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LOCAL TAXESAND TAX REFORM

Reforming the way Pennsylvania finances public schools and local governments has been a
major concern of state officials, school board members and administrators, local officials, and
citizens for decades. School districts account for the largest share of local taxes in Pennsylvania,
which means the fairness and efficiency of the taxes districts use has maor implications for the
local tax burden borne by citizens.

Much of the local tax reform debate has focused on the real property tax (which is sometimes
called thereal estatetax). Thereal property tax provides the largest proportion of local tax
revenue to Pennsylvania school districts and many local governments. Critics of the real
property tax claim it is unfair because it places an undue burden on some taxpayers. Because the
amount of property tax a person owes is based on the value of the property they own and not on
their income, the tax can be difficult for people living on afixed income. 1t may not reflect their
ability to pay the tax.

In 1998, the Pennsylvanialegislature passed Act 50 of 1998, which provided school districts with
anew local tax option. Districts who chose could increase their earned income tax ratesin
exchange for eliminating several nuisance taxes (the occupation tax, per capitatax, and the
occupational privilege tax) and reducing real property taxes. The acceptance of these changes
has been tepid, however, due to avariety of reasons. Asof December, 2001, only five of
Pennsylvania s 501 school districts had chosen to enact Act 50'slocal tax structure provisions.

Another local tax reform effort, Act 24 of 2001, focused solely on allowing school districts to
raise the earned income tax just enough to eliminate the occupation tax. Like Act 50, this act
gives school districts the option of staying with the current local tax system or of adopting the
act’s changes. Act 24 has no impact on real property tax rates, so it does little to shift the local
tax burden away from the property tax.

A frequently suggested aternative to the real property tax is greater reliance on alocal income
tax. Municipalities and school districtsin Pennsylvania currently are authorized to levy an
earned income tax, but there is a maximum tax rate (sometimes called a*“cap”) that limits the
ability of the earned income tax to replace the real property tax. Recent local tax reform efforts,
including Act 50 of 1998 and Act 24 of 2001, have created the option for school districtsto levy
a higher earned income tax in exchange for lowering other taxes.



In addition to the questions about local taxes, there are some issues about Pennsylvania' s state
income tax, which is aflat rate income tax.

The Citizens' Viewpoint Surveys

The availability of datafrom three statewide surveys of Pennsylvania citizens, conducted in

1980, 1990, and 2001, can provide information about how Pennsylvania citizens view local tax
reform options. In 1980, the Department of Agricultural Economics and Rural Sociology at Penn
State surveyed more than 9000 residents about their opinions on current social issues. 1n 1990, a
similar study was conducted by the same Department with responses from over 3600 citizens of
the Commonwealth. A third Citizens' Viewpoint, carried out in 2001, surveyed 4183
Pennsylvanians seeking information on their opinions about many of the same issues as those
assessed in the earlier studies. Included on the surveys were questions addressing issues of local
tax reform, and a question about whether Pennsylvania should change the state income tax from
aflat rate to a proportional (sometimes called “graduated”) income tax.

Attitudes towards Local Tax Reform
Should Local Tax Reform be a Higher Priority?

More than half (58 percent) of the respondentsin 2001 thought reforming Pennsylvania's
local tax structure should be a higher priority in the future. Only 6 percent of the
respondents thought it should be alower priority, while 29 percent said it should have the
same priority asinthe past. About 7 percent of the respondents didn’t know.

In general, older respondents were much more likely to believe the local tax reform
should be higher priority than did younger respondents. More than half of respondents 45
and older believed reform should be a higher priority, compared to only 26 percent of
respondents younger than 25 years old who thought it should be a higher priority (see
Table 1).

Men were somewhat more likely to believe tax reform should be a higher priority than
did women (62 percent compared to 53 percent).

Shift school taxes from property tax and towards an income tax

If the school tax burden is shifted from the real property tax to an income tax, the critical policy
concern iswhat kind of local income tax isthe fairest; both Acts 50 and 24 involve the earned
income tax, but there have been proposals to alow local jurisdictionsto levy a personal income
tax instead (an earlier version of Act 50, for example, would have alowed jurisdictions to
choose which incometax to levy). An earned income tax, which is the currently authorized
local income tax, taxes wages, salaries, and other payment for work. The personal income tax,
which is the type of income tax levied by the Commonwealth, includes these earnings, as well as



investment and dividend income. Both income taxes exclude Social Security and Pension
income.

From atax fairness standpoint, there are significant differences between an earned income
(wage) tax and a personal income tax. Because the earned income tax ignores dividend and
interest income, it can create a greater burden on lower income residents who make most of their
income through wages or salaries than it does on wealthier residents who make most of their
income through investments. It similarly creates a greater burden on working age residents than
it does on retirees, who generally have little earned income.

The respondents to the Citizens Viewpoint survey were more likely to support awage tax than
they were to support shifting to a personal income tax.

About 48 percent of the respondents agreed that school taxes should be shifted to atax on
wages and salaries (e.g. the earned income tax), while only 26 percent disagreed. About
26 percent of the respondents were undecided.

About 30 percent of the respondents agreed that school taxes should be shifted to atax on
wages, salaries, and investment income (e.g. a personal income tax), while 43 percent
disagreed. Another 27 percent were undecided.

The relatively large percentage of respondents who were undecided suggests that many
people do not understand the substantive and equity differences between the two taxes.

Higher income respondents in general were less likely to approve shifting to either
income tax than were lower income respondents. About 37 percent of the respondents
with $120,000 or more in annual household income did not want to shift more towards a
wage tax, while 64 percent were against a shift towards a personal income tax, compared
to 33 percent and 35 percent of the respondents with less than $10,000 of household
income.

