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Introduction

/

ew Jersey s recently adopted budget for the
2007 fiscal year represents an important

milestone that could pave the way for fun-
damental reform of the states property tax system.
The budget resolved the states immediate fiscal
crisis without fiscal gimmicks or an over-reliance
on one-time revenues, freeing state officials to focus
on long-term reforms. It also provides for a modest
reduction in property taxes by applying half of the
revenue from the approved increase in sales taxes to
reduce the local property tax burden. However, there
should be no illusion that the budget is a solution to

thestructural problemsinherentinboth the property
tax system and the state s long-term fiscal condition.
In fact, simply applying sales tax revenue to New
Jersey s existing property tax rebate programs would
waste this opportunity to implement sorely needed
reforms. Property taxes would still be among the
highest in the nation and would continue to result
in inefficient land use, an inequitable distribution
of tax burdens, and incentives that conflict with the
goals of the State Development and Redevelopment
Plan, the Council on Affordable Housing and the
Abbott education finance decisions. Property taxes
in New Jersey must be reformed in the context of the
state s ongoing fiscal challenges. A fairer and more
effective system of local taxation should be part of
a structural solution to the states long-term budget
problems.

Over the last two years, Regional Plan As-
sociation and the Lincoln Institute of Land Policy
have issued a series of reports to help inform the
ongoing debate over how to reform property taxes.
These reports have attempted to address two issues
that were not receiving sufficient attention in the
political debate, and which need to be a priority in
any serious attempt at reform. The initial goal was
to improve public understanding of the connection
between property taxes and land use, and to gener-
ate ideas for advancing the widely accepted goals
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of reducing sprawl and encouraging equitable and efficient land use
through tax reform. It soon became apparent, however, that there was
an even greater need for a framework to evaluate wide-ranging reform
proposals. As a result, RPA and the Lincoln Institute issued a report in
May 2006 that evaluated five reform proposals by a set of seven criteria
for making both taxes and land use more efficient and equitable.

These reports are summarized in Table 1 on page 5. The criteria
include achieving consistency with the State Development and Rede-
velopment Plan, encouraging the production of affordable housing,
improving equity in education funding, encouraging flexibility in
different economic environments, encouraging local fiscal discipline,
improving fiscal stability, and maintaining local autonomy. Of the
five proposals that were analyzed, none was the clear winner, although
some showed more broad-based benefits across all the criteria. Some,
such as proposals to shift to a statewide or countywide school property
tax rate, would have a limited impact on improving land use and social
equity without additional reforms. Others, including a proposal to vary
taxes by State Plan category and an income tax substitution proposal,
would have positive effects on affordable housing and education equity,
but mixed effects on efficiency and fiscal health. The split rate taxa-
tion proposal received strong marks across criteria; however, it would
require a dramatic restructuring of how property is taxed, and poses
difficult implementation challenges.

Citizens and policy-makers in New Jersey should use this or a
similar set of criteria and benchmarks to debate a wide range of propos-
als that would fundamentally change the states property tax system.
No single approach is likely to adequately meet all of the objectives for
property tax reform. The issues are too complex and the impacts are too
pervasive. The goal of this report is to take the best ideas from RPA/
Lincolns previous studies and evaluate them as potential elements for a
package of comprehensive reform.

This report also more explicitly addresses two issues that were only
tangentially discussed previously. In addition to the criteria articulated
for policy goals, the ideas in this report take implementation challenges
into account. Both technical and political hurdles are considered and
help shape the recommendations. The report also analyzes how changes
in the tax structure might impact New Jersey s immediate economic
competitiveness by examining the states tax structure in comparison
to other states.

The ideas in the report are organized under three broad goals that
represent major themes in the property tax debate. These vary in terms
of specificity, in large measure reflecting the scope of the research and
level of analysis. Chapter 2 evaluates revenue sources that could substi-
tute for a portion of the property tax. An alternative revenue source has
the most potential for reducing the overall level of property taxes, and
would also have significant impacts on land use. However, it also has
the most implications for larger fiscal and economic issues that would
require additional analysis beyond the scope of this report. Chapter
3 discusses the importance of improving government efficiency and
holding down costs as part of the property tax debate, and suggests two
categories of reform that could advance that objective. Chapter 4 makes
two specific recommendations for changing how property taxes are
levied to improve land use efficiency. Regardless of whether and how
property taxes are reduced through the use of alternative revenues or
cost savings, additional measures will be necessary to align the property
tax system with the goals embodied in New Jersey s State Plan. The
final chapter summarizes the conclusions from these analyses.



