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15
An Analysis of Alternative Revenue 

Sources for Local Governments

David L. Sjoquist and Andrew V. Stephenson

Property taxes are the single most important source of own-source revenue 
for local governments, accounting in 2006 for 45.2 percent of own-source 
revenue and 71.7 percent of tax revenue. But the importance of the prop-

erty tax has declined; in 1970 property taxes were 55.3 percent of own-source 
revenue and 84.5 percent of taxes. However, total taxes as a share of local own-
source revenue was virtually unchanged from 1970, suggesting that nontax rev-
enue has not increased in relative importance. 

This chapter explores several of the alternative revenue sources and funding 
mechanisms that local governments use, focusing on the significant alternatives 
and on relatively newer sources or funding mechanisms. We are particularly in-
terested in exploring how these alternatives stack up to the property tax in terms 
of the various criteria used to evaluate taxes. The chapter starts by considering 
local sales and local income taxes, which are not new sources of local revenue, 
but have the potential to grow in significance. It then turns to a host of relatively 
new mechanisms, including tax increment financing, impact fees, business im-
provement districts, community facilities districts, monetization of government 
assets, and front footage tax as a benefit tax. Of course, many other revenue 
sources could have been considered, including fees and user charges, business li-
cense fees, and property transfer taxes. But it was necessary to limit what revenue 
sources to include.

Property taxes, local sales taxes, and local income taxes are evaluated us-
ing a standard set of criteria, including issues associated with efficiency, equity, 

We thank Rayna Stoycheva for her assistance, and James Alm, Bill Fox, and Sally Wallace for 
helpful comments on an earlier draft.
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and administration, as well as other relevant factors. The other revenue sources 
do not necessarily lend themselves to an evaluation along these same factors. 
Furthermore, the literature on these alternatives is more limited, which prevents  
us from being able to say much about how they relate to some of the criteria. In 
addition, some of the sources are not taxes—for example, impact fees—or are 
mechanisms for funding special public services using property taxes—for example,  
tax increment financing and business improvement districts. Thus, not all criteria 
are relevant, although we try to focus on efficiency and equity where appropriate 
and feasible.

Property Taxes, Local Sales Taxes, and Local Income Taxes  	

In this section we compare local sales taxes, income taxes, and the property tax 
along several dimensions. Others have also drawn such comparisons, including 
Brunori (2003), Oates and Schwab (2004), and Edwards (2006), who also con-
siders other revenue sources. We start with a brief discussion of the structure of 
local sales and local income taxes and how their importance has grown. We then 
contrast the three taxes using the criteria typically employed to evaluate taxes.

Reliance and Description of Local Sales and  
Local Income Taxes
In 1934 New York City was the first city to adopt a local sales tax. The number 
of states that allow local governments to employ a sales tax has increased from 
12 in 1963 to 33 today.� In 1994, the last year that the Advisory Commission on 
Intergovernmental Relations (ACIR) published the information, 6,579 local gov-
ernments and 50 percent of municipalities with population over 100,000 relied 
on the sales tax. 

The first local income tax was adopted by Philadelphia in 1938, but adop-
tions by other major cities did not occur until after World War II. The use of 
the local income tax has been concentrated in a handful of states, primarily in 
the mid-Atlantic and Midwest regions. In 1997 there were only eleven states in 
which local governments imposed the local income tax and three states that al-
lowed local payroll taxes. Since 1970 in only one state, Iowa, did local govern-
ments begin using an income tax, but there has been increased use of the local 
income tax within several of the fourteen states. Most large cities that currently 
use the income tax adopted it by 1970. 

Figure 15.1 illustrates the growth in local sales tax and income tax revenue 
as a share of local government taxes. Between 1970 and 1985, sales taxes in-
creased continuously from 5 percent of total local taxes to nearly 11 percent. 

1. Five states do not have a state sales tax: Alaska, Delaware, Montana, New Hampshire, 
and Oregon. Alaska does allow access to the sales tax to some local governments. The Census 
Bureau reports general local sales tax revenue for Kentucky, but that is a misclassification. We 
thank John Mikesell for pointing that out.
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The share then declined over the next decade before increasing to 12.4 percent 
in 2001. Since the 2001 recession, local sales tax revenue has declined as a share 
of total local taxes. 

There is less reliance on income taxes than on sales taxes at the local level, 
and there has been little growth in local income taxes as a percentage of taxes 
since 1980. Much of the growth occurred in the 1960s, when local income tax 
revenue as a percentage of local tax revenue went from 1.4 percent in 1960 to 
4.2 percent in 1970 as a result of the levying of local income taxes in Michigan, 
Maryland, and New York City. Their share of total tax revenue increased in the  
1970s when Indiana authorized their use; in 1980 local income taxes were 5.8 per
cent of local tax revenue, the same percentage as in 2005–2006. 

The reliance on local sales taxes varies across states. Table 15.1 shows lo-
cal sales tax revenue as a percentage of local taxes for the states with local sales 
taxes. There is a substantial range, from 1 percent to over 50 percent. Local sales 
taxes are generally more dominant in the southern states. 

How local sales taxes are imposed and how the revenues are used varies 
across states. For example, Georgia has six alternative local option sales taxes 
with a maximum rate of 3 percent.� All of them are levied at 1 percent, are 

�. Atlanta’s local sales tax is the only noncounty sales tax and the only tax that is exempt from 
the restriction that the total local sales tax rate in any jurisdiction cannot exceed 3 percent. The 
total local sales tax rate in the city of Atlanta is 4 percent.

Figure 15.1
Local Sales and Income Taxes as a Percentage of Total Taxes
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county-wide (but revenue from some is shared with municipal governments), and 
must be approved through referenda. Some are permanent, while others have a 
five-year limit but can be reauthorized through referenda. The statewide average 
local sales tax rate in Georgia is 2.8 percent, with most counties at 3 percent and 
a few at 2 percent.

California allowed locally administrated sales taxes as early as 1944. In 1955 
the state established the Bradley-Burns sales tax, which is imposed at 1 percent 
and split between the county government at 25 percent and the city or county, 
depending on the location of the sale, at 75 percent. The revenue goes to the 
general fund. All counties have opted to impose the Bradley-Burns sales tax. In 
addition, a local option sales tax of up to 1.5 percent can be imposed by refer-
enda. The revenue of the majority of these sales taxes is earmarked, especially for 
transportation. 

Generally, the local sales tax base is the same as the state sales tax base, but 
not in all states. For example, in Georgia food for home consumption is not in-
cluded in the state sales tax base, but is included in most, but not all, local sales 
tax bases. 

Table 15.1
Local Sales Taxes as a Percentage of Local Tax Revenue, 2006

State Sales Tax Revenue/ 
Local Tax Revenue (%)

State Sales Tax Revenue/ 
Local Tax Revenue (%)

Arkansas 50.2 Alaska 14.5
Louisiana 49.7 Kansas 14.0
Oklahoma 39.5 Iowa 11.1
Alabama 38.6 Texas 10.7
New Mexico 37.5 North Dakota 9.6
Colorado 29.7 Nebraska 9.0
Arizona 24.8 Ohio 8.2
Tennessee 24.3 Virginia 8.1
Missouri 23.3 Illinois 5.1
South Dakota 21.3 Nevada 4.4
Georgia 19.9 Florida 3.9
North Carolina 18.9 Wisconsin 3.2
Washington 18.4 South Carolina 2.9
Utah 18.0 Vermont 1.3
Wyoming 17.2 Minnesota 1.3
New York 16.6 Pennsylvania 1.0
California 15.8

Source: U.S. Census Bureau (2007).



an analysis of alternative revenue sources for local governments	 437

There were two distinct periods of increased adoption of local income taxes: 
the late 1940s and the 1960s, both periods of significant fiscal stress. In 2006 local 
income taxes were imposed in 14 states. New Jersey, Oregon, and the California  
cities of Los Angeles and San Francisco collect payroll taxes from firms rather 
than income taxes from workers; these taxes are not considered income taxes 
by the Bureau of the Census. In only five states do local income taxes account 
for more than 10 percent of local tax revenue: Pennsylvania, 16.5 percent; New 
York, 19.4 percent; Ohio, 21.1 percent; Kentucky, 30.9 percent; and Maryland, 
33.1 percent. 

Wallace and Edwards (1999) provide an overview of the structure of local 
income taxes. The type of jurisdiction that is eligible to use an income tax varies 
across states. In most cases, the local income tax is relatively simple. Rates vary 
from less than 1 percent to almost 5 percent (with 1 percent being common). In 
Maryland and Iowa the tax is a percentage of the state income tax. Typically, the 
tax applies to wages and salaries but not income from capital. In most places, 
it is levied on nonresidents at the same rate as on residents. An exception is the 
Detroit area, where essentially the tax is shared fifty-fifty between the jurisdiction 
of residence and the jurisdiction of employment. 

Early discussions of the local income tax can be found in the 1968 “Munici-
pal Income Taxes: An Economic Evaluation, Problems of Administration, Alter-
native Sources of Revenue” issue of the Proceeding of the Academy of Political 
Science. Due and Mikesell (1994) provide a detailed discussion of the structure 
of local sales taxes. Useful summaries of the issues associated with local sales and 
income taxes are provided by the ACIR (1988, 1989) and Mikesell’s chapter 6 
in this volume. 

Tax Structure in Theory and in Reality 
The structures of the actual real-world property, sales, and income taxes are not 
the hypothetical forms of these taxes generally treated in theoretical models that 
explore issues of equity and efficiency. For example, Mieszkowski’s (1972) analy-
sis of the property tax assumes that all property in a jurisdiction is taxed, and at 
a uniform rate. But since the modern property tax was adopted in the nineteenth 
century, exemptions and differential treatment of property have increased. Fur-
thermore, since the passage of Proposition 13 in California, the property tax has 
become more and more tied to the acquisition value of the property. In theoreti-
cal models, the sales tax is frequently considered a tax on just retail purchases, 
with rates being the only difference between jurisdictions. But what is included 
in sales tax bases differs across jurisdictions, includes business purchases, and 
excludes most services. 

