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ABOUT TCCRI TASK FORCES

The Texas Conservative Goan Research Institute's Task Forces are the backbone of the
Institute's research and education efforts. Based on the conservative principles of limited
I32OSNYYSYGis AYRAGARdzZ f fAOSNIASAT FTNBS Syl
Forees develop legislative leaders and sound public policy ideas by bringing together legislators,
experts, industry leaders, and stakeholders in a unique forum that fosters discussion and
debate among public and private sector leaders. This approach hasmpiobwe very
successful.

THE 20090 PROPERTY TAX TASK FORCE

The TCCHchool Finance arféroperty Tax Task Foraas convened becaugeoperty tax bills
across the stateontinue to rise highlighting the pernicious nature of the property t@xd
acceerating the next legal challenge to the system, despite legislativalydated school district
property tax rate relief Property taxesare the root of a growingocial crisis in Texas, making
homeownership unaffordable for many and creating a greatendentive for business expansion
among capitaintensive industries.

The Task Foramnsideredboth short and londerm steps to provide meaningful tax relief by
reducing the administrative and fiscal burdens posed by the propertgridxinding a fairg more
reliable way to fully fund public schools.

We would like to thank State Senator Dan Patrickifeston) and State Representative Phil King (R
Weatherford) for serving as Task Force@wirmen.

Therecommendations in this repodo notnecesarilyrepresent an endorsement from any individual
member of the Texas Conservative Coalition Research Institute Board of Directors or any individual
participant of theSchool Finance areroperty Tax Task Force.

There may be some policy recommendatianstatements of philosophy that individual members are
unable to support. We recognize and respect their position and greatly appreciate the work of everyone
involved in the organization.







Executive Summary

School district property taxes place anormous financial burden on homeowners and businesses
¢ SEIF 8Q LINR LIS NIi & -oéclipied houkiNgRsShé highgstrigidnya8d\sk a result, ittome
ownership rate is 430f the 50 states. As a mortgage crisis continues to grip much of the pation
legislators in Texas can help families stay in their homes by reducing this property tax burden.

While shortterm relief is imperativethere arealsoa number oflong-standing fundamental problems
with the property taves generally, and the maintenanaed operations tax specifically, including:

1 The property tax, unlike any other form of taxatios assesseih perpetuity regardless of the
LINR LISNI & 2 ¢y S NI aoreconbriicicanditions2 LI & GKS G E

9 The property tax abridggwivate property rightsif one can never take full ownership of land or a
house, the constitutional right to private property is a false promise.

9 A costly and intrusive bureaucracy exists to appraise the taxable value of properties and oversee the
collection of taxes from eagbroperty owner;

1 The property tax will keep the state perpetually in court because the system of school finance lacks
the meaningful local discretion that is required by the Texas Constitution and is rigged in such a way as
to guarantee more state interveion in school district operations;

9 The property tax has so many exemptions and loopholes that the businesses and homeowners who do
not qualify for any of the exemptions bear an excessive and undue portion of the total burden;
furthermore, childless homemners pay the cost of educating the children of Howme-owning
parents which, by itself, is a major inequity;

9 Property tax rate relief financed by the Legislature is undermined by appraisal increases or school
district tax rate elections, as well as inases in local deband,

i Property taxes are the remnants of an antiquated system of taxation that was necessitated because
wealth was tied directly to the land: farming & ranching, primarily. As Texas has urbanized and the
economy has shifted largely toanufacturing, research and developmerdtail, serviceand other
sectors, the system of taxatidras becomeutdated and inefficient. Indeed, wages and economic
activity produced by agriculture are dwarfed by other industties.

Many of thesdnherentproblemsare exacerbated by the extent to which the property tax burden has
increased over the past two decadeAs result, legislators should set the state on a path toward a
fairer system for funding public education that does not rely primarily on taiat of property.







Introduction

The recent neacollapse of the mortgage industry has brought into sharp focus the issue of home
ownership and the role it plays in American life. The fedgoakernment has spent hundreds of billions
of dollaré to addres an economic crisis that has its roots in the collapse of a financial sector that was
overexposedtosd | f f SR aG2EAOé Y2NI3IF3aS aasSda GKFG oSN

The mortgage crisis has driven foreclosure rates up and has fordetetuals and families from their
homes" Against this backdrophe single best thing legislators can do to keep people in their homes is
to meaningfully reduce and ultimately replace- property taxes. Reducing property taxes will give
home owners lhe financiahbility to continue making mortgage payments; in turn, this will help keep
mortgage lenders solvent, and is an effective way to arrest the financial downturn without resorting to
taxpayerfunded bailouts.

