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THE LEGISLATIVE POST Audit Committee and
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meaningful reports. The standards also have been
endorsed by the American Institute of Certified
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Post Audit Committee.
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Minority Leader.
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the Legislative Post Audit Committee. Legislators

or committees should make their requests for
performance audits through the Chairman or any
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DO YOU HAVE AN IDEA FOR
IMPROVED GOVERNMENT EFFICIENCY OR COST SAVINGS?

The Legislative Post Audit Committee and the Legislative Division of Post Audit have launched an

initiative to identify ways to help make State government more efficient. If you have an idea to share

with us, send it to ideas@lpa.ks.gov, or write to us at the address above.

You won't receive an individual response, but all ideas will be reviewed, and Legislative Post Audit will

&pass along the best ones to the Legislative Post Audit Committee.
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The Legislative Division of Post Audit supports full access to the services of State government for all

citizens. Upon request, Legislative Post Audit can provide its audit reports in large print, audio, or other
appropriate alternative format to accommodate persons with visual impairments. Persons with hearing

or speech disabilities may reach us through the Kansas Relay Center at 1-800-766-3777. Our office
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March 11, 2010 E-maiL: Ipa@lpa.ks.gov

To:  Members, Legislative Post Audit Committee

Senator Terry Bruce, Chair Representative John Grange, Vice- Chair
Senator Anthony Hensley Representative Tom Burroughs

Senator Derek Schmidt Representative Ann Mah

Senator Chris Steineger Representative Peggy Mast

Senator Dwayne Umbarger Representative Virgil Peck Jr.

This report contains the findings, conclusions, and recommendations from
our completed performance audit, Kansas Tax Revenues, Part I11: Reviewing
Property Tax Exemptions.

The report also contains Appendix B showing summary information of tax
revenues from major categories of property from 1994 through 2008, as well as
the proportions of revenues from these categories over that time period.

The report recommends that the Legislature review several property tax
exemptions that have been broadened beyond what the Constitution requires,
several exemptions that may result in unequal treatment for similar types of
taxpayers, and four costly machinery and equipment exemptions to determine
whether changes should be made. In addition, it recommends that the Legislature
consider establishing clear public policy goals regarding the types of property
it wants to exempt, together with a set of criteria that could be used to measure
current and future property tax exemptions against. Lastly, the report recommends
that for property tax exemptions that are created with a particular goal in mind
(e.g. economic development), the Legislature should consider requiring a
mechanism to collect certain information, and establish sunset provisions to
trigger a review.

We would be happy to discuss these recommendations or any other items
in the report with any legislative committees, individual legislators, or other State

officials.

Barbara J. Hinton
Legislative Post Auditor
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Kansas Tax Revenues, Part I11: Reviewing
Property Tax Exemptions

Kansas has enacted a number of taxes to fund government operations.
A few examples are individual and corporate income tax, privilege
tax (on financial institutions), sales and use tax, motor fuel taxes,
mineral taxes, and the like. According to the Department of
Revenue’s fiscal year 2008 annual report, the amount the State
collected from various taxes that year, before refunds, was nearly
$8.5 billion.

Over the years, the Legislature has enacted a variety of tax credits
and exemptions designed to stimulate certain types of economic
activity or to achieve other public purposes. For example, a taxpayer
who makes a cash donation of $250 or more to the Kansas Center for
Entrepreneurship receives a tax credit of 75% of the amount donated.

Some tax credits are widely available and account for large amounts
of forgone tax revenue, while other credits are less frequently used.
For example, based on information compiled by the Department

of Revenue for the 2007 tax year, 10,400 taxpayers claimed $36.4
million under the Business Machinery and Equipment Credit. In
contrast, 21 taxpayers claimed about $3,700 from the Agritourism
Liability Insurance Credit.

With the proliferation of credits and exemptions over the years,
legislators have expressed an interest in knowing whether some of
those credits and exemptions still are needed or whether they have
outlived their original purposes. Legislators also want to know
whether transferable tax credits represent an effective use of taxpayer
dollars.

This performance audit answers the following questions:

1. Does Kansas have any tax credits that aren’t accomplishing
their intended purpose or have outlived their usefulness?

2. What transferable tax credits exist in Kansas, and are they a
cost-effective means of generating money to fund certain types
of projects or causes?

3. Does Kansas have sales or property tax exemptions that
potentially should be considered for elimination?
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For reporting purposes, we separated this audit into three parts. Part |
addressed the first two questions related to tax credits. Part Il answered the
last question related to sales tax exemptions, and Part 111 answers the last
question for property tax exemptions.

To answer these questions, we reviewed Kansas laws and contacted the
Department of Revenue, Legislative Research Department, and other
agencies that play a role in approving or tracking tax credits to compile a
complete list of tax credits and sales and property tax exemptions currently
offered under Kansas law. We also determined when these tax benefits were
enacted or increased, what their purposes are, how often they are used and,
when available, the estimated loss of revenue to the State for tax credits and
sales and property tax exemptions.

Because of the large number of tax exemptions we reviewed, we weren’t
able to perform individual cost-benefit analyses for each one. Instead,

we reviewed available reports, guides, or court rulings related to Kansas
property tax exemptions, talked to officials from the Division of Property
Valuation, as well as a handful of local county appraisers. To the extent
possible, we applied the tax policy considerations we compiled as part of
our evaluation process for this audit series. In addition, when data were
available, we reviewed cost information related to property tax exemptions.

Generally accepted government auditing standards require us to plan and
perform the audit to obtain sufficient, appropriate evidence to provide

a reasonable basis for our findings and conclusions based on our audit
objectives. We conducted this performance audit in accordance with those
standards, except that because of time constraints, we didn’t conduct specific
work to test the reliability of information the Department compiles for
certain machinery and equipment exemptions. To the extent that these data
are under- or overstated, the financial impact on local and State government
could be under- or overstated as well. However, it’s unlikely that the data
are so grossly or systematically wrong as to affect our findings in this area.

