f i f t h i n c o r r e c t assumption leads i t to ove rs ta te 

the s h i f t o f tax b i l l s p a i d , but not n e c e s s a r i l y the burdens 

borne. Because o f the documented s t reng th of these f i v e e f f e c t s , 

burden es t imates which ignore these e f f e c t s w i l l v a s t l y o v e r s t a t e 

the s i z e of any burden s h i f t away from bus iness proper ty owners. 

Pol icymakers should be wary o f computer s imu la ted "burden t a b l e s , " 

which o f ten measure the wrong q u a n t i t i e s ( tax b i l l s ) w i th h igh 

accuracy , i ns tead o f the r i g h t q u a n t i t i e s ( a c t u a l burden s h i f t s ) 

w i th l e s s accuracy . 

• • • 

L e g i s l a t i v e s t a f f and s p e c i a l i n t e r e s t l o b b y i s t s o f t en 

employ computer s imu la t i ons o f tax systems, to h i g h l i g h t purpor ted 

s h i f t s in tax burden imp l ied by new tax p r o p o s a l s . These computer 

programs t y p i c a l l y con ta in both the e x i s t i n g tax laws and the key 

c h a r a c t e r i s t i c s o f tax f i l e r s needed to compute a t a x p a y e r ' s b i l l 

under these laws. The programs are o f ten capable o f d i s p l a y i n g 

var ious d i s t r i b u t i o n s of tax b i l l s p a i d . F requent ly computed 

d i s t r i b u t i o n s i nc l ude the d i s t r i b u t i o n o f b i l l s pa id ac ross p rop

e r t y c l a s s e s ( e . g . r e s i d e n c e s , farms, commercial p r o p e r t i e s , 

e t c . ) , the d i s t r i b u t i o n o f b i l l s pa id ac ross incomes, and the 

geographic d i s t r i b u t i o n o f tax b i l l s p a i d . 
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Inso fa r as these programs are used s o l e l y to d i s p l a y the 

cur ren t d i s t r i b u t i o n o f tax b i l l s pa id under cu r ren t law, they 

w i l l not m is lead po l i cymakers . However, these programs are seldom 

used s o l e l y fo r t h i s purpose. These programs are a l s o used to 

i n f e r the t rue burden o f cu r ren t tax law, by i m p l i c i t l y (and 

i n c o r r e c t l y ) assuming tha t the d i s t r i b u t i o n o f tax burdens i s the 

same as the d i s t r i b u t i o n o f tax b i l l s . And these programs a re 

a l s o used to s imu la te the changes i n tax bills which would r e s u l t 

from changes in e x i s t i n g tax laws, i m p l i c i t l y making a d d i t i o n a l 

i n c o r r e c t assumptions in do ing so . 

Th is paper i n v e s t i g a t e s both o f these m is lead ing uses . 

We show t h a t , i n t h i s case , the usua l i n c o r r e c t assumptions a l l 

work to o v e r s t a t e the increased burden on r e s i d e n t s r e s u l t i n g from 

major reforms o f M inneso ta 's in tergovernmenta l a i d system de

s c r i b e d i n t h i s paper. When viewed i n the l i g h t o f r e a l i t y , the 

proposed reforms w i l l not s i g n i f i c a n t l y inc rease the burden on 

homeowners, and needn ' t i nc rease the burden on any homeowners 

other than the extremely wea l thy . We ana lyze the impacts o f the 

f o l l o w i n g re forms: 

(1) E l i m i n a t e proper ty tax c l a s s i f i c a t i o n . 

(2) E l i m i n a t e a l l e x i s t i n g c r e d i t s , refunds and the l o c a l govern

ment a i d to c i t i e s and c o u n t i e s . 

(3) Combine a l l s t a t e funds saved by (2) i n t o one SALT program o f 

cash payments to r e s i d e n t s . 

A t y p i c a l es t imate o f the tax burden s h i f t s which would 

f o l l ow the above reforms would proceed as f o l l o w s . F i r s t , a l l 
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c l a s s i f i c a t i o n r a t i o s would be r e s e t to u n i t y . Second, the d o l l a r 

value o f a l l e x i s t i n g c r e d i t s , re funds , and the l o c a l government 

a id would be added to the l o c a l proper ty tax l e v y . T h i r d , g i ven 

these two data changes, the aggregate proper ty tax b i l l s pa id by 

the va r i ous c l a s s e s can be recomputed. F i n a l l y , SALT payments 

would be sub t rac ted from the homeowner and ren te r c l a s s e s aggre

gate tax b i l l s , to ob ta i n a net b i l l f o r r e s i d e n c e s . The d i f f e r 

ence between b i l l s pa id before and a f t e r the reforms would be the 

est imated change i n burden. 