Statistics from the U.S. Census Burshow that Texas already has one of the lowest home ownership
rates in the nation, ranking Ff the 50 states:

HOME OWNERSHIP RATES BY STATE (2009)

State Home Ownership Rate  Rank

Alaska 66.8% 40
New Jersey 65.9% 41
North Dakota 65.7% 42%

Washington 65.5% 43
65.1% 45
Rhode Island 69.2% 46
Nevada 62.4% 47
Hawaii 59.5% 48
California 57.0% 49

Source: U.S. Census Bureau, Housing Vacancies and Homeownership Annual Statistics: 20

It is worth noting that Texas has a better homeownership rate than California, despite California having
enacted landmark property tax refor(®roposition 13) in 1978. However, California has a broader tax
structure with a deleterious impact on homeownership, including a personal income tax that is among
0KS KAIKSAG Ay (GKS ylLiAz2yo 5S4LAGS (nkhatdz ¢ SEI &
California.

¢SEFraQ t26 K2YS 26y SNAKALI NI GS Oly 68 |G €SI ai
property tax burden, as compared to other states. Research published in December 2008 by the Tax
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Foundation reveals that the burdéh¥ ¢ SEI & Q LINE LJSdddpied hdusing &mongthg 2 6y S
highest in the nation:

PROPERTY TAXES ON OWDIERUPIED HOUSING BY STATE (2009)

State Rank Median Property Annual Taxes on
(1=Highest Taxes as a AveragePriced
Tax Percentage of Home Home*
Burden)
Values

New Jersey 1 1.89% $3,610
New Hampshire 2 1.86% $3,552
Texas 3 1.81% $3,457
Wisconsin 4 1.76% $3,362
Nebraska 5 1.76% $3,362
lllinois 6 1.73% $3,304
Connecticut 7 1.63% $3,113
Michigan 8 1.62% $3,094
Vermont 9 1.59% $3,037
North Dalota 10 1.42% $2,712

AAAAA

{ 2dzNDSY
Texas A&M University.
*The average price of a home sold in Texas in October 2010 ($191,000) is used as the basisdareacthfs
column.

¢SEIFaQ f 26 K2 Y Strogghylyikeddgitk lighdpropkriy Gix birdenLegislators must
I RRNBaa ¢SEF&Q 26 K2YS 26ySNEKALI NI GS o6& NBRdAQ
important in the context of theecontinuingmortgage and financial crisis. A 2006 report by the Texas
Department of Housing and Community Affairs highlighted the probtitingd K+ & a oY 8 y & LIS
able to acquire a loan and buy a house but are unable to keep up with payments on thetzarse of
KAIK LINRLISNI & Gl ESaoe

The scale of the problems that plague the mortgage industry are an indication of the extent to which
politicians, regulators, and financiers were willing to overlook sound financial practices in order to
sustain the unpreedented growth in home ownership that occurred throughout the 1@%hd early

2000 @ C2NJ GKS 4! YSNAOIFY 5NBIFYE¢ (G2 0SS FaGdFrAYySRX
income groups who would not normally have qualified for mortgage loans. AdaheYork Times

described in 1999:

Fannie Mae, the nation's biggest underwriter of home mortgages, has been under increasing
pressure from the Clinton Administration to expand mortgage loans artawm@nd moderate

Ay O02YS haepaltnfent af Housing driirban Development proposed that by the year
2001, 50 percent of Fannie Mae's and Freddie Mac's portfolio be made up of loans to low and
moderateincome borrowers. Last year, 44 percent of the loans Fannie Mae purchased were
from these groups.
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Increasindhome ownership rates is a laudable goal, and the extent to which that goal was pursued is a
testament to its quintessential role in the American Dream. Before the onset of the Great Depression,
home ownership rates in the U.S. were beginning to appré&dchercent. However, once the

Depression had taken its toll, the home ownership rate declined to 43 peYc@htoughout the 1950s,
cnda YR 1TnaI K2YS 2¢6ySNEKALI INBg aGSIRAf&T YAN

NP
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was almost 70 percent by 2004 before the mortgage crisis began Yb hit.

The latest figures from the U.S. Census Bureau reveal that in the fourth quarter of 2009, the home
ownerskip rate in the U.S. declined to 67.2 percent from its 2004 historical high of 69.2 percent. This
drop has set home ownership in the U.S. back nine years, mirroring the rate in the fourth quarter of
2000

Historically, the U.S. has had higher home owh@r rates than comparable countries in Europe and
around the world. A 2002 study, for example, noted that U.S. home ownership rates have been
consistently 27 percentge points above that of Germarly

Research demonstrates that home ownership is positieetrelated nationally with a strong financial
sector™ At the individual level, home ownership is considered fundamental to the American family:
home owners are more likely to be married and have children than those who do not own their Homes.

