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Limiting Property Taxes

Two well-publicized proposals te limit
property taxes will face Califormia vot-
ers in the June & election. Actually, the
voters will have their choice of three
different alternatives. They can vote
“yes” on Proposition 13, the Jarvis-
Gann Initiative. The can vote 'no”™ on
Proposition 13 and “yes” on Proposi-
tion 8, allowing the legislative substi-
tute, the Behr Bill, to take effect in
place of Jarvis-Gann. Alternatively,
they can vote "no” on both proposi-
tions, defeating both measures and
leaving property taxes where they
were. The Behr Bill has already been
signed into law, but it would not be-
come effective unless both Proposi-
tion 8 passes and Proposition 13 is
defeated (or is declared unconstitu-
tional by the courts). This article out-
lines some of the essential features of
the two proposals and discusses how
they might affect the market for Cali-
fornia state and municipal debt.

The two measures on the June ballot
are certainly not the first attempts by
California voters to restrict taxes and
public spending. In 1968 and again in
1972, the state’s voters rejected the
“Watson [nitiatives,” which would
have fimited propetty taxes te 1
percent of market value. In 1973, they
rejected Proposition 1, which would
have done even more and limited stale
taxes and spending in general to a
fixed maximum percentage of state
personal income. Although the 1973
propasition was defeated, similar initia-
tives are now gaining momentum
elsewhere in the country. Just this
spring, Tennessee voters approved a
measure of this type, while Michigan
and Colorado voters launched peti-
tion drives to accomplish the same pur-
pose.

Essentials of proposals

Although both Jarvis-Cann and Behr
aim at restricting public spending by
limiting property taxes, Jarvis-Gann
goes much farther in this regard. Initial-
ly, it would roll back taxes on a#f prop-
erty to 1 percent of the market values
stated on 1975-76 tax bills. This
change could result initially in a $7-bil-
fion {60 percent) reduction in Califor-
nia property taxes — one-third
applicable to owner-occupied homes
and the rest to rental and non-residen-
tial properties. Tax rates would then
be held constant while assessed mar-
ket values could rise no more than 2
percent per year — except that proper-
ties when sold {(or newly constructed)
would be reassessed at current market
values.

Jarvis-Gann also would attempt to pre-
vent other taxes from rising to offset
the lost property-tax revenues. First, it
would require that State tax increases
be passed by a two-thirds vote of af
members {not just those voting} of
both houses of the legislature. Second,
it would require that local tax in-
creases gain the approval of two-thirds
of all “qualified electors™ {i.e., regis-
tered voters) in the affected municipal-
ity. These added stipulations may be
unconstitutional, but if enacted they
would severely restrict future tax in-
creases, particularly at the local level.

The Behr Bilt takes a less drastic ap-
proach. initially, it would cut the tax
rate on owner-occupied homes by 30
percent {without rolling back assessed
values), while leaving unaffected the
rates on other real properties. in-
creases in property-tax revenues —
the combined effect of tax rates and
assessed values — thereafter would
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not be allowed to exceed the general
rate of inflation. The bill also would in-
crease the renter income-tax credit
and increase bath home-owner and
rental assistance for senior citizens.

The bili would require the state to re-
imburse local districts for revenue
losses from the 30-percent home-
owner tax cut, but it would also set lim-
its on future state tax-revenue

growth. Starting with fiscal year 1978-
79, state revenues would be allowed
to grow by no more than 1.2 times the
percentage increase in state personal
income. For example, if California in-
come grew by 10 percent, state tax
revenues could grow at-maost by 12-- -
percent. Thus, state revenues would
not face a very tight celfing, and there
is even some ambiguity in the bill’s
wording such that the limit could be a
good deal less restrictive.

Major issues

The two major issues at stake in this
complex campaign are property taxes
in particutar and the size of govern-
ment in general. The complexity of this
situation arises partly from the fact
that the authors of both propositions
attempted to deal with both issues to-
gether, instead of separating them.
Both proposals focus on the home-
owner property tax that has escalated
with skyrocketing California property
values, but they also attempt to curb
the size of state and local govern-
ment.