The differences between the real-world versions of the taxes and their typical 
depictions in economic analysis, and the interstate differences in the structure of 
the taxes, need to be considered when comparing the relative desirability of the 
three taxes. While it would be senseless to consider every difference, we address 
some of the major differences between the general concept of these taxes and the 
real-world versions. 
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Local Taxes as Benefit Taxes
Because of the potential mobility of tax bases across local jurisdictions, it is gen-
erally believed that local taxes should be benefit taxes and that local jurisdictions 
should not engage in redistribution. It is commonly argued that property value, 
and thus the property tax, is related to the benefits received by the property 
owner from public services. The possible relationship between the benefits of 
public services and the property tax is discussed in two alternative contexts. First, 
there is the position espoused by Hamilton (1975), Fischel (2001), and others that 
property taxes are equal to the benefits received from local government services. 
This view is based on the assumption that households can choose from among a 
large number of jurisdictions that provide choices of housing and public services, 
with associated property taxes. Thus, households sort themselves, à la Tiebout, 
among the jurisdictions so that the marginal benefit of the public service equals 
the marginal cost to the household in the form of additional property taxes. In 
this world, the property tax is essentially the price that a resident pays for the 
public service, so that in choosing a jurisdiction, which is equivalent to choosing 
the public service level, the property tax at the margin equals the marginal benefit 
of the public service. 

Such a view of the property tax is not universally accepted. Others, for ex-
ample Zodrow (2001), argue that the property tax is not a benefit tax, but rather 
a distortionary capital tax. Zodrow contends that the assumptions underlying 
the benefit view are too restrictive to match reality, and that the empirical evi-
dence does not support the benefit view. For example, the benefit view assumes 
a large number of jurisdictions so that households can sort into homogeneous 
jurisdictions, that fiscal zoning is sufficiently restrictive to prevent lower property 
tax base households from moving into a jurisdiction, that the property tax ap-
plies uniformly within each jurisdiction, and that other factors do not affect the 
choice of jurisdiction. Thus, the perceived advantage of the property tax is in 
part dependent on which view of the property tax, the benefit view or the capital 
tax view, is correct. For a discussion of these two contrasting views, see Zodrow 
(2008). 

The theoretical link between property tax and the benefits of the public ex-
penditures is clear in the benefit view of the property tax as espoused by Hamilton.  
But is it the case that local sales and income taxes are benefit taxes? There is 
no obvious link between local sales taxes paid and benefits received. Given the 
amount of interjurisdictional shopping, a substantial percentage of local sales 
taxes are likely paid to jurisdictions other than the jurisdiction of residence. We 
did not uncover a theoretical model of the sales tax similar to the model that 
underlies the benefit view of the property tax. 

If public services are financed by a local residence-based flat rate income 
tax, it is conceivable that sorting by income level could occur if it were possible 
to prevent lower-income households from moving into higher-income jurisdic-
tions. That is, if there were an income equivalent to fiscal zoning, there would 
be a stable sorting of households into homogenous jurisdictions. However, that 
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possibility doesn’t seem likely, which is a conclusion also reached by Oates and 
Schwab (2004).

The second context in which the property tax is thought to be related to 
benefits is based on a more ad hoc argument, namely that the benefits of public 
services are positively associated with the value of one’s property regardless of 
whether households sort across jurisdictions according to property value. The 
benefits of public services such as police protection, fire service, and streets net-
works are likely greater the greater the household’s property value. While this 
argument has some intuitive appeal, there is no empirical evidence that we are 
aware of that confirms it. 

To some extent, a similar argument could be made regarding the local in-
come tax. To the extent that a household’s demand (and thus marginal benefit) 
for local public services is positively related to household income, the income tax 
is related to benefits. However, since preferences can vary across households with 
the same income level, the association between benefits and income tax will be 
closer for some households than others. On the other hand, it is hard to draw a 
link between local sales tax burden and benefits received, other than perhaps an 
indirect link between the volume of purchases and income. Because sales taxes 
may be paid to jurisdictions other than the jurisdiction of residence, even that 
link is weak.

There are local public services for which the benefits would seem to be unre-
lated to property value. Education is one such service. We don’t find the idea that 
property value increases with higher-quality education a very convincing argu-
ment for linking property taxes and the benefits of education. Strauss (1995) ar-
gues that the benefits of K–12 education are more closely associated with income 
than with property wealth. He suggests that while education generates economic 
benefits to the student in the form of increased earnings potential, it also gener-
ates social benefits and is a form of merit good, and thus is a form of social in-
surance. To the extent that education is a form of income redistribution, Strauss 
argues that it should be financed by a broad-based ability-to-pay tax. Thus, a 
broad income or consumption tax would be an appropriate revenue instrument 
for financing education. In Arkansas, Iowa, Kentucky, and Ohio, local income 
taxes are used to fund school districts.

We conclude that local sales taxes are not related to the benefits of local 
public services. It is an open question whether a local income tax or the property 
tax better reflects the benefits of local public services. However, we believe that 
the benefits of education and such public services as recreation are probably more 
closely aligned with income, while the benefits of most other public services, 
for example, fire protection, are probably most closely associated with property 
value.

Another aspect of the potential link between benefits enjoyed and taxes paid  
concerns nonresidents. It is commonly argued that commuters, shoppers, and tour
ists benefit from local government public services such as police, fire, and roads, 
but do not provide revenue commensurate with those benefits. Furthermore, to  
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the extent that local public services are subject to congestion, commuters and 
other visitors to a jurisdiction increase the cost of providing a given service level. 
This raises both an equity issue—namely, that nonresidents impose uncompen-
sated costs on residents—and an efficiency issue—namely, that residents will pro-
vide less than the optimal level of the public service because their tax price must 
cover full cost of the public services, including the negative externality caused by 
nonresidents. 

It is the case that property taxes are levied on businesses and residents but 
not on commuters. But it is not clear that workers don’t generate property tax 
revenue. Suppose that for office buildings and factories there is a certain amount 
of physical capital (property tax base) per worker, sort of a fixed proportion 
input function. Thus, associated with each worker is a fixed amount of prop-
erty tax base. In that sense workers do share part of the burden for local public 
services. Of course, governments and nonprofits are exempt from the property 
tax, and thus workers in these industries do not share the burden of local public 
services in this way. 

To the extent that property tax and other revenue sources do not capture the 
burden placed on a jurisdiction from nonresidents, a sales tax or an income tax 
might do better. Clearly, a sales tax generates revenue from nonresidents only to 
the extent that they purchase taxable products or services. Tourists and shoppers 
are likely to make larger purchases than workers, and thus are more likely to con-
tribute more revenue per trip. One of the benefits claimed for local income taxes 
levied by general purpose governments is that such taxes broaden the burden of 
paying for local public services to nonresident workers (Wallace and Edwards 
1999). On the other hand, a local income tax will generate revenue only from 
workers and not from other visitors to the jurisdiction. 

In the 1970s there were attempts to measure whether nonresidents exploited 
the central city in the sense that the cost of providing public services to nonresi-
dents exceeded the revenue generated by nonresidents. Neenan (1970), one of 
the first to conduct such a study, found a significant net benefit to nonresidents. 
However, not all studies found that suburbanites were not contributing their 
fair share of revenue. Bradford and Oates (1974) found that the net effect of 
nonresidents was of minor quantitative importance. Shields and Shideler (2003) 
explored empirically whether there was congestion in the provision of local pub-
lic services by Pennsylvania cities due to in-commuters. They used these results 
to determine whether commuters should be taxed in order to obtain an efficient 
level of public services. Given that such a tax was needed, they estimated the mag
nitude of the tax and found it to be very small, suggesting that there may not be 
a significant equity issue or under-provision of local public services.

Mobility and Tax Base Competition
If a local tax is not a benefit tax, it is desirable to fund local public services with 
a tax whose base is immobile with respect to the tax rate. If a tax base is very 
responsive to the jurisdiction’s tax rate, small tax differentials will result in large 
locational inefficiencies. Furthermore, to the extent that local jurisdictions must 
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be concerned with the mobility of the tax base and thus must engage in tax 
competition, the greater the likelihood that local public service levels will be inef-
ficiently low; see Wilson (1999) for a survey of tax competition. 

Which local tax has the more mobile tax base is obviously an empirical ques-
tion, and there have been several studies of tax base mobility. Ladd and Bradbury 
(1988) estimated an elasticity of the property tax base of – 0.15 with respect to 
the property tax rate. Luce (1994) estimated a property tax rate elasticity of 
– 0.371 for the Philadelphia area. Haughwout et al. (2004) estimated the effect 
of property, sales, and income tax rates on the respective tax bases of Houston, 
New York, Philadelphia, and Minneapolis and found that the elasticity varies by 
tax and city. For Houston, New York, and Philadelphia, the property tax base 
elasticity was –1, which puts these cities on the top of their revenue hill. In other 
words, a 10 percent increase in their property tax rate results in a 10 percent 
reduction in their property tax base, and thus no increase in revenue. The elas-
ticity for Minneapolis was much lower, around – 0.3. The estimated elasticity of 
New York’s sales and income taxes was estimated to be around – 0.5, while the 
estimated elasticity of Philadelphia’s gross receipts tax ranged between – 0.19 and 
– 0.027. Haughwout et al. estimated a small elasticity for Philadelphia’s income 
tax, but they argued that that tax had a significant negative effect on the overall 
size of Philadelphia’s economy. (See also the references listed in their footnote 12 
for additional evidence consistent with their results.)

Much of the focus on the mobility of sales taxes has been on the effect of 
differential sales tax rates on cross-border shopping; see, for example, Fisher 
(1980), Fox (1986), Mikesell (1970, 1971), Mikesell and Zorn (1986), Tosun and  
Skidmore (2007), and Walsh and Jones (1988). These studies generally find that 
a sales tax rate 1 percentage point higher is associated with per capita sales along 
a state’s border that are between 1 and 7 percent lower. For example, Walsh and 
Jones (1988) explored the effect on grocery purchases from a 3 percentage point  
phased-in reduction of West Virginia’s sales tax rate on grocery purchases. They 
found that grocery sales along the West Virginia border increased by about 5.9 per
cent for each percentage point reduction in the sales tax rate. It is expected that 
differential sales tax rates across a jurisdiction within a state would have similar, 
if not greater, effects on the location of purchases. 

