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Property Value & Tax Changes

The market value
of any property

is determined by
its annual

rental value and
the costs
associated with
owning or using
it.

. .. Sellers who own property

when the property tax

Is eliminated will realize
substantial windfall gains

]
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Anytime tax rules change, some
people gain and some people
lose. As the General Assembly
considers property tax relief pro-
posals, this fact has received
little attention.
Economictheorytellsusthata
reduction in the property tax will
increase the market value of
property, and an increase in the
property tax generally reduces

property values unless the high-
er taxes are dedicated to things
that enhance property values,
like sidewalks and street lights.
This change in property values
in called capitalization.

The market value of any prop-
erty is determined by its annual
rental value and the costs asso-
ciated with owning or using it.
Even if a property isn’t rented
now, it may be rented in the
future. Italso has rental value to
the current owner who gets to
use itwithoutactually paying rent.

A property’s rental value can
be viewed as a stream of future
payments justlike buying a bond
or putting money in a certificate
of deposit creates a stream of
interest payments. Since pay-
ments in the future are worth
less than today’s, they are dis-
counted. Sothe value of proper-
ty is the sum of those discounted
future payments.

Cutting the property tax reduc-
es the costs of owning and using
a property and so increases the
net rental value. An increase in
net rental value in future years
increasesthe selling price of that
property right now, because it
comes with a lower tax burden
than it did before. The value of
that onetime jump in property
values accrues to the owners of
real property at the time
property taxes are elimi-
nated or reduced. But
those who might be think-
ing aboutbuying residen-
tial property in the future
will find the price tag on
houses has increased.

Eleven studies of real world
situations* indicate that this cap-
italization processisn'tjustimag-
ined by economists. Itreally hap-
pens. However, the studies dif-
ferintheir conclusions about how
much of the tax change is re-
flected in the market price. In
some cases it's 100 percent of
the tax change; other studies
show as little as 50 percent.

All eleven studies, however,
concludedthata substantial part
of property taxes is capitalized
into property values. That s, a
change in taxes becomes part of
the value of the property.

Based on these studies, it is
reasonableto expectthatif prop-
erty taxes were cut in half in
South Carolina, the market val-
ue of a $100,000 owner-occu-
pied house would increase by
about four to five thousand dol-
lars. If property taxes were elim-

inated all together, the increase
would be on the order of ten
thousand dollars.

Similar kinds of increases in
market values would be seen for
other types of property benefit-
ing from tax changes. The exist-
ing owners of property reap all
the benefits or bear all of the
burden, in perpetuity, resulting
from changes in rates.

Does this mean that eliminat-
ing property taxes in South Caro-
lina will make it harder for first-
time house buyers to make a
purchase? It almost certainly
means they will pay more for a
house. The down payment will
have to be larger; and because a
mortgage is also likely to be larg-
er, monthly payments will be high-
er. Much of whatthey would have
paid in taxes will now be allocat-
ed to these higher costs. They
will get some relief from lower
annual taxes on the house, but
this relief may or may not offset
higher mortgage payments.

Yet if eliminating property tax-
esislikely to be adverse to inter-
ests of first-time home buyers,
elimination will almost certainly
benefit real estate brokers, who
will realize larger commissions
from selling higher priced prop-
erty. Lenders should also benefit
from interest on larger mortgag-
es. Of course, sellers who own
property when the property tax is
eliminated will realize substan-

tial windfall gains.
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