The detine in the home ownership rate that was triggered by theent and ongoingnortgage crisis
will have a severe impact on the economic stability of families across the nation and Texas in particular.

While Congress and the federal government will end sgpending more than $1.5 trillion orbailouts,
eliminating school property taxes in Texas would cost less than $20 billigtiminating maintenance
FYR 2LISNF A2y & LINRPLISNIe (lES& ¢62dAZ R I ftaz2 o6S &aiid
misdrected bailout: homeowners would be able to keep their homes and banks would continue to
receive mortgage payments.

The Texakegislature has workefdr decades tanake property taxes less burdensonheit to no avail
For instancegdespite more than $1illion in legislatively appropriated property tax rate cuts in 2007,
increasesifi 2 0Ff NJ} 0Sa> |LINFIAalrtas yR 02yR RSolG 02y
2007, 115 school districts held tax rate elections to increase their tax rates from the cap of $1.04 to
$1.17. On top of these rate increases, 197 school distrits hond issue elections in 2007, which
issued at least $7.4 billion of new debt.

The problem, however, is much deeper than high tax bills. The property tax crisis is also a property rights
crisis Property taxes are perpetual, abrogating the right toroproperty in the truest sense. If one

must pay local taxing authorities every ydarever, then property ownership is reduced to nothing

more than a form of renting from the government

This report explores these arguments and lays out a path to s@nopérty tax elimination in Texas.
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A Blueprint for Reform

State legislators have made repeated attempts to reform the property tax. Efforts have been made to
reform the appraisal process, lower the appraisal cap, lower the maximum allowable taxmpteye

the accountability and transparency of school districts, and increase public participation in school
district decisions. While some of these efforts have been successful around the edges, the system is
structured in a way that will always workaigst property owners.The following chart ilistrates this

fact by placing the past three decades of property tax legislation and court decisions alongside the
perpetually growing school district (blue) and overall (red) property tax burdens.

Texas School and Overall Property Tax Burden 1982 - 2008
$45,000,000,000 esmmmSchool Property Tax Levy

esmmTotal Property Tax Levy

$40,000,000,000 -

$35,000,000,000

$30,000,000,000

$25,000,000,000

$20,000,000,000

$15,000,000,000

$10,000,000,000

$5,000,000,000

@ 1982: Property Tax Code Implemented; Appraisal authority moved to County Appraisal Districts.

198990: Edgewood decision determines the school finance decision to be unconstitutional;
SB1(71S6) provides funding for wealth equalization.
1991: Edgewood ltlecision finds the school finance system still unconstitutional; SBZR)
creates County Education Districts with property taxing authority; HBB81) creates the Texas
Lottery to provide funding for publieducation; Comptrolleassumes responsibility for the

12




Property Value Study.

199293:Edgewood IRSOA &aA 2y FTAYRAa [/ 2dzyGeé ! LIIINI A&l f 5A
unconstitutional; SB3 Tow0 ONBI 1S&a (GKS aw20Ay | 22R¢ aea
between schol districts.This new school finance system was declared constitutional in the
Edgewood I\ecision in 1995.

1997: HB475R) increases the homestead exemption to $15,000; STRR3 establishes an
annual 10 percent appraisal cap on residential prope

1999: SB476R) compressestzaol district property tax rates
2004:West OrangeCovedecision declares the school finance system unconstitutional.
2006: HB1,2,3,4,&6r9S3) compress school district property tax rates by 50 cents over two

yeasby creating the Property Tax Relief Fund. The Fund receives revenue from an expansion of
the Franchise Tax and adjustments to some state sales taxes.

OIOO OO

As the chart shows, despite repeated attempts to fix and reform the school finance systenuytiem b
it places on property tax payeggresidential and business owners alikbas continued to grow

inexorably. Even the 50 cent
M&O ratereductionenacted in TOTAL PUBLIC SCHOOL SPENDING PER PUPIL

2006_that resulted in th(.E 1998-99 through 2008-09 School Years
creation of the new business tax
is only a blip on the property tax

