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relationship with NIE. !

"o
2]

ii




I
»

TN

~?"4$ N ES

Abstract

[y

‘ ‘Propdsition 2% was passed by voter init£::}\e more than a year

" ago in the State of Massachusetts. This stringent tax limitation

measure takes its name from its major provisions: high tax rate com-
munities must reduce property tax levies 15 percent per year until the -
tax rate is reduced to the maximum allowable rate of 2} percent of full
and fair market value, and low tax rate communities may increase property
tax levies but by no more than 2% percent per year.

Y

v A full statewide aécounting of the first year effects of Proposi=
.tion 2} on local taxes and spending is not possible until fina)l tax
and spending information is available f§5 the 1982 fiscal year. In
the meantime, policymakers need timely information about the initial,
impacts of Proposition’2%. This paper outlifes Proposition 2%'s major
‘provisions and relates them to the level and growth of Masgsachusetts
property taxes and spending. Because a major goal of Proposition 25
was to reduce property tax burdens, the paper will examine why Massa-
chusetts property taxes are so high relative to those -of other.states
and briefly;describe previous unsuccessful attempts to lower them.
The first-year aggregate effects of the measure, including its effect
on property tax assessment follows.Y The ‘final part of this paper
. analyzes the-first-year changes in revenue and spending experienced
by different types of cities and towns, examines the preliminary impadt
on school budgets, gnq,concludes with the policy implications.

. o . J {
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PROPOSITION 2~1/2: INITIAL IMPACTS .

I .
.

Y

" Katharine' L. Bradﬁury and Helen F. Ladd, with Claire Christopherson

’ ¢
More than a-year has passed since Mass

husetts voters overwhelmingly
supported a stringent tax limitation measure  in November 1980. The meadure,

commonly called Proposition 2-1/2, takes its name from its majox provisions:

A4 )
Proposition 2=-1/2 required high tax rate communities to reduce property tax

levigs 15 percent per year until the tax rate is reduced to the maximum

-~

allowable rate of 2-1/2 percent of‘full and fair market value. Low tax rate

communities may increase property tax levies but by ,no more than 2-1/2 per-

cent ‘per Yyear. -

Because Proposition 2-1/2 is an initiative law rather than a constitu-

tional amendment, it can be repealed or amended/by the legislature. In

light of the 59 percent favorable vote of the electorate, state legislators

-

were unwilling to tamper with any of the major provisions affecting the

first year revenue losses discussed in this paper. , At the end of the 1981

session, however, the, leglslature amended Proposition 2-1/2 to ease its

v

-~

: , ¥

. ¢ '
A full statewide accounting of the first year effects of Proposition

»

impact in future years. -

2-1/2 on local taxes and spending is not possible until final tax and spend-

ing information is available for the 1982 fiscal year.1 In’the meant ipfe ,;

however, policymakers 'need timely information about the initial impac of
A3

Propositiom, 2-1/2. Section 1 outlines Proposition 2-1/2's major provisioas

and relates them to the level and growth of Massachusetts property taxes and

’

spending. Because a major goal of Proposition 2-1/2 was to reduce property
h X

tax burden$, Section I1 examines why Massacnusetts prqQperty caxes are SO
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. .
nigh relative to those f other states and briefly ‘describes previous ya-

. .

‘\

succégsful ‘attempts to %fower them. . Section ILI looks at the first-year

.

£ . “ . - N
aggregate effects of Proposifjion 2-1/2, including its effect on property tax

- .
assessment. The following three sections analyze the first-year chlanges in_
. L)

revenue and spending experienced'by different types of cities and towms,
. ~ . N .
examines the preliminary impact om school budgets, and concludes with the

L3 .

policy implications.

1. Proposition 2-1/2 and the Local Fiscal Context:

'

. . -— .
The 351 cities and towns in Massachusetts levy all the property taxes 1in
the state. These municipalities include large urban centers, wealtny bed-

room communities, and small poor communities in rural areas. In comtrast to

.
-

many other states, especially those outside New England, county.governments

and special districts in Massachusetts have few responsibilities and finance
M .

their budgets by assessing the cities and towns. The property tax is the
I 13

only broad-based tax that Massachusetts cities and towns ¢an use. Small

.

amounts of motor vehicle excise revenue account for their only other tax

revenues. "D *
- .

v

Local schools are also financed largely through property taxes leviea by
» )

cities and towns. Most school district boundaries are °the same as those of

. ‘ : ¢
cities and towns. Before Proposition 2-1/2, school committees 'enjoyed fis-

. 3
i

cal autonomy in the sense that each city or town legislative body was re-

quirea to accept the school budget as proposed by the school committee and
to raise the necessary property taxes as part of the municipal tax levy.

The budgets of regional academic and vocational school districts were fi~-

nanced by assessments on tne member cities and towns in accordance witit

agreements made at the time of school district formation.
‘ )

4
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Two characteristics of local govermment in Massachusetts are noteworthy.

- ¥

A First, local property tax burdens are 'nigh compared to those in other

states. Second, local spending == especially school spending =-- has-re-

Y

cently grown wore rapidly ‘than the U.S. aver:age.2 Massachusetts has been

among the four states with the: highest property fraxess per capita and among
the 12 states with the highest property taxes as a percent of income for at

least 20 years. In fiscal year 1980 (FY80), Massachusetts communities

'

collected an average of '$555 per capita tHrough property taxes, as compared

,to $29¢ for local governments in the country as a whole.  Property Ctaxes
/ s

.averaged 6.2 percent of personal income in Massachusetts, and 3.4 percent

for the nation.
L]

During the 1970s, local government expenditures in Massachusetts in-

creaséd faster than -the Uniced Stat#s average both per capita and as a

percent of local personal income. m FY7! to FY80, per capita direct
general expenditures of Massachusetts local governments increased at an

annual rate of 9.9 percent, a percentage point faster than the nation.

-

Taxes as a percent of personal 1income grew 2.0 percent in Massachusetts,

wnile they rose less than 1 percent for the United States as a whole.

.’ \ . . ‘\. . ’
Local dducation expenditures comprised 47 percent )of total local ex-
' * . .

penditures'in Massachusetts in FY80. Their growth, in particular, exceeded

'

national growth averages: The annual growth in local school expenditures in

Massacnusetts, both per capita and as a percent of income, exceeded the
3* te .
corresponding national growth rates by over 3 percentage points durjng the

FY71 to FY79 period. In per pupil terms, Massachusetts expenditures were

S5th highest among the states in.FY78 and 23 percent above the U.S. average.

They reached this level from a position below the national average as re-—

cently as 1971.3 ' . .
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Proposition 2~i/2 was designed to alter bocth the high level of property

\ ~ ’

taxes and cﬁe&xapid growth in local expenditures.. On the revenue side, ghe

most important provision was the limitation of local property tax levies to

2-1/2 percent of the fair market value of taxable propercy.h Cities and

-

towns with tax rates above this limit were required to reducd their levies

by the amount required to reach the limit or by 15 percent per year, until

the limit was reached. EstimateQbe the Massachusetts Department of Revenue

[

show that 182 of the 351 cities /and towns, which encompass more than 79

L4

percent of the .state's population, were required’ to reduce property tax

levies in the first year under this provision, with many facing reductions
* «
$

in fucure years as well. ¢
’

+ The property tax. rollback provision was made more stringent by the
stipulation that local property tax 'levies could not rise by more than 2r1/2

- . . ' .
percent per year once the limit was reached,diegardla§s of growth in cthe
' A
taxable property base. This growth limit also applied to all communities

below the 2-1/2 percent rate ceiling. - The recent amendment modifies this. -

provision by excluding from the levy growth limit revenue from new éhvelop-
ment. Finally, the Proposition further affected local tax Pevenues by re-
ducing the motor vehicle excise tax rate from 6.6 percent to 2-1/2 percent;

- .

this tax is levied at a statewide uniform rate, but accrues to local trea-

sugies. /

Although Proposition 2-1/2 permitted local voters to override the reve-

t

’

nue limits by a two-thirds vote im a local referendum during -a statewide

v, ’ . . ' .
election, statewide elections are:held only every two years and their fall
’ .

1

date is incompatible with the spring budgetary period of local governments.

Hence, the local override was not a viable option for voters during the

\
Proposition's first year. The recently enacted amendment will make Local

13 W .

«

N
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overrides easier in the future; a local override referendum can now be set .

at any tipe by.a two-thirds vote of a city council or board of selectmen: A

-
.

majority vote in such a referendum can reduce revenue cuts for the year from
15 percent to 7-1/2 percent or can increase the levy growth limit from 2-1/2
N . percent to 5 pdrcent. A two-thirds vote can completely &liminate the reve-
nue reduction or can’ remave thq‘limit on levy increases for the year, pror~

vided the effective tax rate remains below 2-1/2 percent.

J

. ‘v
The nonrevenue provisions of Proposition 2-1/2 included abolition of the
fiscal autonomy of local school committees except in Boston; repeal of com—-

g pulsory and binding arbitration for police and fire personnel; prohibition
) . ’ . ?\
of state laws that impose costs on municipalities unless the state assumes

s

) responsibility for those local costs; and 'limitation to & percent annually
N ' . '

= N .

* of sincreases in assessmeits by other governmental bodies (such as special

(X4 ‘.

y districts) on municfpali:ies.s Thi/s study examines only the first of these .

f . * .
ition of school committee autonomy. , The *

-v/ponrevenue provisions,” the ab

Department of Revenue Has ruled that, under Proposition 2-1/2, school com= -

.

. . 4 . ..
mittees lose their control over only the bottom line .appropriation; they

still retain the,right to allocate the budget among line item. expenditures. .

>

In'a separatd ruling, the Départment declared that regional school dis€ricts
» # .

would be treated  just i}ke local schools,” with each ‘member town hav{ng

. . -

. authority to approve or disapprove its share of the budget.f

4 -

. ~
N .

2. -

. ’ -' . . M

II. Why Property T s ‘are So High in Massachusetts ‘

. - -
s . . R
? ‘

Governmental inefficiency and waste were commonly cited at the time of

v .

. .
the vote on Proposition 2-1/2 as the cause of Massachusetts' high property
1]

' v

o taxes. Unfortunately, public sector expenditures cannot easily be separateé.

. . : LY

. 4

. . M “~ . . . .
into their productive dnd nonproductive components. However, it is possible

. "»,;Qf * ' ¢

R

' .
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taxes. ] oo .

o Y, . . s oq
Table | analyzes three@possxble explanations for the difference between

~ ] per capxta property tax burdens in Mgssachusetts and those im the United

~h- -

States as a whole in FY80:r dlrferences 1x total state and local spendxng

. - ,4

‘K”er capita, in local spending as a share ‘of sraté and 1oca1 spending, and in
P ;
. ’ -~ M L}

property taxes as a fraction of local expendltures.6 The first column shows ;
. e ‘& < -
that '$555 per capita propercy tax burden in Massachusetts, the $290 U.S.

) M -

average burden, and the percentage by whish "the Massachusetts burden exceeds

- . the U.S. average. Columms’ 2, 3, and & show the ﬁult%plicative components of
. ' ' ~ . &
the following identity$

., .