Reform Scenarios
Rated by Crtieria

Land Use and Social Equity
Consistency with State Plan
Housing Affordability
Education Equity

Efficiency and Fiscal Health

Flexibility
Fiscal Discipline

Fiscal Stability

Local Autonomy

Table

Reform Scenario

Regional Plan Association.
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Vary by State . Countywide Income Tax . .
Planning Area Statewide Rate Rate Substitution Split Rate Taxation
High Moderate Moderate Moderate High
Moderate Moderate Moderate High High
High Low Low High Moderate
High Low Moderate Moderate High
Moderate Moderate High Low Moderate
Moderate Moderate Moderate Low Moderate
Low Low Moderate High High
Fundamental Property Tax Reform II: A Guide for Evaluating Proposals. (May 2006).




Chapter 1
Potential

Impacts of
Shifting to

Alternative
Revenue
Sources

-

or most citizens, the primary motivation for
F property tax reform is to reduce the overall

level of property taxation. The only ways
to accomplish this are either to shift the burden to
other sources of revenue or to reduce the expenses
that property taxes support through greater efficien-
cies or service reductions. Even assuming that there
are substantial opportunities for politically accept-
able cost reductions, it is unlikely that these could
achieve the type of dramatic reductions that would
be possible from substituting property values with
other sources of revenue. For example, Michigan cut
school property taxes in half by substituting a state
sales tax and other revenues for local property taxes.
The obvious rub is that this does not reduce the
total tax burden for citizens of the state, but it can
profoundly change who pays and how the tax system
affects the economy, land use and government opera-
tions.

New Jerseys budget resolution for the 2007
fiscal year provides for a modest shift from property
taxes to sales taxes, with half of the revenue from
a one percentage point increase in the sales tax
dedicated to reducing the local property tax burden.
The next question is whether further property tax
reductions should be sought by raising other taxes
and, if so, which ones. It is important to understand
how alternative proposals could impact the goals of
property tax reform, as well as the fiscal health of the
state.

From the perspective of land use efficiency,
the potential to shift away from the current system
of local property taxation offers an opportunity to
change many of the incentives that have contributed
to urban sprawl, fiscal zoning and anemic rates of
housing production in New Jersey. As documented
in previous RPA/Lincoln Institute reports in this
series, there is a large volume of academic research
that supports the conclusion that high property taxes
discourage development in dense areas supported

by existing infrastructure and encourages low-density development
in greenfields, outcomes which are economically inefficient and exac-
erbate income segregation and social inequities. Much of this impact
comes not from the taxation of property per se, but from the reliance on
local revenue sources that encourages competition for development that
brings in revenue, such as retail, and discourages development, such as
rental housing, that is perceived to raise costs more than revenues.

Greater fairness in the tax system is another major reason that is of-
ten cited for shifting away from property taxes. Community standards
for fairness can be complex, but generally involve whether formulas
progressively adjust tax burdens according to ability to pay. Whether
property taxes are progressive or regressive is a matter of debate. Struc-
turally, property taxes seem regressive because they are not based on the
ability of the taxpayer to shoulder the burden. Rather, they are based on
the condition and type of home as well as the value of a neighborhood
and strength of areal estate market. For example, a household could pay
arelatively low price for a home one year, and then, if the neighborhood
improves, shoulder an ever-increasing property tax burden even as its
income does not increase. Others argue that property taxes, when based
on accurate assessments, are effectively (if not structurally) progressive.
For a variety of reasons, both property and land in poorer areas tend to
be over-assessed while more valuable property may be under-assessed.
Over-assessment in poor areas has led to abandonment and even arson.
Accurate assessments reflect the true value of the property, and create
progressive results. Still, revenue sources other than the property tax
could be even more progressive, and the optimum mix of taxes is a
legitimate issue.

There are also a number of possible negative impacts of shifting
to other revenue sources. Property taxes are stable sources of revenue,
in that they do not fluctuate as quickly as other taxes in economic
downturns, so changing the state s portfolio could result in more fiscal
instability. Asalocal tax, they also provide incentives for municipalities
and school districts to minimize expenses and tax rates. As a corollary,
substituting state sources for local ones could result in the erosion of lo-
cal autonomy. To the extent that local control is a value in and of itself,
this is a cost that needs to be weighed against other potential benefits.