I 5CHOOL DISTRICT EXPENDITURES PER PUPIL §11,978

horizon. $12,000
@ TOTAL EXPENDITURES PER PUPIL (INCLUDES STATE 511,442

Every factor points to the same CONTRIBUTIONS TO TRS, TEXTBOOKS, AND OTHER

conclusion: Taxpayers deserve ase® STATE PUBLIC EDUCATION EXPENDITURES)

fairer, lessintrusive system that 59123 59200

is robust enough to fully fund 68,000
public education. While local
school officials continue to
impose eveilarger tax burdens
on home owners and busisses,
despite huge increases in state
appropriations to public
education[see chart] the state
can eliminate school district
property taxesand establish the
permanent, reliable, dedicated,
broad_based source Of revenue 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09

that the public education system

Source: Texas Comptroller of Public Accounts, Texas Education Agency and Teachers Retirement System
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needs. "_'a”d'”'har_‘d with reforming GROWTH IN TEACHERS VS. ADMINISTRATORS
the public school finance system
must be an acknowledgement that 4% 1998-99 through 2008-09 School Years (1998-99 = 0)

school district spending cannot I ADMINISTRATORS

continue to grow at the rate seen @ reackens

over recent decades, and particularly

when much of the spending growth 32%
has been focused awdrom 3

classroom instruction and has been

used to grow the public education 26%
bureaucracy. The growth in the
number of administrators compared
to the number of teachers illustrates *

this problem [see chart].

36%

l'a | NBadzZ &G 2F GRAA
public edcation system a private
company, it has grown to the point 4
where it would be the fiftHargest in
the world by employee countNorn
teachers account for half of all public’
education employees across the
state, and three categories of nen
teachersc campusadministrators,
central administrators, and
professional support staff each

Source: Texas Comptroller of Public Accounts and Texas Education Agency.

earn more per year on average than doteachér§sSSS ¢/ / wL Q& { G GS . dzZR3ISG ¢

more information on public education bureaucrhcy

Any efforts to reform the pulic education finance system seek to reduce this unnecessary spending
growth by reducing the number of netieachers in the public education system. Public education
spending must be focused on the classroom so that teacher and students (the core ofittadied
system) are prioritized over bureaucracy and remsential programs.

In addition, meaningful reforms must address the issue of school district mandateh legislature has

a tendency to layer welhtentioned mandates on schools districts. Feample, House Bill 3190 (80R)
added a new requirement that all students practice bus evacuations twice a yegardless of

whether the school district operates a transportation system. Indeed, since 1995, the Legislature has

Xiv

enacted more than 60 mandatésr sclool districts:

The Texas Association of School Administrators and the Texas Association of School Boards note that

GOGKS A&dadsS Aad y2i 6KSGKSNI AG A& FLILNRBLINREFGS F2NI

state mandates place oK 2 2 f R A a (“NtfisGhéref@redzRpdrtauit t énsure that all mandates
are necessary, and unnecessary mandates are repealed in order to relieve some of the financial burden

14
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they place on school district$Senate Bill 468 (82R) by Senator Shapégins the process of alleviating
some public education mandates and granting additional flexibility to school districts.

Shifting from property taxes to consumption taxes is a philosophical imperative if the constitutional
LINE @A & A geyleralidifision oftkhowledge being essential to the preservation of the liberties and
rights of the peoplé ¢ SEl & /2y aiAlddziAzys ! NIAOES xLLE {SQia
if public education is a constitutional imperative for all Texans, tidefiexans should participate in the
funding of the public education system. Since all Texans necessarily pay sales taxes, the sales tax is the
fairest and broadest method for funding the public education system.

Analysis of a plan in Florida which wobllve replaced $8 billion of property taxes per year with an
expanded state sales tax in the Sunshine State, found that:

1 Property values in the state would have increased by $80 billion in total.
1 $6.9 billion in new residential construction.

1 $2 billion inadditional disposable income.

72,465 new jobs created in the first five years of the property taX‘tut.

This type of shift must be a lofigrm goal for legislators in Texaé. blueprint for how to begin
transitioning away from property taxes to fund pubéducation follows:

1. 9y Od0 fS3aratldrazy dGadzyaStiAiy3dé aoOKz22by RAAGNH O
2016.

2. Eliminate school district M&O property taxes on residences, using consumption taxes to
replace the lost revenue

3. Eliminate school district M& property taxes on all other property, including business and
commercial properties, using consumption taxes, a tighter state spending limit, and surplus
revenues to replace the lost revenue.

With the phased approacbutlined above, school district M&O gperty taxes can be completely
eliminated and replaced with a fairer source of revenue, with the process beginning during"the 82
Legislature. The blueprint is described in detail in the following sections.

M® [ SIA&ELGAZ2Y (2 &popeiyfules 30K22f RAAGNRAOG ash

Given the budget constraints likely to be faced by legislators in tA&.&gjislative session, it would be
prudent to set the state on a long term path to school district M&O property tax elimination. Enacting
f Saratt dArzy |digrictM&Qplopedtyitaxedy Deceander 312016would give state
policymakers four years to develop a fairer funding system based on sales taxes rather than property
taxes. It would then fall to the85"™ Legislaturen 2017to enact a new system befothe current

property tax system expires.
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Under this approacfthe Legislature will be able to act in a timely fashion to find a reasonable solution

G2 GKS a0K22f RAAGNAOG LINRLISNI@& G BLagid@uef SYZ Ayl O
which was forced to create a new business[f@8 S ¢/ / wL Q& 902y2YAO YR 22N F
Force report for more information on the businesq &dter the Supreme Court found the property tax
system of school funding to be unconstitutional.

