

October 18, 2004

To The Honorable, The City Council:

INTRODUCTION
The following are recommendations in order for the Assessors to submit to the Department of Revenue for their approval the setting of the FY05 property tax rate, including supporting information. It should be noted that the City has successfully completed a State mandated tri-annual valuation process of property values in FY05. In addition, this recommendation includes a 30% Residential Exemption which was implemented last year based on a home rule petition adopted unanimously by the City Council.

RECOMMENDATIONS

1.
That the City Council authorize the further use of Free Cash of  $5,650,000 to offset the 2005 tax rate as follows:


a.
Operating Budget:  $2,150,000 
 


b.
Public Investment: $1,500,000 
as adopted in the FY2005 Budget

c. Tax Support Reduction: $2,000,000 

2.
That the City Council classify property within the City of Cambridge into the five classes allowed for the purpose of allocating the property tax.  It is further recommended that the City Council adopt a minimum residential factor of 59.5733%

3.
That the City Council approve the maximum residential exemption factor of 30% for owner occupied homes, which should result in a residential tax rate of $7.78 and commercial tax rate of  $18.28 upon final approval by the Massachusetts Department of Revenue.

4.
That the City Council vote to double the normal value of the statutory exemptions.

5.
That the City Council vote to increase the FY2005 exemption allowed under Massachusetts General Laws (MGL) Chapter 59, Section 5, Clause 17D from $227.65 to $236.30, as allowed by state statute.

6.
That the City Council vote to increase the income limit for deferral of real estate taxes by elderly persons from $20,000 to $40,000, as allowed under MGL Chapter 59, Section 5, Clause 41A.
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7.
That the City Council vote to authorize $1,987,095 in overlay surplus/reserve be used for reducing the FY05 tax levy ($1,000,000) and covering deficit balances for various fiscal years ($987,095).

SUMMARY

The establishment of the property tax rate by the Board of Assessors with the approval of the Massachusetts Department of Revenue is the final step in the annual fiscal process that begins in the Spring of each year with the submission of the annual budget to the City Council.  The FY2005 budget adopted by the City Council in May called for a tax levy of $224,964,722, a    7.3% increase over FY2004. After a series of adjustments, the final levy for FY2005 is $222,953,435 a 6.4% increase. However, it should be noted that the uncertified residential property tax rate increase is less than 2% ($7.63 vs. $7.78)

	Tax Levy Adjustments
	Amount

	Prior Year Overlay Surplus
	        - $1,000,000

	One-Time State Aid Distrib.
	 - $   494,860

	State Aid Adj. (Actual)
	 - $   300,451

	Additional Free Cash
	 - $   200,000

	Revenue Increases
	- $     31,906

	Overlay Adjustment
	+ $     15,930

	
	

	Net Decrease
	- $2,011,287



While the gross levy is increasing by $13,354,039 (6.4% increase), a significant portion of the levy increase will be covered by taxes on newly constructed property ($10,359,099), pending approval of the Department of Revenue Bureau of Local Assessment.


For FY2005, the total assessed value of taxable property in the City of Cambridge totals  $21,348,000,524 an 11% increase over FY2004 values. Tables I and II below break out new tax and value growth by property types.

TABLE I

New Construction Breakdown in FY2005

	Property Class
	
New Value
	FY2005 Taxes Paid By

New Value

	Commercial Property
	$348,970,100
	$  6,658,343

	Personal Property
	$114,084,510
	$  2,176,733

	Residential Property
	$199,793,787
	$  1,524,023

	Total New Growth
	$662,848,397
	$10,359,099
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TABLE II

Assessed Values

(in millions)

	
	FY01
	FY02
	FY03
	FY04
	FY05

	Commercial Property
	$  4,701
	$  6,215
	$  6,563
	$  6,625
	$  7,010

	Personal Property
	$     293
	$     305
	$     368
	$     444
	$     467

	Residential Property
	$  7,709
	$10,317
	$10,820
	$12,158
	$13,871

	Total Assessed Value
	  $12,703
	   $16,837
	$17,751
	$19,227
	$21,348



For FY2005 the City was able to increase its levy limit by approximately $16.6 million, to $268 million. Approximately $10.4 million of this increase was due to new construction. State law allows the City to increase its tax levy limit by an amount equal to the total FY2005 value of newly constructed or renovated property multiplied by the FY2004 tax rate. The remaining $6.2 million is the 2.5 percent increase over the FY2004 levy allowed by Proposition 2½ plus a revised new value calculation from FY2004. The City’s excess levy capacity increased by 7.9% to $44.7 million.