Related to cross-border shopping is the effect of the government’s general in-
ability to tax Internet sales on consumers’ decision to purchase products online. 
Goolsbee (2000) and Ballard and Lee (2007) used the variation in sales tax rates 
to estimate the effect of sales tax rate differentials on the likelihood that a house-
hold will make an Internet purchase. Goolsbee estimated an elasticity of Internet 
purchases with respect to a measure of the metropolitan area tax price of – 2 to 
– 4. Ballard and Lee estimated a much smaller elasticity of – 0.2, while Alm and 
Melnik (2005) estimated an elasticity of the tax price of – 0.5.

Much of the research on the effect of local income taxes on tax base mobil-
ity has focused on Philadelphia. Differential income tax rates across jurisdictions 
in the Philadelphia region have been shown to result in migration of workers. 
Grieson (1980) estimated that Philadelphia lost 14 percent of its employment 
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between 1965 and 1975 as a result of its high income tax rate, which was three 
to four times the tax rate in surrounding jurisdictions. Inman et al. (1987) ob-
tained an estimated elasticity of employment with respect to the wage tax rate of 
between – 0.11 and – 0.14. Luce (1994) obtained an elasticity of – 0.6 for wage 
tax rate differential using data from the Philadelphia area. 

Because of the concern with the mobility of jobs across jurisdictions, a flat 
income or payroll tax would seem to be preferred to a progressive income tax. 
However, Goodspeed (1989) has shown that adopting a progressive income tax 
does not result in large distortions. He constructed a general equilibrium model 
of a metropolitan area and examined the efficiency and redistributive properties 
of a local income tax relative to a local head tax. He found that the local income 
tax resulted in an inefficient allocation of people across communities, but that the 
aggregate welfare loss was small for his benchmark values. In his two-jurisdiction  
model, he found that the aggregate welfare loss was slightly more than 0.5 per-
cent of tax revenue. 

Calabrese (2001) presents a positive model of local income redistribution 
determined through majority voting. The amount of redistribution is constrained 
by housing market distortions and by the ability of people to move across ju-
risdictions. The results of the multi-community model indicate that, similar to 
Epple and Romer’s (1991) property tax model predictions, local redistribution 
leads to sorting of the population, with the poorest households located in the 
communities with the highest grant levels. However, he found that migration 
is larger if the redistribution is financed through income taxation than through 
property taxation. 

There is also related research on tax base mobility that uses the interstate 
tax rate differential to estimate the effect on economic activity. Mark, McGuire, 
and Papke (2000) examined activity over nine jurisdictions in the District of 
Columbia metropolitan area, which includes two states and Washington, DC, 
and found a negative relationship between sales and personal property taxes and 
economic activity, but the real estate property tax differentials did not affect 
the geographic distribution of the property tax base. Holcombe and Lacombe 
(2004) considered adjacent counties along state borders and found that high state 
income tax rates led to lower growth in personal income in the border counties 
of those states. Hoyt and Harden (2005) investigated the impact of state taxes 
on the distribution of employment and population between counties contained 
in border versus interior metropolitan areas, and Coomes and Hoyt (2008) ex-
amined how differences in state income tax rates influence the choice of state of 
residence for households moving into multistate metropolitan areas. 

The tax competition literature in economics focuses on how the mobility of 
capital affects the choice of property tax rate. But, local governments provide 
more targeted special breaks and other benefits to attract businesses that have 
large property tax bases. And, while there is such competition for property tax 
base, it seems particularly intense over the sales tax base when sales taxes are 
an important source of local revenue. This competition focuses on particular 
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businesses, mainly shopping centers, and is referred to as the “fiscalization of 
land use.” Given that Proposition 13 has made sales taxes the principal source 
of revenue over which local governments in California have some control, sales 
tax base competition in California is intense. Lewis and Barbour quote a former 
legislative representative of the California State Association of Counties as fol-
lows: “It is . . . clear that this situs allocation of sales tax greatly encourages cities 
to pursue commercial development over both industrial and residential develop-
ment. This incentive is so strong that cities and counties actually attempt to ‘steal’ 
sales tax generators from other localities” (1999, 12). Officials in the St. Louis 
metropolitan area express similar views. 

Lewis (2001) surveyed local government officials in California regarding 
their preferred development. Not surprisingly, he found that retail projects were 
the most preferred land use, that sales tax revenue was the principal factor influ-
encing development decisions by local governments, and that a retail project in-
creased the likelihood that the city would provide economic incentives. Wassmer  
(2002) investigated whether this competition for sales tax base was reflected in 
the location of retailing. He found that the greater the reliance on sales tax reve
nue, the more likely that retailing sprawled from the central city, confirming the 
existence of fiscalization. In particular, he found that a 10 percent increase in reli-
ance on local sales taxes in the state led to a 2.4 percent increase in retail sales in 
noncentral metropolitan areas. 

To explore property tax base competition, Pagano (2003) investigated the ef-
fect of a city’s fiscal structure on the amount of vacant land. The argument is that 
a city dependent on property taxes would be more inclined to develop all of its 
land. However, his regression results did not support the hypothesis. Pagano also 
conducted an analysis of 15 land development projects in three cities. In these 
case studies, he found that the nature of the development differed by the city’s 
fiscal structure. For example, the city with more reliance on sales taxes favored 
retail development, whereas the city with more reliance on income taxes favored 
development that created jobs. 

The existing evidence on tax base mobility doesn’t allow one to draw a firm 
conclusion regarding the relative mobility of the three tax bases, in part because 
the values of the estimated tax base elasticity are not consistent across studies. 
The findings of Haughwout et al. (2004) suggest that the elasticity for a given tax 
probably varies widely across jurisdictions. Other than the findings of Haughwout  
et al., the evidence is consistent with the property tax base being somewhat less 
mobile. 

Other Economic Effects and Economic Efficiency
In addition to distorting the location of economic activity and household loca-
tion, there are other economic distortions caused by property, local sales, and 
local income taxes. For example, the property tax reduces the ratio of capital to 
labor in production, and assessment limitations reduce the turnover of property 
(O’Sullivan, Sexton, and Sheffrin 1995). 
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The property tax can also distort the size of the urban area. Haurin (1980) 
was one of the first to explore the effect of a property tax on the size of an ur-
ban area in a theoretical urban model; the results are indeterminate. Brueckner 
(1997) points out that local governments usually require developers to pay only 
a fraction of the infrastructure costs associated with their projects, thereby en-
couraging excessive spatial growth of cities. Given that the land portion of the 
property tax has no effect on resource allocation, the tax on capital will increase 
the land-to-capital ratio. This means that it will take more land to house a given 
population, and thus it would seem that the property tax would encourage urban 
sprawl (Brueckner 2001a). 

Brueckner and Kim (2003) argued that there are two countervailing effects 
of the property tax regarding urban size: the improvement effect, and the dwell-
ing size effect. The property tax depresses the amount of improvements; given no 
change in dwelling size, this will reduce population density and spur the spatial 
expansion of the urban area. However, dwelling size falls as a result of the in-
creased price of housing service, which results in an increase in population den-
sity, thereby reducing the size of the urban area. Thus, the effect of a property tax 
on the size of the urban area is indeterminate. Song and Zenou (2006) estimated 
the relationship between the property tax and the size of the urban area, and 
found that the property tax contracts urban area.

The sales tax is far from a general consumption tax. First of all, it only 
applies to a small percentage of household consumption; most services are not 
taxed, and many tangible products, such as food for home consumption, are not 
taxed. The numerous exemptions in the sales tax base affect the choice of goods 
and services consumed, with services and food for home consumption being the 
biggest categories of exemptions. Theory suggests that these exemptions will shift 
consumption toward services and away from restaurant purchases. Merriman 
and Skidmore (2000) investigated the effect of the exemption for services. Their 
empirical results suggest that the exemption is responsible for as much as one-
third of the decline in the retail sector as a share of income and one-eighth of the 
increase in the service sector as a share of income during the 1982–1992 period. 
The sales tax on purchases by businesses leads to tax pyramiding, and thus dif-
ferential effective sales tax rates on final consumption. Ring (1999) estimates that 
about 40 percent of sales tax revenue comes from purchases by businesses.

Since local income taxes are generally flat rate taxes with few, if any, exemp-
tions, they score well in terms of economic efficiency, although they provide an 
incentive to increase the capital-to-labor ratio. Local income taxes can also affect 
the size of the city. Wildasin (1985) constructed a monocentric urban model and 
demonstrated that, under certain conditions, an income tax results in a larger, 
more dispersed urban area and in a reduction in welfare.

There have been some efforts to measure the welfare loss from local taxes. 
DiMasi (1987) developed an urban spatial computable general equilibrium model 
with an endogenous amount of land in urban use. Basically, DiMasi’s model is a 
monocentric urban model of spatial location with costly commuting. He adopted 
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a non-nested CES functional form for the production and utility functions, and 
calibrated the model using data from the Boston area. He calculated a welfare 
gain of 6.6 percent of tax revenue from switching to a graded property tax system 
(one in which land is taxed at three times the rate on capital). Sullivan (1985) 
analyzed the effects of a switch from a land value tax to a residential property 
tax, while Sullivan (1984) considered a switch to an industrial property tax. He 
reports a welfare loss of 6.5 percent of tax revenue for the switch to a residential 
property tax and 4.6 percent for the switch to an industrial property tax.

Only recently has empirical evidence of the efficiency loss from sales tax ex-
emptions been presented. Baum (1998) used a general equilibrium model to ex-
amine the exemption for food-for-home consumption, finding a small efficiency 
loss. Iorwerth and Whalley (2002) found a substantial welfare loss in a simula-
tion model for Canada. Hawkins (2002) applied a partial equilibrium model to 
several general sales tax structures and found that exemptions and high tax rates 
result in inefficiencies. He estimated that the excess burden—the reduction in 
economic welfare beyond the revenue raised—ranges between 17 and 39 percent. 
As expected, the welfare loss increases when the tax structure includes more 
generous exemptions and a higher tax rate. We were unable to find welfare loss 
estimates for local income taxes.