¢ - . .
: . : state and lecal local
. local’ direct general direct general local ,
property taxes .. ex?enditures - expenditures property taxes
population population state and local _ local direct \ \

' ’ 2 direct géneral general ‘

expenditures expendxtures

4 »

The differences-between Massachusetts and the national average for each com-

Y L}

ponent show the percentages by which Massachusetts property taxes per capita

. »
v would exceed of .fall short of the U.S. average solely as a result of vari-,

acion if. each component. For example, the 10.7 percent above-average state

v »

and lpcal per capita spending in Massachusetts raises property taxes 10.7

- . percent rabove the U.S. average. Similarly the 9.1 percent below=-average -
local share lowers Massachusettg property taxes 9.1 percent ‘below the U.s.-

. . v .
N
’

average. - . . .
. I . - . - 4 L4

) A Y

2 = .

[ .

, . :

- ° .

, .

+ . s .

to identify the extent to which above-average property taxes reflect above- . '

N average expenditures or above-average local reliance on local, property .

The clearcut conclusion emerges that most of the property :ax,burcen in
|
\
|

 Wassachusetts can be accounted for by above-average reliance on 1oca1 prop- ’ .
. erty taxes to finance local spending. Property taxes as a fraction.of local
b ¥
- ’ ‘ ‘ . A }
Q l.L \
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" TABLE 1 *

WY ARE MASSACHUSETTS LOCAL PROPERTY TAXES
. ABOVE AVERAGE?

<

N \ < . N
Cquponent Parts of Differences in Per Capita Property Taxes, FY80 . ’
-~ ‘ \ .
- .
* ‘ ~ ~ Local direct general . .
. State and local direct expenditures Local property taxes
_ Local property taxes general expenditures State and local direct Local direct
Population Population : general expenditures general ex%enditures !
A AW .
Massachusetts _§ 555. = $ 179. x 0.554 x . 0.558
0 ‘ N . \ )
United States 290, = 1622, - x 0.609 X . 0.293 -
' pifference between : ' . a
Mass. and U.S. as +91.5% _ +10,7%8 t=9,1% ) +90, 28
Percent of U.S.’ . - S T o .,
. . . Co . " -

by
~ ; Y

Source: Governmental Finances in 1979-80, Tables 5, 12, and 27.

a8 These percentages can be interpreted as the percentages by which property taxes in Massachusetts differ from the

U.S. average solely as a result of deviation of the component from the U.S. average. . N
' . ’ - . %

‘ ll
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direct general exp%nditures-are 56 percent in Massachusetts imjgomtrast to
{ . .
29 percent in the United States as a whole. The importance of this 90

percent difference can be seen as follows: ‘1f Massachusetts had derived the

i

same proportion of its local revenues f'Lm property taxes as other states in -

1980, but had its own 1980 total spepding level and local spending share,

Massachusetts property tax burdens w%uld have been $292, or essentially the

same as the United States average. ' :
The contribution of above-average per capita state and local spending

should also be noted, but its contribution to the difference in property tax

.
.

burdens 1s only one-eighth as great as that of the sources-of~local-revenues

variable. This finding indicates that above-avérage spending 1s not: the

major cause of the state's high property taxes. Hence it follows tnat while
wasteful spending may pldy some role, it cannot be the major ;ulprit.
Local goverﬁments in Massachusetts account for-a-slightly smaller share
. L4 N
of state and local spending than local governments nationally. _Thié re-
flects the limited role of Massachusetts county governments, and high state

spending on redistributive functions such as welfare and Medicaid. Because

of the offsetting effects of abbve-average state and local spending and

below-average local share, local direct general expenditures per capita in’

Massachusetts are less than 1 percent above the United States average (5994

vs. $987). 7 | | ‘

-

Table 2 takes theganalysis qne step further by showing the specific com=-

. ] .
ponents‘of local reveaue in sachusetts and .in the United States as a

3
whole. Column 1 shows that property taxes account for about &Y percent of

-

local government general revenues in Massachusetts and aboug 238 percent in
. . ' Ve ) * ~.
the United States. (These percentages differ from those in the last column

LN

of Table 1 because local general’ revenues are not precisely equal to local

1y

r3




TABLE 2 ' N

. WHY ARE PROPERTY TAXES SUCH A LARGE '
SHARE OF LOCAL. REVENUE IN MASSACHUSETTS?

i

Specific Revenue Sources as Fractions of Local General Revenuéﬁ FY80

-

 —

- .- N .
Property Taxes State aid Federal aid . Other |

Massachusetts 0.495 0.278 - 0.127 0.100

United States 0.282 \ 0.350 0.091 0.277

Di fference between ‘s ’

Mass. and UUS. +0.213 “0.072 . . +0.036 . -0‘177'

Source: Governmental Finances in 1979-80, Table 5. .
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direct general expenditures.) The key finding is that. in Massachusetts

"ocher” (i.e., neither aid nor property tax) reveﬁse sources account for

\
only 10 percent of local genifl revenues),. a percentage well below the 28 C

]

percent U.S. average. Thus, we:conclude that a major explanation for high
property taxes in Massachusetts is that local governments are not empowered

s ’

tQ use ocher téxeg such as income or sales taxes and that they rely‘less
¢ than other states on fees and charges.

Another smaller factor contributing to the High property tax proportfsn
1s the below-a§eragé aid,‘expressed as a fraction of local genéral revenues,
provided by the ﬁassachusetts state government. If‘Massachugetcs had given

- the average proportion of state aid in 1980, property taxes as a fraction of

' v

1oc§l general Tevenue would have been reduced by 7.{ percentage ‘points to

. 42.3 percent of local revequeg.’ According to the équation in Table 1, this

reduction would have'decreaséd pér capita property taxes by about 14 per- .

N

yl

N cent.

. . ' . .
Concern about high property - taXes 1n ssacnusetts 1s not a recent yy

phenomenon. . Many studies have documented its adverse effects, esPecially

those related to the large disparities in property tax rates across juris- .

.

dictions.8 During the past 15 years, the state legislature has ‘tried to

) o

‘ alleviate property tax burdens by fncreaiing the amount of state aid dis-

‘ttibutqd to local governmenté and'by taking over responsibilicy for certain

local expendituée functions. None of these. state actions can be considered !
N .

successful if the criterion for success is haw high property taxes: were

after their énactment. “Even in the years' in which state. aid increasedssub-‘

N v . . .
stantially, local property taxes continued to rise. However, in the absence

of such policies, property taxes would, be even higher than they are now. ,

.

v
-
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Moreqver, many of these state actions ‘were oriented toward the equalization
o

of resourcés actbss communifies as well as alleviation of loéal property cax-
‘ a .A s 7 ,j‘ [} . .
- % . .
N
A .

- . L]
Table 3 showsﬁthe growth in property tax levies and the change in state

ot ] |yv

®aid to; local‘gbvernments in Massachusetts durxng the period 1966 to 198L.

o *, ‘Y. ©

Stateﬂactxons during this period can be summarized as follows: In 1966 the

v

statetgovernment yntroduced an equalizing school aid program financed by a

“ .
ER

newly instxtu;ed sgate gales tax. In.sp%fe of large percentage incredses in

< p 5 .
.

M t

state aid duridg 1966 and 1967, however, property taxes sGill grew over

’ Yot . N )

10 percent in 1967ﬁ1 A secqond potential reduction in property tax leview was
Yoyt c 5 )

effected ‘with the scate takeover of all welfare costs from local governments
> W

“a

iny1969. The state "share of funding of public welfare spending increased

* o, b
ermﬂul.Z pérceﬁt in 1967 to 53.9 percent in 1971 as the local share fell

<

from 10.8 percent ;o virtually -zero and the federal share fell by two per=

L © “

centage pb;nts. This was a substantial shift at cthe time, and has become

va
.

I3 i \° . . . .
more Amporcant as the‘budéet share of public welfare expenditures 1n Massa-
- N ® ,

N
. ¢ ‘

©

chusetts has grown ffomﬂlihg percent of state and local direct governmental
expehﬂitures in 1967 to Hﬁ.h percent in 197k and 16.6 percent in 197s.
In 1971, cthe state lottery was started with the revenue earmarked for

local communxcxes and distributed accordxng to an equalizing munxcxpal grant

forhula. This formula, which will be discussed further below, equalxzes
. A

L
« '

revenues available to cities.and towns by varying ‘the per capita amount of

aid, ifversely with the wealth"}f the jurisdiction as-measured by per capita
" - Ao @

equalized valuation.

.

Another policy aimea at alleviating property tax burdens occurred in

1975 when the state assumed responsibility for one-half of a rapidly rising
¢ »

f

gqsaachusetts Bay Tranmsit Authority deficit which previously had been

N [

. financed fully by local property Ctaxes in the transit region. This was
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Table 3 . ‘ : ’ b "
~- ’ : '
CHANGES IN LOCAL PROPERTY TAXES AND STATE ALD IN MASSACKUSETTS -
z . 1
. Property Tax tnnual Change in annual Chang
¢ Year® Levies (millions) Property Tax Levy in State Aid
1966 $973 0.9% " 26.0% .
1967 . 1,076 10.6 28.3
1968 1,227 140 ‘ -2.8
. 1969 1,401 o 1402 16.4
1970 1,631 16.3 . : 9.0
- 1971 1,851 13.6 10.1
1972 2,050 '10. 8 " 28.8
1973 2,168 5.8 transition year .
FY1975 2,322 o 4.7° o transition year
. o .
FY1976 2,461 £~ 5.9 , 2.6 ‘
' FY1977 2,783 T13.1 -2.2 )
FY1978 - 2,967 6.6 | 4.9
. FY1979 3,030 2.1 22.3
* " FY1980 ' 3,000 ~1,0 17.5 .
FY1981 3,350 11.5 1.2

v

2During 1973-1974, Massachusetts cities and towns changed from a calendar
year to a July 1 to June 30 fiscal year.

b) .. : .. .

Total amount paid by the stace to ‘cities and towns as aid or reimburse-
ments.. Commonly referred as 'cherry sheet" aid, it excludes direct aid
to regional school districts. ‘ .

o

€Calculated as an annual rate over the 18 month period January 1, 1974 to ' ~
June 30, 1975.

: Source: Massachusetts Taxpayers Founation, huniciplal Financial Data, In-
cluding 1931 Tax?Rates. Cnange in state aid figures compiled by the
Massachusetts Senate Ways and Means Commitctee, lYov.

¢
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followed by aaditional aid for the caqunty "court system in 1979 and ftate

takeover of expenditure responsibility for the courts in 1980. Wworking in

the other direction during the mid-1970s, .the state mandated a varieﬁy of

pfograms, especially in the areas of special and bilingual education, for

which the local governments ended up paying substantial shares of the costs

out of local property taxes. Finally, .the state provided additional school -

)

aid in 1979 and revised the school aid distributiom™ formula to make it more
0 4

Al
.

equalizing.

In spite of these st;te policies, property taxes contigued to rise.
Cnly with the & percent tax-caé legislétiog of:197; was theGg growth tempo-
rarily halted. The & percent limit applied to Soth taxes and - ppropriations
for fistT-?EE?g‘l98Q and 198l. Partly be;guse of the cap pand partly .be-
c;use of increased state aid and the use of 1oc:P¥cash rdserves, property
taxes in Massachusetts actually declinmed in 1580 for the first time' in sev-

eral decades. The following year, however, property taxes increased by the

R ’

largest amount in four years. Expenditures included in the cap increased by

6.3 percent, as communities routinely took advantage of the law’s override
; :

provision. Virtually no new state aid, increased assessments on cities and-

towns to support county and regional authorities, and depleted cash reserves

.

all contributed to communities' decisions to override the cap.