With the exception noted above, and given the questions posed in the audit,
we think the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.

A copy of the scope statement for this audit approved by the Legislative
Post Audit Committee is included in Appendix A. Because of the number of
credits and exemptions involved, we added a third question to the approved
scope statement to allow us to report on credits and exemptions separately.

Our findings about property tax exemptions begin on page 9, following a
brief overview.
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Overview of Kansas Property Taxes and Exemptions

The Kansas Constitution
Establishes Property
Taxation As Well as the
Mandate for Certain
Exemptions

Property taxes have a long history in the United States, dating back

to the British colonial period. Over time, various states created
uniformity clauses as part of their constitutions to ensure that the taxes
levied on the market value of property would be fair. As described in
a recent report by Dr. Glenn Fisher, Regents’ Professor Emeritus at
Wichita State University, the original Kansas Constitution, adopted

in 1859, included similar language with regard to equal taxation, and
provided for certain items to be exempt, as follows:

“The Legislature shall provide for a uniform and equal rate of assessment
and taxation; but all property used exclusively for State, county,
municipal, literary, educational, scientific, religious, benevolent, and
charitable purposes, and personal property to the amount of at least two
hundred dollars for each family, shall be exempted from taxation.”

The Kansas Constitution distinguishes several classes and types of
property and assesses the value of such property at different rates.
Since its adoption in 1859, Article 11 of the Constitution has been
amended eight times concerning matters of property taxation, setting
up atax system that departed from uniform and equal assessment

and taxation. Currently, all property is placed into two classes—real
property (land and buildings) or tangible personal property (e.g. boats,
cars, and household belongings).

For taxing purposes, the Constitution further classifies real property
and tangible personal property into various sub-categories, with
varying assessment rates. Figure OV-1 on page 4 shows several
examples within each main category. Ascan be seenin the figure,
the differing valuation methods and assessment rates make property
taxation more compl ex.

The Kansas Constitution requires certain property to be exempt
from taxation, and allows the Legislature and local government to
exempt additional property. Several amendments to the Constitution
have broadened what’s exempt from property taxation since it first was
adopted. It still exempts from taxation all property used exclusively
for State, county, municipal, literary, educational, scientific, religious,
benevolent and charitable purposes, but currently also exempts farm
machinery and equipment, merchants’ and manufacturers’ inventories
(except utilities and railroad), livestock, and broadened exemptions for
personal property to include all household goods and personal effects
not used for the production of income.
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Oov-1

Examples of Constitutional Differences
In Assessment Rates and Valuation Methods

Type

Assessment

Valuation

Rate Method Additional Information

REAL PROPERTY:

Residential:

Typically appraisers use comparable sales of similar
11.5% Fair Market Value |properties that have sold recently to establish an
appraisal value.

Commercial and

Typically, appraisers use an income method (using
factors such as rental rates, expenses, vacancy
25% Fair Market Value |levels and capitalization or return on investment

In rial: :
dustria rates), or cost method (the cost of replacing the
structure, less depreciation)
Vacant lots: 12% Fair Market Value Based on comparisons with land that has sold
recently
Agricultural land: 30% Use value Requwe_s.agrlcultural land to be appraised on its
productivity

TANGIBLE PERSONAL PROPERTY:

Residential use mobile
homes:

Typically appraisers use the cost method in

11.5% Fair market value 2
determining market value.

Commercial and
Industrial:

Valuation is based on retail cost when new less
seven-years or less straight line depreciation down to
a minimum value of 20% (set out in the Kansas
Constitution)

Retail cost when
25% new less
depreciation

Heavy duty or non-
highway motor vehicles:

Regular motor vehicles are to be valued based on

0 .
30% Fair market value specific statutory formulas set out in 79-5101 et seq.

Source: Kansas Constitution Article 11, section 1; Kansas Statutes Annotated; and LPA audit 05-04.

The Constitution allows the Legislature to enact statutes exempting
property beyond what the Constitution exempts, but it also requires
the Legislature to provide for a uniform and equal basis of valuation
and rate of taxation. In 1985, the Kansas Supreme Court held that,
for statutory property tax exemptions to be considered constitutional,
they must meet all the following:

have a public purpose and promote the public welfare

provide a substantial peculiar benefit (i.e., unique or distinct benefit)
not allow for large accumulations of tax-exempt property

not create an improper or preferential classification of property

The Court also stated that the Legislature was the best judge of which
exemptions were in the public interest, and pledged it would exercise
judicial restraint unless it couldn’t find any rational basis for the
exemption.

In 1986, a constitutional amendment also allowed local governments
to grant real and personal property tax exemptions for economic
development activities, limited to 10 years from the time the business
started or expanded.
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Local Governments
Rely More Heavily on
Property Taxes Than
State Government

Traditionally, property taxes have been a primary revenue source for
local governments. According to U.S. Census Bureau data, local
governments (e.g. cities, counties, municipalities, and townships) in
Kansas derive roughly 76% of their tax revenues from property taxes.
In surrounding states, this proportion varies from a low of 52% in
Oklahoma, to a high of 81% in lowa.

State government primarily has relied on income and sales taxes.
However, since the State’s method of financing K-12 education was
revised in 1992, property taxes have been collected in the form of a
Statewide mill levy for education. That levy has been 20 mills since
1998. As Figure OV-2 shows, these revenues increased from $406
million in 2003 to $560 million in 2009.

OoVv-2

K-12 School Funding From the
20-mill Property Tax (a)

Year Amount (in millions)

2003 $405.6

2004 $586.2

2005 $458.7

2006 $490.6

2007 $523.5

2008 $544.7

2009 $559.8
(a) Kansas law allows an exemption for the first
$20,000 of appraised residential property value.
Source: unaudited data from Kansas Department of
Education

In addition, the State levies 1.5 mills on taxable property to support
two State building funds. These school and building revenues are
collected in separate State funds, outside the State General Fund.