The previous RPA/Lincoln Institute report evaluated two pro-
posals that shifted the tax burden from local to state sources. One
moved toward a system of uniform statewide property taxes to fund
public education while the other assumed the major provisions of the
NJ SMART proposal to shift half the school property tax to statewide
income taxes. The results reflected the observations described above,
as well as the vagaries of New Jersey s property tax system. Evaluated
against seven criteria, the statewide property tax ranked poorly com-
pared to other proposals, in large part because existing state aid has
already made school tax rates lower in many poorer districts than they
would be otherwise.

The income tax substitution plan, on the other hand, performed
relatively well. It was judged to strongly improve equity in education
funding and incentives to build affordable housing. It is also consistent
with local autonomy while moderately supporting the land use goals
of the State Plan. It ranked poorly, however, on the criteria of fiscal
stability and fiscal discipline. Income taxes are less stable than property
taxes during economic downturns, and school districts would have less
incentive to hold down costs if half of their property taxes were being
rebated by the state. The NJ SMART bhill has since been revised to ad-
dress the fiscal discipline issue by requiring school districts to meet the
state-mandated 2% cap in annual growth of expenditures in order to be
eligible for the rebate. A fuller discussion of the state cap can be found
in Chapter 3.

One issue that was not fully explored in the previous report is the
impact of any revenue substitution proposal on New Jersey s economic
competitiveness. In the long term, reforms that meet the criteria speci-
fiedinthereport greater land use efficiency, more affordable housing,
fiscal discipline and flexibility should improve the state s economic
competitiveness and performance. However, these reforms also need to
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take into consideration how they will affect tax rates
relative to other states, particularly nearby states
where competition for workers and business is more
intense. Determining how different proportions
of property, income, sales and other taxes and fees
would affect New Jersey s economic performance is
a complex exercise. The right mix of state and local
burdens also needs to consider a number of factors,
particularly the fiscal health of the state and its local
jurisdictions.

Given the size of New Jersey s long-term fiscal
challenges, shifting local tax burdens to the state will
not be easy. Nor is it obvious which revenue source is
the best alternative to high property taxes. The fol-
lowing analysis is intended to provide a framework
for that debate. It begins with an evaluation of the
widely-held assumption that New Jersey s taxes are
uncompetitive, and then evaluates how different
taxes compare with the nation and nearby states
and what the implications might be if these were
increased to allow for a reduction in property taxes.

1 Henry A. Coleman, and Paul D. Gottlieb, Fiscal Policiesto Sup-
port Smart Growth: The Case of the Somerset Regional Center,
(2004), and Regional Plan Association Fundamental Property Tax
Reform, (October 2005).
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Chapter la
Comparative
Tax Burdens

-

n 2005, New Jersey residents paid an average
I $4,971 in combined state and local taxes, higher

than any state except Connecticut and New
York and nearly a third higher than the U.S. average.
When federal taxes are included, New Jersey was
second only to Connecticut with average taxes of
$15,038 per person. This does not necessarily mean
that New Jersey s taxes are among the most oner-
ous. As the state with the second highest per capita
income in the country, it is to be expected that New
Jersey would have high per capita taxes. Wealthier
individuals earn more, own more and spend more.
So even if tax rates were identical in all 50 states,
New Jersey would still pay more in income, property
and sales taxes.

In fact, measured as a proportion of income, the
total state and local tax burden of New Jersey is about
average. In 2004, state and local taxes consumed
11.6% of personal income, somewhat more than the
11.0% national tax burden but much closer to the
average state than when New Jersey is ranked by per
capita taxes. This makes New Jersey very competitive
with New York, which has the second highest tax
burden in the U.S. at 14.7%. New Jersey s tax burden
is the same as Connecticut s, and somewhat higher
than Pennsylvania and Delawares. When federal
taxes are included, however, New Jersey has the 3rd
highest burden behind only Maine and New York.
The tax increases in the recently approved budget are
likely to slightly increase New Jersey s tax burden.

In Table 2, Per Capita taxes are from the Tax
Foundation. Per Personal Income rates are from the
Federation of Tax Administrators.

Similarly, business taxes as a share of New
Jersey s Gross State Product (GSP) are comparable
to the U.S. average and somewhere in the middle
when compared to nearby states. As calculated by
Ernst and Young for Fiscal Year 2005, business taxes
constituted 4.5% of New Jersey s GSP, slightly lower
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than the U.S. average of 4.8%. New York was considerably higher at
5.7%, Pennsylvania was slightly higher, and Connecticut and Delaware
were substantially less. (See Table 3)

Total state and local taxes as a share of GSP are also comparable
to other states in the region. The proportion is 10.6% in New Jersey,
almost identical to Pennsylvania and Connecticut, and substantially
less than New York s 12.3%.

