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At the direction of the Honolulu City Council, the Tax Advisory
Commission conducted a systematic review of the City's
real property tax system’s classes, exemptions, credits and
minimum property tax which culminated with a report offering
more equitable and efficient policy options. Members of the
Commission which included the Honolulu Board of Realtors
representative, Joe Paikai, put aside their individual interests
in an attempt to understand the genesis and rationale for the
plethora of exemptions which riddle the Honolulu Real Property
Tax ordinance. Recognizing that many of the Commission’s
recommendations may not be politically popular or acceptable
to various special interests, the Commission consistently
measured each exemption or dedication against six principles
of good tax policy.

Equity. The tax burden should be fairly shared. Fairness is
understood to mean that taxes should be borne: (1) by the
person who receives the benefit of a government service (the
benefit principle) or; (2) by those with the means (the ability-
to-pay concept). Taxpayers in similar circumstances should
be taxed alike (horizontal equity), and taxpayers in unequal
circumstances should be taxed on the basis of their ability
to pay (vertical equity). Income is the most commonly used
measure of ability to pay.

Adequacy. The tax system should generate sufficient tax
revenues to meet government obligations and to fund spending
plans. The other side of the adequacy standard is that, after
allowing for normal fluctuations, the system should not produce
tax revenues in excess of what is needed.

Stability. The tax system should provide a stable and predictable
flow of tax revenues. It should minimize the need for frequent or
radical adjustments as economic conditions change and allow
the government and taxpayers to make their plans with some
certainty as to the impact of taxes. Few changes should be made
on an on-going basis to the structure of the real property tax as
frequent change merely creates uncertainty for taxpayers and
instability to the structure insofar as the sources of revenues.

Economic Neutrality (Efficiency). The tax system should not
interfere with private economic decisions. Taxpayers should
not be inclined to structure their activities for the purpose of
avoiding a tax or gaining a tax advantage. They should be able to
compete on a “level playing field” where taxes do not confer an
advantage on one party over another.

Simplicity. The tax system should not be unduly difficult for
taxpayers to comply with or for the government to administer.
The cost of compliance and administration should not be out of
proportion to the means at hand or the amount of tax involved.

Competitiveness. The real property tax system of the City
& County of Honolulu should compare favorably with the tax
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systems of other counties so that it does not discourage people
from living in this county as opposed to other counties in the
State or for that matter in other jurisdictions where real property
taxes are an economic and financial consideration for living in
that jurisdiction or conducting business here.

Who Should Pay

The Commission raised the question of “who should pay” in
its review of exemptions extended under the real property
tax. They note, however, that over the years, the shift in the
tax burden with respect to who should pay has also affected
the various categories of taxable real property. While residential
property accounts for more than 809% of the net assessed value
of real property in the County, it contributes just over half of
the actual tax dollars collected. Thus, the burden of paying for
county services is shifted from residential to non-residential
categories of property.

Similarly, broad exemptions shift the burden of paying for county
services from those who are beneficiaries of the exemption to
those who are not so favored.

* Given that all taxpayers - be they individuals, businesses, or
organizations benefit from any variety of services provided
by the City & County of Honolulu, all owners of real
property should pay for the cost of these services based on
their ability to pay or on their providing a public good that
benefits the community at large.

»  Preferences under the real property tax law should not be
conferred merely because a property falls into a certain
category of use or the property owner bears a certain
characteristic be it a physical disability, age, or type of use
of the real property.

» Federal and state properties are exempt because of superior
law, but other laws override the County’'s ability to tax
these properties. Among these is the first seven years of a
Hawaiian Homes lease or where another tax is levied in lieu
of the real property tax such as the Public Service Company
tax which is levied in lieu of the real property tax on the
gross income of public utilities, and foreign consulate real

property.

*  On the other hand, numerous exemptions and preferences
were inherited from the state statute prior to the transfer of
the responsibilities for the real property tax in 1978. Since
many of these provisions had to be retained for an eleven-
year period following the transfer of responsibilities for the
tax, many of these were not subject to review over the years.
The Commission found that many of these preferences are
obsolete and should be repealed.

e Similarly, the Commission questioned the provisions which
seem to confer preferences on facilities or structures that
might otherwise be considered personal property. Among
these provisions are those for alternate energy improvements
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and pollution control facilities. While it is understandable
that these facilities might be considered real property, the
Commission believes that a clarification of what constitutes
real property as opposed to personal property might help
assessors in determining what should be included for the
purpose of the tax.