Counties are responsible for appraising most properties, while
the Kansas Court of Tax Appeals rules on whether property

can be tax exempt. Under State law, each county is a separate
appraisal district under the Statewide program. County appraisers

are responsible for discovering, listing, appraising, and maintaining
records of taxable and exempt real and personal property at the local
level. The Division of Property Valuation has oversight responsibility
for county appraisers, and direct responsibility for valuation of
agricultural land, public utilities (such as power and telephone
companies), and motor carriers.

By law, the initial role in determining whether a property qualifies
for exemption lies with the Kansas Court of Tax Appeals (COTA).
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A taxpayer applying for an exemption submits a form to the county
appraiser. The form, including any comments from the county
appraiser, is sent to COTA, which issues an order to either deny or
grant the exemption. Only a small percentage of the exemptions
COTA rules on are appealed; in those instances, the final decision
rests with the Kansas Court of Appeals or the Kansas Supreme Court.

Arise in the number of property exemptions can shift the tax
burden to a smaller group of taxpayers. Granting property tax
exemptions takes certain property out of the tax base, which reduces
its size. When that happens, applying the same tax rate to the smaller
tax base results in reduced tax revenues. [For property tax, the
assessed real and tangible personal property values make up the tax
base, while the mill levy is the rate.]

When property is exempted from taxation, however, the cost of
providing local services (e.g. police, fire, utilities) isn’t reduced
correspondingly. To maintain property tax revenues at the same level,
local governments often increase the local mill levy rate, which in
essence shifts the cost of providing those services to other taxable
property. When that happens, people or businesses that pay those
higher taxes end up subsidizing those who benefitted directly from
the exemptions.

Due to the increase in property exemptions which reduces the tax
base, and because the State’s mill levy rate for school funding has
been stable at 20 mills since 1998, the State’s revenues from property
taxes are also less than what it otherwise would have collected.

Figure OV-3 on page 7 shows that tax revenues based on residential
real estate have grown faster than any of the other major property
categories.

As the figure also shows, the proportion of tax revenues from
residential real estate has grown from 38% in 1994 to 47% in 2008
(a 24% increase). Appendix B shows tax values and proportions by
major property categories across 15 years.

In its December 2006 report, this trend caused Dr. Fisher to conclude
that Kansas’ property tax is evolving into a real estate tax, which will
make financing local government more difficult and will raise the
burden on residential property owners.
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OV-3

Tax Dollars from Major Categories of Property Over Time (in millions)

$1,800 /
$1,600

$1,400 /
$1,200
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Changes in the Proportion of Tax Revenues for Major Property Categories
Between 1994 and 2008 (in millions)

1994 2008
oil & Gas, All Other,
Qe cas, o All Other,
0, Oil & Gas, $118.4,3% Residential
) $252.7, 7% $1,777.8, Y
Agri. Land, Residential, 47%
$144.2, 8% $696.9, 38% | Agri. Land,

$164.4, 4%

- Utilities,
Utilities, $368.1, 10%

$293.7, 16%

Commercial/
Industrial ,
$1,088.5,

29%

Commercial/
Industrial ,
$506.6, 28%

Source: Unaudited data from Kansas Department of Revenue
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Question 1: Does Kansas Have Property Tax Exemptions That Potentially

Should Be Considered For Elimination?

Answer in Brief:

Like tax credits and sales tax exemptions, property tax exemptions
have increased in recent years. More than half of Kansas’ 100
current property tax exemptions relate to exemptions specified in the
Kansas Constitution, either directly or for clarification or definitional
purposes. Kansas lacks good information about the impact of
property tax exemptions on the State, which limits any evaluation

of the effectiveness of those exemptions. We identified a number of
exemptions the Legislature may want to re-evaluate, including six
exemptions that have been broadened beyond what the Constitution
requires, and four exemptions that could result in unequal treatment
for similar types of taxpayers. Lastly, several property tax
exemptions for machinery and equipment, which were enacted in
2006, have significantly eroded the local tax base. Our findings are
discussed in more detail in the sections that follow.

Like Tax Credits and
Sales Tax Exemptions,
Property Tax
Exemptions Have
Increased In Recent
Years

As described in the Overview, property taxation was established
under Article 11 of the Kansas Constitution in 1859. Over time,

the Legislature has enacted numerous laws to exempt certain real
and personal property. Figure 1-1 shows the cumulative number of
statutes that have been enacted over time.

Figure 1-1

Number of Property Tax Exemptions

[ 120

Contained in Kansas Law (1985-2009)

100

supplement.

Source: LPA analysis of Information from the Department of Revenue and Kansas Statutes Annotated, 2009

It’s important to remember that the growth in the number of laws
related to property tax exemptions hasn’t always led to more lost
tax revenues. That’s because many of the laws the Legislature
enacted simply clarified what was to be exempted, based on
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Kansas’ Constitution. However, over the years the Legislature

also has enacted new laws exempting things not mentioned in the
Constitution, or has broadened existing ones. Figure 1-2 shows the
years in which statutes were enacted or broadened since 1985.

Figure 1-2
History of New Property Tax Exemptions Created
And Revisions that Broadened Existing Exemptions
12
10
8
6
4
2 -
0 -
9 00 A P D XNV D NI LON DO O NDNAD DD NS O DO
D7 B P P DD DD DD DD DD DS QLSS SSTSS S SSS
TR R R R DT R R RO DT DT R DT DT DT AR AR AR AR AR AR AR AR AP AP
Source: Kansas Statutes Annotated, 2009 supplement, and applicable session laws

As the figure shows:

@® Seven exemptions were added or expanded in 1992. Those
included several statutes exempting various airport authorities, and a
clarification to the farm machinery and equipment exemption to include
aguaculture and Christmas tree-related farming equipment.

@® Five exemptions were added or expanded in 2001. Three of these
exemptions were for electric generation facilities.