Fo l l ow ing t h i s procedure would undoubtedly imply a s h i f t 

in burden toward homeowners and owners o f medium to l a r g e a g r i c u l 

t u r a l e n t e r p r i s e s . I t would a l s o show a s h i f t in burden away from 

a l l o ther p rope r t y , p r i m a r i l y commercial and i n d u s t r i a l p rop

e r t y . The appearance o f t h i s s h i f t would be magn i f ied by compar

ison w i th the s t a t us quo, i n which the former groups pay very low 

e f f e c t i v e tax r a t e s wh i le the l a t t e r groups pay very h igh e f f e c 

t i v e tax ra tes (see t ab le one in the t e x t ) . 

Pol icymakers might worry about the i m p l i c a t i o n s o f t h i s 

a l l e g e d burden s h i f t . But before they do, they should bear in 

mind tha t f i v e i n c o r r e c t assumptions are made in the usua l burden 

es t ima t i on procedure. A l l o f them make the s h i f t appear b igger 

than i t i s . They a r e : 

INCORRECT ASSUMPTIONS OFTEN MADE IN COMPUTER BURDEN ESTIMATES 

1. Except f o r r e s i d e n t i a l l a n d l o r d s , tax burdens a r e n ' t s h i f t e d 

to o t h e r s , i . e . , the burden i s borne by the person pay ing the 

tax b i l l . 
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2. To ta l government spending, and hence, t o t a l proper ty taxes 

r a i s e d , are not changed by the enacted re forms. 

3. Tax burdens a r e n ' t s i g n i f i c a n t l y changed by t h e i r d e d u c t a b i l -

i t y from Federa l and S ta te taxab le income. 

4 . I t i s reasonable to ana lyze tax burdens by c l a s s i f y i n g t ax 

payers i n t o homogeneous c l a s s e s f o r which data are r e a d i l y 

a v a i l a b l e , e . g . , a l l homeowners, a l l farm owners, a l l home

owners l i v i n g in some county , e t c . 

5 . C a p i t a l i z a t i o n o f proper ty tax changes in to market va lues o f 

proper ty does not occu r . 

We analyze the e f f e c t s o f each o f these mis takes in t u r n . 

F i r s t , tax burdens are o f t en s h i f t e d away from the 

owners o f taxed p rope r t y . Indeed, the c e n t r a l tenet o f modern tax 

a n a l y s i s i s tha t the burden i s o f ten s h i f t e d by economic a d j u s t 

ments people make i n response to changes in tax b i l l s (see any 

recent t ex t on p u b l i c f i n a n c e , e . g . , A tk inson and S t i g l i t z 

[1980]) . Th i s fundamental f a c t i s not ignored in many s imu la t i ons 

of Federa l tax p o l i c y changes (see S c a r f and Shoven [1984]) , but 

i s u s u a l l y ignored in s imu la t i ons cons t ruc ted by s t a te l o b b y i s t s 

and l e g i s l a t i v e s t a f f s , a t l e a s t in Minnesota . For example, 

compet i t i ve l o c a l s e r v i c e bus inesses that don ' t operate w i th l o t s 

of "pe rsona l p roper ty " ( e . g . , r e t a i l e r s and res tau ran t s ) pay r e l a 

t i v e l y h igh proper ty tax b i l l s i n Minnesota . The i r customers do 

not have easy access to s i m i l a r f i rms paying lower taxes i n o ther 

s t a t e s . Because o f t h i s , i t i s probable tha t par t o f the burden 

o f these r e l a t i v e l y h igher taxes has been s h i f t e d to consumers o f 

these l o c a l s e r v i c e s — a de fac to e x c i s e t a x . Because e x c i s e t a x a -



- 45 -

t i o n i s gene ra l l y r e g r e s s i v e , what was intended to be a p rog res 

s i v e measure, i . e . , the t a x a t i o n o f bus iness owners' p rope r t y , 

becomes p a r t l y a r e g r e s s i v e measure. While the bus iness owners 

pay the b i l l , the burden f a l l s p a r t l y on t h e i r customers as 

w e l l . Such e x c i s e tax burdens on customers are l i k e l y wherever 

bus iness proper ty tax ra tes are r e l a t i v e l y h i g h , and where c u s 

tomers cannot e a s i l y avo id do ing so by o b t a i n i n g s i m i l a r goods 

from l e s s e r taxed bus inesses (see Mieszkowsk i [1972] and S o n s t e l i e 

[1979]) . 