. Finally, the Commission believed that tax relief should be
provided to those who truly do not have the ability to pay
their fair share of the real property tax burden. Many real
property owners have encumbered liabilities as a result of
increases in valuation of surrounding properties through
no fault of their own. While some may argue that if such
property owners no longer can afford the rising tax bills as
a result of increasing values, they can divest themselves of
the property. While that maybe an option for nonresidential
properties, those who are homeowners may not find that as
an option, especially the elderly who may have occupied the
property for the majority of their life.

« To that end, the City & County already has a mechanism
to provide relief to homeowners based on their ability to
pay. Although the tax credit has its challenges, insofar as
recognizing the need for tax relief, it is far superior to the
blanket home exemption which is afforded regardless of an
indication of the need for relief.

The Commission’s Recommendation on Home Owner
Exemptions

By far the largest financial impact and the most numerous
of exemptions claimed are those claimed for owner-occupied
residential property, otherwise known as the home exemption.

However, also included in this category are special provisions if
the homeowner is disabled be it if the homeowner is blind, deaf,
or otherwise disabled as a result of Hansen’s disease. It should
be noted that these latter exemptions because of disability are
afforded an additional exemption of $25,000 on any property,
while disabled veterans or their widows are afforded a complete
exemption of their homes. While state lawmakers may have
had compassion for this group of disabled real property
homeowners, physical impairment is by no means an indication
of a taxpayer’s ability to pay his or her fair share of the real
property tax burden. The question should be whether or not tax
relief is required.

The Commission recommends that these additional home
exemptions for the disabled be repealed in favor of providing tax
relief on the inability to pay through the County’s real property tax
credit program.

The bigger fish to fry in this discussion is the broader home
exemption granted to all taxpayers who own and occupy
their own shelter. According to the Real Property Assessment
Division, there are more than 142,000 parcels that qualify for
this exemption which had a gross impact of revenue forgone
of more than $49 million during fiscal year 2012. There was
no rationale behind the home exemption other than it was a
financial incentive to stabilize what would otherwise have
been a transient community with the incentive that those that
benefit would receive county services at a discount. Since then
the home exemption has become an “entitlement” for being a
homeowner. What it does ignore is that for those who cannot
afford to purchase their own shelter or choose to rent, no such
financial incentive is available to them.

Thus, either renters pay the full bill for county services or the
landlord assumes a larger share of the cost for County services
if the burden of the real property tax cannot be passed on to
the renter.

For those homeowners who might experience financial hardship
with the loss of the home exemption or the multiple home
exemption which is based on advanced age, the Commission
believed that the real property tax credit currently available
under County ordinance can provide more effective tax relief
to those who need help. In fact, more homeowners may now
qualify for the tax credit relief as a result of the loss of the home
exemption or multiple home exemptions.

The Commission poses the philosophical question, “Is the home
exemption the appropriate means of tax relief for shelter?” The
Commission recognized that the home exemption is granted
regardless of a person’s ability to pay because it is granted to
rich people and to poor people. The home exemption is granted
only to people who own their shelter and not to those who rent
their shelter.

The Commission recommends that the home exemption, the
multiple home exemption, and the “in lieu of home exemption
be repealed. In place of these exemptions, the Commission
recommends that the real property tax credit be utilized to provide
tax relief to those who do not have the ability to pay their fair share
of the real property tax burden.

The Commission’s Recommendation on the Real Property Tax
Credit

The county currently has two programs to provide relief to low-
income homeowner occupants — the real property tax credit
and the in lieu of exemption. Both programs require submission
of an application with related documents. The in lieu of
exemption, however, is available only to those homeowners who
are 75 or older. The exemption is good for up to five years. In
order to be eligible for the in lieu of exemption, total household
income must be less than 809% of the median income for the
county as determined by the U.S. Department of Housing and
Urban Development and are processed by the Real Property
Assessment Division.