@® 21 exemptions were added or expanded between 2005 and 2007.
Many of those related to a push to support energy creation, or to
exempt certain machinery and equipment.

More than half of Kansas’ 100 current property tax exemptions
relate to exemptions specified in the Kansas Constitution, either
directly or for clarification or definitional purposes. These tax
exemptions are summarized in Figure 1-3, starting on page 11.

The figure is organized into several categories, including those that
are required based on the Constitution or by federal law, those for
governmental entities, and those related to education, businesses,
agriculture, and charitable, religious, or benevolent entities.

As the figure shows, more than half the State’s 100 exemptions
appeared to repeat or clarify the exemptions specified in the
Constitution. The other major category was business exemptions,
which accounted for 28 exemptions.

10
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Of those 28 business-related property tax exemptions, 15 have

been passed since 2006. Four of those were related to business
machinery and equipment exemptions enacted to stimulate economic
development. Most of the others related to a legislative push in 2006
and 2007 to encourage the creation or expansion of energy production
and distribution facilities in the State. Those followed on the heels of
a push in 2001 to help build or expand electric generation facilities,
pollution control devices, and transmission lines in the State.

Kansas Lacks Good
Information About the
Impact of Property Tax
Exemptions on the State

Unlike for sales tax exemptions, the State doesn’t have any complete
cost estimates for property tax exemptions. Here’s why:

@® Statewide information on statutorily exempt property exists
only for real estate, and only in the form of the appraised value
that's taken off the tax rolls, not the assessed value or the tax
revenue that’'s forgone. As described in the Overview, property taxes
are paid on both real and personal property. For real property, local
county appraisers value the land and improvements annually, which is
multiplied by the respective assessment rate. The assessed value is
then multiplied by the applicable local mill levy to generate the amount
of property tax due from the owner.

Local appraisal staff do appraise statutorily or constitutionally exempt
real estate, but because those parcels are coded as exempt, no
assessed or taxable value is calculated for those properties. Based
on information local appraisers’ offices forward to the Department

of Revenue’s Division of Property Valuation, real property with an
appraised value of more than $24 billion was exempt from property
taxes in 2008. That information is shown in Figure 1-4 on page 18.

As the top half of the figure shows, between 2004 and 2008, the
appraised value of exempt real estate increased from $19.5 billion
to $24.4 billion (25%). The appraised value of taxable real estate
increased from $128.7 billion to $162.3 billion (26%) over that same
time period.

However, according to State officials and at least one county appraiser
we talked to, little time is spent appraising exempt property. As a result,
it's not possible to know how accurate the exempted appraisal values
are. In addition, because the different assessment rates for different
types of property and the varying mill levies currently aren’t captured for
exempted properties, we weren't able to calculate the assessed value
or the tax revenue that’s forgone for the real property that's exempt.

@® The new appraisal system isn’t set-up to capture the appraised

value of exempt real property by type of property. The bottom half
of Figure 1-4 shows the appraised values of exempt real estate, by
broad category, for 2004, the last year for which such data are available
Statewide. The figure shows that about $5 billion in real estate owned
by religious and benevolent organizations was exempt from property tax
in 2004, and the majority of all exempt real property (74%) was owned
by educational or governmental entities.
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Figure 1-4

Appraised Values for Taxable and Tax Exempt Real Property (in billions)

W Appraised Taxable Value O Appraised Exempt Value
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2004 2005 2006 2007 2008

Kansas Exempt Real Property, by Category in 2004

Appraised Exempt| Percent of total
Subclass Number of Parcels Value value
Educational 4,367 $5.668 billion 28.0%
Municipality 21,556 $3.368 billion 16.6%
Federal 3,271 $3.023 billion 14.9%
Religious 10,265 $2.864 billion 14.1%
Benevolent 3,379 $2.107 billion 10.4%
County 4,449 $1.494 billion 7.4%
Kansas (a) 2,633 $1.456 billion 7.2%
Graveyards 2,923 $87 million 0.4%
Agricultural 460 $58 million 0.3%
Groundwater Districts 631 S45 million 0.2%
Other, Sedgwick 41 $42 million 0.2%
Literary 182 S35 million 0.2%
Scientific 33 S14 million 0.1%
Exempt Dam 954 S4 million 0.0%
Reclaimed Land 4 $3 million 0.0%
Total (b): 55,148 $20.268 billion 100.0%

(a) Due to a procedural law, real property owned by the Department Transportation isn't included in this data
(b) Data included in this chart comes from different sources, causing the 2004 exempt values to have slight

discrepancies.
Source: Unaudited data provided by Property Valuation Division and Dr. Glenn W. Fisher Wichita State University,

Erosion of the Kansas Property Tax Base

These data aren’t regularly pulled together by the Division of Property
Valuation. We tried to assemble more current information, which
involved getting parcel-level data from all 105 counties. However, we
learned that a new computer system being implemented to inventory
and value real estate doesn’t allow the same breakdown without
counting the value of some properties more than once. That's because
of a change in the way the new system handles exemption codes. For
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example, a property may be coded both as “religious” and “benevolent,”
but the new computer system doesn’t allocate specific appraisal values
to each of the categories. Currently, 20 counties use the new appraisal
system; the remaining counties are supposed to switch over in the

next few years. Division officials weren’t aware of this because they
rarely run this report, and there’s no legislative mandate to report the
exempted appraisal values by category.

® For most exempt personal property, such as machinery and
equipment, no cost information is available. Many tangible items
exempted from taxation don’t have to be reported to the county
appraiser. Such items include farm machinery and equipment,
personal property, wearing apparel, household goods and other
personal effects, livestock, and grain, as well as commercial/industrial,
telecommunications, and railroad machinery and equipment. Without
tracking the value of products that otherwise would be taxed, it's not
possible to determine the lost revenue from exempting these items
within each county or at a Statewide basis.