Because a share o f the bus iness proper ty tax b i l l reduc

t i ons l i s t e d in tab le 3.1 would go to the l o c a l s e r v i c e s e c t o r , 

which i s one of the f a s t e r growing s e c t o r s in the Minnesota econ

omy, the r e g r e s s i v e e x c i s e burden on t h e i r r es iden t / cus tomers 

would a l s o f a l l . Thus, the burden on r e s i d e n t s w i l l be p a r t l y 

lessened by the bus iness proper ty tax r e d u c t i o n . T h i s would 

lessen the a c t u a l s i z e o f the a l l e g e d s h i f t . 

A lso l i s t e d as par t o f i n c o r r e c t assumption number one 

i s the commonly made guess that taxes on r e n t a l apartment proper ty 

are who l ly borne by apartment t e n a n t s . On the c o n t r a r y , some 

b e l i e v e that some o f the burden, i f not a l l o f i t , i s borne by 

l and lo rds and other owners o f taxed c a p i t a l (see Aaron [1979]) . 

Th i s may be e s p e c i a l l y t rue in pe r iods of r e l a t i v e l y h igh vacancy 

ra tes and/or h igh tenant m o b i l i t y i n t o home ownership. To the 

extent tha t l a n d l o r d s , ra ther than tenan ts , bear the burden o f the 

proper ty tax , the f i r s t assumption i s i n e r r o r . The burden on 

apartment tenants would be a c c o r d i n g l y lower than i n d i c a t e d . 
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Second, i t i s extremely u n l i k e l y tha t the reform package 

w i l l leave t o t a l s t a t e and l o c a l spending unchanged. The reason 

fo r t h i s i s the i n c e n t i v e s f o r lower l o c a l spending growth i nhe r 

ent in the proposed S ta te Aid to Loca l Taxpayers (SALT) program. 

A massive amount of s c i e n t i f i c l i t e r a t u r e has i n d i c a t e d that 

payments from h igher l e v e l governments ( l i k e s t a t e s ) to lower 

l e v e l governments ( l i k e c i t i e s ) r e s u l t s in h igher combined spend

ing than i f payments were paid d i r e c t l y to r e s i d e n t / t a x p a y e r s o f 

those lower l e v e l governments. Th i s f i n d i n g has been dubbed the 

" f l y p a p e r e f f e c t " , because a id from h igher l e v e l governments 

s t i c k s where i t h i t s . The f l ypaper e f f e c t has been documented in 

numerous con tex ts (see , e . g . , review a r t i c l e s by Graml ich [1977], 

Oates [1979], and appendix 1 in t h i s paper ) . The f l ypape r e f f e c t 

has a l s o been d r a m a t i c a l l y e s t a b l i s h e d by B e l l and Bowman [1986] 

us ing recent Minnesota da ta , in work accepted by the b l u e - r i b b o n 

Lat imer Commission. 

I t i s important to note that t h i s s c i e n t i f i c research i s 

conducted us ing w e l l e s t a b l i s h e d , m u l t i v a r i a t e s t a t i s t i c a l methods 

which are the hal lmark o f se r i ous research in the p h y s i c a l and 

s o c i a l s c i e n c e s . I t i s e s s e n t i a l that m u l t i v a r i a t e methods be 

used, fo r they are the only way to c o n t r o l fo r o ther f a c t o r s which 

may have a f f e c t e d the r e l a t i o n s h i p between h igher l e v e l government 

payments and lower l e v e l government spend ing . F a i l u r e to do so 

i n v i t e s f a l l a c i o u s c o n c l u s i o n s . 