-

4 .
Thus, state policies, including the 1979 scate v@x\:jz/kaw) have not

been sufficient to reducg.ﬁassachusettsf property tax burdens. As pointed

s
out above, the state government should not be faulted on the expenditure

-

" side: JThe local share of state and local spending is lower in, Massachusetts

v Iy
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than elsewﬂgre. with respect to the revenue side, however, we restate our

earlier conclusion that property taxes are high in Massachusetts because

-
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property taxes account for a substantially higher proportion of local reve-
t LY -

nues in Massachuestts than elsewhere.

. } v

LII, Aggregate Effects oé&?faposition 2-1/2 .
v

The correct way to measure the revenue impact of Propostition 2-1/2 is to

. use the difference between revenues allowed with the law and those that
would have.been .raised without the law. - In most of this paper, however, we
» ™ . !

measure losses as the difference between the revenues in the Yyear be fore

Proposition 2-1/2 and those allowed after Proposition 2-1/2. This appraach .
r . ,
1s flawed in two ways. Even as a measure of the required change from one ’
. *
M . . . . . D
' year~JLo next, it understates the magnitude of the requlred adjustment ,

because of inflation. Second, it understates the impact unless no revenue -« .
growch would have occurred in the abEegce of Proposition 2-1/2. the ad-
vantage of this method ifgthat it requires no arbitrary éssumption ébp&é_how
fast revenues would have grown in the absence of the limitation measure. At

the same time, the direction of the bias is clear; in all cases our reported

results understate revenue losses. This dowgward bias can be dramatic under

\ :

easonable assumptions.

First Year Losses in Local Tax Revenues :}

The estimate of the first yqir revenJ‘ losses (or gains) ‘from Proposi~-

-

tion 2-1/2 used here is tne difference between fiscal year 1981 (FY&1)

10

a

actual tax revenues and those permitted in FY82. The property tax in-

«

creases allowed in low tax rate communities are treated as revenue ;%ins

even though the permitted 2-1/2 percent growth is likely to be less than the

growth that would have occurred witnout Proposition 2-1/2. However, the

> . .

O
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loss of motor vehicle excise (MVE) revenues means that all cities and ggwns
face absolute reductions in tax revenues in FYQZ. '
as of the beginniﬁé df the FYQZ (July}l; 1981), tﬁe Massachusetts De~-
partment of Revenue estimated that Proposition 2-1/2 would reduce FY62 local
tax revenues by a total of $486 million éompared to fiscal year 198l. This
represents about a 14 percent reduction im totaf tax revenues., The total

net reduction is divided between changes in property tax and MVE revenyes as

follows: f AN '

: »

Property tax levies

Allo$5ble‘increases (169 communities) 16,292,732 ’
N\ Required decreases (182 communities) -357,260,189
Net change in property tax levies ' ‘ -340,967,457
Motor vehicle excise revenues . -145,249,603
4 Total change in tax revenues -486,217,060
—

Although MVE revenues represent only a small portion of local tax reve-
r >

nues (about 6.5 percent in 198l), the size of the decreasé&&p@mhe MVE rate

-- 52 percent -- makes the reduction of MVE revenues an impbértant component
of the first year revenue losses caused by Proposition 2-1/2., The estimated

net property tax loss® of $341 million is about 10 percent of the $3,346
million total. property taxes levied in fiscal year 198l.

)

The greatest uncertainty in estimating revenue losses and gains arises
from Proposition 2~1/2's use of "full and fair cash value" of taxable prop-
erty to define the maximum allowable tax rate. This creates uncertainty

because in 198l only 98 of Massachusetts' 351 cities and towns wvere in com=-

pliance with the‘ruling of a 1974 court case requiring assessment at 100

Fad
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percent of market value. The othet 253 cities and towns were scheduled to
: ‘

complete revaluations auring 1982 ‘and 1983. \\\///T\\

For purposes of Proposition 2-1/2, the- Department of Revenue (DPR) de-

fined full and fair cash value for FY82 as a city or town's state-determined

1980 equali;Xf valuation adjusted upvardiby a uniform 13 percent for infla-
tion and by additioflal amounts for demonstrated growth in a community's tax

base. In addition) the DOR gave communities that had revalued in 1981 the

updating their 1981 assessments to bring them in line with 1982

(

values, and gave communities that were jfi the process of revaluing, the
L g

option of

option of wsing their 1982 revaluatiom figures if éhey could complete the
revaluation and have it certifieq by February 1982,
Because the state's equalized valuation figures, even after the 13 per-
cent inflation adjustment, typically understate a community*é//trgg valu-
-

ation, many communities’ that fought revaluation in the past now have an in-

S

. centive to revalue and to update valuations to minimize the revenue losses

mandated by the tax limitation measure.ll- This impact on property tax ad-

ministration == though not fully anticipated -— wmay. be one of the most

xmpbrFént effects of Proposftion 2-1/2. At the same time, we note that the
2-1/2 percent .limit on the annual growth of tax levies that applied once the
tax rate is at 2-1/2 percent means that Proposition 2-1/2 provides little

incentive. for low tax rate communities 'to update their assessments ar for

N

other communities to update their assessmenss in the future.

The July'iebiimates reported above incorporate reasonable assumption
about the effects of these options, but probably overstate the required

first year revenue losses in some communities, especially those implementing
1982 revaluations.1? 4
. )
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,State Government Response

’

Proposition 2=1/2 says very little about state government

spending and
v
to offset local tax
.

’ o
In response to pressure from local government

caxes.13 In particular; it did not require the state

.losses with new state aid.

officials and after 6-1/2 months of bitter debate, however, the legislature
H .

increased thegamount of aid distributed to local governments in 1982 by $265

..

‘ million over its 1981 level. .o

-

. Unlike Californmia at the time Proposition 13 passed, Massachusetts

essentially had no state surplus. ‘This féct, combined with ‘the rqugfance
of legislators to raise state taxes in the aftermath ‘of an overwhelﬁing vote
for local tax reductiom, 1e%t cugs in state spending as the only source ‘of
revenue for new lbcal aid. Thus, the legislative aebate on new state ajd
was a debate over ‘how the revenue reductions-mandated by Proposition 2-1/2
spoula be allocated between the state

.

marizes the various requests and pro

d local govermments. Table & sum-—,

als for increased state aid to local

governments. The key short run issues were: 1) how much new local aid to

provide; 2) how to finance it; and 3) how to distribute itﬂla .

»

At one extreme, the."Share the Pain" bill, which was supported by the
House Chairman of the Joint Taxation Committee and all the groups repr@gent-

ing 1ocak.governmencs, calleh for $360 mllion in new state aid. Based on

\

the view that the state had an obligation to help the cities and towmns, this

bill would have ,distributed new aid in *proportion to "the first yeaﬁvlbss in
-» .
tax revenues caused by Proposition 2-1/2.

At the other extfeme'yas Governo£
King's initial budget proposal for oniy $37.6 million 'in new aid. \This bg&—
get proposal was explicitly based on the view Lhat the ‘vote for ?ropo;itioh
2-1/2 was a reaction to the problem§ of local government and did not ob}i-

gate the state government in‘any way. A May 198l rewsion of the Governor's

* o




- L TABLE 4
. RS N
- * PROPOSED" INCREASES 1IN LOCAL AID - FY1982 .}
: " (Compared to fiscal year 1981), _ ’
" ~C - ) . ‘ ’ \ ‘
. ‘ N > ' N ‘
Propdsa} . Additionsl Local.Aid Major,source of ‘ . i {
" . , . (millions of dollars) - - ¥unds " Distribution of new sid8
7 "Shsre the Psin Bill" «+° . 360,0 ' Growth in state tax In préportion to the loss in
{December 1980) revenues snd freeze on revenues’'csused by
| ' . <, stste spending. " Proposition 2-1/2.
Govetnor King's . ' 37.6 $16 million from new $16 million by lottery formuls,
“initial budget ] T lottery revenues. - remainder from reimbursements.
{(January 1981) . . ) . e
. \
"The Better Budget” T . . ) |
. (March 1981) C ‘ _ ‘ - _ ’ \
Governor's initial budget : 37.6 . (see. 'above) (see above) ‘
\.} - . e, . *
Additionsl ) - 292.4 Reductions in admini- 1/2 by school aid formula and
. . ) . o strative dccuunts and 1/2 by lottery formuls.
) : - improved- control over
\ Totsl ‘ " 330.0 , -state spending.
Governor's Rq&ised“Budget " , L |
(May 1981) = . s ‘ \ ' . i
st L o ' , L \
. Governor's initial budget 2 37.6 (see above) , (see sbove) . 1
Y ’ .‘ ) . . . o \
“Additionsl . ‘ t1158.0 State spending Not specified, $38 million |
- : reductions, primsrily possibly for state tskeover of
- <ot ) . oo . in human services county jsils.
' . Total ' ., . 195.6 budgeta.b .

|
v ’ ) . - ) - \.“ 27. }

- . » |

) ' . . ’ W) |
- v . « |
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TABLE 4 {(cont.) ; ‘ : ' : ;
Proposal Additional Local Ald Major source of T X
-, ( i ’ (millions of dollars) , funds . Distribution of new aid®
\' : - - \\
House Ways and Means Committee 201.6 Cutbacks 4n human $120 million using lottLry
Budget (Revised) . services, state bureau- formula, $60 million per capita, '
(May 1981) . - . cracy, and higher $21 millionsin public school .
. ~ éstimated revenues® transportation, and $600,000 for
v ) ¢ .o * police career incentive|programs
Senate Ways and Means - 303.0 ' Major cuts in the state $136 million by lotteryi{formula,
Committee Budget “bureaucracy including  $99 million #n preportidn to .
(June 1981) . elimination of 32 Proposition 2 1/2 revenie losses, e i
N PR agencies and 3809 jobs and $68 m{llion using 7 individual ‘
S . : . and cuts in all areas grant formulas. Coer
} of the budget ’ .
Final Budget 265.0 Similar to budget $221 million using the lottery
(July 19819 . . \ . - passed by the Senate formula, $20 million undér a
- . ' school transportation formula
. - and the remainder in other ways
T - ! - . . .
\\'._/ ‘ . ‘~' .. : . ¢

a, The two main distribution formulas currently in use are the lottery fcrmula and the Qchool aid formula. The
lottery formula distributes money inversely to per capita property valuation (as equalized by the State

Department of Revenue). The school aid formula is a. foundation plan based on gqualized ‘'valuation per capita,
weighted pupils, and statewide average school spending per pupilﬂ

i

* b. Human service cuts account for $158 million of the $208 million tptal proposed budget cuts in the revised .
budget. :

> .
2

s c. The original House Ways and Means Committee Budget relied more heavily on human service reductiond than does
the revised proposal. The revised budget restored $55 million for human services by cutting 1873 middle
managers in state government to save $35 million, and making $20 million of cuts in insurance, reserve, and

maintenance accounts. The revenue estimates in the House Ways and Means proposal exceéd Governor King's
estimates by $84 million. .

~

SOURCES: Budget and related House documents (House Nos. 1, 3304, 6794, 6800), “The Better Budget FY 1982"
) (March 27,:1981), and newspaper accounts. i . ‘

26 3 | - RY
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budget pleased local government officials but angered human service sup-—

portqrsg'slSS millidn in additional aid was to be financed primarily by

4
reducing spending on human setvices: . .