@® Initial cost estimates for property tax exemptions in the form of
fiscal notes often are nonexistent. In general, Division of Property
Valuation officials told us that fiscal notes typically focus only on the
impact for the State, and often can’t provide good estimates because of
the lack of data. We looked for fiscal notes related to 28 exemptions for
new or expanded property tax exemptions between 1999 and 2009, and
found only eight exemptions with fiscal notes that estimated specific
lost revenues for the State, and six that cited no or negligible costs
to the State. For the 14 remaining exemptions, the fiscal notes didn’t
address the effect of the exemption at all, or stated the impact couldn’t
be estimated.

We Identified a
Number of Exemptions
The Legislature May
Want To Re-Evaluate

As discussed in Parts I and Il of this audit series, given the large
number of tax credits and exemptions Kansas currently has (about
250 in all), we couldn’t do an in-depth cost-benefit analysis of each
one. In addition, largely non-existent cost information on property
tax exemptions limited our review further. Instead, we reviewed
available reports, guides, or court rulings related to Kansas property
tax exemptions, and talked to officials from the Division of Property
Valuation and a handful of local county appraisers. To the extent
possible, we applied the tax policy considerations shown in Figure
1-5 on page 20, which we compiled as part of our evaluation process
for this audit series.

We identified six exemptions that provide a broader tax
exemption than the Constitution would require. As discussed

in the Overview, the Constitution currently exempts from taxation
any property used exclusively for State, county, municipal, literary,
educational, scientific, religious, benevolent and charitable purposes,
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A. Tax Preferences That Are Required by the State Constitution (Article 11(b)(2)):

All property used exclusively for State, county, municipal, literary, educational, scientific, religious, benevolent and
charitable purposes, farm machinery and equipment, merchant’'s and manufacturer’s inventories and livestock and all
household goods and personal effects not used for the production of income.

B. Tax Preferences That Are Required by Federal Law:

1. Sales tax exemption on food stamps based on Federal Food Stamp Act of 1977 (7 U.S.C. Paragraph 2013(a))
2. Sales tax exemption on products related to the Child Nutrition Act of 1966 (42 U.S.C. Paragraph 1786 (c)(4))
3. Tax exemptions related to property involved with Interstate Commerce

C. Tax Preferences That Tax Policies Suggest Need To Be Exempt from Taxation:

1. Goods and services purchased by government entities (taxing government entities would increase the cost of providing
government services)

2. Goods and services subject to another equivalent or “in lieu of” tax (avoids double taxation of products such as motor
fuel, which has an excise tax instead of a sales tax)

3. Items sold that aren’t a final sale to the consumer (maintains the sales tax as the final tax on consumption)

4. Isolated or occasional sales (relieves the seller of the administrative burden of collecting/filing taxes for things like
garage sales, flea markets or bazaars.)

D. Tax Preferences That Are Made as a Matter of Public Policy:

I. Examples of Tax Policy Considerations That Can Favor Having a Tax Preference:

1. Promoting broad-based equity (e.g., exempting the sale of mobile homes from sales tax because other residential
home sales aren’t subject to sales tax)

2. Promoting a broad-based tax structure that benefits the public at large (e.g., a tax structure that’s balanced and
diversified and provides adequate revenues to finance public services over time)

3. Minimizing regressivity in the State’s tax system to reduce the tax burden on the poor (e.g., providing refunds to low-
income taxpayers for food sales because they pay proportionally more of their income on food than other taxpayers)

4. Reducing market barriers to accomplishing a goal that would benefit the broader public (e.g., providing a tax credit
for companies to offer health insurance benefits that they otherwise wouldn'’t offer because of high costs)

5. Encouraging economic growth and development (e.g., creating incentives for companies to create or retain jobs that
otherwise wouldn’t occur)

6. Staying competitive with other states (or countries for global enterprises) that have a tax preference, to guard against
significant loss of sales or business (e.g., offering economic development credits or property tax exemptions for
businesses looking to expand or relocate)

7. Subsidizing certain activities that reduce the services or costs that government otherwise would have to provide
(e.g., offering a tax credit to help fund deferred maintenance costs for universities)

Il. Examples of Tax Policy Considerations That Can Favor Not Having a Tax Preference:

1. The purpose or goal of the tax preference can’t be clearly articulated or measured

2. The tax preference isn't likely to achieve the public policy goal, or evidence shows it isn’'t achieving that goal (e.g.,
tax preference isn't being used, or likely is too small to cause the entity or individual to take the action)

3. The cost of the tax preference to the State can’t be measured, or evidence shows the cost is greater than expected,

or more than policymakers are willing to fund

The cost of the tax preference is greater than the benefits the State receives in return

The tax preference is too narrow, favoring selected industries, entities, or activities over others without a clear reason

for doing so

The tax preference creates unfair competition between similar entities

The tax preference significantly erodes the State’s tax base

The tax preference has a significant negative effect on local tax revenues

The tax preference is an inefficient or ineffective way of accomplishing the public policy goal (e.g., 100% tax credit for

select entities, instead of funding the activity through a direct appropriation)

10. The industry is regulated by the State and can recover the necessary costs of doing business from customers and is
provided a certain profit through regulated rate of return set by the State

11.The tax preference creates difficulties in administering it because of how it's designed or because it leads to
confusion of who can benefit from it.

o s

©CoNo

Source: LPA review of tax policy literature, Kansas Constitution, and federal laws.
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farm machinery and equipment, merchants’ and manufacturer’s
inventories, livestock, and household goods and personal effects not
used to produce income.

As mentioned previously, many of the exemptions currently in statute
simply repeat or clarify what is covered by these constitutional
exemptions (this is especially the case for exemptions in the
government and charitable, religious, and benevolent categories).
However, we identified the following statutes that have been worded
or revised to provide a broader exemption than the Constitution
would require:

® Exemption for household goods and personal effects that aren’t
used to produce income (#6) KSA 79-201c (Second) describes a

number of household goods and personal effects that are exempted
from taxation. In recent years, however, this statute has been revised
several times to exempt household goods and personal effects used
in homes for licensed or registered day care or bed-and-breakfast
purposes. This may exempt items that are purchased as part of the
“business operation,” which would go beyond those the constitutional
exemption applies to.