Equity
As noted above, it is generally argued that local governments should rely on 
benefit taxes or, in other words, they should not engage in income redistribution 
because the mobility of residents and workers will make this self-defeating (Oates 
1972). Nonetheless, the relative equity of these taxes is important.

The property tax under the capital tax view is mildly regressive (Aaron 1975; 
Pechman 1985; Plummer 2003). However, given variations in the ratio of as-
sessed value to fair market value, the property tax suffers from substantial hori-
zontal inequities. O’Sullivan, Sexton, and Sheffrin (1995) provide evidence of the 
very large horizontal inequities that arose in California due to Proposition 13. 

Compared to the property tax, sales taxes as a percentage of current income 
are more regressive. The Institute on Taxation and Economic Policy (2003) has 
estimated the tax burden for the property tax and sales tax for all 50 states. The 
tax burden of the sales tax for states that exclude food-for-home consumption 
is less regressive than that for states that do tax food-for-home consumption. 
Figure 15.2 compares the effective sales tax rate (tax burden divided by income) 
to that for the property tax for Georgia (the results for other states are similar). 
Because the effective tax rates depend on the level of tax, we divided the effective 
tax rate by the effective tax rate for the top 1 percent of the households in terms 
of income. Thus, a larger number for lower-income households implies that the 
lower-income household pays a higher effective tax rate. As can be seen, the sales 
tax is very regressive and is much more regressive than the property tax. How-
ever, if one measures sales tax burden using lifetime income, the sales tax is much 
less regressive, and perhaps proportional (Fullerton and Rogers 1993).
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Local income taxes are probably slightly regressive, since not all income 
sources are taxed, and the excluded income (largely returns to capital) are largely 
associated with higher-income households. Self-employment income and retire-
ment income are generally not subject to the local income tax, which leads to 
horizontal inequities. However, we were unable to find any study of the equity of 
the local income taxes. States that tie the local income tax to the state income tax 
(for example, Maryland) have a progressive local income tax with less horizontal 
inequities because a larger percentage of total income is taxed. New York City’s 
income tax is more like a state income tax in that most sources of income are 
taxed and there is a progressive tax rate structure. 

Fiscal Disparities
Shifting from the property tax to the local sales tax or local income tax could 
affect the geographic distribution of fiscal capacity, and thus alter the level of 
fiscal disparities. We are unaware of any nationwide analysis of the geographic 
distribution of the property tax base as compared to the sales tax or income tax 
base.� Bowman and Mikesell (1978) considered fiscal disparities of local income 

�. Lewis and Barbour (1999) report that 1996 per capita sales tax revenue across California 
cities varied from $2.25 to $56,891.84, which suggests substantial disparities in fiscal capacity. 
However, they do not provide information on the dispersion of the property tax base.
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taxes in Indiana and Maryland and local sales taxes in Ohio and Virginia as 
compared to the property tax. Using county-level data, they found that in three 
of the four cases local nonproperty taxes resulted in greater fiscal disparity than 
the property tax, the exception being the income tax in Indiana. McGuire (2001) 
reported that fiscal disparities would not improve for Illinois cities by shifting 
from the property tax to a local sales tax, but that the dispersion of a local in-
come tax base would be less than the dispersion of the property tax base. Oates 
and Schwab (2004) compared the distribution of property tax base per pupil to 
income tax base per pupil for Massachusetts, New Jersey, New York, and Texas, 
and found that property tax wealth is distributed more unequally across school 
districts than is income. 

Data from Ohio and Georgia provide mixed evidence regarding whether the 
property tax base per capita is more equally distributed across jurisdictions than 
is the sales tax base per capita. Figures 15.3 and 15.4 compare property tax base 
per capita divided by the state property tax per capita to the equivalent measure 
for the sales tax for Georgia and Ohio, respectively. As shown, there is greater 
variation across counties in the sales tax base per capita than in the property tax 
base per capita in Ohio and less in Georgia, which implies that the sales tax base 
per capita is more equally distributed than the property tax base in Georgia and 
less equally distributed in Ohio.

Based on the existing evidence, it is not clear whether fiscal disparities will 
increase or decrease with the adoption of a sales tax or a local income tax. The 
effect on fiscal disparity from switching to a local sales or local income tax ap-
pears to be state-specific. 

Tax Diversification
Suggestions have been made (ACIR 1988) that diversifying the local govern-
ment tax structure is desirable because it allows a local government to select the 
tax mix that maximizes the government’s objective function. With the ability 
to use alternative tax instruments, local governments can choose among vari-
ous possible tax portfolios that yield different values for revenue growth, stabil-
ity, and equity but maintaining total tax revenue across tax portfolios (Dye and 
McGuire 1991; Harmon and Mallick 1994; Misiolek and Perdue 1987; White 
1983). But a concern is whether adopting a local sales or local income tax will 
result in a corresponding reduction in property taxes or in an increase in public  
services. 

Even if one assumes that decisions about expenditures are made by rational 
median voters who base the decisions on their tax prices, it is possible that the 
tax structure could affect the level of expenditures. First, a diversified tax struc-
ture implies a broader tax base, which could reduce the marginal excess burden 
and thus taxpayer resistance to tax increases. Support for this argument was 
obtained by Becker and Mulligan (1998) and is consistent with the results of Kau 
and Rubin (1981). Second, a different tax structure may lead to a change in the 
percentage of taxes that are exported, which may alter tax prices. Third, diversifi-
cation could alter the distribution of tax prices across individual voters and hence 
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Figure 15.3
Ohio Tax Base per Capita
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could change the identity of the median voter. The main alternative to the median 
voter view of expenditure determination is the Leviathan view of government 
(Buchanan 1967; Buchanan and Wagner 1977), under which government deci-
sion makers rather than voters determine expenditure levels. This view suggests 
that using more tax instruments, and thus a more complex tax structure, results 
in greater manipulation of voters by government officials who are assumed to 
prefer larger public spending than the median voter. 

The empirical evidence of the effect of the tax structure on the level of expen-
ditures or revenue is mixed. Wagner (1976) found that cities with diversified tax 
structures have higher expenditures than cities with less-diverse tax structures, 
thus providing support for the Leviathan view of government. Similar results 
were obtained by Baker (1983), Breeden and Hunter (1985), Clotfelter (1976), 
and Suyderhoud (1994). However, Ladd and Weist (1987) obtained contrary 
results. Deran (1968) compared cities with and without local income taxes and 
concluded that those with an income tax have lower per capita taxes. Likewise, 
Stockfisch (1985) found no effect on expenditures as a result of the adoption of 
value-added taxes in Europe. Jung (2001) investigated the extent to which the 
adoption of a local sales tax in Georgia reduced property taxes and estimated 
that 28 percent of local sales tax revenue was used to reduce property taxes. 

Sjoquist, Wallace, and Edwards (2004) found that the adoption or presence 
of a local sales tax or a local income tax in a city leads to a decrease in the level 
of property taxes per capita. Sjoquist, Walker, and Wallace (2005) estimated a 
mixture model, which allows cities to differ in whether and how much property 
tax is reduced. They found that some cities did not increase expenditures, but 
that others did. 

The implicit assumption is that the level of public expenditures would be 
larger if the Leviathan model matched reality than if the median voter prevailed. 
The real issue, however, is whether public expenditures are at the efficient level. 

Tax Administration
The administration of the property tax is expensive, but not particularly com-
plex. Sjoquist and Walker (1999) found that there are substantial economies of 
scale in the assessment of property and that improvements in the quality of as-
sessment increases cost. They estimated assessment cost per parcel to be $5.73 if 
the assessment office had to assess 30,000 parcels, and that a 10 percent increase 
in the quality of assessment, as measured by decrease in the coefficient of disper-
sion, increased total cost by 13.2 percent. Because of the threat of foreclosure 
if property taxes are not paid, collection rates are high. Other than the tax on 
personal property, evasion of the property tax is difficult. 

Several administrative issues arise with local sales taxes.� Two of the most 
important concern the conformity of the local sales tax base with the state sales 
tax base and whether there will be local rather than state administration of the 

�. See Due and Mikesell (1994) for an extensive discussion of administrative issues associated 
with local sales taxes.
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tax. As noted above, the local sales tax base is the same as the state base in most 
states, but there are exceptions. In these cases, not only is there the problem of 
determining which tax rate to apply in a given jurisdiction, but the retailer also 
has to determine what tax rate applies to particular products. 

In most states that have local sales taxes, the state administers them. How-
ever, in three states, local governments administer the tax; and in four states, 
there is a mix of state and local administration. Local administration adds to the 
compliance burden of the vendors. One argument in favor of local administra-
tion is that it should result in greater compliance; local governments are likely to 
be more aggressive in ensuring that all vendors who are supposed to collect sales 
taxes are in fact doing so. 

Administration of a local income tax can be more difficult than adminis-
tration of a local sales tax. Conlon (1968) argued that it is difficult to speak 
generally about the problems of enforcement because the scope and application 
of local income taxes vary considerably. In many states, the local government 
administers and collects the tax. If the local income tax is piggy-backed on the 
state income tax, administration is greatly simplified. However, it is necessary to 
identify the jurisdiction in which the individual lives and, in most cases, works. 
Situs issues are significant when the local income tax is based on place of work. If 
an individual, for example, a construction worker or a delivery person, works in 
several jurisdictions, records have to be kept of the income earned in each of the 
jurisdictions for which income tax is due. It is more likely that the local income 
tax varies from the state income tax than it is that the local sales tax differs from 
the state sales tax. These differences increase the compliance costs. Ohio provides 
an illustration of these complexities (Wallace and Edwards 1996).

Information that allows a true comparison of the administrative costs of the 
three alternative local taxes does not exist. However, based on somewhat ad hoc 
comparisons, we conclude that the administrative costs of a local income tax that 
is tied to the state income tax would be the lowest, followed by a sales tax tied to 
the state sales tax. The cost of operating the property tax is probably the highest  
of the three. Administrative complexity, however, is probably the largest for the 
local sales tax, followed by the local income tax, particularly if it is based on 
place of work. While the issue of appropriate assessment of property is clearly a 
difficult task, the complexity of the overall administration, including compliance, 
is probably lower than for the other two taxes.