The final local aid increase of $265 million represented a compromise
between the Governor, the House, and the Senate and required large=-scale
cuts in state government agencies and employees. With the focus of the

debate on the amount of new aid and the source of funds, the problem of

¥

distributing the new state aid was virtually ignored. The decision to

distribute $221 million using an existing equalizing formula with none

distributed in line with first year revenue losses was a last minute deci-

‘sion by the House-Senate conferees. The implication of this decision will

-

be discussed further below.

State and Local Government Shares

The immediate effect of Proposition 2-1/2 is to reduce the share of

e

state and local taxes collected at the local level. Based on the Department

of Revenue July estimates of FY82 local tax reductions and on state taxes as

- ' . X P X

showh in the 1982 state budget, we calculate that local taxes 1in Massachu=-
L)

setts will be reduced to 40,7 percent of total state and local tax revenues
in fiscal year 1982.

Table 5 compares this perce;tage to previous Massachusetts experience
and to the experiences in the Unite& States as a whole and in California.

}n all three areas the local share of taxes has beep falling over time,

although, especially im Magsachusetts, the decline.has\been erratic. .The

) - -

first year impact of Propostion 2-1/2 is to reduce the Tocal percentage by
over 5 percentage points’, bringing it closer tq tne U.S. average. This is a
large drop in relation to previous yearly changes, but small in relation to

\

the dramatic £irst year feduction experienced in California in 1970, the

2d



TABLE 5 \

LOéAL TAXES AS PgRCENT@GE OF STATE AND LOCAL TAXES

Fiscal ‘ \
Year Massacp?aegts - Cal{i?:nia United States:
- 1965 58.2% ' T 53.4% 49.0%
1970 | 50.7 , 50.7 . 44,7
s osa2 48.0 43.3
1976 .0 48.1 , 43.1
e 49.3 ] dr.2 - 42.5
1978 - 49.1 » 45.1 ‘ ‘ L5
1979 ‘ 31.9 T 3.3 o
1980 S B 30.2 o 38.7
’ 1981 | 46.0 o _* Nea. ; n.a
1982 40.7 n.a. . . n.a.

n.a. = not available.
i
Source: U.S. Bureau of the Census, Governmental Finances, annual issues. Massachusetts data
for 1981 from Ma§8achusetta Taxpayers' Foundation, State Budget Trends 1973-1982,
p+6. Massachuaects share for 1982 estimated by the authors with data from the
Massachusetts Department of Revenue and the 1982 State Budget.
\ ‘ ‘ t

Y
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first year after Propos;tion 13 rolled back local property taxes to l per=
cent of 1975 wmarket values. fhis difference between Massachusetts and
California largely reflects the/phasing in of Proposition 2-1/2. Additionmal
reductions are likely in'éuture years as itate income and sales tax revenues
grovw. with inflation and local property ta*es are reduced further in some
comﬁunities and rise at a maXimum rate of 2-1/2.percent per year in others.
Without neéw state aid and ignoring all other nontax revenue changes
between FY8L and FY82, Proposition 2-1/2 would have lowered the absolute
level of local spending by approximately 8 percent. The effects of this
spending reduction on the local share of total state and local spending ar;
estimated by altering the FY80 ratio of local to state and local direct
general expenditurés‘to reflect what would have happened if the proportional
local” revenue reductions required by Proposition 2-1/2 had taken place in
1980 with no other changes (including no changes in federal aid and no
growth in user charges and fees). As shown in T;ble 6, the local share of
expenditures was 55.4 percent in FY80, the latest year for which Census data
are available. Our estimates indicate the revenue provisions of Proposition
2-1/2 reduce the local share of spending to 53.4 percent. X
To incorporate the effects on the local spending share of the new state
aid ind9ced by the pressures of Proposition 2-1/2, we define new aid as the
total $265 million increase minus the $38 million proposed by the Governor

in nis initial budget. That is, we view the $38 million as aid that would

have been provided even in the absence of Proposition 2-1/2. With this $227

million in new state aid, Propositiom 2-1/2 raises the local spending share

/
slightly to 55.5 percent. The share rises with the new state aid because

the state absorbs a slightly larger portion of the revenue reduction (§227

4 .




2 TABLE 6

) . SIMULATIONS OF EFFECTS OF PROPOSITION 2-1/2 -
ON MASSACHUSETTS STATE-LOCAL SPENDING SHARES AND REVENUE SHARES

»

‘ 1980 Adjusted for local Adjusted for local
Spending and Revenue SharesP Value tax effects of ; tax effects and
» ’ . Proposition 2-1/2 new state aid3
Local direct general expenditure ‘ ) te
as percentage of state and local
direct general expenditure 55.4% " 53.4% 55.5%
. ¢ ’ ~
Property taxes as percentage. -
,of local general revenues 49,5 45.8 39.5
State aid as percentage ' .
' of local general revenues 27.8 . . 29.8 32.1

~

’

a. New state aild refers to the aid induced by Proposition 2-1/2+ 1In 1982, this is the additional
aild of $265 million mihus the $38 million initially proposed by Governor King.

b. Comparable sﬁares for the United States as a whole in 1980 are shown in Tables 1 and 2.
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million divided by $486 million = 47 perceﬁt) than its share of total speund-
ing béfore proposition 2-1/2 (45 percent).

Although it may be tempting to conclude from this that the state ab-
sorbed more than its share of the required spending reduction, we believe
this conclusion is unwarranted. As shown in Table 2 and repeated in Table
5, property taxes (including MVE revenues) accounted_for’a9.5 percent of
local general revenues in FY80. Table 6 shows that the tax effects of

Proposition 2-1/2 reduce this percentage to 45.8 percent. By augmenting

local revenues, state aid reduces this ratio further but omly to 39.5 per-

cent, a percentage still well above the United States average of 28.2 per-

cent. An alternmative strategy for reducing this imbalance in the mix of

_local revenues would have been to enable Massachusetts communities to levy

other broad-based local taxes such as income and sales taxes. However,
.

since municipal governments in Massachusectts are, in genera1) too smgll and

fragmented to avoid the most adverse effects of local sales or income taxes,

not only was new state aid an Epprﬁpriate response to the first year pres-

sures of Proposition 2-1/2 but even more state aid might have been desira-

ble. ' :

-

IV. Impacts of Proposition 2-1/2 across Citfies and Towms

The 351 cities and towns in Massachusetts vary widely in revenue-raising
abilé;y, spending levels, and tax rates. For example, taxable property per
capita ranged from $6,000 to $126,000 in 198l;° total spending (including
that for schools) by municipal government ranged from a.low of $300 per
capita to a high of $1,900; and effective property tax rates ranged fromvolb

percent to 10 percent.16 This diversity means that Proposition 2=1/%Z had

N
4



' . widely varying first year effects on individual cities and townms. Proposi- Q\\

tion 2-1/2 required communities with effective tax rates above 2-1/2 percent

l

to reduce property tax levies by enough to ‘reach the 2-1/2 percent limit or

by .15 pércent; low tax rate communities could raise levies by only 2-1/2

. i A1 i T e e
17 . . . . . .
percent. This section, which examines the magnitudes across communities

“1 .

of these first year tax reductions, begins with an examination of the
sources of the wide variation in pre-Proposition 2-1/2 tax rates. -

Table 7 groups Massachusetts cities and towns into population size cate=
gories, after eliminating the 15 towns with popuiation under 500. The data

©

show that larger cities and towns had higner tax rates, on average, than

smalier ones. The range between the éioup average tax rates shown in Table
7 is quite wide: with an average tax £ate of 2.35 percent, the 110 towns V
with popalation under 50001were 21 percent below the typical community,
while the largest cities' and towns' average r;te of 5.09 percent was 70

percent above, that of the typical community and more than twice that of the

.small towns. The average municipality had a 3 percent property tax rate,

{ 4 »
but because so marty more people live in the larger (higher tax rate) ‘com-

- munities than fn the smaller towns, the average resident in the state faced

a property tax rate of 4.4 percent.18 P

. -, ¢ .
The table igcbudes two measures of per capita spending, gross expendi-~
, ¢

'
.

* tures ahd nonfixed local expenditures. The former includes all financial

commitments of the city or town for FY 81 including local school spending

~

and/or each mgnicipality's share of a regional school district's spending.

-

Any of these commitments not financed out of fees and charges, intergovern-~ N
’

. ) . . g 1 .
mental aid, or motor vehicle excise revenues must be financed out of the
b

property tax levy. Nonfixed local expenditures exclude state and county

assessments (for example, fog,the'régional transit authority in the Boston

A}

. . G- ‘e B
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TABLE 7 '
- &
Fiscal Year 1981 Tax and Spending Characteristics of Cities and Towns®

Percent ° Non~fixed ' Property
- ' of state Gross local taxes as
Number, 1980 total 1980 Effective Equalized expendi- expendi- Property percent of’
Population of cities popu~ popu= tax rate valuation® tures per tures per tax levy gross expendi- State aid
Group and towns lation® lation per capita capita caplita per capita tures per capitad

5,000 or less 110 2,222 4.3% - 2.35% $24,892 $ 802 $709 $508 63.27, 125
5,001-10,000 - 75 6,930 9.1 2~,80 20,366 815 715 504 61.3 139
10,001-25,000 91 16,001 25.5 3.17 17,744 884 759 ’ 539 . -~ 60.3 164
25,001-50,000 39 33,625 22.9 3.63 17,206 " 949 11 577 61.0 159
50,001 or more 21 104,138  38.2 5.09 11,865 1,019 - 803 578 5601 . 229
Statewide . , ‘ .

Total 336 5,718,720 100.0 e coe : XX tee coe vee s
Average city . , ‘ : . _ '
or town cee 17,020 cee N » 2:99 20,239 858 737 + 528 6103 149

\\‘ Average
resident 94,563 vee 4,42 *15,352 992 805 584 58.7 199

4 The 15 towns with population under 500 were excluded. The total 1980 population in these towns is 4,582, which 1s .08
percent of the state population. - :

b A1l table entries except column 1 and "Average resident row are simple unweighted averages for all citites and towns 4n——— —
the group. .

c Department of Revenue estimate of market value of ta%&ble property. - o . .. o

.

d  Total amount estimated to be paid to city or town in state distributions and reimburaements (shown on “cherry sheetST).
These amounts do not include aid paid directly to regiomal school districts. ‘ gt 35"

/ Vo
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area), pension payments, and debt service expenditures, and hence provide a

better measure of the spending that can be cut by the community in the short
e S
run.

it is apparent from Table 7 that small tax bases contribute -more than
high spending levels to the high tax rates of the largest cities and towns.
The smallest towns taxed themselves on average at a rate below 2-1/2 percent

in fiscal year 19sl, “and raised "$508 per capita, on average. Their revenue=

N

raising diéadvantage was pargﬂéﬁly offset by higher state aid and other

nontax rvevenues. _Thus, in ordér to spend about 27 percent more than the

smallest cities and towns, the largest communities taxed themselves: abaut
' \

twice as heavily. This seems to run counter to the popular impression and
the argument made during the debate prior to the 2-1/2 vote that excessive
spending was the basic cause of high property tax rates. The data imply

that while higher fpending in large communities may play some role, it is

not the major contr{butor to the high average tax rates in these communi-

J .

ties.:

.
v

Patterns of First Year Revenue Losses before New Aid .