HoweveZ Sy I OG Ay 3 & & dzy &'Sliegislafivédbds adt praclid? waking fyirthér &téps y H
outlined in the blueprint in order to provide meaningful tax relief for homeowners or busingssek as
lowering the appraisal cap to 5 percent (Seenate Bil129/Senate Joint Resolutidny SenatorPatrick),

or applying the current appraisal cap to business property (see House Bill 1079/House Joint Resolution
82 by Representative Phil King).

2. Eliminating school district M&O property taxes on residences.

TheOffice of the Comptroller indicates that in FY2009, school district M&O property taxation
attributable to single family properties and muttimily properties totaéd $9.2 billion:

SCHOOL DISTRICT M&O PROPERTY TAX LEVY ATTRIBUTABLE TO RESIDENCES, 2009:

Céaegory 2009 Tax Levy

Single Family Properties $8,299,844,427
Multi -Family Properties $ 899,449,322
TOTAL $9,199,293,749

Source: Comptroller of Public Accounts.

Ly GKS OFGS3I2NASa 2dzif AYSR | 02@Ss amaniiggdfar®ardl YA ]
NI} YyOK AYLINROSYSYGaz YR Y20AfS K2YSa o0O0FGS32NA§a
GadfF EXAft & LINRPLISNIASa:d NBFSNE 2yfe (2 OF{iS3I2NE .| A
types of multifamily dwellirgs.

In order to completely eliminate school district M&O property taxation on residences byittcanmisg to
consumption taxesgbislators would need to raise the rate of the state sales and use tax, or close some
of the exemptions and exclusions from teales and use tax, or arabination of both approaches. The
chart below projects the additional revenue that would accrue from incremeantatter cent increases

in the state sales and use tax:
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STATE SALES AND USE TAX RATEBEAWREVENUE PROJECTIANS-2013

State Sales and Use Ta  Fiscal Fiscal Fiscal Fiscal Fiscal
Rate 2009 2010 2011 2012 2013
(million) (million)  (million)  (million) (million)
. 650percent  $7385  $770.3  $803.9  $837.2  $871.5
6.75 percent $1,473.3 $1,538.8 $1,603.8 $1,670.2 1,738.7
7.00 percent $2,204.5 $2,299.6 $2,399.8 $2,499.1 $2,601.6
7.25 percent $2,932.1 $3,0585 $3,191.9 $3,323.9 $3,460.2
7.50 percent $3,656.0 $3,813.6 $3,979.9 $4,1446 $4,314.6
7.75 percent $4,376.3 $4,565.0 $4,764.0 $4,961.1 $5,164.6
8.00 percent $5,02.9 $5,3125 $5,544.2 $5,773.5 $6,010.4
8.25 percent $5,806.0 $6,056.3 $6,320.3 $6,581.8 $6,851.8
8.50 percent $6,504.1 $6,784.5 $7,080.3 $7,373.2 $7,675.7
8.75 percent $7,196.1 $7,506.4 $7,833.6 $8,157.7 $8,492.3
9.00 percent $7,882.1 $8,229.1 $8,5804 $8,953.4 $9,301.9
9.25 percent $8,562.0 $8,931.2 $9,320.6 $9,706.1 $10,104.3
9.50 percent $9,235.9 $9,634.1 $10,054.2 $10,470.1 $10,899.6
9.75 percent $9,903.8 $10,330.8 $10,781.2 $11,227.3 $11,678.8
10.00 percent $10,565.7 $11,021.3 $11,501.8 $11,97.6 $12,469.0
10.25 percent $11,221.7 $11,705.5 $12,215.9 $12,721.3 $13,243.1

Source: Texas Comptroller of Public Accounts.

As the chart shows, using sales and use tax rates alone, legislators would have to increase the rate by
around 3.25 cents to 9.58@ercent in order to generate the $9.2 billion that would be required each year
to replace school district M&O taxes on residential property. However, this rate increase could be
considerably lower if some existing sales tax exemptions and exclusiongkveirgated in order to

raise some of the required revenue.