For an example of such a f a l l a c i o u s c o n c l u s i o n , cons ide r 

the f o l l o w i n g c h a r t , c o n t r a s t i n g r a p i d l y growing s t a t e and l o c a l 

spending w i th r a p i d l y f a l l i n g net farm income in Minnesota . 
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No one would s e r i o u s l y suggest tha t r i s i n g s t a t e and l o c a l spend

ing caused the farm problem. C l e a r l y , there were other f a c t o r s a t 

work, i n c l u d i n g the s t rong va lue o f the d o l l a r , inc reased food 

product ion abroad, and f o r e i g n t a r i f f s aga ins t U.S. farm ex 

p o r t s . C o r r e l a t i o n o f the two s e r i e s , i n t h i s case nega t i ve 

( - . 4 2 ) , does not imply c a u s a t i o n . Only m u l t i v a r i a t e s t a t i s t i c a l 

s t u d i e s can separate the wheat from the cha f f , so to speak, to 

d i s c e r n how important each of these f a c t o r s are i n caus ing the 

d e c l i n e o f net farm income. A competent ly done study o f t h i s type 

would undoubtedly r u l e out Minnesota spending as a major f a c t o r in 

the d e c l i n e o f a g r i c u l t u r e . 

We have j u s t seen how dangerous i t i s to i n f e r causa t ion 

from a s imple c o r r e l a t i o n o f two data s e r i e s . An e q u a l l y s e r i o u s 

mistake i s to do the converse, i . e . , to i n f e r a l ack o f causa t i on 

from a lack o f s imple c o r r e l a t i o n . Yet there are those who would 

rep lace the net farm income s e r i e s wi th a s e r i e s o f Minnesota 

s t a te a i d v a l u e s , which have not always moved i n l o c k s t e p w i th 

s t a te and l o c a l spending, and i n f e r tha t there was no r e l a t i o n s h i p 

between them. Th is simpleminded a n a l y s i s ignores the f a c t that 

myriad f a c t o r s i n f l uence s t a t e and l o c a l spending i n any g iven 

yea r , e . g . , pe rsona l income growth, number o f s tudents e n r o l l e d i n 

p u b l i c s c h o o l s , highway maintenance needs, e t c . What i s r e l evan t 

i s whether or not s t a te and l o c a l spending i s h igher than i t would 

have been in the absence of s t a te a i d , which can on ly be d e t e r 

mined a f t e r a m u l t i v a r i a t e account ing f o r the e f f e c t s o f these 

other f a c t o r s . 



- w -

B e l l and Bowman [1986] c a r r i e d out p r e c i s e l y such an 

a n a l y s i s f o r Minnesota , and concluded tha t " . . . the s i z e o f the 

l o c a l p u b l i c sec to r i s l a r g e r w i th these proper ty tax r e l i e f 

programs than wi thout them But the s t imu lus i s dec ided ly 

s t ronger f o r proper ty tax c r e d i t s than fo r l o c a l government a i d " 

( B e l l and Bowman, op. c i t , p. 358) . As l i s t e d in appendix 1, 

these f i nd ings cor robora te a la rge number o f e a r l i e r s t a t i s t i c a l 

s t u d i e s conducted f o r d i f f e r e n t areas and time p e r i o d s . A id 

s t i c k s where i t h i t s , and that i s t h a t . Because o f t h a t , e f f e c 

t i v e proper ty tax r e l i e f must be sent d i r e c t l y to the proper ty tax 

payers , ra the r than to t h e i r l o c a l government o f f i c i a l s . 

In summary, both property tax c r e d i t s and l o c a l govern

ment a i d s t imu la te h igher combined s t a t e and l o c a l spend ing . The 

reform proposal e n t i r e l y rep laces the most s t i m u l a t i v e payments 

( the over $700 m i l l i o n i n c r e d i t s ) and another s t i m u l a t i v e payment 

( l o c a l government a i d ) wi th SALT payments to taxpayers . Due to 

the f l ypape r e f f e c t , the ra te of l o c a l spending growth would f a l l , 

lower ing the proper ty tax burden o f a l l t axpaye rs , i n c l u d i n g 

r es i den t s and farm owners. Aga in , t h i s e f f e c t would l essen the 

a l l e g e d l y h igher burden on res i den t s i n c o r r e c t l y imp l i ed by i g n o r 

ing i t . Because o f the s i z e o f the proposed SALT program, the 

reduc t i on o f burden cou ld be qu i t e s u b s t a n t i a l . 

T h i r d , S t i nson and Vanderwal l [1986] have c a l l e d a t t e n 

t i o n to the f a c t tha t d e d u c t a b i l i t y of proper ty tax payments from 

S ta te and Federa l taxab le income s i g n i f i c a n t l y changes es t imates 

of the burden o f the Minnesota p roper ty t a x . The reduc t i on i n tax 

b i l l s o f bus iness proper ty owners would r a i s e the owners' income 
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tax payments. Owners l i v i n g in Minnesota w i l l thus bear a h igher 

burden o f t o t a l Minnesota taxes than i n d i c a t e d by l ook ing a t the 

proper ty tax a lone . Some res i den t s ( those that i t emize deduc

t i o n s ) and farm owners, o f course , w i l l bear a sma l l e r burden than 

i n d i c a t e d , f o r t h e i r s t a t e income tax l i a b i l i t i e s w i l l f a l l as a 

r e s u l t o f l a rge r proper ty tax r educ t i ons . Once a g a i n , we see tha t 

the s h i f t i n burdens are l e s s than t y p i c a l l y es t ima ted . 