About 182 of che 351 cities and towns were required to reduce property

taxes to bring them down toward their tax rate limit. Communities with tax

.

rates below the Llimit were allowed to raise tax levies but only by 2-1/2

percent.. In addition, all communities lost revenue from the statewide

reduction of the mbtor vehicle excise (MVE) yrate from 6.6 to 2-1/2 percent.

7
yhen these_changes are combined, all the cities and towns faced absolute tax

revenue reductions in FY82.
Table 8 shows these first year revenue losses for cthe five population

groups of cities and towus, where losses are defined as the difference

.

between tax revenues permitted under Proposition 2-1/2 in FY3Z and' actual

. | -
. 3¢ ‘ '




TAULE 8 \
/ Revenue Changes Mandated by Proposition 2 1/28
/

Change in
Percent change motor vehicle

Total change in tax revenue
(before new aid) as percent of

Changé in revenue net of
new EM® as percent of

Population in property excise revenues gross nonfixed gross nonfixed

Group tax levy per capita expenditures expenditures expenditures expenditures
5,000 or less -$28.4 -4.7% =543% -1.52 -1.7%
5,001-10,000 3 ] ~28.7 5.2 -5.9 ~1.5 -1.7
10,001-25,000 ) -29.1 . -6.9 -8.1 -3.4 -4.0
25,001-50,000 -2t6 © -84 -10.5 -5.0 -6.3
50,'001 or more -2109 "'lQ.5 . - ""1304 —601 "'708

‘ i

Average . ' . 0
city or town , —4.6 . -28.2 . =642 -7.3 -2.7 -3.3

Average ' o )

resident -9.9 =25.4 L. *-‘-804 —loos -4.,5 -507

}

\

8 Change is measured as difference between allowed FY82 revenues and actual FY81 revenues.

b EMG 1s the equalizing municipal grant.

3
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revenues in FY81. As shown in column 1, the average required property
reductions range from 1.5 perceat in the smallest towns, which typically

low tax rates, to l4.9 percent in the largest communities, all of which

-~

~ +
Because MVE revenues were

had FY8l tax rates well above 2-1/2 percent.

reduced by 62 percent statewide, the per capita changes shown in column 2

vary only slightly over the groups and reflect variations in the ratio of

auto registration to population. Smaller towns ' losses resulted mostly from

.
o

motor vehicle excise cuts while the losses of the biggest cities and towns
’ «
. . ) 19 ) .
were largely attributable to property tax rate reductions.

'

Two qualifications should be noted. First, and most important, the

*

.

losses reported here simply represent reductions in the tax revenues from

B

one year to the next, rather than the difference between FY82 permitted tax
)

revenues and what tax revenues would have been in FY82 in qhe absence of
| Proposition 2-1/2. Thus, the reported losses understate the full effects of

the limitation unless tax revenues would have remained constant, with the

<

extent of the understatemept for any type or commu J\y depending on how much
property tax levies would have increased without the tax limitation measure.

Second, the reported losses are only estimates; they are based on assump- N )
. .

tions about 1982 property valuations made by the Department of Revenue in

July 198l. Because some communities are still in the process of determining .
. .

their 1982 valuations, actual revenue losses are still unknown. -
Taken by themselves, the. taX reductions: shown in columns 1 and 2 of

%able 8 benefit local taxpayers, with taxpayers in large communities bene=

Eiﬁing more on average than those in small communities. At the same time,

> , however, local tax reductions may lead to cuts in local public “services.

Columm 3, which shows the combined proéergy,tax and motor vehicle reductions‘

as a fraction of FY8L gwoss, expenditures, indicates percentages by whicn

. +
. I . N -

.El{lC' o : 39 . ,
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comnunities would have had to cut spending in t absence of any new state

aid or other revenue changes. The spending impacts are large: the average

«

percentage reductions ggrge from almost 5 percent to over 10 percent across

)
3roups and the average resident lives in a community facing revenue losses

equal to 8.4 percent of gross expenditures. Because not all expenditures
can be cut in the short run, revenue losses as a fraction of nonfixed expen-
LY

ditures (shown in column &) provide a better indication of the cuts in

operating expenditures required by the revenue provisions of Proposition

.

-2-1/2. The group average reductions ranged from 5 to 13 percent, and indi-

vidual town or city losses range from under 1 to 19 ;;}cént. Notably, all
but one of the population groups show virtually this full range. The excep—
tion is the group of largest cities and towns, none af which Lave revenue
losses thﬁt are less than 10 percent of FY8l gxbenditures; ' .
Table ; groups the cities and towns by the size of the Proposition 2-i/2

revenue losses as a fraction of FY8l budgets (before new state aid). Be-
‘ !

cause some small and medium-sized .as well as large communities faced large

revenue losses, tne patterns shown in Table 9 run counter to the popular
view that most of the communities hit hardest by Proposition 2-1/2 were
large cities with low incomes, high tax rates, and high §pending. The
citied and towné with the greatest first year revenue losses =~ 12 percent
and over =- had moderatély high incomes, property values, tax r;tes and
spending; Proposition 2-1/2 hit these communities the hardest because they

I3

were most dependent of all the groups on property taxes and the motor vehi-

cle excise for revenue, as shown in column 7. The two groups with the
smallest revenue losses (0-3 and 3-7 percent) were also heavily aependent on
property tax and motor vehicle excise revenues, but because they had higher

’ ~ .

property valuations, their tax rates were lower, leaving them less con=
. ‘e




TAELE Y

Fiscal Characteristics of Cities and Towns by Revenue Loss

Number

FY81

FY81 property

Percent of o FY81 . tax and motor New state
of cities’ state total FY81 equalized 1975 gross expen—~ vehicle excise aid as X
Revenue Loss and towns . 1980 popu- effective valuation per capita ditures per as X of gross of tax rev-
Group? (cities) lation tax rate per capita income capita expenditures enue loss
0-3% loss 131 (1) 18.3% 2.39% $26,415 $5140 $891 68.1F 144%
3-7% loss .70 (2) ‘11.3 2.63 19,478 , 4830 778 67.1 94
7-10% loss 34 (13) 22.5 3.75 13,054 4598 866 59.9 53
10-122Y108s 51 (14) 29.5. 4.00 13, 681 4635 863 63.9 39
124 or greater 50 (9) 18.4 - 3.53 16,700 4898 871 71.4 26
loss .
) I N

3 The measure of revenue 1088 18 the difference between allowed FY82 revenues and actual FY81 revenues as a percent of
gross expenditures, before new state aid.

1
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LS £
strained by the 2-1/2 percent -limitation. At the extreme, the communities
‘ C\l  y . ' . 4, . .
in the gréup least hard hit by Propositiqm 2-1/2 were the richest (in terms
L B ' t
of equalized valuation or income per capita), on average, which allowed them

to finance average FY81 spending levels higher than any othef‘group with
average tax rates below 2-1/2 percent.

Somewhat surprisingly, it is the mumicipalities with revenue losses

between 7 and 12 percent of 198l expenditures rather than those with losses

over 12 percent that have the lowest incomes and property values and the
Yy .

highest property tax rates. This reflects the fact that a greater share of

the expenditures of these communities were financed with nontax revenues

~

than was the case for the highest loss communities.

. One of the most striking characteristcics of all these groupings, how=

. -

ever, is the wide range of income levels, per capita valuations, and spend-
. ing. levels around the group averages shown in the table. 1In particular,

L .o .. 4
high and low spendlné communities are scattered throughout the range of

A
Y :

losses. l - . o . g

Determining whether the net effects of large tax savings and large

~

. v
particular commgnity‘?hises complex and difficult questions beyond the scope

e mgen
of this study. The evaluation depends in part on the extent to which spend-

.
?

ing reductions lead to efficiency gains rather than service reductions, how

much people value the tax cuts relative to service cuts, and ‘who is affected

'
b

. . . . .
by service cuts. Because large expenditure reductions are likely to be more
. '\\

) o -

distruptive than small reductiois, however, it seems appropriate that they

be partially dfﬁ;gt by new state aid. -

L3 N
Lffects of New State Aid on Revenue Losses:

-

I3
.

» . . J
New state aid partially offsets the effects of the first year tax losses

»

ERIC L N o
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on local spending. Most of the new aid was distributed using the Equalizing

v

Municipal Grant (EMG) formula, which allocates aida in direct propor.tion to

. } P
population and in inverse proportion to per’capita equalized valuation.
A
Columns 5 and b of Table 8 show the effects of this new state aid on average

&

revenue losses expressed as percentages of the two spending measures for

- .

eacn group of communities. The new aid ‘substantially alleviated the first

‘year spending impacts of Proposition 2-1/2 in all cities and towns, but more

so in smaller than in larger communities. Thus, after new state aid, aver-
age revenue losses range from 1.7 percent to 7.8 percent in FY3l nonfixed

spending across population groups in contrast to the 5.3 to 13.4 percent

range of losses before the new aid.

\
'

The EMG has been criticized as not meeting one major goal of new state

°

aid for FY82, that of "cushioning" the impact of 'Proposition 2~1/2 on local

budgets. 4an earlier proposal == embodied in the "Share the Pain" bill =-

would have directly addressed the "cushioning" goal by replacing approx-

B

imately half the revenue loss of each community. As a one year program, this
. 0o . .. . .
"half-gap'" aid would have glven citieg and towns more time to adjust to

Proposition 2-1/2's limits. This form of aid" == i.e., aid to offset a

determinate fraction of each local government's revenue loss == was also the

P
»

to Propos iticfgﬁ;% 13.

kS P

Colum 1- of Table 10 shows- the pattern of aid chac]resp,lcs from off-

approach taken by the California legislature in’'response

setting.exactly half the first year revenue loss of all communities. Be-=

cause large communities on average faced larger tax losses as a fraction of

spending than small communities, half-gap aid as a fraction of spending
increases with compunity size. This approach is flawed, however, because it
fails to address( the possibility thfacr the vote for Proposition 2-1/2 was a

7

’ \ 0 .
vote against "business as usual." By offsetting a constant proportion of

t




TABLE 10-

.-

Actual and Proposed Ney State Aid to Local Govermmeilt ' |
i ® 4 j
Ne‘w ald as percent of FY8] gross expenditures New aid as a fraction of tax revenue loss 1‘
Population ) Half-gap EMG 30-100 . |
" Group .Half-gap / EMG - 30-100 (range) - (range) & |
. , . . T
5,000 or less 2.3% 3.2% 2.8% 0.50 1.04 0.77
y . (0.07"4&8) (0.30-1.0)
4 .,‘f T gd ‘
5,001-10,000 4 2.6 3.7 3.2 0.50 + 1,03 0.78
’ (0,12~3.8) (0.30-1.0)
10,001-25,000 3.5 3.5 3.4 0.50 0.87 0.64 ,
' , (0.11-5.4) . 0.30~1.0)
25,001-50,000 4,2 3.4 3.7 0.50 0.57 0.57
) ’ (0613-201) 0. 30"1.0) =
50,001 or moxe 5.3 boh 5.0 0.50 0.45 0.51
Average city or townh3.‘1 1 3.5 3.3 0.50 0.90 0.70
! (0.07-504) (0030"1.0)
Average resident 4.2 . 3.9 4.0 ' 0.50 . 0.65 ' 0.58
State total aid , } 3 :
(millions of dollars) , .
$243. $205. . $222, - $243 $205 * $222
Noée: See text for definitions. EMG is the equalizing municipal grant formula used to distribute the SR
actual new state aid. =
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i
first-year revenue losses, half-gap aid maintains pre-Proposition 2-1/2

3 h

spendzng dzspag%cxes. To the extent that some of the spending differences

reflect governﬂhnﬁﬁ¥&xneffxcxency and waste; an aid program that allows such

differences to continue -- after a public vote that to many was a vote for

v
’
% ]

L £ . 2
more efficient ggvernment -- seems undesirable.
[
By distributing per capita aid inversely with per capita equalized valu=

ation, the EMG formula favors communities with small per capita tax bases.