@® Exemptions for property that isn’t used exclusively for religious,
charitable, benevolent, or educational purposes

» Parsonages (#82). Under KSA 79-201 (Seventh), church
parsonages and the land they sit on are exempt if used
predominantly as a residence for clergymen or ministers. This
exemption has gone back and forth in the past: In 1872, Kansas’
Supreme Court ruled that parsonage property wasn't included
under the constitutional exemption for religious purposes. In
1909, the Legislature provided specific statutory exemptions for
certain property owned by churches, including parsonages. In 1929,
the Legislature expanded the parsonage exemption to include
residences of church officials. In 1969, the parsonage exemption
was repealed as a result of an interim study on property taxes. In
1986, the current statutory provision regarding parsonages was
enacted.

» Non-profit community housing development organizations
(#87). KSA 79-201z allows an exemption for real and personal

property when used primarily for the housing for the elderly, persons
with disabilities, or persons with limited or low income.

» Non-profit community service organizations (#88). KSA 79-

201 (Ninth) allows real and personal property tax exemptions
when such groups reqularly use exempted items predominantly for
humanitarian services.

» Certain buildings owned by private non-profit universities or
colleges (#43). KSA 79-201 (Fifth) allows student union buildings,

presidents’ homes, and student dormitories owned by private, non-
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profit entities to be exempt from property taxation. Because such
property isn’t used exclusively for educational purposes, it appears
to fall outside the Constitution’s mandate. On the other hand, the
statute gives private non-profit universities or colleges a similar
exemption to the one provided to universities or colleges owned by
the State (#40), and may help keep educational costs lower.

» Property used by alumni associations (#44). KSA 79-201

(Sixth) provides exemptions on real and tangible personal property
regularly used exclusively by an alumni association to provide
accommodations and services to a college or university or to
alumni, staff, or faculty. Such property may not be used exclusively
for educational purposes.

According to Department officials, these broader statutes often
resulted from taxpayers who lost their tax appeals, and subsequently
sought a change in statute to exempt their type of property.

In its rulings, the Court of Tax Appeals generally has ruled very
narrowly on the application of property tax exemptions. For
example:

@® A humanitarian organization applied for a property tax exemption on
the permanent residences of its full-time volunteers. The Court of Tax
Appeals denied the exemption and stated that the residences were a
benefit to the volunteers and weren't covered under the humanitarian
service that would have made the exemption allowable.

® An applicant sought a property tax exemption on a residential apartment
complex that was used predominantly as low income housing, housing
for the disabled, and housing for handicapped persons. The Court of
Tax Appeals denied the exemption because over 50% of the residential
units weren't rented to low income, elderly, or handicapped people and
weren't used exclusively for cooperative housing. The Kansas Appeals
Court affirmed the Court of Tax Appeals decision.

® The Court of Tax Appeals ruled that a religious camp should lose its
tax-exempt status after allowing non-religious groups to use the camp
facilities at a nominal fee. A county appraiser told us she has a similar
challenge regarding the use of a Boy Scout camp as hunting grounds
during certain times of the year.

We identified four exemptions that could result in unequal
treatment for similar types of taxpayers. Property tax exemptions
for which the Kansas Constitution is silent are enacted as a matter

of public policy. Tax policy literature states exemptions should be
applied equitably to broad groups of classes, services, entities, or
individuals, and shouldn’t create an unfair competitive advantage.

We identified the following exemptions that potentially could result in
unequal treatment for taxpayers:
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@® Farm structures used to store hay (#47). KSA 79-201d (Third) allows

an eight-year property tax exemption for these structures, but structures
other taxpayers use to store their inventory, products, or goods in aren’t
exempt.

® Aircraft
» Aircraft used to create income (#76). KSA 79-201k provides a

property tax exemption for businesses’ use of aircraft when used as
a primary means of creating income. However, businesses that use
other forms of transportation as their principal form of income aren’t
exempt, such as taxi cabs or delivery trucks.

» Antique aircraft for recreational/display purposes (#100). KSA

79-220 exempts such aircraft, while owners of antique cars or other
antique items don’t get a similar subsidy.

® Low oil production exemption (#68). KSA 79-201t allows property

tax exemptions on certain low-production oil leases. According to
Department officials, the exemption was created to subsidize business
owners when oil production became unprofitable because of high
overhead and record-low crude oil prices (in 1992, the price of a barrel
of domestic crude oil dropped to less than $30 - after adjusting for
inflation). However, other businesses don't get similar subsidies from
the State when faced with diminishing profits. In addition, domestic oil
prices have fluctuated between a low of $16 to a high of $91 since the
exemption was created in 1992, which makes it more difficult to justify
the exemption. The Kansas Advisory Council on Intergovernmental
Relations (created by the Legislature in 2002 to continuously study the
State and local tax structure) identified this exemption as one that could
be repealed.

As described in the Overview, the Supreme Court laid out several
criteria for a statutory property tax exemption to be considered
constitutional, including that the exemption can’t create an improper
or preferential classification of property. Because the exemptions
listed above may result in unequal treatment for similar types of
taxpayers, they serve to illustrate the difficulties in determining
whether existing exemptions meet the Court’s test.

Property tax exemptions for machinery and equipment have
significantly eroded the local tax base. According to the tax policy
literature we reviewed, one of the factors policymakers must consider
in deciding whether to grant an exemption is the impact it may

have on State or local tax revenues, and whether the benefit derived
outweighs the cost.