TABLE III

Tax Levy/Tax Levy Limit/Excess Levy Capacity

(in thousands)

	
	Actual

FY01
	Actual

FY02
	Actual FY03
	Actual

FY04
	Estimated FY05

	Levy Limit
	$202,213
	$217,907
	$233,914
	$251,018 
	$267,653

	Actual Levy
	$178,485
	$187,445
	$197,721
	$209,599 
	$222,953

	% Actual Levy Increase over Prior Year
	8.8%
	5.0%
	5.5%
	 6.0%
	6.4% 

	Excess Levy Capacity
	$  23,728
	$  30,462
	$  36,193
	$  41,419 
	$  44,700

	% Actual Excess Levy

Increase Over Prior Year
	(6.9%)
	28.4%
	18.8%
	14.4%
	7.9%



In addition to providing greater flexibility under Proposition 2 1/2, tax payments from newly constructed properties also work to mitigate increases on existing properties. For FY2005, the levy increase of $13.4 million is offset by the $10.4 million in taxes paid by new construction (see table I).

TABLE IV

Changes in Average Tax Bills

	
	FY04

Tax Bill
	FY05 Value
	FY05

Tax Bill
	Dollar Change
	Percent

Change

	Single Family
	$5,224
	$958,593
	$5,936
	$  712
	13.6%

	Condominium
	$1,633
	$406,869
	$1,527
	($106)
	(6.5%)

	Two Family
	$3,573
	$816,944
	$4,804
	$1,231
	34.5%

	Three Family
	$3,719
	$836,538
	$4,961
	$1,242
	33.4%
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TABLE V

Percentage of Properties Above/Below Average Value

	
	Below
	Above

	Single Family
	71%
	29%

	Condominium
	65%
	35%

	Two Family
	64%
	36%

	Three Family
	60%
	40%


TABLE VI

Changes in Average Tax Bills Without New Construction

	
	FY04

Tax Bill
	FY05 Value
	FY05

Tax Bill
	Dollar Change
	Percent

Change

	Single Family
	$5,224
	$958,593
	$6,116
	$   892
	17.1%

	Condominium
	$1,633
	$406,869
	$1,609
	($24)
	(1.5%)

	Two Family
	$3,573
	$816,944
	$4,959
	$1,386
	38.8%

	Three Family
	$3,719
	$836,538
	$5,119
	$1,400
	37.6%



The past year has seen an increase in Residential Real Estate valuation (14.1%) coupled with a modest increase in Commercial Real Estate (5.8%) valuation. In some cases, there are declining Commercial Real Estate values as a direct result of lower rental rates and vacancies in office buildings. However, as an offset there have been increases in commercial values due to the new construction of life science buildings. In past years, Commercial Real Estate has increased at a higher rate than the Residential Real Estate. This trend has reversed which has caused a shift in taxation between the classes.

For a detailed listing of tax bill changes by district please see Attachment 1.  

COMMUNITY PRESERVATION ACT SURCHARGE

In November of 2001, Cambridge voters approved adoption of the Community Preservation Act (CPA), a state law that allows the City to receive matching funds from the state for money raised locally in support of affordable housing, historic preservation and protection of open space. The local portion of CPA funding is raised through a 3% surcharge on taxes. Through Fiscal Year 2005, the City has appropriated/reserved a total of $35.1 million in CPA funds, of which approximately $15 million is attributable to state matching funds.

The CPA surcharge has an essentially neutral impact on tax bills because funding of affordable housing, historic preservation and open space initiatives has been shifted from the tax levy to the surcharge. The City continues to allocate the similar amount of local funds to these initiatives. However, the state match has enabled the City to double the amount of funding appropriated for these initiatives. To date, Cambridge has received more CPA matching funds from the Commonwealth than any other participating community. Consequently, Cambridge residents will benefit from important housing, historic preservation and open space initiatives     throughout the City for years to come.
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TABLE VII

Community Preservation Act Surcharge

	
	FY04 Average

CPA Surcharge Amount
	FY05 Average

CPA Surcharge Amount
	FY05 Average

Tax
	FY05 Average Tax & CPA Surcharge Amount

	Single Family
	$130
	$136
	$5,800
	$5,936

	Condominium
	$  25
	$  20
	$1,507
	$1,527

	Two Family
	$  86
	$106
	$4,698
	$4,804

	Three Family
	$  82
	$111
	$4,850
	$4,961


FY2005 PROPERTY VALUES


In FY 2005 the City completed a State mandated tri-annual revaluation. The analyses for determining property values depends on the trends of the real estate market in the areas of sales, improvements to the properties, changes in the economics of real estate finance, and the high demand for real estate in the City. To arrive at full and fair cash values for approximately 21,000 parcels, the Assessors chose a new state-of-the-art Computer Assisted Mass Appraisal system (CAMA) developed by the Vision Appraisal Technology, which facilitated the conversion of our data base to a higher level of technology.  