Fou r th , i t i s m is lead ing to lump taxpayers i n t o homogen

eous c l a s s e s . Wi th in the c l a s s o f homeowners, there are h igh 

income, moderate income, and low income peop le . The same i s t rue 

of the c l a s s o f farm owners, and o f the c l a s s o f bus iness proper ty 

owners. U n l i k e the cu r ren t c r e d i t s , the proposed SALT a i d e x p l i c 

i t l y depends on both the t a x p a y e r ' s income as w e l l as her p roper ty 

va lue . As such, i t makes more sense to examine the d i s t r i b u t i o n 

o f tax b i l l s a long the income d imens ion . I t i s doub t f u l tha t 

pol icymakers would be as concerned about a s h i f t o f burden toward 

res iden ts and farm owners i f a l l the burden f e l l on the weal thy 

res iden ts and farm owners. Yet that i s the i n t e n t o f the SALT 

program. 

F i f t h and f i n a l l y , there i s some ev idence tha t proper ty 

tax b i l l changes may get c a p i t a l i z e d in to the market va lues o f the 

taxed proper ty ( see , e . g . , Oates [1969]) . I f s o , bus iness p rop

e r t y va lues should r i s e as a r e s u l t o f lower tax b i l l s , wh i l e 

wea l t h i e r homeowners and farm owners' proper ty va lues should f a l l 

somewhat. As such, the a c t u a l tax b i l l s pa id by bus iness proper ty 

owners w i l l be h igher than i n d i c a t e d , wh i le b i l l s pa id by wealthy 

r es i den t s and farm owners w i l l be lower than i n d i c a t e d . But the 
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l a t t e r i s smal l conso la t i on fo r r e s i d e n t s and farm owners, whose 

ac tua l burden then i nc ludes the f a l l in t h e i r p roper ty v a l u e s . 

Thus, wh i l e c a p i t a l i z a t i o n lessens the d i f f e r e n c e s i n tax b i l l s 

paid due to the re forms, i t doesn ' t r e a l l y change the burden. 
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Appendix 4 : 

A Method fo r D i s t r i b u t i n g SALT 

Summary 

We d e t a i l a method fo r d i s t r i b u t i n g S ta te A id to Loca l 

Taxpayers (SALT) revenues d i r e c t l y to r e s i d e n t s . The method 

d i s t r i b u t e s a f i x e d t o t a l a p p r o p r i a t i o n to best ach ieve a p r e -

s p e c i f i e d mix o f h o r i z o n t a l and v e r t i c a l e q u i t y . Data r e q u i r e 

ments are modest, and could most e a s i l y be ob ta ined by having 

r e s i d e n t s f i l e f o r SALT in con junc t ion w i th t h e i r s t a t e income 

taxes . 

• • • 

For purposes o f t h i s appendix , we make the f o l l o w i n g 

common ( a l b e i t not n e c e s s a r i l y accura te ) i nc idence assumpt ions. 

F i r s t , we assume taxes on r e n t a l housing are who l ly borne by 

tenan ts . Second, we assume proper ty taxes on bus iness proper ty 

are borne whol ly by bus iness , i . e . , i t i s not s h i f t e d to consumers 

and/or workers. T h i r d , c a p i t a l i z a t i o n o f f i s c a l d i s p a r i t i e s i n t o 

proper ty va lues do not occu r . 

Due to our t h i r d assumpt ion, f i s c a l d i s p a r i t i e s among 

l o c a l tax ing u n i t s c rea tes the h o r i z o n t a l i nequ i t y desc r ibed i n 

the tex t (but a l s o see footnote 4 f o l l o w i n g the t e x t ) . To remedy 

i t , cons ider a t ax i ng un i t i n our reformed system, w i th no c l a s s i 

f i c a t i o n nor c r e d i t s . For s i m p l i c i t y , lump a l l p roper ty i n t o two 

c a t e g o r i e s : housing and b u s i n e s s . Adopt the f o l l o w i n g n o t a t i o n : 

* i k = cu r ren t taxab le income o f the i t h r e s i d e n t o f the k th 

tax ing u n i t . 
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H i k = t a x a b l e , assessed va lue o f the i t h r e s i d e n t ' s d w e l l i n g i n 

the k th tax ing u n i t . 