CKS F2tf2¢gAy3 OKFENIA FINB FRFELWISR FNRBY G(GKS / 2YLJ
and they outline the major exemptions and exclusions that could be considered by legislatsrs.

worth noting that this list is comprehensive, and includes exemptions such as the manufacturing
exemption which would be unwise to eliminate. As a general principle, creating a fairer system for
funding public education should not be achieved at &x@ense of economic development in the state.
Indeed, eliminating the M&O tax is intended to spur economic grov@bme of the exemptions to the

sales and use tax were created with that in miesipecially the exemption for materials used in
manufactuing,l YR St AYAyYylFiGAy3 GKSY g2df R KIFINY ¢SEFaQ S
state should be protecting its jobs base and encoumgdiusinesses to grawHowever, eliminating

17
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some exemptions and exclusions will broaden the base of the satesdjmmg more funds to offset the
shift away from the M&O, and require a smaller increase in the sales tax rate to achieve the objective.

MAJOR SALHR\X EXEMPTIONS (Greater than $100an)

EXEMPTION VALUE DESCRIPTION

Manufacturing $8.200 This gction exempts several types of items used in manufacturing prodi
billion for sale, incluthg materials that become part of the manufaced product.

It also exempts tangible personal property that is necessary or essentia
the manufacturing operation it causes a physical or chemical change in
the product being manfactured. The section exempts servicesfpaned
directly on the manufactured product; certain chemicals used during the
manufactuing operation; wrapping and packaging maatsj and cein
equipment used to reduce water use and to reuse and recycle wastewa
streams in the manufacturing process. The exemption specifically exch
certain items, including equipment rented for less than a year, hand too
office supplies, and equipmeand supplies used in maintenance and
janitorial activities.

Food $1.380 This section exempts food products for human consumption, like cereal
billion milk, meat, poultry, fish, eggs, vegetables, fruit, spices, salt, sugar, coffe

and tea. It does noéxempt meals sold in restaurants, vitamins, cthea-
counter medicines, soft drinks, ice, and candy. Meals, soft drinks, and c
are exempted if sold by certain organizations, like elementary or seconc
public or private schools, student or pareieiacher organizations,
churches, hospitals, retirement facilities, or members of nonprofit youth
athletic organizations.

Gas and $1.151 This section exempts certain sales of gas and electricity, including gas i

electricity billion electricity used in procssing a product for sale; exploring for or producin
and transporting a material extracted from the earth; agricultural
operations; gas and electricity used by an electric utility; and gas and
electricity used in residencesncluding apartments, nursing htes, and
dormitories. The section also gives cities the option to tax the residentia
use of gas and electricity.

Health care $0.434  This provision exempts sales of prescription

supplies billion and nonprescription drugs; corrective
lenses and therapeid devices prescribed
by a doctor; insulin; hospital beds; hypodermic
syringes or needles; braces; hearing aids; orthopedic, dental, or prosthe
devices; blood glucose monitoring test strips; and certain devices used
people who are blind or deaf.
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Agicultural $0.324 This section exempts certain agricultural items, including horses, mules

items billion work animals; animals that ordinarily constitute food (cattle, poultry, etc.
feed for farm and ranch animals and for animals held for saleateseeds
and annual plants; chemicals used on a farm or ranch in production; an
machinery and equipment used on a farm or ranch to build roads or wa
facilities. The section also exempts items used to produce agricultural
products for sale, or to proas, pack, or market agricultural products;
underground irrigation equipment; and ice used by commercial fishing
boats.

Water $0.263  This provision, which has been in the law since 1961, exempts sales of
billion water. It does not include the disposal oégte-water, which is a
nontaxable service.

Sales to $0.255 This section exempts items sold, leased,
government billion or rented to governmental entities, including
entities the United States, an agency or instrumentality of the United States, thi:
state,or a county, city, special district, or other political subdivision of thi
state.
TOTAL $20.294
billion

Note: A range of other, smaller exemptions to the sales tax exigiseTare each worth less than $100lion per

year. Taken together, theytal $5605million. They include: sales to rprofits, certain bingo equipment, food

stamp purchases, newspapers, magazine subscriptions, certain drilling equipment, internet access service (partial),
sales tax clothing and footwear holiday, certain shisats and boat motors, railroad fuel and supplies, coin

operated services, data processing and information services (partial).

SALES TAX EXCLUSIONS

CONSTRUCTION LABOR

New residential construction $0.284 billion
New nonresidential construction $0.186 hillion
Residential repair and remodeling $0.092 hillion
TOTAL $0.562 billion
PERSONAL SERVICES

Barber and beauty $0.064 billion
Funeral $0.055 billion
Child day care $0.168 billion
Miscellaneous personal services $0.011 billion
TOTAL $0.298 billion
BUSINESS AND PROFESSIONAL SERVICES