Consider the first issue in isolation,
with other taxes being increased to fill
the revenue gap left by a cut in prop-
erty taxes. With increases in local sales
taxes and state income taxes, proper-
ties subject to lower property taxes

would become better investments
and thus would rise in value. In con-
trast, other types of spending subject
to the sales tax, and work and financial
saving subject to the income tax,
would become less attractive. Given
such a shift in tax structure, individuals
would have added incentive to invest
in homes rather than in financial as-
sets — especially since inthe latter case,
interest and dividends are taxable in-
come and capital-gains taxes are pay-
able with each transfer. Indeed, in
view of the past decade’s rise in infla-
tion and nominal interest rates, exist-
ing tax structures have already steered
savers away from taxable-income-
generating forms of saving and into as-
sets like homes, for which Tincome” is
taken in kind and capital-gains are de-
ferrable.

Consider the alternative case, where a
ceiling ts imposed on total taxes and
spending, but without any reference to
specific taxes such as the property tax.
This is the approach proposed in Cali-
fornia in 1973 or approved in Tennes-
see in 1978. This method would have
left room for a more flexible shift to
smaller government and for tax cuts
not solely directed to property own-
ers. As it is, voters must approve [or re-
ject) the shift from property taxes and
the limitation on government in tan-
dem.

Municipal-finance issue

The complex debate over the two
propositions is already creating some
ramifications in the market for Califor-
ria state and municipal debt —the debt
of California’s cities, counties, school
districts and other special districts. Al-
though many kinds of bonds exist,
two categories are of special interest




here: “general obligation” bonds,
which are secured by the municipality
and paid out of general tax revenues;
and “tax allocation” bonds, which are
normally secured by the tax base of a
redevelopment project and paid out
of taxes generated from rising proper-
ty values. Jarvis-Gann, and to a lesser
extent the Behr Bill, would affect both
kinds of municipal debt, but particular-
ly the latter debt.

Neither proposal threatens the value
of existing general-obligation bonds,
because taxes needed to pay principal
and interest are specifically exempted
from the tax limitation. However, new
general-abligation debt could become
scarce under Jarvis-Gann, because re-
lated spending would require the two-
thirds approval mentioned earlier. Un-
der Behr the limit on such debt would
not be so severe, although it is difficult
to predict the bill's effect on the risk
premium in the interest rate. The ceil-
ing on revenues and the disappear-
ance of budget surpluses would tend
to increase the risk of default and
hence raise the interest rate necessary
to attract investors — but on the other
hand, the “fiscal conservatism”™ im-
posed by spending limits might have
Lthe opposite effect. For example, the
State’s Aaa bond rating might be jeop-
ardized if a large part of the current $3-
billion surplus were used to fill the rev-
enue gap left by declining property
taxes — yet further surpluses might be
amassed if the voters chose to press
for conservative spending under ei-
ther of the two propasals.

Both proposals would have a much
greater impact on tax-allocation than
on general-obligation bonds. Tax-allo-
cation bonds are normally used for ur-
ban redevelopment. Their principal
and interest are financed out of the ris-
ing property values that result from re-
development, and thus they are self-
financing. Jarvis-Gann, with its rollpack
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on existing valuations and its 2-percent
lid on annual assessment increases,
might render this self-financing feature
unsustainable, threatening existing
debt. The 2-percent lid and inabffity to
raise property tax rates will also make
new debt of this type exceedingly diffi-
cult to issue. Consequently, the two
major rating services have begun to
look skeptically at such issues.
Moody’s has suspended rating these
bonds until the situation becomes
clearer, while Standard and Poor's has
been reviewing ratings on a case-by-
case basis. The Behr Bill apparently
would exert a smaller impact on such
bonds, because its assessment rollback
applies only to owner-occupied
homes, and because its ceiling on
property-tax increases moves upward
with the inflation rate.

Bond dealers and analysts argue that . .. ...,

individual bonds differ depending
upon the financial condition of the
municipality and the security and rev-
enue source of the bond. Current evi-
dence supports this view. Although the
ballot proposals have had varied ef-
fects on individual bonds, in general
they have had little effect on general-
obligation bonds and a substantial im-
pact on tax-allocation bonds (and
some revenue bonds). For example,
many redevelopment districts are
floating debt now because of a befief
that financing would be almost impos-
sible to obtain in the wake of larvis-
Gann. Yet bidding is very thin and net
interest casts are very high (often in ex-
cess of B percent).

In sum, Jarvis-Gann and Behr represent
large departures from the status quo.
They raise fundamental issues about
the tax structure and the size of gov-
ernment, and if passed, will have un-
even effects among municipalities.
Already, the financial markets indicate
that bond analysts are keeping a wary
eye on the polls.

Jack Beebe
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