As shown in column 2 of Table 10, the $205 million22

of new aid distributed
under this formula is a higher proportion of gnoss expen&ituree in large
communities than in small, although the differences across groups are not as
great as they are with half-gap aid. This distribution, however, ignoresjiy

the "cusnioning' goal; column 5 shows that, on average, small communities

received more state aid than they lost inm revenue while the largest cities

'
o~
.

and towns received state aid equal, on average, to 45 percent of their reve-

nue losses. These averages conceal even greater variations across individ-

'

ual communities. Some communities, for example, received nez/;id that was
five times larger than their first year revenue losses while others received

- less than 15 percent of their first year revénue losses. On average, the

-

biggest 'losers (those with tax revenue losses greater thans 12 percent of
44 g

. gross expenditures) teceived aid equal to only 26 percent of their losses,

while those with the smallest losses (0 to 3 percent) received zore aid tham

the revenues they lost, resulting in a 144 percent average replacement rate

T e

iunsradiies ”“WmnaWGIWMabLMW Pt SO e

A thzrd aid Eormula incorporates elements, of both these two types of new
CA

state aid. It starts with the EMG formula, but then takes account of ‘the

size of the revenue loss by settzng the minimum amount of aid at 30 percenc

and the maximum amount at 100 percent of a city or town's first yeaf revenue

ERIC~ - S
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’

loss under Proposition 2-1/2. We refer to this as 30~100 aid. The $222
million that %would have been distributed according to this formula under an
- “#pendment passed by the House in the fall of 198l (but not enacted) has the
characteristics shown in columns 3 and 6 of Table 4.23 ¢ offset the most
“undesirable first-year effects of the EMG distribution and at the same time
preserves the EMG fo;mula's basic equalizing feature. For example, it would
raise to oné third the average r;plﬁcement for cities and towns with losses
ovér 12 percent, and reduce the aid provided to cities and- towns w;cp losses
under 3 percent to 91 p;rcenc of their losses, on average. It would also
increase the average aid going to cities and towns with losses of 7 to 12
percent. Because it would have cushioned the first year budget adjustments
more evenly across communities, this 30-100 aid would have been }referable
to the EMG distribution that was actually used.‘

Long Run Effects of Proposition 2-1/2 and the Need for a New State Aid
Formula , :

-

About 40 of the larger cities and towns will be Trequired to reduce
'
property tax levies up to 15 percent more in the second year of Proposition
‘ 2-1/2 and some of these may be required to make additional cuts in the fol=

«

lowing year,ZA Even those communities facing no further reductions, how=

-
ever, will continue to be affected by the tax limitation measure. In an

inflationary periqd, the 2-1/2 percent limit on the annual growth of lavies

—

assures that the gap between actual revenues and what revenues would nave

.
S e e —e— e = -

been without Proposition 2~1/2 will continue to widen. Moreover, this

. . ' ’ t
growth limit pro¥ision implies that once effective tax rates are reduced to

R » ? '
2-1/2 percent, they will continue to fall =-- provided only that ctaxable

property values géo; at’ mdré than 2-1/2 percent per year. Aside from possi-

bla overrides (discussed below) the only exception to -the 2-1/2 percent

t
. - “ .
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growth limit are new development or property renovation or rehabilitation
addrng more than 50 percent to a property 's. value. With such development,
the municipality can exempt from the limit. revenues equal to the preVious
ycsr's tax rate multiplied by the incremental value of the property.‘
Proposition 2-1/2 has major implications for.the long run pattern of
spendiné across communities. Be fore Pr;position 2-1/2, differences in dis~
cretionary spending across jurisdictions reflected differences in service
costs or needs, preferences for public services, and efficiency. Impor-
tinclyﬁr’resourcé poor communities were allowed to tax themselves more

Reavily than others to support desired expenditures. Proposition 2-1/2

changes this by equalizing tax rates across jurisdictions. 1In the absence

of overrides, the reduction of high tax rates to 2-1/2 percent would result

in 1oca1 tax revenues that vary across communities directly in line with

»

local ’tax bases.25 The wide diverggkce in tax bases shown in Table 7 {llu-

' strates the significance of thig outcome: ‘large, low base communities will

end up with per dapita property tax revenues half the size of those in

> .
- - .

small, high base communities. The current distribution of state and federal

aid alleviates the harshness of this outcome somewhat, since it 1is

equalizing in the aggregate, that is, communities with 1l3ss ability to raise

: »

their own revénues receive more intergovernmental transfers. But the costs

»

v-\. » . ‘e 0 Bl - .
of providing basic local government services (e.g., police, fire, schools)

do not vary in pro?ortion to 1oca1 tax resources, even as augmenced with

intergovernmental transfers. Thus cxties and towns_ w1th smaller per capita

~ Y.

tax bases would be forced to prOVide fewer or lower quality services to

’,

3
thai;'reSidents.

[
L4

-

T—-—-—-—
Needs for local government services and the costs of provxding them vary

‘ o » 26 ,
across cities™and towns for a number of reasons. For example, some places

’

[

ERIC
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have more school age children or more miles of locally waintained and

locally policed roads or more préperties to protect from fire than othegs;

]

some areas have commuters as well as local .residents using their services;

some areas have more densely developed or older residential and commercial
- i

structures that make fire prevention and fire protection more costly per
acre or per capita than in newer spread-out residémtial towns. Some of

. . : -
tnese cost differences imply that low base areas not only are less able to

*
'

‘raise any given revenue amount per capita, but also are likely to be high

need areas, that is, areas that face higher costs per capita to provide any

given level of services.
Legislative amendments enacted at the end of the 198l session changed

the override provisions of Prdposition‘2-1/2 to allow individual places to

‘ ease the tax rate restrictiom on a year-=by-year basis. 2’ This brings relief

on the service provision side: low base/high peeds areas can again tax

- »
.

themselves more heavily to provide needed services. But the underlying
. 1

problem will remain: Just as before Proposition 2-1/2, it is the most

fiscally strained, places that will end up with the highest ctax rates.
Significantl?,‘most of the 40 cities and towns facing possible second year

cuts had FY8l per capita property valuations well below the overall average.
7 - N

-
e a

‘Proposition,2-1/2\attacks but does not directly remedy“thé fundamental
L3 ot F

'

‘problem of Massachusetts local government finances: Excessive reliance on

R one revenue source. —= property taXes. To minimize the adverse fong-run

. »

effects of the proposition, the state should set up a guaranteed revenue
sharing program for future years witn the funds distributed to local com=-

¢

' munities .inversely to local resources and directly with service "needs.

' i N *

The EMG formula,'psed for first-year aid, is a start in this direction but
f} . t i

128

. .not complete; it equalizes across tax base differences but implicitly

Aruitoxt provided by Eic: .
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assumes that "needs" are proportional to population. A revenue sharing plan

~

that balanced needs and resources would allow local :governments to retain

> b B -

some discretion in choosing levels of Lndxmxdual services to reflect local

preferenceszg and would maintain the incentive for all cities and towns to

] <

spend as efficienclf as possible. At the same time, it could give all

'

sufficient to provide their residents a

communities access Cto resources
- 2

»

reasonable level of local public sector services.

\

V. Impacts on School Budgets

Proposition 2-1/2 has potentially important implications for spending on

elementary and secondary education. Because :school spending accounts for

“

. ¢ . P . . . .
over half the budget in many Massachusetts communltles, 1C 18 difficult for
cities and towns to make substantial reductions in overail budgets without

. 2 . . ..
making comparable reductions 1n school budgets. In addition, because Propo=

sition 2-1/2 ended the fiscal autonomy of school committees .by making their

budgets subject to the will of the town or city legislative body, supporters

of education spending feared that school spending might bear more than its

' L

share of the burden of ldcal revenue reductions.

In order to examinq;the effect .of Proposition 2-1/2 son school budgets,

g

we use responses by school W tcees in 132 citie$ and towns to a survey

v

conducted by the Massachusetts Department of Education in June 198l. "These ,
1327wities and cowns*compvase 44 pereent—of the scace~e~297 cities anamcawns ¢ i

with operaCLng school systems and, appear to be representatlve of the state s

* . . .30

nonregional schools systems except for the biggest cities. The June 1981

survey date means that it some cases the FY82 ,budgets reported by the school ;

committees had pot yet been approved by the local legislative body3L and

there was uncertainty about the amount and distribution of new state aid.

- t

*e
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Size of School Budget Quts

Table 1l presents 1982 .school budget data on the 132 communities for

[y

which we have survey responses. Colums 1 and 2 show how chehsample is
distributed among the same five populatigy sizé categories used in earlier
tables and reports the average number of pupils in the samplé communities by
category. Column 3 shows that the percentage by which prelxmiaary 1982
school committee budgets fall below 1981 budgets varies from 3.7 percent in
the ﬁmallest communities to 9.6 percent i; cities and towns with populations
between 25,000 and 50,000.,

A comparison of columm 3 with column & indicates that for all popula-
tioq groGps the average percentagt reduction in school budgets is substan-

tially larger than the average percentage reduction in nonfixed municipal

expenditures (including schools) resulting from the Proposition 2-1/2 loss

v
- ]

in revenues after new state aid.3? Thus, unless the preliminary school
& ! .

budgets were changed dramatically in response to the new state aid, school

spending was apparently disproportio;étely affected by Proposition 2-1/2¢
This outcome is partially eiplained by the tr;nds shown -in columms 5-8.

During the five year period 1975-80, per pupil education expenditures 1n ou;

typical samp}e community grew by 58.4 percent, or about l4 percent after

33

correcting for inflationm. For the state as a whole, local school expendi-

tures per public school enrollee increased in nominal terms by 64 percent

. while las%ggvernment.ugaspspditsres. per ¢apita for all ngnschool purposes

grew by 50 peréenc between 1975 and 1980.?4'

This more rapid growth in.schoodl quﬁding provides some support for the
» *

view that lagger Pproportionate cutbacks could be made in scnool spending

than in other categories. Rapid growtn, however, need not imply axcessive

Ty y < mpmermor oy A
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v

Impacte on Preliatnary School Budgete®

)
Petcent change - Hunicipal revenue . S yesr 10 yaer
N in school loss after new 5 yeer pesrcent Expenditures psrcent psrcent
District conaittes ststec sid se por— change in per pupil ‘per weighted change in change in
Populstion Sample pup!lob budget cent of nonfixed expenditurecs® pup!ld studente® populot!on‘

Groups Size 1980 FY81-FY82 expenditurcs 1975-80 1980 1975-80 1970-80
5000 or lsse 38 308 . ~3.7% -0.8% 61.4% $2154 ~3.1% 33.5%
5001-19.000 30 _ 1269 -4.7 ~1.3 54,2 1731 -8.1 15.9
10,001~-25,000 42 2959 ~6.8 ~3.0 56.0 1900 -9.3 11,0
25,001-50,000 16 6135 ~9.6 ~5.9 61.3 197 ~15.7 ~1.4
50,001 or mors 6 11325 -9.2 6.0 69.3 1791 -15.2 ~5.5

.