Physician services $0.727 billion
Dental services $0.259 billion
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Other health care $0.365 billion
Legal services $0.354 billion
Accounting and audit services $0.174 billion
Architectural and engineering services $0.310 billion
Management consulting and public relations $0.139 billion
Contract computer programming $0.133 billion
Research and development laboratory services $0.060 billion
Economic and sociological research $0.021 billion
Testing labs $0.047 billion
Billboard advertising $0.023 billion
Employment agency services $0.029 billion
Temporary &bor supply services $0.050 billion
Financial services brokerage $0.156 billion
Other financial $0.104 billion
Real estate brokerage and agency $0.192 billion
Freight hauling $0.224 billion
Other transportation $0.016 billion
Veterinary services $0.036 billion
TOTAL $3.419 billion
OTHER SERVICES

Automotive mainterance and repair $0.219 billion
Car washes $0.023 billion
Travel arrangement $0.021 billion
Private vocational education $0.032 billion
Other education services $0.028 billion
Interior design $0.008 billion
TOTAL $0.331 billion
TOTAL $4.620 billion

Between modest sales and use tax rate increases and closing some existing exemptions and exclusions,
there is clearly scope to eliminate school district M&O property taxes on residential properties in the
short to medium term. Such a reform could even be ewbil by the 8% Legislature. The possible
combinations of rate changes and exemptions and exclusions that could be ended are numerous. The
iteration suggested below is merely illustrative of how the $9.2 billion figure could be reached:

Raise the Stat8ales & Use Tax rate 2 cents to 8.25 percent:. $5.806 billion
End the Business & Professional Services sales tax exclusior$3.419 billion

Total: $9.225 bhillion
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3. Eliminating school district M&O property taxes on all other property, including business and
commercial property.

Raising the additional revenue that would be required to completely eliminate the rest of the school
district M&O property tax levy could be achieved through a combination of sales tax rate adjustments,
closure of additional exemptioand exclusions, and, over the letggm, dedication of state budget
surpluses to property tax relief.

Texas consistently generates surplus revenues that, if not returned to taxpayers, are simply used to
grow government. Since the 1995 biennium, Texahas generated $36 billion in state budget
surpluses{ Ay OS GKS adl isSQa GIE NB@SydzSa Oz2zyaraidSyi
Texas Constitution (Article Ill, Sectiongl®)) with language similar to that proposed by House Joint
Resolution 53 (80R) so that half of all surplus revenues certified by the Comptroller are dedicated to the
Property Tax Relief Fund:

(c) Not later than the 90th day of each fiscal biennium, the comptroller shall:

(1) transfer to the budgettabilization fund onénalf of any unencumberepositive balance of
general revenues on the last day of the preceding fiscal biennium; and

(2) transfer the remaining unencumbered positive balance of general revemuig® last day
of the preceding fiscal biennium to the property tax relief fund.

Linking this legislation with a tighter constitutional spending limit based on population growth plus
inflation (which was atsa fundamental part of HIR S80R0 ¢ A f f KSf LI sypldB | &S
revenues that can be dedicated to eliminating remaining school district M&O property t&xesy

dollar of surplus revenue accrued through spending restraint will reduce the extent to which the sales
and use tax rate would need to be raisedtlue base expanded in order to fund property tax
elimination.
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Consumption Taxes
Since consumption taxes form the core of the blueprint to shift away from property taxes to fund public
education, it is worthwhile to highlight the benefits of consumpttaration and to address some of the

arguments related to regressivity that are sometimes used by opponents of consumption taxation:

9 Consumption taxes build on the fact that consumers almost always pay all the taxes, and in that

way, they are fair and brod-basedb ¢KS /2YLIGNREff SNRA HAnmM da¢lE ¢E

reinforces this very important point:

It should be recognized that any tax levied directly on a business will ultimately be paid by real,
live peopla if not consumers via higher pds, then business owners via reduced profits or
employees via reduced wages ... In any case, or in any combination where the tax burden is
borne jointly, the old cliché isHzSY Whyf & LIS2LX S LI & (I ES&a®Q

Consumption taxes are paid directly by consumersythre not hidden.
9 Consumption taxes are transparent to the general public, making them fair and predictaBldes

tax liability is easily calculated. In March of 2005, ttd#rairman of the Federal Reserve Alan
Greenspan testified before Congress:

Aprinciple that | believe is important nawbut appears not to have weighed so heavily on
those involved in the earlier reformsis predictability in the tax code. By this | mean creating a
tax system in which households and businesses can look into thefatut have some

NEF &2yl ofS RSAINBS 2F OSNIFAydGe Foz2dzi WKS ¥ dz

Sales taxes meet that criterion. They are predictable because a person can calculate their tax liability
prior to the purchase of a taxable goodservice.