Other Factors
Several other factors are also relevant in comparing local taxes. The cyclical sta-
bility of the tax bases is an important characteristic. Most studies find that the 
sales tax base is more volatile than the property tax base (Dye and Merriman 
2005). One of the advantages of the property tax is that the rate is set after the 
jurisdiction determines the property tax base. Thus, property tax revenue is even 
more stable than the property tax base. Several studies compare the stability of 
the two taxes, including Matthews (2005) and Winters (2007). 
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One of the purported benefits of the sales tax is that it is nearly invisible—
one hardly notices the few pennies paid on each purchase when the purchase is 
small and the tax rate is low. While this may be a benefit from the elected offi-
cial’s point of view, it weakens the link between the decision regarding the level 
of public expenditures and the tax price. Given the visibility of the property tax 
and voter resistance to property tax increases, elected officials are thought to be 
more conservative in their budget decisions. This factor is related to the discus-
sion above on tax diversification. 

Both the local sales tax and local income tax generally raise substantial rev-
enue from relatively low tax rates. For example, it was estimated that a 1 percent 
local income tax levied in 1994 in the Atlanta region, with revenue split fifty-fifty 
by place of work and place of residence, would have generated $102.7 million for 
the city of Atlanta, compared to $89.5 million in property tax revenue (Edwards, 
Sjoquist, and Wallace 1996). In 2007 the 1 percent local sales tax levied in the 
city of Atlanta generated $124.7 million.

The allowable tax rates for most local sales and income taxes are set by the 
state. Local governments have no control at the margin over the revenue gener-
ated. The only action they can take to increase revenue is to influence the size of 
the tax base within the jurisdiction. To the extent that all jurisdictions within the 
state employ a local option sales or income tax, the tax revenue is essentially a 
state grant program in which the grant share equals the jurisdiction’s share of the 
total statewide tax base. When local government cannot change the tax rate or 
definition of the tax base, providing local sales and income taxes as an option does 
not increase the fiscal control of local government beyond what it has with the 
property tax, although it probably provides more fiscal freedom to increase prop-
erty tax rates if the sales or income tax revenue is used to reduce property taxes. 

Conclusions Regarding Property, Sales, and Income Taxes
A substantial volume of research has addressed the factors related to a compari-
son of the three local taxes. However, as is evident from the preceding discussion, 
it is hard to draw firm conclusions about which tax wins out. The issue is not 
whether to use just the sales tax rather than the property tax, but instead how the 
relative mix of the three taxes should change. The real question is, at the margin, 
which tax should be increased or decreased. That is an even harder question to 
answer based on available evidence than determining which tax is more desirable 
in general. 

In the absence of assessment limitation, the property tax is probably closer 
to being a benefit tax, or at least the property tax is more closely linked to local 
public service benefits, than either the local sales or income tax. However, with 
acquisition value property tax, it may well be that income tax is more closely 
related to the benefits of local public services than property taxes. It is hard to 
suggest that the sales tax is very closely linked to benefits. 

The research on tax base elasticity, with the exception of Haughwout et al. 
(2004), is consistent with the view that the property tax base is less mobile than 
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the bases of the two other taxes. In terms of welfare loss, DiMasi (1987) found a 
relatively small welfare loss for the property tax. Since the local income tax rate is 
an addition to the federal and state income tax rates, and the estimated marginal 
welfare loss from income taxes is large, the welfare loss from a local income tax 
is likely to be large. The local sales tax is an addition to the state sales tax, so the 
welfare loss from an increase in the local sales tax rate is likely to be relatively 
large.

Whether fiscal disparities are reduced with the adoption of local sales or 
local income taxes seems to be state-specific. The property tax is not the most 
equitable in terms of vertical equity, and with acquisition value assessment, it also 
suffers from large horizontal inequities. The property tax is costly to administer, 
but compliance is high and administrative complexity is low.

While a consumption tax at the national level is believed to be a desirable 
replacement for the income tax, at the local level the sales tax has a lot working 
against it. Its redeeming feature is that it is so popular. A lot of positive things 
can be said about a local income tax in terms of equity, probable link to public 
service benefits, and stability. However, the tax base does seem to be mobile, and 
the welfare loss is probably large given that it is an addition to the federal and 
state income taxes. Thus, we are hard-pressed at this time to argue strongly that 
the property tax should be replaced, wholly or in large part, with either a local 
sales tax or a local income tax.

Tax Increment Financing  	

We turn now to other financing mechanisms, beginning in this section with tax 
increment financing. Tax increment financing (TIF) is a mechanism for capturing 
the gain in tax revenue from the increase in economic activity resulting from pub-
lic investment within a specified district as a way to finance the public investment. 
See Merriman’s chapter 11 in this volume for a description of tax increment 
financing and its importance.

Value Capture Tax or Property Tax?
Evaluating tax increment financing depends upon whether TIF is considered a 
benefits tax (or a value capture tax) or just a property tax. Chapman claims that 
the incremental tax “is analogous to the benefit charge approach to property tax 
incidence, since the redevelopment benefits are accruing to the property owner” 
(1998, 185). TIFs are popularly portrayed as almost costless to local govern-
ments (DeSue 2004; Pendered 2004). However, we argue that the TIF tax incre-
ment is simply a complicated means for earmarking revenue for financing public 
improvements. 

A local government could, in principle, use general revenue funds to finance 
public improvements in some district rather than establishing a TIF. In this case, 
the increase in the tax revenue due to increases in property value or new develop-
ment within the district would go to the general fund. Unless the general property 
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tax is a benefit tax, it is hard to see that the tax on the incremental property tax 
base within the district is a value capture tax. 

It is easy to show that it should make no difference to existing taxpayers if 
the public improvement is financed from the general property tax base or from 
the incremental property value. Let G0 be the existing level of government ser
vices (which we assume do not change), G1 the public improvement, B0 the initial 
property tax base, B1 the base as a result of the public improvement (so that B1 –  
B0 is the incremental property tax base), t0 the original property tax rate, t1 the 
new tax rate if G1 is financed from the general fund, and t2 the new tax rate if G1 
is financed using TIF. Note that t2 applies to both the general fund and the TIF. 

Before the public improvement, the government’s budget is t0 × B0 = G0. To 
finance the public improvement out of general funds (assuming that the public 
improvement is paid for after it is in place), the government’s budget is t1 × B1 = 
G0 + G1. With a TIF, G1 is paid by a tax on f percent of the tax base increment 
(since the tax rate on the increment is the same as the general tax rate, only part 
of the increment may be needed to finance G1). Thus, t2 × (B1 – B0) × f = G1. The 
general fund expenditures, G0, are financed as t2 × (B1 + [B1 – B0] × [1 – f ]) = G0. 
Combining G1 and G0 yields t2 × B1 = G0 + G1. Thus, t1 = t2, so the tax rate is the 
same regardless of how G1 is financed. (There is an advantage to making the 
public improvement this period and collecting tax revenue the following period; 
in the second period, the property tax base will have increased so that taxes paid 
by existing property will be lower.) 

For TIF financing to be a value capture tax, only the increase in value due 
to the public improvements would be taxed. However, the tax is imposed on 
new development within the district, not just the increase in the value of exist-
ing property. The whole point of the investment in public improvements is to 
increase the size of the tax base through new development. Furthermore, the tax 
is imposed permanently, not just until the increase in value is captured. The TIF 
remains in existence until the investment in public improvements is financed, at 
which point the incremental tax base becomes part of the regular property tax 
base. Therefore, TIF is not a value capture or benefit tax; rather it is a property 
tax for which the revenue is earmarked.

Other Aspects of TIF
While we believe that TIF is in principle just a way of earmarking property taxes, 
this method of financing public improvements may have two possible benefi-
cial attributes from the perspective of the sponsoring municipality. First, a TIF 
allows for the incremental revenue that would have gone to all overlapping 
taxing jurisdictions, not just the municipal government sponsoring the TIF, to 
be used to finance the public improvement. (In principle, it would be possible 
for the overlapping governments to share the cost of the public improvements, 
with each financing its share out of its general fund.) This generates more incre-
mental revenue than if only the municipality’s tax rate was used to finance the 
public improvement. One of the implications of this attribute of a TIF is that  
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the municipal government will be inclined to invest more in a TIF district than 
it would invest in the same area without the TIF, a point that Brueckner (2001b)  
makes. 

To illustrate this point, assume that a local government’s objective is to invest 
in an area in order to maximize the net tax revenue, which is given by t × I(G) –  
G, where t is the tax rate and I is the incremental property tax base value, which 
is a function of the public investment G. It is assumed that the tax rate is given. 
Maximizing this expression with respect to G yields dI / dG = 1 / t. The larger t, 
the greater the revenue-maximizing value of G. Thus, if the tax rate equals the 
sum of the tax rates of the overlapping jurisdictions, as is the case with a TIF, the 
investment will be larger. Of course, this could lead to an inefficiently high level 
of public investment.

A second possible advantage of TIFs is that they may make it politically 
easier for a municipality to fund the public improvement, since the alternative 
would require the direct use of general fund revenue and, if debt is issued, voter 
approval would normally be required. Brueckner (2001b) and others have sug-
gested that TIF may circumvent opposition to the public improvement on the part 
of taxpayers outside the TIF district. Brueckner suggests that if the jurisdiction- 
wide property tax rate has to increase in order to finance district-specific public 
improvement, property owners outside the district are likely to oppose the public 
improvement. 

On the other hand, there is some concern that TIF programs are more com-
plex and costly than if the sponsoring government simply undertook the public 
improvement as part of its normal budgeting process. While there are require-
ments specified by the state that must be met in order to undertake a TIF, many 
of these provisions would be considered good practice in making any decision 
involving a major public improvement in an area. 