B., = t a x a b l e , assessed value o f the bus iness proper ty i n the 

kth t ax i ng u n i t . 

R^ k = SALT payment to res iden t i of the k th t ax i ng u n i t , 

m,, = proper ty tax ra te of the k th t ax i ng u n i t , 

pop^ = popu la t ion of the kth tax ing u n i t . 

T k = t o t a l proper ty tax c o l l e c t i o n s o f the k th t ax i ng u n i t . 

V k = per c a p i t a proper ty tax base o f the k th t ax i ng u n i t . 

= i\ H i k + B k ^ ° V 

Consider the s t a te as a h y p o t h e t i c a l , aggregate t ax i ng 

u n i t , con ta in ing the s t a t e ' s t o t a l proper ty tax base Y V.pop, and 
k 

r a i s i n g s ta tewide proper ty tax revenues T = j> m^V^pop^.. D i v i d i n g 

the l a t t e r by the former y i e l d s a s ta tewide average m i l l r a t e , 

denoted m. 

To ach ieve h o r i z o n t a l e q u i t y , the s t a t e must e q u a l i z e 

e f f e c t i v e net (o f SALT) property tax ra tes pa id by r e s i d e n t s , as 

i f they were a l l l i v i n g in the h y p o t h e t i c a l , s ta tewide aggregate 

u n i t . To do s o , f i r s t compute what a r e s i d e n t ' s e f f e c t i v e tax 

r a t e would have been, had t h e i r t ax ing un i t spent the same amount 

per c a p i t a as the h y p o t h e t i c a l , s ta tew ide u n i t . The l a t t e r i s : 

(1) T / J pop k = 5 I V k pop k / ] [ pop k 

wh i l e tax ing u n i t k ' s a c t u a l per c a p i t a spending i s 

(2) V p o p k = m k V k 



- 55 -

Equat ing (1) and (2 ) , so l ve fo r the h y p o t h e t i c a l tax 

r a t e , denoted m*, which would have g iven u n i t k the s ta tew ide 

aggregate per c a p i t a spend ing . 

(3) m* = m[l V°P|/I P ° P k ^ / V k 

The s t a t e must p rov ide a SALT payment R to make 
1K 

m* = m. The net (o f SALT) e f f e c t i v e proper ty tax ra te pa id by 

res iden t i i s ( ra*H, . -R. . ) /H . , , or k i k i k i k ' 

(4) m* - R ^ / H . k . 

Equat ing (4) to m and s u b s t i t u t i n g (3) y i e l d s the SALT t r a n s f e r 

R^ k r equ i red to ach ieve h o r i z o n t a l e q u i t y : 

(5) R^ k = Hikm((I Vkpopk/I P o p k ) - V k ) / V k 

or 

( 5 . ) R ^ k / H . k = S ( ( J V k p o p k / I P o p k ) - V k ) / V k 

Thus, to ach ieve h o r i z o n t a l e q u i t y , SALT payments must 

be p r o p o r t i o n a l to the r e s i d e n t s ' home v a l u e . The p r o p o r t i o n a l i t y 

f a c t o r i s the product o f the s ta tewide average m i l l r a te m, and 

the percentage d e v i a t i o n o f the s ta tewide average per c a p i t a tax 

base from un i t k ' s per c a p i t a tax base. Res idents of u n i t s w i th 

below average tax bases would r e c e i v e p o s i t i v e SALT payments, 

wh i le r e s i d e n t s of u n i t s w i th above average per c a p i t a bases would 

be docked—an undes i rab le negat ive payment. 

The second purpose o f SALT i s to ach ieve v e r t i c a l e q u i 

t y . Under our proposed reforms the proper ty tax system i s p ropor -
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t i o n a l i n SALT'S absence. The s t a t e may s t r i v e to use SALT to 

achieve some ta rge t l e v e l o f p r o g r e s s i v i t y . 

To see how t h i s may be accompl ished, we f i r s t have to 

de f ine what i s meant by a ta rge t l e v e l o f p r o g r e s s i v i t y . In do ing 

so , we must s e t t l e on a reasonable measure o f a b i l i t y to pay. 