Market adjusted cost approach models, extracted from residential sales for calendar year 2003, were newly developed to best reflect the equity of comparable properties as demonstrated in the various neighborhoods. Sales of 1060 houses and condominium units were analyzed to develop these valuation models by property type (one-family, two-family, three-family, and condominium units). The FY 2005 real property assessments reflect the resultant analysis of the real estate market for the calendar year 2003.  Increases in the sale prices during 2003 calendar year showed the continued healthy real estate market in the City. Real estate brokers list an average of two months that residential properties remained on the open market in Cambridge before being signed with an agreement. That trend was still in effect for the first quarter of 2004.  As a result, the FY 2005 real property assessments must reflect this market activity. This trend is further enforced by the magnitude of renovations, restorations, and additions, on residential properties in the City. The FY 2005 tax bill reflects appreciation and where applicable, any renovations and additions done to the properties.

The most significant growth and increase in value occurred in the two and three-family markets. Single-family and multi-family properties demanded substantial sale prices; however select neighborhoods experienced greater increases in value than the class average. Specifically, there was a valuation increase of 12% for single-family houses. The greatest increase in the single-family class was found in Districts 21 (Taylor Square), 1 (East Cambridge) & 4 (Agassiz) with increases of 20 to 42%. The net value increase for two-family and three-family houses was 25% and 30% respectively. The Condominium class experienced the lowest net increase in value at slightly over 4%. Attachment 1 shows a detailed breakdown of the results. The attached map entitled “Residential Tax Districts” shows the Assessing Departments delineation of neighborhoods for the purpose of market analysis.
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Approximately 2200 income and expense requests were mailed to all of the commercial, industrial and apartment property owners in the spring of 2003. On the return of these forms, the assessors analyzed them to establish fair market rents, vacancies, expenses and capitalization rates to be utilized in the income approach to value. These market rents and expenses were entered into the Vision software program to arrive at an estimate of fair market value. The assessors analyzed the apartment, commercial and industrial and, land sales for the calendar years 2002, 2003 and the first quarter of 2004. This extensive analysis better enabled us to establish land values throughout the city for all properties. All of the commercial/industrial properties were field inspected for condition, tenants and occupancy


Two Hundred and nine (209) new business personal property listings were added to the master file for FY2005, bringing the total number of personal property accounts to 3,112. The new accounts and the new personal property acquired by existing accounts contributed $114,084,510 million to tax value growth for FY2005.

ISSUES/REQUIRED VOTES
●
Authorize $5,650,000 in Free Cash.  For the fiscal year that ended June 30, 2004, the City of Cambridge has a certified Free Cash balance of $34,868,986, a decrease of approximately $10.2 million from FY2005. The net decrease in Free Cash is attributable to a change in the method of accounting of capital fund balances from a gross basis to a detailed project-by-project basis, which is required by the State. A major component of this deficit is attributable to the City’s current policy of bonding capital project. Because the City is conservative in its bonding schedule to adhere to IRS arbitrage rules and has the cash reserves to start projects before bonds are issued, fund balance shortfalls in individual capital projects occurred pending the receipt of bond proceeds for these projects. Therefore, a reduction in free cash is required for specific capital projects that have a negative fund balance. Because of this change, the City is currently reviewing its bonding schedule to meet arbitrage guidelines as well minimize fund balance shortfalls on a project-by-project basis. The $5,650,000 in the Free Cash authorization requested at this time has increased by $200,000 from the initial estimate developed during the budget process. This additional use of free cash is related to the Charter School assessments which is now included on the Cherry Sheet, beginning in FY04. Charter School revenues and assessments are estimates that are typically higher than actuals since they are based on projected charter school enrollments developed last spring which are then updated using actual enrollments after the setting of the tax rate. The free cash authorization includes $2 million that has again been recommended to reduce the tax levy, which continues the direction set forth in setting the FY04 tax rate. The Department of Revenue (DOR) does not allow formal authorizations for Free Cash by the City Council until the DOR has certified a Free Cash balance at the conclusion of the fiscal year.