Interpreting what this data means for the state s competitive posi-
tion is less straightforward. Both business and personal taxes matter
when businesses are choosing locations, considering expansion and
recruiting workers. Residents choosing where to live consider both taxes
and the quality of government services, and do so in the context of the
total cost of living and quality of life. Also, the distribution of the tax
burden can matter as well as overall burden, and the types of individu-
als and businesses that are most highly taxed can also affect economic
conditions.

As one attempt to calculate the comparative business tax climate of
different states, the Tax Foundation constructed an index comprised of
sub-indexes for both personal and business taxes. It considers corporate
and business taxes, individual income tax, sales and gross receipts tax,
unemployment insurance tax, and wealth and property taxes. The index
accounts for both the tax rate and the tax base, the variance of taxes
from the national median, and complexity such as number of brackets.
By this index, New Jersey fared very poorly, coming in 49th, with only
New York having a worse tax climate. Connecticut was 39th, while
Pennsylvania and Delaware ranked quite well at 16th and 8th respec-
tively. New Jersey s ranking is worse than its overall tax burden would
suggest, probably because the index gives poorer overall rankings when
the top income and corporate rates are high, when income brackets are
numerous and wide, and when tax codes are complex, all conditions that
apply to New Jersey. The recent increase to New Jersey s sales tax rate
will probably not change the state s overall ranking. The sub-index mea-
suring New Jersey s sales and gross receipts taxes ranked the state at 27,
very near the middle of the country. Even if New Jersey s ranking in this
sub-index declines, New York is still likely to retain the worst overall
rank. New Jersey s ranking was driven primarily by poor rankings in
income, corporate and property taxes. (See Table 4)

Considering the number of judgments made in constructing and
weighting this index, its results should be interpreted with care, particu-
larly considering the data on both personal and business tax burdens
showing New Jersey closer to the mean. Also, in considering which taxes
may be good candidates to substitute for property taxes, it is probably
best to start by comparing tax burdens for particular sources and then
consider the best formula for implementing a change. However, the
index is an indication that New Jersey s tax climate poses particular
challenges for tax reform, especially at a time when the state is facing
deep budget deficits in future years. Clearly, New Jersey s taxes are high
compared to parts of the country with low incomes and often inferior
government services. This tax climate is most likely to inhibit cost-
sensitive activities and businesses, such as low-value manufacturing and
routine data processing. The states taxes are more in line with other
high-income, high-tax states, and are less likely to affect high-value ser-
vices and industry.
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State & Local Per Capita Per Personal State Rank of
Tax Burden (2005) Income Per Personal
(in percent, 2004) Income (1 is

the highest, 50
is the lowest)

New Jersey $4,971 15.1% 38

New York $5,170 19.3% 2

Connecticut $5,400 14.4% 45

Pennsylvania $3,747 15.4% 37

Delaware $3,128 18.7% 5

United States $3,763 16.0%

Federation of Tax Administrators, from US Census of Governments

Tge

Percent of Gross

State Product
(aka Effective
Business Tax Rate)

Business Share
of State and
Local Taxes

Taxes that

o Apply to
FY 05, $ billions [Fy¥SHENER

New Jersey $16.7 37.7% 4.5%
New York $45.6 41.4% 57%
Connecticut $6.6 34.2% 3.9%
Pennsylvania $20.3 40.4% 4.8%
Delaware $1.8 53.3% 3.7%
US Total $497.4 43.6% 4.8%

Ernst & Young. Total State and Local Business Taxes. (March 2006)

Tax Foundation
State Business Tax
Climate Index

Overall Rank
(1 is best, 50 is worst)

New Jersey

New York 50
Connecticut 39
Pennsylvania 16
Delaware 8

Tax Foundation

Comprehensive Property Tax Reform for New Jersey V4



Chapter 1b
New Jersey’s
Revenue
Portfolio

-

ithin this competitive environment, the
W question is whether New Jersey would be

in a better position with a mix of revenue
sources that is less reliant on property taxes. And if
property taxes are reduced, what tax or mix of taxes
and fees could be increased while having the least
impact on the economy and supporting the goals of
tax fairness and government efficiency? While this
question deserves a level of economic modeling and
analysis that is beyond the scope of this report, an
examination of the state s current portfolio provides
some indications of where (and where not) to look.