Effect of TIFs on Property Value
One way to determine whether a TIF is successful is to measure the increase in 
land value within the district. Efficiency would require public investment to oc-
cur to the point that the marginal increase in land value equaled the marginal 
public investment. Many studies have investigated whether TIF districts result 
in an increase in property values in the TIF district or in the area surrounding it. 
But these studies do not determine whether the marginal increase in value equals 
the marginal public investment. See chapter 11 in this volume for a discussion of 
these studies. 

Equity Issues
There are issues concerning the equity of the financing of TIF districts. Lawrence 
and Stephenson (1995) present a model of tax increment financing in order to 
show the implications of using tax bases of overlapping jurisdictions to finance 
the public investment. Consider the following three cases:
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Suppose that the investment in the TIF district is economically efficient—at 
the margin the investment equals the increase in land value within the dis-
trict—and the increment is used to finance only the investment. Once the 
investment is paid for, all overlapping jurisdictions are able to utilize the 
increment in the property tax base. In this case, the cost of the investment 
is shared in proportion to the relative tax rates. Is this a fair way of shar-
ing the cost of the investment? If the overlapping jurisdictions share the 
same boundaries, it is immaterial how the cost is shared, since the effect 
on taxpayers is the same regardless of how the jurisdictions share the cost. 
But if the jurisdictions are not coterminous, how the cost is shared does 
matter. If the investment does not result in an increase in required public 
services, the benefit to any jurisdiction from the TIF increment is the addi-
tional tax revenue that comes from the increment, since with the increment 
each jurisdiction can reduce the taxes on its residents by the jurisdiction’s 
levy on the increment.
As a second case, suppose that part of the increment is due to the natu-
ral growth in property value—growth that would have occurred in the 
absence of the TIF. If the cost of the investment is the only thing financed 
from the increment, it does not matter whether some of the increment is 
the result of natural growth so long as the investment was efficient. Only 
that part of the increment needed to finance the investment is not available 
to the jurisdictions; the rest of the increment would be released to the ju-
risdictions. If the increment that is due directly to the public improvement 
is sufficient to finance the public improvement, and the discount rate for 
the overlapping jurisdictions equals the interest rate on the bonds, it makes 
no difference to the overlapping jurisdictions if the sponsoring jurisdiction 
uses the natural increment to pay off the bonds sooner or allows access 
to the natural increment. Clearly, if the overlapping jurisdictions have an 
opportunity cost of time that exceeds the bond interest rate, these jurisdic-
tions will be worse off if they do not have access to the natural increment 
until the bonds are paid off.
Finally, if the sponsoring jurisdiction uses the increment to finance the ef-
ficient level of the investment as well as to expand the investment beyond 
the efficient level and to increase public services, the taxpayers in the non-
sponsoring jurisdictions are financing public services that are obligations 
of the sponsoring jurisdictions. If the jurisdictions are coterminous, there 
is no equity issue since it is the same taxpayers. But if the jurisdictions are 
not coterminous, there is an equity issue. 

Chapman (1998) lists two distributional consequences of TIF districts in ad-
dition to the distributional consequences generated by the sharing of the incre-
ment. He points out that early TIF districts were used to match urban renewal 
funds. To the extent that low-income housing was demolished in the TIF district 

1.

2.

3.
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and not replaced, Chapman notes, the displaced inhabitants bear a burden that 
is regressive. 

The second distributional issue mentioned by Chapman concerns the financ-
ing of increased public services in the district. With a TIF public improvement, 
the tax on the property tax increment is dedicated to paying for the improve-
ment, either by paying the debt service or on a pay-as-you-go method. If the 
public improvement results, as hoped, in investment in the district, the demand 
for public service is likely to increase. For example, if the population of the dis-
trict increases, there will be a need for additional schools, police, fire, and so on. 
But generally, the property tax increment in the district cannot be used to finance 
these public services until the costs of the public improvements are paid for (the 
debt is paid off). Thus, there will be either a reduction in the public services in the 
rest of the jurisdiction or an increase in the tax rate. Furthermore, the increment 
in the property tax base is usually included in calculations of state education aid 
programs, and thus state education aid is reduced, but the tax base increment is 
not available to the school system. 

Misuse of TIFs
TIFs are subject to abuse. First, some TIFs are set up or operated so that they 
never expire, and thus the increment is never released to the other jurisdictions. 
Second, TIFs can be set up in districts that are likely to experience natural growth 
in the property tax base. This allows the municipality to capture all of the over-
lapping property tax revenue for its use. Reportedly, some sponsoring govern-
ments designate large TIF districts in order to maximize the property tax base 
increment. This might be done in order to capture all possible spillover effects of 
the public improvement on property values, or to capture the natural increment 
that might arise in the area beyond the immediate TIF area. 

As with any economic development tool, TIFs have the potential to become a 
costly mistake. Specifically, TIFs can be ineffective or harmful (1) if development 
incentives are provided to businesses that either would have made the private 
investments in the absence of the public support and/or are simply moving from 
one part of the jurisdiction to another; (2) if the TIF stimulates growth that cre-
ates increased service demands without generating sufficient revenues to cover 
these services; and (3) if the TIF leads to investments in TIF districts for which 
the economic development projects do not provide sufficient incremental revenue 
to pay for the debt. 

Conclusions Regarding TIF
TIF should be thought of as a way of earmarking revenue for public investments 
within a specific district. It should not be thought of as a value capture tax. The 
evaluation of TIFs should be based on whether they lead to an improvement in 
the efficiency of local government public investment or economic development 
incentives. There are a lot of case studies of TIFs and some empirical analyses of 
the effect of TIFs on property values, but no studies have addressed the effect of 
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TIF on economic efficiency. Merriman in chapter 11 argues that tax increment 
financing could lead to a substantial increase in the volatility of the property tax 
base and revenue upon the dissolution of a TIF district.

Impact Fees  	

An impact fee is a one-time charge on new development to pay for the construc-
tion or expansion of off-site capital improvements that are necessitated by and 
benefit the new project. For a description of impact fees and their use, see Burge’s 
chapter 7 in this volume. Burge focuses on the revenue implications of impact 
fees, while we focus on issues of efficiency and equity.

Economic Efficiency
The use of impact fees to finance public infrastructure in a new development is 
expected to be economically efficient, particularly in comparison to using the 
property tax. The ideal is for the value of the impact fee to be equal to the cost of 
the infrastructure and for the structure of the impact fee to allow for the provi-
sion of appropriate incentives to the developer. Impact fees are similar to user fees 
and thus are expected to be efficient, since with appropriately designed impact 
fees the developer’s decisions are based on the true marginal social cost of the 
public infrastructure required for the project (Ihlanfeldt and Shaughnessy 2004). 
If impact fees are to be user charges, the impact fees have to be structured in such 
a way that the fee on a given house equals the impact the house has on the neces-
sary infrastructure. In practice, impact fees are rarely structured so that economic 
efficiency is achieved (Snyder and Stegman 1986). 

Efficiency is expected not only in the source of finance, but also in the use 
of the funds. Once money from impact fees are collected, local governments are 
obligated to use the funds for the public infrastructure that services the specific 
developmental projects. Impact fees are therefore more efficient than general 
taxation in elevating a community’s value because the fees match revenues with 
new development (Brueckner 1997). Some authors associate impact fees with im-
provement in the economic development of the community (Nelson and Moody 
2003). 

Brueckner (1997) compared the growth trends across cities to determine the 
relative efficiency of different infrastructure financing methods. Included in his 
analysis were impact fees and other cost-sharing arrangements; his criterion for 
efficiency is maximization of the aggregate value of land in the city. The findings 
suggest that the aggregate value of land was greatest for cities that used impact 
fees, a result that is consistent with the theoretical expectations, since user fees 
can be set equal to the marginal social cost. Irrespective of the fact that impact 
fees are usually underpriced and set equal to the average rather than the marginal 
cost of the new development, in a second-best world impact fees seem to come 
the closest to efficiency. 
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Empirical work on the efficient use of user fees tests the impact on growth 
for communities. Nelson and Moody (2003) found a significant positive associa-
tion between impact fees collected per building permit in one year and growth 
of jobs over the ensuing two years. This finding is robust to the inclusion of base 
year employment growth, prior decade employment growth, property taxes per 
capita, the value of local building permit activity, and regional, temporal, and 
other factors. Hence, the authors conclude that impact fees do not diminish job 
growth in the local economy. 

Equity
Equity is one of the crucial characteristics needed to justify impact fees (Levine 
1994). Impact fees are equitable given that they are based on the benefit principle 
of taxation. However, there is still the question of who bears the final burden of 
the fee: the initial landowner, the developer, the purchaser of the new housing, or 
the owner of existing housing. 

Authors have identified two views of impact fee incidence: the “old view” 
(Altshuler and Gómez-Ibáñez 1993) and the “new view” (Yinger 1998). The old 
view takes the demand curve for new housing as downward-sloping. Both de-
mand and supply are taken to be neither perfectly elastic nor perfectly inelastic. 
The impact fee works like an excise tax, where the supply curve shifts to the left 
by the amount of the fee, resulting in a higher price for new homeowners and 
a lower net of fee price received by developers. Buyers will demand more exist-
ing homes that are close substitutes, and the developers will demand less land, 
pushing the price of land down. Therefore, some of the burden may shift toward 
landowners. Who bears the burden depends on market conditions. If it is a strong 
market, consumers bear the burden; but if it is a soft market, landowners and 
developers bear the burden in the form of reduced profits (Altshuler and Gómez-
Ibáñez 1993). At the end of the day, the prices of new homes increase by less than 
the fee amount, the prices of existing homes increase by something less than the 
increase in new homes’ prices, land is now cheaper, and developers’ economic 
profits return to zero.

The new view is based on the assumption that the demand for housing is 
perfectly elastic. Yinger (1998) provides a theoretical model expressing this view. 
The expected benefit from the improvement in the infrastructure is capitalized 
into the prices of the new homes. Owners of existing homes receive an increase 
in equity. The fees lead to higher home values due to the improvements in in-
frastructure. The impact fee is set equal to the value of the future benefit new 
homeowners expect, which in turn is equal to the increase in housing values, 
but the property taxes reduce these housing values, and the developers face 
medium-term losses. Since Yinger assumes competitive developers, the price of 
land will fall to preserve zero developer profits. Higher home values mean a 
larger property tax base, and with a given government budget, property tax rates 
fall. The lower property tax rate has two effects: (1) it increases the prices of 
new houses and gives further compensation to developers, hence less backward 



an analysis of alternative revenue sources for local governments	 459

shifting to landowners; and (2) it gives existing homeowners an overall capital  
gain. 