Averags semple 2577 -5.9 -2.5 58.4 1938 ~-8.5 1643

conmunity

¥The tebls 1s bassd on the 132 cities snd touns for which we heve date from the Juns 1981 survsy of school comaittess by the

bNet sversge membership of students in the locsl echool dietrict sxcluding locsl students sttending regionsl schoolas.

Hassachusstts Depertment of Educetion.

CThe expenditure concept uesd for this calculetion fs averegs tntegratsd cost. This tncludes sxpenditurce made on bohelf of all studants
1n the city or town, including thoss sttending roglonal schools. Source: Hsssechusctts Depertnent of Educstion.
L]

dseec text for definttion of weighted pupils.

8Students srs defined as not svarags menbership end tnclude local pupils sttand

of Educstion.

fBescd on 1970 and 1980 Censua of Population. -

§

2L

Expenditures cxclude those made for students ettending regionsl schools.

ing regionsl schools. Sources Hassschusstte Depsrtment
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service levels. In table 11, service levels are measured by school expendi-

>

tures per weighted pupil, where the pupil weights are Department of Educa-
tion estimates of costs used in the current school! aid formula.js For

?

example, the.six largest communities in the sample“had below=average school

expenditures per weighted pupil in 1980 (i.e., low §erv1ce levels) in spite

A

of the fact,that,they had the -largest per pupil e*penditﬁre increase between

1975 and 1980.’,The real question is the extent to gbich the recent growth

-

in school spending accurately reflects local preferences for education

.

services and changing views dbout the education of special needs students.

In addition, if the trends shown in columns 38 and 9 for the historical

L) .
\ »

period continue igto the presemnt, public school pupils are falling relative

et

to the overall population in all- population size categorié?f With 'this

change in relative ngggs, a change in the ‘mix of the total budget ackage
\]

4
away from education spending may be appropri:jgﬁf—ﬂowever, even iR\ such an
A

3 -

< .
adjustment is called for” in the lgpg rum, latge cuts in a single year are

likely to be disruptive.

iSYA

Impact on Service Level Disparities .
With many small school ?istriccs and relatively low state school Eidt

. ) ‘EI '
Massachusetts is characterized by wide variation in per pupil school spend=

. 36

ing across districts.

The, impact of Proposition 2-1/2 on these interdis=

trict spending disparities can be seen in Table-l2, which shows the percent-

age changes between {981 and 1982 in total school budgets and instructional

spending in -the 132 saméle communities grouped by 1980 service .level. The

groupings are quintiles of communities based on expenditures per weighted

pupi1.37 Columm 2 illustrates the wide variations in education service

.
-

levels across jurisdictionss Average spending per weighted pupil in the
. . : ) . %, '

high-service communities is about twice that in the low-service communities.

*




_TABLE 12

E??ects on School Committee Budgets -~ 132 Cities and Towns
by Service Level Categories ) -

P

\

Communities , FY80 Percent change in

Service in/Total Expenditures per Percent change in instructional Percent change in
Level Sample/Communities . weighted pupil " school budget ' gspending teachers
Group? sample/total FY81-FY82 FY81-FY82 FY81-FY82 '
' : 7
1 (low) 29/56 $1412/1411 ~5.6% -4+ 22 -9.7%
2 27/56 1652/1645 -=5.8 6.5 , ~-10.9
3 (middle) 22/56 1865/1864 ~7.2 =-6.3 -12.2
P . . }\
4 29/56 2080/2085 =5.9 -6.1 -8.9
5 (high) 25/56 ' 2755/2109 - -43?;<, -4ﬂ2 -9.5
Average o 1938/1943 -5.9 . . 545 ‘ =10.2
Number of ) B . . .
observations 132/280 132/280 132 v 131 : 123

a8 gervice levels are measured by FYS80 expenditures per weighted pupil, where the weights are those used in the
current school aid formula. The groups are quintiles of thHE%280 communities for which data were available on
expenditures per weighted pupil. :

’
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Based on the average percentage changes in school hudgets shown 1in

column 3 we conclude that P:oposxtlon 2-1/2's inictial xmpact is to xncrease
J
somwewhat the disparities in education setvice levels across cities and

'
i

towns, especially aﬁ the upper end. In particular, communities spending the
most per weighted pupil before Proposition 2-1/2 made the smallest cuts and
coﬁmunicies in the middle service level quintile made the largest cuts in
1932 school budgets. ‘

Columns & and 5 present estimates aof changes in instructional spending
and teachers from the 'same Department of Education survey. The patterns are
ba;ically the same as those for changes .in total school committee budget,
and strengthen the earlier conclusions that education cuts are substantial
and that Propesitiohéyi-I/Z makes the distribution of edugation services
across jurisdictions more unequal than it was before' the tax limitation
measure was éassed; on average, instructional expenditure and teacher reduc=

. . . » . . '- . .« .
tions in low service communities exceed those in high service communities.

1

- ' 1

1V. Conclusion

This study has examined the size and distribution of }ocal government

revenue reductions required by Proposition 2-1/2. Measurements of impact
were based on the limited data available one year after the Proposition's
passage and halfway through its fifst fiscal year of implementation. al-
though the estimated revenue losses may diffef from actual losses, espe=

cially as a result of revaluations recently or soon-to-be completed in some
1 ,
municipalities, they provide a useful description of the current situation

-~ N .

and a starting point for policy debate. s

The tax rate and levy growth limitation provisions of Proposition 2-1/2

~

reduced tax revenues available to every city and town in the Commonwealth in

'

3y
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FY82, but the impacts varied tremendoﬁsly across cities and towns. ‘After
the first ye;r, the hiéhes: tax rate cities and towns will have further
required.levy reductlons, and all other communities will be constrained by
Proposition 2-1/2's restriction of levy growth to 2-1/2 percent per year.
In addition, currently plénned cutbacks in federal aid will reduce the

revenues of local governments, especially those of’th%}larger cities anJ/

towns now most dependent on federal aid and also hardest hit by proposition

.

2"1/2. ! 5 -

X

This study has aeveloped the argument th;t enactment of substantial new
state aid is ;n appropriate response to the revenue losses of‘local govern~
ments because Massachusett's high property taxes before proposition 2-1/2
were mostly attributable to excessive reliance on property taxes as a local ///
revenue source., The question 6f now that aid should be financed has not
been addressed, but even as local revenue growth is constrained by Proposi-
tion 2-1/2, state revenue sources, most impértantly income and sales taxes,
will continue to increase with growth in the economy. Depending on the

distribution formula used, new state aid may ease the short—-term ad justment

problems of hard-hit city and town governments, and may also offset the in-

herent long-run tendency of a tax rate limitation to wiaen spending dispari-

’

ties that result from unequal revenue-raising ability. The first year aid-
program enacted by the legislaturé, which uses the ‘Equalizing #unicipal

Grant formula to distribute most of the aid, chooses the latter goal. A

v -
]

variant of that aid program (which we call 30-100 aid) would have balanced

¢ -

these two goals somewhat better for the first year.

-

In later years, some ,of the most undesirable long-run ef fects of Propo-

'sition 2-1/2 could be reduced by eliminating the 2-1/2 percent limitation on

[
>

annual levy growth, substituting instead a permanent rate iimit of 2-1/2

v ‘ .

. 59
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percent. This continuation of a taxX rate Limit rather than a levy growth
limit would also maintain the incentive for cities and towns to update their ™ *
assessments, one of.the most favorable first-year effects of Proposition
2-1/2. A rate limit would also be more neutral than a levy growth limit
with respect to changegﬁ;n the overall inflation rate.

Additional s:até aid to local governments 1is also needed in future
years. Ideally, the distribution of such aid’across cities and towns would
be responsive to interlocal variation in both services needs and taxable
resources. Such egualizing aid would reduce the spending disparities caused
by disparities in needs and revenue-raising capacity™shat existed before
Proposition 2-1/2, and would also offset the worsening of spending dispari—

ties based on resource disparities that would otherwise occur under Proposi-

tion 2-1/2's uniform rate limitation.

(9,
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FGOTNOTES ~ !

¢

Tne Impact 2-1/2 Project at the Massachusetts Instituce of Technology
is currently monitoring these first year impacts.

we focus on these two characteristics because Proposition 2-1/2 deals
directly with both. in addition, they are the two characteristics
1dentified in a 1978 study that differentiated states imposing limits
on local taxing and spending during tne 1970-7¢ period from those that
did not. See Helen F. Ladd, "An Economic Evaluation of State Limits on
Local Taxing and Spenaing Powers," National Tax Journal XXX:1 (March
1978), pp. .1-28. . ‘

’ o

U.S. Department of Educatxon, Digest of Education Statistics (year),
annual issues. Data refer to expenditure per pupil in average daily
attendance in public elementary and secondary schools.

For communities with 1979 full value tax rates below 2-1/2 percent, the
1979 rate becomes the maximum tax rate allowed under Proposition 2-1/2.
Like the higher tax rate communities, these communities must reduce tax

“levies 15 percent per year until tney reach their tax rate limit.

Proposition 2-1/2 also allows renters to deduct one-half of their rent
payments from their taxable income for- state income tax ‘purposes.
Included in tne Proposition to attra the votes of renters, this
provision has no direct impact on locgl govermment taxing and spending
powers. A constitutional challange to/this provision was unsuccess ful.’

The motor vehicle excise 1n Massacnusetts '1§ included 1in the Census
Bureau's definition of property taxes.

Before concluding that the solution -.to Maésacnusetts' property tax
problems is to enable local communities to use other local tax sources,
vassachusetts' fragmented governmental structure should be considerea.
Unlike other states which have successfully used local income or sales
taxes at the county level, Massachusetts nas no govermmental jurisaic=-

Ltions with taxing powers that are sufficiently large to be suitable for

local non-property taxes.

For example, see Robert W. Eisenmenger, alicia H. #unnell, Joan T.
Poskanzer, Richard F. S$yrom, and Steven J. Weiss, 'Neeaea: A New Tax
Structure for Massachusetts,' New England Economic Review, May/June
1975, pg. 3-24, for a <areful description of the problems resulting
from hagsachuseCCS heavy reliance on the local property tax.

-

For example, suppose a specific community is requireda to reduce prop-
erty taxes by 15 percent in tne first year of Proposition 2-1/2 and
thereafter may increase the levy by 2-1/2 percent annually. Suppose
turther that in the absence of Proposition 2-1/2, tnis community woula
have increased its property tax levy by 5 percent -each year. Proposi-
tion 2-1/Z- tnerefore reduces Local property tax revenues by lu percent

AU ¥
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the fi;:t year, 21 percernt the second, and 23 percent the third. The
measure used in this paper, however, shows smaller losses =- decreasing
rather than increasing over time == of 15, 13, and 11 percent for the
firsc 3 years. . '

We modify this procedure slightly for the motor vehicle excise reduc-
tions which went into effect” on January 1, 1981, half-way through the
1981 fiscal year. Here the fiscal yéar 1982 revenue loss is defined in
relation to 1980 calendar year revenues. Note that these estimates
assume that the taxable base is the same after Proposition 2-1/2 as’
before. Lf people respond to the lower tax rate, however, by upgraaing
their automobiles, the taxable base will grow and our estimates of the
before-after differences will be too hign. ’
Public officials were reluctant to revalue because they nad little to
gain from doing so. Revaluation would bring dramatic shifts in prop-
erty tax burdens, partiéularly away from business property onto resi-
dential property, but also across and within neighborhoods. In addi-
tion, revaluation could result in a loss of state aid. This occurred
because the Department of, Revenue typically ungerestimafes true market
valuation for communities assessing below 100 percent ana consequently
.gives them more than their share of stace aid distribucioms that vary
inversely with estimated valuation. '

.