The real property tax credit is available to homeowner occupants
whose combined titleholder income does not exceed $50,000.
Applications for real property tax credit are processed by the
Treasury Division and are good for one year. Many elderly who
apply for the in lieu of exemption also apply for the credit. Since
the requirements and applications are similar, seniors are often
confused. This results in phone calls to the wrong division as
well as frustration on the part of the applicant. In addition,
staffing and other resources are used inefficiently as two
sets of employees are required to process basically the same
information.

The Commission therefore recommends that council repeal the in
lieu of exemption and offer only the real property tax credit, which is
available to a broader base of low-income homeowners.

The Commission’s Recommendation on Non Profits

Another controversial exemption is that which is granted to
charitable organizations “and others,” an exemption that was
also inherited from the state statute and which for an eleven-
year period after the transfer of the tax from the state to the
counties could not be touched. As the

Commission learned, the term “and other” has forced the
administrative staff to apply an uneven interpretation as to what
“and other” charitable organization means when it comes to
the application of this exemption. By utilizing the reference
to the federal Code that defines such organizations — 501¢3 -
the Commission believes that administrators will have much
more clarity in applying the preferential tax treatment to such
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organizations. Thus, requiring organizations applying for this
real property tax preference to provide evidence of the letter
of determination from the Internal Revenue Service will help to
mitigate any administrative problems encountered in the past
when determining what “charitable” organizations qualify.

Therefore, it is the recommendation of the Commission that
the ordinance be amended to define “nonprofit charitable”
organizations as those that have been determined to qualify under
the federal Code Section 501(c) (3).

However, the Commission believes that all property owners
should pay something for the benefits they receive from the
County. Totally relieving a property owner of sharing in the
cost of County services and benefits violates the accountability
relationship between those who must pay for those benefits and
those who enjoy those benefits. Complete exemption from the
real property tax for such organizations shifts the burden to all
other taxpayers, some of whom may or may not subscribe to
the type of services such nonprofit organizations provide such
as religious organizations. Thus, in the interest of equity and
fairness, consideration should be given to asking all nonprofit
organizations to contribute something to the provision of County
services.

The Commission believes that each nonprofit organization’s
contribution to the cost of paying for County services should
be based on the value of the real property used for the exempt
activity and more specifically - based on a percentage of the
assessed value of the property that is utilized for the exempt
purpose. This means smaller nonprofit organizations which
utilize little, if any, real property probably will continue to pay
the minimum tax while larger organizations with substantial
real property will pay more than the minimum tax. Known as an
assessment ratio, it is not uncommon to find such assessment
ratios on the mainland where tax relief is extended to certain
types or classes of property by basing the real property owner’s
real property tax liability on a percentage of the value of the real
property being taxed.

The Commission recommends that those entities which currently
are totally exempt because they tend to be nonprofit in nature be
subject to a levy of the real property tax albeit at a percentage less
than full market value in recognition of the community benefit they
provide and based on a percentage of the fair market value utilized
for the exempt activities.

Other Recommendations on Exemptions

In addition to those identified, the Commission makes additional
recommendations on exemptions:

With respect to credit unions, the Commission questions the
validity of this exemption and recommends that the Council
consider complete repeal of the exemption.

With respect to kuleana lands, the Commission recommends
that the Council consider repealing the exemption for Kuleana
lands and in its place direct these property owners to the tax
credit mechanism to provide relief to those Kuleana property
owners who truly cannot afford to pay their fair share of the cost
of County services.

With respect to historic residential real property, the Commission
believes relief should be afforded by applying an assessment
ratio that results in a valuation that is less than fair market value
and that actual qualjfied maintenance expenses be allowed to
offset any resulting real property tax liability but no less than
the minimum tax.

With respect to agricultural lands, the Commission recommends
that the real property tax provisions with respect to the

incentives to promote agricultural activity should be a priority
agenda item for the next Commission. In the meantime, the
staff of the Department of Budget and Fiscal Services should
be directed to analyze how the County provisions and the new
state law comport. The Commission also notes that there is
another Council Taskforce charged with the implementation of
the Important Agricultural Lands law and believes it might be
appropriate to refer the real property tax provisions to that Task
Force.

To read the entire report, go to http://www4.honolulu.gov/
docushare/dsweb/Get/Document-120079/cc341.pdf.
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