Table 5 shows New Jersey s reliance on various
revenue sources compared to the U.S. and neighbor-
ing states. More than anything else, the table high-
lights the impetus for property tax reform. Almost
half (46%) of New Jersey s revenue comes from prop-
erty taxes, far higher than its neighbors and the U.S.
(31%). Only Connecticut comes close with 40%.
The rest of New Jersey s revenues come largely from
individual income taxes (19%) and sales taxes (16%).
Othersources gasand other excise taxes, corporate
income taxes, fees and other sources comprise the
remaining 19%. The recent increase in the sales
tax may shift these shares slightly. Sixteen percent
represents about $8.2 billion; adding the projected
$1.1 billion from the increased sales tax could shift
the sales tax share to about 17.5% or 18%, decreas-
ing the share of revenue from property taxes by less
than 1% assuming the same amount is collected from
property taxes.

Largely because of this reliance of property
revenues, all other sources are either lower or in line
with the U.S. and the region as a share of revenue.
Sales taxes, which are used more widely in other
parts of the country, were lower than the national
average but only slightly below most nearby states.
Individual income taxes are substantially lower
as a share of revenue than every neighboring state.
For example, more than 1 out of every 3 dollars of

8 New Jersey’s Revenue Portfolio

revenue in New York and 1 out of 4 in Pennsylvania
come from individual income taxes, compared to 1
out of 5in New Jersey. Corporate income taxes com-
prise 3% of revenue, just about the national average.
New York and Delaware s shares are higher, while
Pennsylvania and Connecticuts are similar or lower.
Excise taxes and other sources are also either lower or
similar to the U.S. and most nearby states.

Looking solely at state taxes, New Jersey looks
similar to the U.S. and its neighbors. Income taxes
comprise 36% of revenue, still less than New York
or Connecticut but similar to other states. Sales and
excise taxes, at 29% of state taxes, are similar to the
U.S. and the surrounding region. At the state level,
New Jersey relies more heavily on the corporate in-
come tax (10%) than neighboring states or the U.S.
asawhole. As stated above, the recent increase in the
sales tax will likely shift these proportions by only
1% or 2%, maintaining New Jersey s relative position
among its neighboring states. (See Table 6)

While property taxes predominate New Jersey s
total revenue portfolio, the local share of taxes in the
state is not that different from the U.S. as a whole.
New Jersey receives about 46% of its state and local
tax revenue from local jurisdictions, compared with
45% in the U.S. overall, and a range of 20% to 54%
in neighboring states. Given the increase to the state
sales tax, the state share will likely shift to about 56%
of revenue and the local share will decrease to about
44% in coming years. Many states have local income
or sales taxes in at least some jurisdictions, while
New Jersey counties and municipalities rely almost
entirely on the property tax. The high local share
in New York, for example, is due in part to income,
sales and other taxes that only apply in New York
City. (See Table 7 and Figure 1)
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Property Tax

State & Local
Tax Collection by

Source

(2004)

New Jersey 46.1%
New York 31.9%
Connecticut 39.5%
Pennsylvania 29.3%
Delaware 15.1%
u.s. 31.5%

Individual
Income Tax

Excise Taxes
such as motor
fuels, alcohol

Sales Tax

15.8% 8.9% 18.7%
19.1% 7.9% 30.3%
18.2% 10.3% 25.1%
18.6% 11.6% 24.1%
0.0% 13.2% 27.7%
24.2% 11.5% 21.3%

Federation of Tax Administrators, from U.S. Census of Governments

o

State Tax Sales Tax
Collection

by Source

(2005)

New Jersey 28.6%
New York 21.9%
Connecticut 28.2%
Pennsylvania 29.6%
Delaware 0%

Individual
Income Tax

Excise
Taxes such
as motor
fuels,
alcohol

Corporate
Income Tax

15.8% 35.9% 9.7%
10.3% 56% 5.5%
16.1% 43.4% 5%

18.9% 30.4% 6.2%
14.6% 32.4% 9.1%

Federation of Tax Administrators, from U.S. Census of Governments

(7]

Tax Revenue

(2002)

New Jersey 54%
New York 46%
Connecticut 62%
Pennsylvania 59%
Delaware 80%
u.s. 55%

Federation of Tax Administrators

State Share Local Share

Corporate
Income Tax

4.8%
5.3%
2.2%
3.9%
7.3%
3.3%

Other
(Corporation,
motor vehicle,
stock transfer,
etc.)

10.1%
6.3%
7.3%
14.9%
43.9%

Other
(Corporation,
motor vehicle,
stock transfer,
etc.)