The escima;e§%%ssume that (1) communities wishing to upaate their 1981

valuations do [so with a minimum increase of 13 percent over Cthe 1981
wvaluations and/ (2) those communities scheduled to implement néw revalu-=
ations in 1982 do so with 'a minimum adaitional 1increase of 10 percent
over tne preliminary inflation-adjusted estimate of full and fair cash
value. The estimates are weakest for the 120 communities with popula=
tions’ over 500 that were scheduled to implement revaluation during
FYs2. Of the 120, 37 were scheduled for tax reauctions between O and
15 percent; these reductions will be moderated if the certified revalu-
ation figures exceed the Department of Revenue's, estimates. Also among
the cities and towns scheduled to rpvalue in fY82, 53 were scheauled
for tax increases and 30 for cuts of the maximum 15 percent. Althougn
revaluation could alter either' of these groups’ first year revenue

changes, the impacts are likely to be small. _ - , .
N \

The only provisions affecting state. spending and taxes are the rental

_dediction which reduces state income tax revenues and the tequirement

that thne state finance any local programs it mandates that are not
accepted by the cities and towns.

The debate on how much aid to provide took place at. a ,fime of uncer-
tainty about tne £irst year revenue losses under Proposition 2-1/2.
Early estimates suggested the losses would be over S$6UU million, but
part of this reflected the loss of MVE revenues over an l8-month per<«
iod. Prelimtinary estimates by the Department of Revenue showed a $390
million net loss in property. tax revenues and an 15-month loss in MVE
revenuessof $225 million. As noted above, on July 1, 1981 the Deparc-
ment of Revenue estimated a 12-month loss of $490 million. ~

1
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We make this statement .based on our analysis of the -causes of high
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property taxes in the state. To the extent that the electorate be-
lieves that high property taxes are Che result of 'inefficiency and
waste, nowever, additional state aid mgy create probiems; by giving aid
to the cities and towns, the state makes it possible for local offi- \
c1als to avoid the hard choices that many supporters of Proposition
2-1/2 wanted them to be forced to make. For an analysis of what voters

wanted, see Helen F. Ladd and Julie Boatright Wilson, "Proposition
2-1/2: Explaining the Vote," John F. Rennedy School of Government, ;o
Regsearch Report_l, April 1981. . . . T

1

Taxable property values (called '"equalized valuations') are estimated
by the Massachusetts Department of Revenue (DOR) . for cities and towns
that do not assess property at 10U percent of market value. The equal-
ized values are likely to be underestimates of actual 198l full market
values because they are based on 1980 valuations. In addition, the DOR
tends to underestimate the property values in cities and urbanized
towns by a greater amount than those in homogeneous, ﬁiﬂential com=
munities. Effective-tax rates are calculated as the ratdo of a city's )
or town's property tax levy to 1ts equalized valuation. Hence the., > °
effactive tax rate is overstated where the equalized *valuation2is '
underestimated. . The 10 pgrcerft maximum figure cited in the t;e:_c,t’ is for

Boston, and is likely to be an overestimate for these reasons. ‘

-

The analysis throughout the text ,is based on the 336 wuassachusetts
cities and towns with population over 500. Because the 15 towns with
195G population less than 500 contain less than one tentn of 1 percent
(.08%) of the state's population, results for tae refmaining 336 cities
and gowns are representative of the entire state. : .

.
- ¢

Some low tax rate communities are ‘exceptxons. " Those with 1979 tax
rates below 2-1/2 percent were assigned the lesser percentage as tneir
limit. If their current tax.rate is above the limit, they are required
to' reduce their property tax levy to the limit or by 15 percent an-
nually until the limit is geached. .
The figures reported in the ''average resident" row ,of Table 1 are
weighted averages of the individual community data, where the weights
are community population. ,Hence for each column they represent the
community characteristic (tax rate, valuation, expenditures) faced by
the average resident in the state. ALl other rows (except "statewide \
total") weight all cities and towng equally.
some of the smaller towns also experience large property tax reductions
because of the provision setting the limit equal té tne 1979 effective
property tax rate for towns in which thdt rate was below 2-1/2 percent.

\ »
The EMG is also known as the lottery. formula because L‘tfis' used to -
distribute revenues from the state lottery. ' the formula defines an

. individual municipality's share as follows: o ,
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é State equalized value per capxcaf) Population of town i

i Share = Equalized value per capita, town i

391 [State equalized value per capita Population of town {3
. {I [Equalized value per capita, town 1

i= ‘f“ ’ ’ ’
See Helen F. Ladd and Julie Boatright Wilson, "Proposition 2-1/2:

Explaining the Votd," John F. Kennedy School of Covernment, Research
Report R8l-1, April 1981 for evidence that the desire for and expec=
tation of more efficient government was a major factor motivating
support for Proposition 2-1/2. \ S,

Tite discrepancy between the $221 million figure 'cited at the time of
its enactment in July 198l and the $205 million figure shown in Table 4
for the EMG occurs because the funds actually available were smaller
than initially estimated. .

The amounts of aid provided under the three plans shown in Table 10 are

not exactly comparable because the state totals (as shown in the final
row) are not equal. vHowever, the patterns across city and town types
are the focus here.

Estimated by the, Massachusetts Department of Revenue.

Cver the longer run, the limitation of levy growth to 2-1/2 percent iy
likely to result: in tax rate disparities widening again after the hign
rate areas have reached 2-1/2 percent. ‘That provision states that a
city's or town's property tax levy may grow at a maximum of 2-1/2
percent annually regardless of growth in the taxable property base.

Communities with rates below 2-1/2 percent in 1970 have that lower rate

as their limit; with a 2-1/2 percent levy growth limit, their rates are
likely to remain well below 2-1/2 percent. At the same time, effective
tax rates will fall more 'rdpidly in fast growth areas than .in areas
with base growth only sligntly above 2-1/2 percent per year. These two
factors will combine to widen disparities if nistory is any indicationm:
Areas with low effective property tax ratgs in FYsl showed greater
growth (in population) during the 1970's: than areas with higher tax
rates.

Tne latter are notoriously aifficult to measure, but are illustrated by
hign costs of fire protection im areas with run-down buildings, high
traffic control costs where many nonresident commuters use the roaas,
and high per pupil school costs where substantial fractions of students
need bilingual or remedial education. At a simpler level, school needs
cai pe measured by the number of students. :

- As originally passed, Proposition 2-1/2.allowed local overrides only in

biennial statewide November elections, and requirea a two-thirds favor-
able vote with-:the pa;:icipation of at: least 30 percent of a municipal=
ity's eligible voters. Because tne Ctiming "of the possible override
election was unrelated to tne budget process, overrides were not 4
viable option for FY¥52. The' amendments now permit two-thirds of the
board of selectmen pr city council (wiip .the mayor's approval) to puc &

| 6y
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referendum question up for a vote at any time. A majority vote on the
referendum may allow up to a 3 percent increase in the levy or a les-
sening of the required reduction to 7-1/2 percent. In no case, how-
ever, may a dommunity vote to increase its tax rate beyond 2-1/2 per-=
cent. T ' : '

r

an equalizing aid formula would also (somewhat inaccurately) cushion
required second year revenue losses because those cities and towns that
are facing second year .cuts on average have low-revenue raising capa-
city. However, since there are low-base communities with no second
year cuts, a more target-efficient approach would be to allocate part
of the smew aid in proportion to FY83 losses and part on an equalizing
basis. !

If the 2-1/2 percent rate limit or 2-1/2 percent annual levy growth

limit ares binding constraints on all communities, then local decision= "
They retain the.’ ;

makers have.no discretion in setting the budget total,
power, however, to allocate avallable revenues among uses. .

The two qualifications on the sample's representativeness are as fol-'
lows: Firsg, tne sample excludes the 52 regional academic and the 27
regional vocational school districts. & (Similar data are available for
about 40 reg}onal district3» but we have not analyzed them.) Second,
only 6 of the 21 towns and cities with population over 50,000 are in-
cluded in the sample;, and none of tne three .largest cities -- Boston}
springfield, and Worcester =-- are included. Hence, the results re-
ported here underrepresent both the state's smallest communities, many-’
of whom are members of regional school districts, and its largest,
cities, C
We do not view 'this as a major limitation of the data, however, sifice
in most 'towns the general magnitude of the cuts was negotiated between
the. school committee and the finance committee in advance of the tawn
meeting. . .

L

:

Note that 1f these munigipal revenue losses were expressed as a frag—
tion of gross expenditures, the percentage changes would be closer ‘to
zero, and the contrast with school reductions even greater. ‘-
[

) .

Correction for idflation uses U.S. state and local public sector price
-4

deflator. K

.

Expenditure ana population data from Governmental Finances,

Sources:
1974=-75 and 1979-50 editions; enrollemnt data from Digest of Education
Statistics, 1975 and 1980 editioms. '

<

|
‘The pupil weights are those used in the current school aid formula and
represent the approximate relative costs of . educating different types
of students. The weights (which refer to full time equivalent stu-
regular day program, 1.0; transitional biXin-
ual program, l.4; special education program, 4.0;’ special education
residential program, 6.3; vocational education day program, 2.U; low
incqme pupils, and additional weight of .U.2. Because the Department oﬁ
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EdGcation does not calculate expenditures. per” weighted pupil, we es-

timated it for each city ana town as follows: We first adjusted total

expenditures and total full time aquivalent students from the end-or-
year reports for studefts attending rggional schools and for students
"ruitioned~in" from other districts. We then average membership minus
our estimate of regiomal school pupils to weighted pupils as reported
by the Department of Education. The 'ad justments reflect the fact that
weighted pupils as reported by the Department of Education for any city
or town exclude Students attending regional schools and count students
who attend public schools outside their district of residence on a
tuition basis as pupils of their city or town of residence.

Ideally, one should deflate the expenditure numbers by an index of the
costs of educatipnal inputs across districts. Such an index is diffi~
cult to construct .even if one bases it solely on teacher salaries. The
ditficulty is that high teacher salaries (even for a given education
and experience level (may reflect high costs in one jurisdiction and
nigh quality in another. ‘ P

according to estimates by the National Center for Education Stacistics,
Massachusetts' disparity index of 2.22 was the highest of any state in
1977. The 'disparity index is the ratio of. expenditures at tne 93th
percentile of students to eibéhditures at the Sth percentile of stu-
dents. As a result of the 1970 school aid package, Massachugetts'
index is now probably somewhat lower than it was in 1977. ,But in the
aggregate, state school aid to local governments in Massachusetts still
covered only 30 percent of “local education expenditures in fiscal 1980,
far less than the U.5. average (53.6 percent).

Secause of data limitations, our quintiles are based on only 280 of the
297 school districts operated by cities and towns. This should have no
affect on the conclusions. ~
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