Ultimately, under the new view, the prices of new homes will be less or more 
than the fee depending on the property tax savings homeowners expect. If it is 
assumed that the quality of the infrastructure is the same for both types of fi-
nancing, price increases will be the same rate for new and existing homeowners 
(this price increase is equal to the capitalized value of the property tax savings 
because the burden of the impact fee shifts from existing homeowners to develop-
ers). In addition, landowners’ price will either increase or decrease depending on 
whether the property tax–induced increase in the price of new housing is less or 
more than the magnitude of the fee. 

To summarize, both views predict an increase in the prices of existing homes, 
but for different reasons. In the old view, this occurs when buyers substitute exist-
ing homes for new homes, while for the new view, the increase is due to reduction 
in the property tax rates as well as capitalization of benefits from the infrastruc-
ture. Empirically, a number of authors have estimated the effect of impact fees on 
housing prices. Some of the main findings are summarized in table 15.2.

While impact fees can be structured so that the new development pays the 
full cost of the required public infrastructure, the distribution of the impact fees 
across individual properties can vary. Assuming that the incidence of the impact 
fee is on the purchaser of new housing, the impact fee can be regressive or pro-
gressive depending on the structure of the program. A flat impact fee is regressive, 

Table 15.2
The Burden of the Impact Fee

Change in Price of  
New Home per $1  

of Impact Fee

Change in Price of  
Old Home per $1  

of Impact Fee

Change in Price  
of Land

Singell and Lillydahl (1990) +$3.21 +$7,000
Delaney and Smith (1989) +$1.43a +$2,600b

Ihlanfeldt and Shaughnessy (2004) +$1.60 +$1.60 –$1
Dresch and Sheffrin (1998) +$0.25 +$0.23
Mathur (2007) (no effect, +$0.83,  

+$1.03)c

Mathur, Waddell, and Blanco (2004) (no effect, +$2.66,  
+$4.58)d

a The amount by which the price in the city with impact fee exceeded the price in the other city.
b The price difference between new and existing house prices.
c Results are for the effect on low-valued homes, all homes, and high-valued existing homes, respectively.
d Results are for the effect on low-valued homes, all homes, and high-valued new homes, respectively.
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since lower-income residents are likely to purchase a smaller house. Structures 
that charge different fees according to the size of the residence are less likely to be 
regressive, but they may ignore the type of residence. 

Other Issues and Conclusions
Designing an impact fee system is difficult and potentially costly, but administer-
ing the system is not particularly costly. The collection rate is high because the 
city can deny the issuance of a building permit until the impact fees are paid. 
Developers argue that impact fees reduce economic development, although that 
is not consistent with the findings of Nelson and Moody (2003). Competition 
for new development can cause jurisdictions to not impose impact fees or to use 
impact fees to finance only part of the public infrastructure.

Impact fees are justified from an economic efficiency perspective. They give 
appropriate signals to developers, unlike financing public infrastructure for new 
development using the property tax. The major equity concern is whether impact 
fees reduce the production of affordable housing.

Business Improvement Districts  	

Business improvement districts (BIDs) are local organizations into which local 
business and property owners pay mandatory fees or taxes in order to supple-
ment the cost of public services in their local area. See chapter 10 by Brooks and 
Meltzer in this volume for a discussion of the origin and current status of BIDs. 

Evaluation
BIDs are essentially a mechanism by which a sub-jurisdictional group of taxpay-
ers can increase the level of public services. The public services provided by BIDs 
generally supplement or are complementary to those provided by the local gov-
ernment. In a 1999 survey, Mitchell (2001) found that BIDs are predominantly 
concerned with marketing downtown businesses, providing supplementary sani-
tation and security, and advocating public policies on behalf of the businesses. 
Since the benefits from the services provided by BIDs are largely limited to the 
geographic area, it is not likely that the municipal government will finance these 
supplementary services from its general fund. Thus, an alternative mechanism 
must be used.

In theory, businesses could voluntarily fund the services. However, the prob-
lem of free riding would make it difficult, if not impossible, to rely on voluntary 
contributions. BIDs are a means for overcoming the presumed unwillingness of 
the municipal government to provide the services and the free rider problem of 
voluntary provision. 

One factor in evaluating BIDs is whether the supplementary level of public 
services is efficient. Helsley and Strange (1998) provide a theoretical model that 
determines the efficiency of BIDs and other private government mechanisms. Ac-
cording to their model, whether a BID is efficient is dependent on whether there 
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is a fixed cost. With no fixed cost, the price an additional member pays is equal 
to the marginal cost of admitting the new member. This assumes that the cost of 
provision of the public good is nearly proportional to the population (Bergstrom  
and Goodman 1973). However, if there are fixed costs, the price charged is 
equal to average cost. The model also predicts that nonmembers receive welfare 
gains. 

In practice, it may be that the level of the supplementary public services is 
not the level that would maximize social welfare. However, if in the absence of 
a BID, the supplementary public service will not be provided or will be provided 
on a voluntary basis, the level of supplementary public services financed by a BID 
should be welfare-enhancing. Furthermore, since at least a majority of property 
owners must approve the establishment of the BID and its tax rate, it would fol-
low that the increase in public services should not exceed the welfare-maximizing 
level. Of course, it is possible that, given a BID, the local government reduces the 
level of public services it provides to the district. However, the services that BIDs 
provide are generally not substitutes for existing local services, such as paying 
for regular police officers, and thus it is not likely that the municipality will be 
able to reduce the public services it provides. It is also possible that the existence 
of a BID will reduce support for general public services provided throughout the 
jurisdiction. But, given that BIDs do not normally include residential areas, and 
thus voters, this outcome is not likely.

BIDs are also expected to be efficient in the use of the funds. Theoretically, 
decentralized provision of the public good should be more efficient when public 
goods are local (Brooks 2008). There should be fewer crimes, better sanitation 
and maintenance, better visitor services, better marketing and promotional pro-
grams, capital improvements, and beautification for the area whenever a BID 
exists. These businesses are a form of quasi-local government and act in their best 
interest while avoiding government bureaucracies. 

The issue of equitability or fairness is also relevant. First, critics of BIDs 
claim they are undemocratic since private citizens have control over the district, 
typically a downtown area (Steel and Symes 2005). This may affect the rights 
of disadvantaged residents, such as homeless people and street vendors. BIDs 
are also criticized by other businesses for serving their own self-interests and 
ignoring their competitors, as well as for the process in which they elect board  
members. 

Second, the property tax in this setting may be more like a benefit tax. There 
is relative homogeneity in the makeup of a BID; the district generally comprises 
businesses. In addition, the property owners have to agree on the imposition of 
the assessment and the use of the revenue. Finally, the benefits from the public 
services provided by the BID are likely to be positively correlated to the value of 
property. For example, more valuable property is associated with more workers 
or customers. Thus, a reduced crime rate benefits each business proportionately 
to its size and is thus related to its property value. BIDs, therefore, can be viewed 
as more of a benefit tax than the general property tax.
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Finally, we can consider the effects BIDs have had. Many authors have 
looked at the effect of having BIDs and have found lower crime rates (Brooks 
2008; Hoyt 2005). Brooks (2008) found that BIDs reduce crime cheaply, with 
one out of every seven prevented crimes estimated as violent. She compared the 
BIDs’ security cost of $3,000 to the social cost of $57,000 per victim of serious 
assault, the least costly violent crime (Brooks 2008; Cohen et al. 2004). Hoyt 
(2005) found that crime reduction is associated with BIDs and is not offset by 
more crime in the areas surrounding the BID. 

Ellen, Schwartz, and Voicu (2007) looked at effects such as increases in prop-
erty value. They found that, overall, BIDs have a positive impact on the value 
of commercial property, although this varies across BID sizes. They suggest that 
larger BIDs, made up of mainly office spaces, have a large and positive impact 
on commercial property. On the other hand, small BIDs, consisting of primarily 
retail or industrial space, seem to have less impact. The budget for the large BIDs 
seem to be the driving force behind their success. 

BIDs are generally financed by property taxes collected by the local gov-
ernment. Thus, issues such as administration and stability associated with the 
property tax are relevant, as is the issue of fiscal disparities across BIDs in a given 
jurisdiction.

In summary, BIDs appear to be a desirable mechanism through which busi-
nesses in a defined area can solve a free rider problem in order to provide sup-
plementary public services that enhance economic welfare in the district. They 
give local businesses a way to vitalize their business environment at a cost that is 
shared by most of the beneficiaries.

Community Facilities District  	

Community facilities districts allow local jurisdictions to establish separate dis-
tricts, usually consisting of undeveloped land, in order to finance public infra-
structure and services on both a pay-as-you-go basis and through the issuing of 
debt (Chapman 2008). Community facilities districts provide a means for financ-
ing infrastructure when local governments are unable or unwilling to use the 
general fund to do so. Community facilities districts finance the infrastructure 
improvements and service provision by levying special fees or taxes in the dis-
trict. Establishment of the district requires the approval of the registered voters 
or landowners in the district. Such approval is easily obtained because the land 
is generally undeveloped and there are only one or at most a few landowners. 
Community facilities districts are used in Texas, Arizona, and California, where 
they are called community service districts, and Florida, where they are called 
community development districts (CDDs).

A CDD is initiated by a request for its establishment by the landowners.� 
After a public hearing, the local government can grant permission to establish 

�. The discussion of CDDs is drawn from Chapin and Thomas (n.d.).
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the district. Such districts differ from traditional special districts in that they are 
established at the request of and operated by the landowners, not the govern-
ment, and have broad powers to fund, construct, and operate a broad array of 
infrastructure, as opposed to the limited authority of most special districts. CDDs 
can impose special assessments, user fees, or property taxes, and can issue bonds. 
Since 1980, when they were first authorized in Florida, 362 CDDs have been es-
tablished in Florida, most since 2000. In 2003 their revenues were $1.22 billion. 