5.7%
5.5%
4.8%
12.4%
36.8%
8.2%

Tax Revenue (in billions of dollars, 2002)

billion

<2l New York
54%
38% o

9
4L% Delaware
20%
45%

Tax Foundation

Comprehensive Property Tax Reform for New Jersey

Local State

New Jersey

Connecticut

Pennsylvania
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Chapter 1c
Evaluating
Alternative
Revenue

Sources

-

relatively low share of revenue from a particu-

‘ \ lar tax does not necessarily mean that it is a
good substitute for a portion of the property

tax burden. Tax rates could still be high relative to
other places. It could also have a disproportionate
economic impact for other reasons, such as a par-
ticular effect on an important industry or economic
driver. Finally, some types of revenue may be a better
fit with the seven criteria that RPA and the Lincoln
Institute have proposed for property tax reform. The
following analysis provides some observations on is-
sues that should be considered for different revenue

sources.

Personal Income Tax
As described earlier, RPAs previous evaluation of a
particular income tax substitution proposal  the NJ
SMART bill found that it would a good candidate
for property tax reform, with the major caveats being
its impact on fiscal responsibility and fiscal stability.
This previous analysis did not include an analysis
of how New Jersey s income taxes compare to other
states, or how an increase proportionate to a prop-
erty tax decrease might affect short-term economic
competitiveness. As shown above, income taxes are
a smaller proportion of state and local taxes in New
Jersey than elsewhere. A comparison of tax rates and
per capita taxes paints a more complex picture.

While New Jersey s individual income taxes are
higher than the U.S. average on a per capita basis,
($852 vs. $732), as a percent of personal income
New Jersey s 2.0% share is less of a burden than the
national average of 2.2%. Even on a per capita basis,
New Jersey s income taxes are lower than for every
nearby state except Pennsylvania ($832). New York
($1,595) is nearly twice as high and Connecticut
($1,235) is not far behind New York. 2

For state income taxes only, New Jersey s rate
structure is more progressive than neighboring
states: low tax rates for lower brackets and the high-

Evaluating Alternative Revenue Sources

est rates in the region for upper brackets. Much of
this is due to the half millionaires tax on house-
holds earning over $500,000. This does not factor
in local income taxes like those in New York City
and Yonkers, nor does it account for differences in
deductions among the states. In effect, income taxes
for low and middle-income families are probably
competitive with Pennsylvania, Delaware and the
parts of New York outside of New York City. Even
for high-income families, the highest tax rate in New
Jersey compares favorably to the highest rate for resi-
dents of New York City. (See Table 8 & Figure 2)

These comparisons appear to support the
conclusion that an increase in income taxes could
be a worthwhile trade-off for lower property taxes,
particularly if combined with actions to mitigate a
weakening of local incentives to control costs and
possibly with some adjustment in the rate structure.
How much rates could be increased is an open ques-
tion, and any proposal should include an analysis of
how tax incidence would change as a result. While
there is a strong correlation between households
who would see lower property taxes and those who
would see higher income taxes, citizens and legisla-
tors should have information on how tax incidence
would change.

Any trade-off between income and property
taxes should include a reduction in commercial as
well as residential property taxes. While this
would shift more of the tax burden to households,
it would be preferable from the stand-point of land
use efficiency. While it should still limit sprawl and
encourage affordable residential housing, without
some reduction in commercial property tax rates the
reform may have little impact on ratable-chasing
for commercial property. 3

Sales and Gross Receipts Tax
New Jersey s new state sales tax of 7% is higher than
the national median (5%). Connecticut and Penn-
sylvania have a 6% state sales tax, and New York
States is 4%. However, when local sales taxes are
considered, New York actually proves to have some
of the highest sales taxes in the country and Con-
necticut some of the lowest. On a per capita basis,
New Jersey paid less, in 2004, in combined sales and
gross receipts taxes ($721) than the U.S, New York
and Connecticut, but more than Pennsylvania. If
the recent sales tax increase adds $275 per capita for
New Jersey residents, as predicted in the press, and
all other states remain at the same level as 2004, New
Jersey will be switched to a position of paying more
than all neighboring states except New York. (See
Table 9)

There are two questions on the table regarding
substituting sales for property taxes: How much
of the recently approved sales tax increase should
be devoted to property tax relief, and is it worth
considering an additional increase in the sales tax to
further reduce property taxes? The answer to both
of these questions needs to consider the states larger
fiscal issues, but it is worthwhile to consider whether
an additional increase sometime in the future would
have any greater impact on economic competitive-
ness than a comparable increase in the income tax.
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Income Tax Rates at Sample Income Levels
(Married Filing Jointly)