Rather than us ing e i t h e r cur ren t income or proper ty wea l t h , one 

could combine the two. To do s o , f i r s t impute an annual "p roper ty 

income," which d i scoun ts to the r e s i d e n t ' s home v a l u e . That i s , 

a n n u i t i z e by m u l t i p l y i n g i t by a s u i t a b l e c a p i t a l i z a t i o n r a t e , 

denoted by c , which can conven ien t l y be taken to be some c u r r e n t , 

long- te rm, p r i v a t e sec to r i n t e r e s t r a t e . For r e n t e r s , t h i s im

puted proper ty income would approximate t h e i r annual rent pay

ments, l e s s d e p r e c i a t i o n on t h e i r r e n t a l p roper ty . For owner-

o c c u p i e r s , the imputed proper ty income i s the d iscounted present 

value o f what they cou ld annua l l y earn (before t a x ) , i f they 

invested the t o t a l va lue o f t h e i r home a t the c a p i t a l i z a t i o n r a t e 

d . Adding imputed proper ty income to cur ren t income y i e l d s a 

comprehensive measure o f a b i l i t y to pay, which I ' l l c a l l f u l l 

income Y ^ k , i . e . , 

(6 ) Y i k = I i k • c H i k 

To de f i ne the l e v e l of p r o g r e s s i v i t y , the s t a t e may 

choose any i n c r e a s i n g f unc t i on f fo r the net (o f SALT) e f f e c t i v e 

tax r a t e : 

(7) - H . k / ( Y i k + R i k ) = f ( Y . k ) ; f ' ( Y . k ) > 0. 

s u b s t i t u t i n g (6 ) and s o l v i n g f o r R i k y i e l d s the s o l u t i o n : 
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(8) = ( i H i k / f ( Y i k ) j - Y . k 

or us ing (6) 

(8*) RY. / H . , = m/ f (Y. , ) - I.. / H . , - c i k i k i k i k i k 

For example, i f the s t a t e d e s i r e s that the net e f f e c t i v e 

tax ra te r i s e a t a l i n e a r ra te per d o l l a r o f f u l l income, denoted 

" a , " they would pay SALT equal t o : 

(9) R ^ K = ( S H . k / a Y . k ) - Y . k 

Using (9) f o r conc re teness , i t i s easy to see tha t RY, 

f a l l s w i th i nc reases in the cu r ren t income component I i k o f Y i k . 

Jus t as i n ( 5 ) , (8) might requ i re payments from some 

res i den t s to the s t a t e . Those res i den t s would have s u f f i c i e n t l y 

h igh r a t i o s o f cu r ren t income to imputed proper ty income to cause 

( 8 ' ) to be nega t i ve . 

Comparing (5) w i th ( 8 ) , we see that there i s an obv ious 

t radeo f f i n ach iev i ng both h o r i z o n t a l and v e r t i c a l equ i t y—they 

requ i re d i f f e r e n t fo rmu las . Fur thermore, we have on ly a f i x e d 

amount o f s t a t e revenues Q to d i s t r i b u t e , and we don ' t want to 

a l l ow nega t i ve SALT payments, i . e . , payments from r e s i d e n t s to the 

s t a t e . 

How then can the s t a t e produce a d e s i r a b l e d i s t r i b u t i o n 

o f SALT? 

The best i t can do i s to produce a d i s t r i b u t i o n o f SALT 

s o l v i n g the f o l l o w i n g s imple quad ra t i c programming problem: 

(P> .i„ i i i [(8lt-4)M« lk-*Ik)2l 
ik 
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s . t . 

<">) l l h k - Q 

i k 

(11) R > 0 , f o r a l l i , k. 

where w i s the s t a t e ' s d e s i r e d t r a d e o f f weight ing o f v e r t i c a l 

equ i t y r e l a t i v e to h o r i z o n t a l e q u i t y . Problem (P) min imizes the 

(weighted) sum o f squared d e v i a t i o n s o f nonnegat ive SALT payments 

from t h e i r i d e a l l e v e l s . Expanding the squared terms i n ( P ) , i t 

i s easy to see tha t the opt ima l R1U = 0 whenever R h + WRY, < 0 . 

In f a c t , the Kuhn-Tucker c o n d i t i o n s , which, a re s u f f i 

c i e n t f o r a g l o b a l minimum to the convex problem ( P ) , a r e : 

(12) ( 1 + w ) R . k - ( R i k

h

+ w R . k

V ) + X - p . k = 0 

(13) X[J I R -Q] -- 0 
j a J 

(14) M i k R i k = o 

(15) X, u i k > 0 

fo r a l l i , k. 