There were some significant differences by age (see Table 2). Older respondents were
more likely to support shifting away from the real property tax than were younger
respondents. Thislikely reflects, in part, that younger people generally are less likely to
own property than are seniors. It also likely reflects that the majority of seniors’ income
is exempt from the wage tax, and that many seniors may feel that paying for schools
should not be disproportionately their responsibility. Y ounger respondents were much
more likely to be undecided than were older respondents.

Men were more likely to believe that school taxes should shift to an income tax than were
women, though women were more likely to be undecided (see Table 3). Fifty-three
percent of men though the tax burden should shift to the earned income tax, compared to
41 percent of women.



Should the state income tax be made progressive?

Pennsylvania s state income tax currently isaflat rate income tax, with every taxpayer paying the
sametax rate. The Federal income tax, in contrast, is a graduated income tax (sometimes
referred to as a“progressive” income tax), with higher income taxpayers paying a higher tax rate
than do lower income taxpayers. Some people argue that a progressive income tax is fairer than
aflat rate income tax, while others believe aflat rate is best.

Pennsylvania s constitution currently contains a provision called the “Uniformity Clause,” which
states that tax rates must be the same (“uniform™) across taxpayers. For the real property tax, for
example, this provision means that local governments cannot choose to tax one type of property
(such asresidential properties) with a different tax rate than other types of properties. The same
principle applies to the state income tax. There are some constitutional amendments which have
created some exceptions to the Uniformity Clause, including the amendment permitting the
Clean and Green program (which taxes farmland on its use value rather than its higher market
value), and the amendment allowing homestead exemptions (which et owner-occupied
residences pay lower taxes). A similar amendment would be necessary to allow the state income
tax to be made progressive.

In 2001, respondents were about equally divided in their support or opposition to making the
state income tax a progressive tax.

About 45 percent of the respondents thought the state income tax should be changed to a
progressive tax, while 46 percent thought it should not. About nine percent had no
opinion about such a change.

Not surprisingly, higher income respondents were less likely to support such achangein
the income tax than did lower income respondents (see Table 4). Around half of
respondents with less than $60,000 in income thought the state income tax should be
changed, compared to only 23 percent of the respondents with $120,000 or more annual
household income. The respondents with the lowest household income also were more
likely to be undecided.

Older respondents were somewhat more likely to believe the state income tax should be
made progressive than were younger respondents.

There were some gender differences (see Table 4). More women wanted the state income
tax to be made progressive than to be remain flat rate (47 percent compared to 41
percent), while more men wanted the tax to remain flat rate (49 percent) than to change
(44 percent).



Summary:

The majority of Pennsylvania residents thought reforming Pennsylvania s local tax structure
should be a higher priority in the future. Thisis particularly important because several major
local tax reform efforts have been adopted in the past few years, but so far have had relatively
little acceptance by local school districts. Act 50 of 1998 has been enacted in only a handful of
school districts, while Act 24 of 2001 focuses solely on eliminating the occupation tax. The
respondents seem to indicate that they do not feel these actions have been enough, and believe
that more effective action should be taken to reform local taxes.

Overall, the respondents were more supportive of increasing the earned income tax (which
primarily focuses on wages and salaries) to reduce real property tax rates, than they were of using
apersona income tax (which includes investment income). Respondents who are older and have
higher income are much more likely to prefer the earned income tax over the personal income
tax.
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Table1l. What Priority Should Local Tax Reform bein the Future, by

Respondent Age
Age

Less than 25
25-34
35-44
45-54
55-64
65-74

75 or older

Lower
priority

5%

g w o N o N

Same priority

51%
38
28
30
30
26
23

Higher Don’'t know
priority
26% 17%

46 9

59 7

58 5

58 7

66 5

61 11




Table2. Shift Primary Basisfor School Taxesfrom Property Tax to aLocal Income
Tax, by Respondent Age: Earned Income Tax versus Personal |ncome Tax (Personal
Income Tax in Parentheses)

Age Strongly Agree Undecided Disagree Strongly
Agree Disagree
Lessthan 25 1% 26% 38% 17% 18%
(0%) (13%) (47%) (22%) (18%)
25-34 10 20 44 18 8
(8) (12) (42) (26) (13)
35-44 13 23 29 27 8
(9) (12) (28) (38) (12)
45-54 18 27 26 20 9
(11) (16) (25) (33 (15
55-64 21 31 22 18 9
(11) (19) (21) (33) (16)
65-74 29 34 21 10 5
(18) (24) (24) (25) (9)
75 or older 27 34 23 13 3
(21) (22) (29) (22) ()




Table 3. Shift Primary Basisfor School Taxesfrom Property Tax to a Local Income
Tax, by Gender: Earned Income Tax ver sus Personal Income Tax (Personal Income Tax
in Parentheses)

Gender Strongly Agree Undecided Disagree Strongly
Agree Disagree
Mae 24% 29% 23% 16% 8%
(15%) (18%) (23%) (30%) (14%)
Female 14 27 32 21 7
(9) (17) (31) (31) (11)




Table4. Make Statelncome Tax a Progressive Tax, by Income

Annual Household Income Yes No Undecided
Less than $10,000 46% 34% 20%
$10,000 to 19,999 54 30 17
$20,000 to 39,999 55 36 10
$40,000 to 59,999 47 46 8
$60,000 to 79,999 43 55 2
$80,000 to 99,999 34 63 3

$100,000 to 119,999 25 69 6
$120,000 or more 23 74 3

10




Table5. Make Statelncome Tax a Progressive Tax, by Gender

Gender Yes No Undecided
Male 44% 49% 7%
Female 47 41 12
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