11% NYC Residents

10
9 New Jersey
8
7 New York State Personal Income Number of

Tax Rates Brackets
6 High
5 New Jersey 1.40% 8.97% 6
4 New York 4.00% 6.85% 5
Pennsylvania Connecticut 3.00% 5.00% 2

3 Pennsylvania 3.07% 3.07% 1
2 Delaware 2.20% 5.95% 6
1 NYC Residents 6.91% 10.50%

Various state sources; Federation of Tax Administration; New York City
$30K  $50K $75K $100K $150K $300K $500K+ Department of Finance

RPA analysis from various state sources

Table New Jersey Land and Property Value
(Parcels, 2004 total dollars)

Industrial Vacant Land
S Y IrreN Sales Gas  Cigarette Spirits $30m\ / $14m
and Excise
Tax Rates
(2005)

New Jersey  *6% 10.5¢ $2.40 $4.40

New York 4% 23.9¢ $1.50 $6.44 Commercial
; 0 Farm Land and Homestead

Connecticut 6% 25¢ $1.51 $4.50 $6m _

Pennsylvania 6% 12¢  $1.35 $6.48

Delaware 0% 23¢  $0.55 $3.75

/

Gasoline Tax does not include 4 cent per gallon Petroleum
Products Gross Receipts Tax in N.J.; includes 8 cent per gallon
excise tax and 15.9 cent per gallon Petroleum Business Tax i i
but excludes sales tax in New York; and excludes 1.1 cent per Residential and Apartment
gallon fee 19.2 cent per gallon oil company franchise tax in $464m

Pennsylvania.

*All data are for 2005 and do not reflect the 2006 New Jersey
sales tax increase.

Tax Foundation 2006, from State Revenue Departments;
Commerce Clearing House; American Petroleum Institute;
Orzechowski and Walker; Distilled Spirits Council of the
United States

2 Per capita data from the Tax Foundation. Personal income shares New Jersey Department of Community Affairs, Division of Local Government Services, 2004.

computed by RPA from U.S. Census and Bureau of Economic Anal-
ysis data for 2003-2004.
3 Coleman & Gottlieb (2004) 27-28.
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One would be more likely to discourage residence
by high-income, high-skill individuals. The other
would tend to discourage retail activity and have
more of an impact across income levels. However,
greater reliance on the sales tax would likely change
tax incidence to a much greater degree. The correla-
tion between what a household pays in property taxes
and what it pays in income taxes should be much
stronger than between property and sales taxes. Sales
taxes are generally regressive, and the burden would
shift not only from capital to consumption but also
from higher to lower incomes.

Using the same criteria as those used for the
income tax substitution plan, a state sales tax would
likely have similar rankings, with one important
difference. Since there would be the same shift from
local to state resources, and the same shift away from
taxing property, a sales tax substitution plan should
have impacts similar to an income tax substitution
plan on supporting State Plan land use goals, encour-
aging affordable housing, preserving local autonomy
and potentially weakening fiscal responsibility and
stability. However, it would rank lower on educa-
tion equity. The regressive nature of the tax would
put more of a burden on residents in poorer school
districts than an income tax substitution plan, and
therefore exacerbate differences in tax burdens be-
tween wealthy and poor school districts.

Business Taxes

Seventy-six per cent of taxed land and property value
in New Jersey is residential, and 16% is commercial.#
Commercial and residential property taxes are based
on the same rate in New Jersey, unlike differential
rates found in many states. (See Figure 3)

In addition to property taxes paid on com-
mercial properties, businesses in New Jersey pay the
corporate franchise tax. New Jersey s corporate fran-
chise tax rate is 9.0%, high compared to New York s
and Connecticuts rate of 7.5%, but low compared
with Pennsylvanias rate of 9.9%. Most corporations
in New Jersey are subject to the franchise tax, but
those that arent pay 7.5%. The states have different
minimums and base their rates on different values
(deposits or shares vs. income, for example). Thirty-
two states including New Jersey have a flat corporate
tax. They range from 4.63% (Colorado) to 9.975%
(DC). Four of the flat tax states have the same or
higher rates than New Jersey. The average of these
states is 7.32%. Overall, New Jersey s corporate tax
rate can be characterized as high.