As mentioned earlier, cost information isn’t available for most
property tax exemptions. However, the Division of Property
Valuation has tracked the value of the machinery and equipment on
county tax rolls since 2005. Here’s why: When the exemptions for
commercial/industrial, telecommunications, railroad machinery and
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equipment purchases after 2006 went into effect, the Legislature agreed
to make annual payments for five years to reimburse each county for

part of the tax revenues they would lose. (These are exemptions #53-56
from Figure 1-3.)

The State’s payments—called slider payments—were to be based on the
property taxes counties received from machinery and equipment in the
base year (2005) compared to what they received in fiscal years 2008
through 2012. Figure 1-6 shows the estimated losses to the counties
from the machinery and equipment property tax exemptions.

Figure 1-6

Estimated Costs of the Machinery and Equipment Exemptions (in millions)

Planned Slider Payments to Counties

Actual/Estimated Slider Payments to Counties

Net County
Estimated Slider Loss

Fiscal County Est. State Payment | (after State | State Slider Actual Slider Loss to

Year Loss Payment Rate Payment) payments Payment Rate Counties
2008 (a) $28.7 $25.9 90% $2.9 $25.9 90% $2.9
2009 (a) $76.4 $53.5 70% $22.9 $25.0 33% $51.4
2010 (a) $106.1 $53.0 50% $53.0 $0.0 0% $106.1

2011 $106.6 $32.0 30% $74.6 $0.0 (b) 0% $106.6 (b)

2012 $115.0 $11.5 10% $103.5 $11.5 (b) 10% $103.5 (b)
TOTAL $432.8 $175.9 41% $256.9 $62.4 14% $370.5

(a) Based on actual data.
(b) 2011 based on Governor's Budget Recommendation. 2012 reverts back to initial estimate that may or may not happen.
Source: Unaudited data from Property Valuation Division, Department of Revenue

As the figure shows, counties were estimated to directly lose more than
$400 million in property taxes over five years, and the State was going
to reimburse counties for a total of $176 million, based on a decreasing
percentage of the amount counties lost each year. Because of the
recession, however, the State has reimbursed counties for much less
than originally planned. Two county appraisers we talked to expressed
concerns about the business and machinery equipment exemptions.
They told us that the lack of property revenues from such equipment
means that mill levies on remaining taxable properties increase, which

puts a strain on homeowners, especially in rural areas.

Besides the State’s slider payments to the counties—which have
totaled $51 million to date—we estimated these exemptions cost the
State about $5 million in lost property tax revenues from the Statewide
21.5 mill levy in fiscal year 2008. Those losses are estimated to reach

almost $19 million by 2012.

For several reasons, it’s difficult to know what the true cost of the ma-
chinery and equipment property tax exemptions actually will be to both
the counties and the State:

24

PERFORMANCE AUDIT REPORT:
Legislative Division of Post Audit
10PA03.3 MARCH 2010



® First, that data that are available capture only the value of machinery
and equipment removed from the tax rolls, not the value of machinery
and equipment purchased since then. Because businesses no longer
have to report the value of machinery and equipment they buy to the
county appraiser, there’s no way to know how much they’'ve actually
bought that would have been taxed. And without knowing which
businesses bought new machinery or equipment and why, there’s
no way to directly tie such purchases to the tax exemptions or to any
increase in jobs or other economic benefits to the local communities.

@® Second, while some counties have had large drops in property
tax revenues for machinery and equipment, others have had large
increases, suggesting other things may be affecting property taxes. For
example, some drops could be the result of a business finishing a large
construction project in one county and moving its equipment to another
county to work on new projects.

Officials in surrounding states told us that Colorado and Missouri
don’t offer similar exemptions on machinery and equipment.
Oklahoma provides a five-year exemption on new machinery and
equipment (which includes items businesses bring into Oklahoma for
expansion purposes). Nebraska officials told us their machinery and
equipment has a taxable life of seven years. Beginning the eighth
year, machinery and equipment isn’t taxable in that State.

Lastly, as pointed out in Part | of this audit series, these four
machinery and equipment exemptions create a potential for unequal
treatment among businesses. That’s because businesses that upgraded
their equipment after 2006 (or that come from out of State into
Kansas with older equipment) get a 100% tax break on property taxes
for such equipment, while businesses that own older equipment (and
that have been here all along) can claim only a partial property tax
break through the related tax credits.

Conclusion:

A significant amount of real and personal property currently

is exempted from taxation—including all property used for
governmental and educational purposes, and certain business
machinery and equipment—>but there’s almost no data on how much
the State is losing in tax revenues from these exemptions. A lack of
data also makes it almost impossible to gauge what the impact of any
property tax exemptions has been, or will be in the future.

The Kansas Constitution exempts much of this property from
taxation, and over time the Legislature has broadened those
exemptions or created new ones. In recent years, most of the new
exemptions have been for businesses—primarily for machinery
and equipment and energy development. The information that is
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available suggests local governments are losing a significant amount
of revenue from the machinery and equipment exemptions, and given
the recession, the State hasn’t been able to uphold its agreement to
compensate them for part of their loss.

Because of tax policy principles that consider, among other things, the
impact of tax exemptions on State and local tax revenues, we think
the Legislature should review the business and other exemptions that
go beyond constitutional mandates or that could result in unequal
treatment for similar types of taxpayers to ensure that they continue
to provide the proper balance between the Legislature’s public policy
goals and the State’s financial needs. And as we noted in Part Il of
this audit series dealing with sales tax exemptions, establishing clear
public policies regarding which types and classes of property will be
exempt will give the Legislature a consistent basis for deciding which
exemptions have merit and should be continued, even if in a modified
form.