In practice, one or more developers get the local government to establish a 
CDD. The developer controls the CDD by appointing the members of the CDD 
board. The CDD builds the infrastructure necessary to support the development, 
and the property is developed and sold. Assessments, typically based on front 
footage or lot size, are then imposed on the new owner to pay for the infrastruc-
ture. The CDD—that is, the developer—has powers similar to a local govern-
ment, but the CDD is not responsible to the voters: neither the members of the 
CDD board nor the expenditures are subject to a voter referendum. At some 
point, the CDD is turned over to the residents and operated like a homeowners 
association. 

CDDs are a form of quasi-private local government, but with broader pow-
ers than BIDs. Since the developer pays for the necessary infrastructure, this as-
pect of a CDD is similar to the use of impact fees. But in addition, the CDD can 
provide the public services and impose fees or taxes to fund them. CDDs are new 
mechanisms for imposing assessments; they are not new revenue sources (assess-
ments based on front footage and lot size are discussed below). Thus, an evalua-
tion should be based on performance of the district. 

However, little is known about the behavior or performance of CDDs. In 
Florida there is little oversight by the local government, and there are reports of 
abuse and resident unhappiness with CDDs. For example, there are newspaper 
reports of CDDs putting in infrastructure that is not for public use, although the 
law stipulates that infrastructure improvements financed by the CDD must be for 
public use. In 2008 Georgia voters turned down a constitutional amendment to 
allow community facilities districts. 

Monetization of Assets  	

In what appears to be a recent phenomenon, governments are selling or leasing 
assets that produce a stream of annual revenue to the lessee or new owner. In 
other words, governments are trying to capitalize the value of the revenue stream, 
a process known as monetization of assets. While state governments are more 
often engaged in this activity, local governments have not been absent. See chap-
ter 14 by Gómez-Ibáñez for additional discussion of the monetization of assets. 
Swope (2007) provides several examples:

Chicago sold a 99-year lease to the Chicago Skyway toll road to a Spanish-
Australian consortium for $1.83 billion and sold four downtown parking 
garages to Morgan Stanley for $563 million. Chicago is also considering 

•
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selling Midway Airport, several recycling centers, and several city-owned 
marinas.
Harris County, Texas, studied selling its network of local toll roads, which 
had an estimated market value of up to $20 billion. The county decided 
against it.
Indiana sold a 75-year lease on the Indiana Toll Road for $3.85 billion. 
Virginia provided a 99-year lease of the 9-mile Pocahontas Parkway for 
$603 million.

Does selling these assets make sense? Suppose local governments and private 
businesses operated at the same level of efficiency and that capital markets func-
tioned perfectly. In such a world, the stream of net revenue from the asset would 
be the same regardless of who operated it. If the interest rates were the same for 
the government and the private business, the business would pay the present 
value of the net revenue stream, which is the stream of net revenue that the gov-
ernment could generate if it invested the present value of its net revenue stream. 
In such a world, there should be no financial advantage to the local government 
from selling the asset. 

But of course, government may not operate the asset with the same aggres-
siveness or efficiency as a private business would. For example, the government 
may not charge the revenue-maximizing toll on a road or for parking. Swope 
(2007) reports that Chicago’s four city-owned downtown garages, located be-
neath Grant Park and Millennium Park, charged below-market prices, yet still 
had lots of empty spaces. The proceeds from their sale will be used to retire the 
outstanding debt on the facility, replace the lost revenue through the creation of 
a trust fund, and invest $122 million in capital improvements. 

When Indiana calculated the net present value of its toll road, it came up 
with a value of $1.9 billion, but Macquarie-Cintra paid $3.85 billion. The dif-
ference comes from higher tolls (Indiana had not increased the toll for 20 years) 
and from the belief that the business would run the toll road more efficiently than 
Indiana did. 

Furthermore, governments and businesses face different interest rates and 
taxes. Since interest on government debt is tax-exempt, government should get 
lower interest rates. The net revenue to the business will be subject to taxes. This 
suggests that the present value of a given stream of net revenue would be less 
for the business than for the government, which suggests that the government 
should not sell the asset. However, the government may be constrained, perhaps 
politically, in the amount of debt it can take on, so the opportunity interest rate 
is higher than the interest rate faced by business. Furthermore, the business can 
depreciate the investment, which has positive tax consequences.

Chapman (2008) points out that there are at least three concerns associ-
ated with this technique. First, some believe that the government could have 
more aggressively managed the asset; second, there is long-run uncertainty as to 
what the future will be like in 99 years, so the long-run lease may not ultimately 
make sense; and third, it is very clear that the prices charged for the use of these 

•

•
•
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assets will rise, which possibly could be regressive. In addition, the price that a 
private vendor imposes—for example, a revenue-maximizing price—may not be 
the price that maximizes social welfare.

There are huge transaction costs involved in arriving at an appropriate con-
tract for the long-term lease of a public asset. Determining the net revenue over 
a 99-year period is certainly a difficult, if not impossible, task. Given the un-
certainty and the risk of bankruptcy, one would expect the business to heavily 
discount the estimated net revenue. 

In addition to the issues associated with estimating net revenue, the lease 
needs to anticipate the potential issues that might arise over the period. However, 
there is a large probability that some issues will not be identified or will not be 
appropriately resolved. The city of Atlanta entered into a long-term lease on its 
water and sewer system. In less than six years, the parties agreed to end the lease 
due to the many issues that arose that were not adequately dealt with in the lease. 
Political issues can also arise. For example, Toronto sold its toll road, but when 
the concessionaire began exercising its right to raise tolls, there was opposition 
by the public, which led the government to take the concessionaire to court. 
Toronto lost. 

The capitalization of assets is part of a larger effort on the part of govern-
ment to generate revenue from commercialization. For example, local govern-
ments have leased the naming rights of sports facilities, allowed vinyl advertising 
wraps on buses (a more aggressive form of traditional advertising on buses), sold 
product placement in schools, and more. Suffolk County, New York, is attempt-
ing to sell naming rights to its parks, while Nassau County is likely to sell 65 
digital signs outside the six major county parks. A high school near Houston’s 
airport is thinking of selling ad space on its roof. Chicago is considering selling 
naming rights to its transit stations. Police departments have agreed to place 
advertisements on the doors of police cars in exchange for essentially free cars. 
Some cities are considering allowing advertising on their Web sites. Schools have 
allowed advertising in the building and on sports equipment (U.S. Government 
Accountability Office 2004). Klara (2009) provides a list of the ways local gov-
ernments have used their assets to generate advertising revenue. 

The criteria used to evaluate tax instruments do not seem to apply to the use 
of government property for advertising. There are administrative costs, but there 
are no compliance issues. Equity and efficient conditions do not seem relevant. 
The main concern is whether this is appropriate use of government property and 
whether it compromises the functions of government. For example, would the 
Widget Corporation police car command the same respect as a regular police car, 
and should schools take advantage of their captive students? 

Front Footage Tax as a Benefit Tax  	

Some public services and public infrastructure improvements are financed through 
benefit taxes. California’s Proposition 13 prohibits the use of property taxes, so 
benefit districts are established in which some tax other than the property tax 
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must be used. In other jurisdictions, local governments attempt to link the benefit 
of the service or infrastructure to the revenue source. For example, governments 
are attempting to impose user charges on such services as responding to traffic 
accidents (Segal 2009). One common revenue source for infrastructure financing 
is a tax based on the property’s front footage. 

Colwell and Turnbull (2003) suggest that the costs of most urban infrastruc-
ture, such as roads, sidewalks, pipes, and cable, and of some services, such as 
trash collection and school busing, are associated with the front footage. Because 
of this, frontage is generally associated with the marginal social costs of such 
infrastructure and services. As Colwell and Turnbull note, economists have not 
had much interest in considering issues associated with the shape of residential 
lots. The focus of their research is on residential land use and city size, comparing 
the effects of frontage tax, area tax, and property tax. Their model implies that 
a frontage tax reduces land consumption but has an ambiguous effect on total 
land area. We are unaware of any empirical research that addresses the effect of 
front footage taxes.

Frontage or lot size taxes would be easier to administer than the traditional 
ad valorem property tax. Measuring frontage or lot size is a lot easier than deter-
mining market value. Implementing zoning that imposes minimum front footage 
or lot size would be easier than implementing zoning that establishes minimum 
value. Thus, such a tax would be more likely to satisfy the zoning conditions 
necessary for the tax to be a benefit tax in the Hamilton sense. Such a tax would 
likely be more regressive than an ad valorem property tax because the market 
value per foot or square foot is probably higher for property owned or rented by 
higher-income households. 

Local property-related taxes that are based on something other than prop-
erty values may be desirable alternatives to the ad valorem property tax, at least 
for some services. To the extent that taxes such as a front footage tax are more 
closely related to the cost of public services, they would provide appropriate 
incentives to property owners. It is also likely that such taxes would satisfy the 
desire to have local benefit taxes. 

Summary and Conclusions  	

With the resistance to increases in general property taxes, local governments have 
sought new revenue sources and funding mechanisms. In this chapter we have ex
plored some of these alternative revenue sources and mechanisms. We have pro-
vided a comparative evaluation of the property tax, local sales tax, and local 
income tax, which are not new sources of local revenue but have the potential to 
grow in significance. While a substantial volume of research has addressed the 
factors related to a comparison of the three taxes, it is hard to draw firm conclu-
sions about which tax wins out. But based on the review of the evidence, we are 
hard-pressed at this time to argue strongly that the property tax should be re-
placed, wholly or in large part, by either a local sales tax or a local income tax.
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In addition, we have considered several relatively new mechanisms, includ-
ing tax increment financing, impact fees, business improvement districts, com-
munity facilities districts, monetization of government assets, and benefit taxes. 
Our evaluation suggests that some of these alternatives—for example, impact 
fees, business improvement districts, and frontage taxes—are positive additions 
to local revenue mechanisms. For other mechanisms, such as community facilities 
districts, too little is known to draw conclusions about their desirability.
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