1 Consumption taxes are generally positive for job creatio@onsumption taxes are a superior form of
taxation because they do not penalize work, savings or investment. A tax on consumption is most
desirable for that very reason. In 2005ethFederal Reserve Board Chairman Greenspan testified to
0KS F2tf2Ay3 SO2y2YAO o60SySTAda 2F O2yadzYLWiAz2y
O2yadzyLliAzy GFE é62df R 0SS 0Sad FTNRBY G(G(KS LISNELISO
consumptiontaxisi | St & (2 Sy O2dzN} 3S at'gay3a FyR OF LIAGI f

All businesses benefit because investment in new facilities, for instance, would be encouraged; all
homeowners benefit, for example, because homeownership would achieve its socially desired end
rather than being a tax machine for government. A growing, healthy economy is required to provide for

0KS FdzidzNBE Fdzy RAy3a ySSRa 2F 2dz2NJ SRdzOF A2yl aeald

with the Texas economy.

22

dzN

z

(G A o

T2



9 Consumption taxes are far less costty administrate than the property tax According to the
/ 2 Y LJG NP 9 PrépNy ax Repart, CoynAppraisal Districts spent $378illion appraising more

than 18 million properties inthe statelf h ¢ 9Y ¢S 0 St A S@S (i Klndled & /[ 2 Y L]

does notaccount for all costs of administration and compliance, though it is good starting.pdhis

comparestojust$13¥ A f € A2y LISNJ @ SIF NJ G KI G Gekshire compliaddeNBht £ S N

all state taxes™

Both the Senate and theddse have previously considered and/or passed school finance plans that
relied upon the sales and use tax to reduce prapégixes: House Bill 4 (75R)puse Bill 5 and Senate
Bill 2 (78R), and House Bill 1 (78S4).

Reliable Revenue

While many tax plansdve been considered by the Legislature since then, consumption taxes appear
consistently as a reasonable alternative to the property tax.

Consumption taxes have been a remarkably reliable source of revenue. According to the Comptroller of
Public Accouts, sales and use tax collections totaled $2 billion in fiscal year 1978. By comparison, in
fiscal year 2007, the state collected $20.3 billion in sales tax revenue. From 1978 to 2007, the biennial
revenues from the sales tax have increased without etioapdespite economic downtowns in the late
MPT N QAT My nQa I Fuen irbtheitermStiNaf & lobhad recBsSidh ) bR &gl revenues for
201213 are estimated to be just 2.3 percent below the corresponding amount for-20X0By relying

on sales taxes as the primary source of revenue for public schools, the Legislature can ensure a reliable
and growing base of monies for education.

The perception of the regressivity of sales taxes is frequently used to argue against additional reliance
on the tax. There are many ways, however, to address this perceived regressivity. According to the bill
analysis of SB 2 (78R), the bill:

[R]equired local revenue from state sales tax base expansion to be used for tax relief, unless another
use is authazed by local voters. There is a 40 percent sales tax exemption for certain financial
assistance and food stamp recipients (i.e., Lone Star Card recipients). Additionally, health care services
are exempt from sales ta¥.

Dr. George Zodrow of Rice Unisity affirms the prospect that regressivity could be overcome:
Concerns about the distributional effects of reducing or eliminating sales tax exemptions on goods
consumed disproportionately by the poor could be addressed by introducing highly targeted-mea

tested sales tax rebate, perhaps involving expanded utilization of the Lone Stat'Card.

While it is true that lower income Texans spend great proportion of their incomes on sales taxes, there
are three factors worth noting:
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1. Higher income Texarspend more money on consumable items both in terms of quantity and cost,
and therefore pay more sales taxes overall. This is not an insignificant feature of the sales and use
tax. While upper income Texans can resort to tax strategies that limit tieinie tax or property
tax liability, it is more difficult to escape consumption taxes except for buying goods over the
Internet (from fewer and fewer retailers which simply refuse to the collect a tax that is owed) or
having expensive purchases shipped&xas and failing to comply with the use tax requirements

2. While regressivity is an important factor, the noash assistance that lower income Texans receive
from the state and federal government are significant offsets that must be considered.

According to a report by the Texas Workforce Commission, a single parent with two children can
receive up to $21,176 annually in noash assistance including the Earned Income Tax Credit (EITC),
Temporary Assistance for Needy Families (TANF), Food StaegisaM and Child Care assistance.
This Workforce data does not include other important, faash programs such as Early Childhood
Intervention, Supplemental Security Income, and various mental health programs, as well as a Title
IV-D child support enforement carried out by the state or counties. The total value of these
programs can annually exceed $20,000, depending on circumstances, but mostressissof
regressivity takénto accountonly direct cash income and calculate the effect on that basis.

The Workforce Commission chart follows:

3. Since most taxes are ultimately borne by the consumer and laborer, business taxes merely amount
G2 aKARRSyYy¢ GFESa Fa GKS /2YLIINREESNDa 2FFAOS
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