Recommendations for
Legislative Action:

1. The Legislature should review the following property tax
exemptions to determine what changes, if any, should be made:

a. exemptions that provide a broader tax exemption than
the Constitution would require (listed on pages 21-22).
Among other things, the Constitution exempts property used
exclusively for State, county municipal, literary, educational,
scientific, religious, benevolent and charitable purposes. The
six exemptions identified listed on pages 21-22 allow property
that is predominantly or regularly used for these purposes, or
allow property that isn’t strictly used for educational purposes
to be exempt.

b. exemptions that could result in unequal treatment for
similar taxpayers (listed on page 23). In the absence of
an established policy regarding which types of property the
Legislature wants to exempt, these exemptions treat similar
kinds of entities unequally.

c. exemptions that significantly erode the local tax base and
are a matter of public policy (as discussed on pages 23-25).
There are pros and cons to having these exemptions. The
Legislature should consider whether they continue to provide
the proper balance between the Legislature’s public policy
goals and the State’s financial needs.
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2. To help ensure that similar types of taxpayers are treated equally,
the Legislature should consider establishing a broad tax policy
that outlines the types of property it wants to exempt and the
general rationale for doing so, and developing a set of criteria that
fit within that broad policy. That would allow the Legislature and
others to measure current and future tax exemptions against those
criteria.

3. To help ensure that property tax exemptions for which the
Legislature has a particular goal in mind (e.g. economic
development or energy production) can be evaluated for their
effectiveness, the Legislature should consider the following:

a. requiring a mechanism for taxpayers to report the information
needed to know whether that purpose is being met, and
the State agency that will be responsible for collecting and
reporting on that information

b. establishing a sunset provision to ensure that the purpose,
effectiveness, and usefulness of these property tax exemptions
is reviewed periodically
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APPENDIX A
Scope Statement

This appendix contains the scope statement approved by the Legislative Post Audit
Committee for this audit on July 1, 2009. The audit was requested by the Legislative Post Audit
Committee.

Kansas Tax Revenues: Reviewing Tax Credits and Exemptions

Kansas has enacted a number of taxes to fund government operations. A few examples
are individual and corporate income tax, privilege tax (on financial institutions), sales and use
tax, motor fuel taxes, mineral taxes, and the like. According to the Department of Revenue’s
fiscal year 2008 annual report, the amount the State collected from various taxes that year, before
refunds, was nearly $8.3 billion.

Over the years, the Legislature has enacted a variety of tax credits and exemptions
designed to stimulate certain types of economic activity or to achieve other public purposes.
For example, a taxpayer who makes a cash donation of $250 or more in the Kansas Community
Entrepreneurship Fund receives a tax credit of 75% of the amount donated.

Some credits are commonly claimed and account for large amounts of foregone tax
revenue, while other credits are less frequently used. For example, based on information
compiled by the Department of Revenue for the 2006 tax year, nearly 15,000 taxpayers claimed
slightly more than $28 million under the Business Machinery and Equipment Credit. In contrast,
only nine taxpayers claimed about $17,000 from a credit that allows taxpayers to claim up to
50% of the cost of plugging an abandoned oil well.

With the proliferation of credits and exemptions over the years, Kansas legislators
have expressed an interest in knowing whether some of those credits and exemptions still are
needed or whether they have outlived their original purposes. They also want to know whether
transferrable tax credits represent an effective use of taxpayer dollars.

A performance audit of this topic would answer the following question(s).

1. Does Kansas have any tax credits or exemptions that aren’t accomplishing their
intended purpose or have outlived their usefulness? To answer this question, we would
review the statutes and consult with officials in the Department of Revenue, Legislative
Research, and others to come up with a complete list of the tax credits and exemptions that
currently are offered under the Kansas law, as well as information about when they were
enacted, their original purpose, and how much they’ve been used (number of taxpayers
claiming them and total dollar amount) in recent years. If information is available, we would
compare the amount of revenue that currently is being foregone to the projected cost of each
credit or exemption at the time it was passed. In addition, we would look across the credits
and exemptions to identify any that are infrequently used or show a significantly declining
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level of use. We would also talk to officials from taxpayer
advocacy groups, and business groups to get their opinions about
the usefulness of some of the tax credits and exemptions. We
would also talk to officials from the Department of Revenue to
identify any problematic issues related to credits or exemptions
such as difficulty in tracking transferrable credits. For a sample
of the more costly tax credits or exemptions, we would determine
whether any mechanisms were put in place to determine whether
the credit or exemption actually achieved its intended purpose.

If there are requirements the taxpayer must fulfill to take the

tax credit, such as creating a certain number of jobs, we would
look to see what evidence exists to show that the requirements
were fulfilled. For the sample of these credits and exemptions,
we would contact nearby states to determine whether they offer
those same types of tax breaks. In addition, we would find out
what types of information other states can and do report to their
legislatures about the use of tax credits and exemptions. We
would conduct other work in this area as needed.

2. What transferrable tax credits exist in Kansas, and are they a
cost-effective means of generating money to fund certain types
of projects or causes? To answer this question, we would review
the statutes and talk to officials at the Department of Revenue to
identify the types of transferrable tax credits allowed in Kansas.
We would review testimony that was provided to the Legislature
about the anticipated effects of the credits at the time they were
proposed. In cases where entities are awarded tax credits that
they can sell to third parties to fund projects or activities, we
would determine the amount of money generated for projects
in relation to the foregone revenue cost to the State. We would
review the records at the Department of Revenue to identify the
amount of each type of transferrable tax credit that was claimed in
recent years and the types of taxpayers who are benefitting from
the use of the credits. We would contact officials from a
sample of other states or tax policy groups to determine the extent
to which these types of credits are used elsewhere, and gather
their opinions about whether they think the credits are cost-
effective.

Estimated time to complete: 12-15 weeks
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APPENDIX B
Tax Revenues From Major Categories of Property Over Time
This appendix contains a summary of tax revenues from major categories of property

including residential, commercial and industrial, utilities, agricultural land, and oil and gas, from
1994 to 2008, as well as the proportions of revenues from these categories over that time period.
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APPENDIX C
Agency Response
On Wednesday, March 3, 2010 we provided copies of the draft audit report to the

Department of Revenue. Department officials chose not to provide a written response, but told
us the Department had no issues with the report.
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