For a number of reasons, corporate taxes are
probably a poor candidate for property tax reform.
Rates are relatively high compared to other states,
and corporate taxes as a whole constitute a small
share of state and local revenue. By itself, it would
take a very large increase in corporate taxes to substi-
tute for a significant decrease in property taxes.

4 2004 New Jersey Abstract of Ratables.
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Chapter 2
Options for
Constraining
Costs

/

ne of the key issues in New Jersey s prop-
O erty tax debate concerns how much reform

proposals should look at spending as well as
revenues as part of a comprehensive effort to reduce
property taxes. The central argument for addressing
the cost side of the ledger is that it is impossible to
reduce the overall tax burden without addressing
spending. Even shifting to other revenue sources and
redistributing the burden will be difficult without
spending constraints in a high-tax state like New
Jersey. The counterargument is that the goal of tax
reform should be a system that is more equitable and
efficient regardless of how revenues and expenditures
change from year to year. The level of spending and
taxation is more appropriately addressed through
the annual budget process where public priorities,
changing economic conditions and other consider-
ations are debated and resolved through negotiations
between the executive and legislative branches at
both state and local levels.

While there is merit to both of these arguments,
it is impossible to talk about tax reform without
discussing how it will impact costs and total tax bur-
dens. Certainly, cutting costs is one of the first things
that comes to mind for many New Jersey residents.
In April 2006, voters in New Jersey rejected about
half of the proposed school budgets on the ballot, in-
cluding $15 billion+ in bond requests. The rejection
of spending was in spite of a statewide spending cap
already in place that is intended to mitigate growth
in school budgets. In 2004, the legislature adopted a
bill that caps the growth in school district spending.
The law limits school district budgets to a 2.5% in-
crease each year or the rate of inflation, whichever is
greater. Districts must also repay any budget surplus
over 2% to the taxpayers. Opponents of the law blame
it for forcing schools to cut staff, requiring parents to
pay user fees for programs formerly covered by taxes,
and negatively impacting municipalities credit rat-
ings. Proponents claim it has calmed property tax

increases and instilled fiscal discipline into the school budget process.
While the law s impact over time will need to be studied, it is clear that
a primary objective for property tax reform is to fund local government
services in the most cost-effective manner.

Fiscal discipline and fiscal stability, two of the criteria from the May
2006 report, are intended to favor proposals that constrain the growth
in spending and limit revenue shortfalls that can lead to spikes in tax
rates. Fiscal discipline measures how well a reform proposal improves
incentives for local governments to operate efficiently and hold down
the costs that lead to higher property taxes. Fiscal stability measures the
extent to which different proposals would provide a stable source of rev-
enue through the peaks and recessions of economic cycles. The analysis
showed that even the revenue neutral proposals that were evaluated
can have impacts for holding down future increases in property taxes.
Most of the proposals were found to have minimal or ambiguous effects
on these criteria. However, the Income Tax Substitution proposal was
found to have a risk of weakening both fiscal discipline and stability.
(As described in Chapter 1, there may be ways to mitigate these risks).
In addition, the Countywide Tax proposal was found to have strong
potential for improving fiscal discipline and reducing costs. This result
would come largely from the county-wide consolidation of school dis-
tricts.

In addition to these structural reforms, other measures to reduce
or control costs can also be enacted as part of a comprehensive reform
package. These include mandated spending caps, such as the recently
enacted school spending caps described above. These have the appeal
of putting clearly defined limits on spending. However, they are rela-
tively blunt instruments that can have unintended consequences. For
example, the spending caps enacted in California as part of Proposition
13inthe 1970s contributed to a precipitous decline in the quality of the
state s public school system. And anecdotal reports on the 2004 New
Jersey caps indicate that ambiguities and loopholes can make it difficult
to apply the cap uniformly. Before enacting any further spending caps,
the state should monitor and evaluate the effects of the 2004 law.

Two other means of controlling costs  service consolidation and
state aid reform  should be considered as part of a comprehensive
package of reforms. Both have the potential to make government more
efficient, and both have a direct relationship to the structure of local
property taxes. The number of local taxing authorities affects not only
the level of property taxes. It also affects the complexity of the tax
system and complicates efforts to reform it. State aid to localities is also
intricately tied to the level and distribution of property taxes. Property
taxes are a residual tax used to fund local services once all other revenue
is accounted for. Since state aid constitutes 31.5% of local revenue, the
amount, distribution and funding mechanisms have both an immedi-
ate effect on property taxes and a long-term impact on local incentives
to manage costs.
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