We w i l l assume tha t the ta rge t l e v e l s are such tha t the 

optimum s o l u t i o n d i s t r i b u t e s a l l the appropr ia ted funds Q, i . e . , 

tha t (10) i s b i n d i n g . G e n e r a l l y , then, X > 0 . For anyone r e c e i v 

ing a SALT payment R i k > 0 , (14) imp l i es tha t u i k = 0. 

Let N be the number o f r e s i d e n t s who r e c e i v e SALT pay

ments. Summing (12) over these r e s i d e n t s a l l ows us to so l ve f o r 

the p o s i t i v e X: 



- 59 -

* = II I ( R " + w R > ( 1 + w ) Q ] / N > 0. 
j l J* J* (16) 

S u b s t i t u t i n g (16) in to (12) y i e l d s the payments in s i t u a t i o n s 

where i t i s op t ima l to exhaust the fund Q: 

R i k = IQ- 11 ( R j i h + w R / ) / 1 + w l / N + ( R i k h + w R i k ^ / 1 + w -

R j £>0 

(16) imp l i es tha t the f i r s t term i n (17) i s nega t i ve . 

As long as the a p p r o p r i a t i o n Q i s smal le r than the 

weighted aggregate t a rge t (T Y R h+wR v ) / 1 + w fo r j , 2. such 

J * J J 

tha t R + w R i , V > °» ( 1 7 ) w i l 1 b e t h e s o l u t i o n to ( P ) . The 

share o f the fund Q rece ived by the i t h res iden t of the kth com

munity i s thus , 
R 

(20) -f- -- 1/N + [(Rik

h^R..V)-(I I (R1}W ) ) /N ] /1 • w. 
j i 

h v 
summed over j , l such that R, + wR > 0. 

J 2 ' J 8 -

Equat ion (20) has a s imple i n t e r p r e t a t i o n . The share o f Q pa id to 

a res iden t i s h igher than an equal share when her ta rge t sum 

R h . + wR v, exceeds the average ta rge t sum of those r e c e i v i n g i k i k o o 

payments. Otherwise , i t i s lower than an equal sha re . 

To implement SALT, the s t a t e need on ly gather in fo rma

t i o n s u f f i c i e n t to compute the ta rge t l e v e l s (5) and (8) or ( 9 ) . 

Th is i s e a s i l y done by having r e s i d e n t s f i l e f o r SALT a long w i th 

t h e i r s t a t e income tax f i l i n g . The i r proper ty tax records can 

then be used i n con junc t ion w i th the income tax f i l i n g s to impute 
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f u l l income fo r each r e s i d e n t . The tax ing u n i t fo r a r e s i d e n t 

would be the ove r lapp ing d i s t r i c t s con ta i n i ng the r e s i d e n t . A f t e r 

s e t t l i n g on a measure o f the d e s i r e d degree o f p r o g r e s s i v i t y , 

e . g . , the constant a i n ( 9 ) , and the d e s i r e d weight f a c t o r w, the 

s t a te churns out ( 5 ) , ( 9 ) , and (20 ) . F i n a l l y , the s t a t e m a i l s the 

checks g iven by (20) to the happy r e s i d e n t s , most o f whom had 

p rev i ous l y never rece ived any d i r e c t proper ty tax r e l i e f . 

Th i s method can be g e n e r a l i z e d i n s e v e r a l d i r e c t i o n s . 

F i r s t , more compl icated o b j e c t i v e f unc t i ons cou ld be used . For 

example, a quad ra t i c pena l ty term p e n a l i z i n g l a rge d e v i a t i o n s from 

r e s i d e n t s ' p rev ious net tax b i l l s cou ld be added. Exper iment ing 

w i th d i f f e r e n t pena l ty weights would a l l ow the s t a t e to ach ieve a 

p o l i t i c a l l y f e a s i b l e mix o f h o r i z o n t a l and v e r t i c a l e q u i t y , should 

the optimum prove imposs ib le to adopt . Second, other important 

s t r u c t u r a l f ea tu res o f the tax system could be used in d e r i v i n g 

(5) and (8 ) , e . g . , d e d u c t a b i l i t y o f the proper ty tax from s t a t e 

income t a x e s . T h i r d , o ther we l l -posed concepts o f h o r i z o n t a l 

and/or v e r t i c a l equ i t y cou ld be used . 