●
Classify Property and Establish Minimum Residential Factor. Since 1984, the City Council has voted annually to follow state law allowing the classification of property according to use (residential or commercial) and to allocate the legal maximum portion of the tax levy to the commercial class.  State law allows the residential portion of the tax levy to be as low as 50% of what it would be if there were single tax rates.  However, there are two exceptions to the 50% minimum:
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1. The residential percent of the levy cannot drop to less than its lowest level since classification was initially voted by the City Council (34.5615% in 1985 in Cambridge); and 

2. The 50% level does not cause the commercial class to bear a portion of the levy greater than 175% of what it would be if both classes were taxed equally.


The City Council sets the levy distribution each year by voting for a Minimum Residential Factor. The result of voting for the Minimum Residential Factor of 59.5733% this year will be a residential property share of the total tax levy of 38.7085%.  Commercial property will pay 61.2915% of the levy, which brings the commercial portion of the levy to 175% of what it would be with a single tax rate.

●
Residential Exemptions. Home Rule Legislation allowing the City of Cambridge to increase the residential exemption from 20% to 30% was filed by a unanimous vote of the City Council and signed into law in September 2003. This change enables the City to grant owner occupants of residential properties a deduction of up to 30% of the average residential parcel value before the tax rate is applied. I am recommending that the City Council accept the Maximum Residential Exemption of 30%. This amount is deducted from the assessed value of each owner occupied property prior to applying the tax rate. The residential exemption serves to reduce the effective tax rate on lower valued properties while raising it on higher valued properties.  Since the same amount is deducted from every value, its impact 

Is greatest on the lower valued properties. The residential exemption is paid for by raising the residential tax rate sufficiently to cover the number of taxpayers claiming the residential exemption. For FY2005 there are approximately 13,000 resident exemptions on the Assessing Department files. If Cambridge did not adopt a residential exemption, the residential tax rate would be $6.22 instead of $7.78. The higher tax rate results in a "break-even" value over which the higher valued residential properties are assessed for higher taxes than would be the case if there were no residential exemption. In FY2005, the break-even value is $1,062,923.
●
Double Statutory Exemptions. State legislation requires cities and towns to grant a variety of tax exemptions to elderly taxpayers, blind taxpayers, veterans, and surviving spouses who qualify by virtue of residency, income and assets. There are also two pieces of legislation, which authorize cities and towns to increase the amounts of these exemptions.  
The first allows cities and towns to double the statutory amounts for taxpayers whose tax bills have increased over the prior year's bill. The City Council must vote annually for this increase.  I am recommending that the Council do this for FY2005, as it has since FY1987.  

The second, enacted in 1995, allows cities and towns to increase the amount of the exemption for a senior citizen 70 or older, surviving spouse, or minor with a deceased parent by the increase in the cost-of-living as measured by the Consumer Price Index (CPI). The CPI increase for FY2005, which was published by the DOR for exemption purpose, is 3.8%. Applying this percentage increase to the FY2004 exemption of $227.65 raises the exemption to $236.30.
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●
Increase Income Limit for Tax Deferral.  Another fom of tax relief available to property owners under state law is Clause 41A of Section 3, Chapter 59.  This statute allows taxpayers over 65 years old to defer tax payment until they are deceased or the property is transferred.  The statutory income limit for this deferral is $20,000, which may be increased to $40,000 by local legislative action.  I am recommending that the City Council take this action.

●
Transfer of Excess Overlay Balances.  The City is authorized to increase each tax levy by up to five percent as an “overlay” to provide for tax abatements. If abatements are granted in excess of the applicable overlay, the excess is required to be added to the next tax levy or transfers may be made from surplus balances from prior fiscal years. In FY04, the city incurred deficits in the overlay accounts for fiscal years 1988 to 1996, totaling $987,095.  Surplus amounts from overlay accounts from the mid-1980’s have been transferred to cover these negatives. These deficits were created based upon an extensive review of outstanding personal property accounts that are were deemed uncollectible due to business bankruptcies and closures. 

Overall, the City has approximately $20.8 million in overlay accounts with an estimate of potential overlay surpluses of $18.3 million as of June 30, 2003 per the City’s audited statements. It is expected that potential overlay surplus, as June 30, 2004 will not change significantly. However, there are cases pending at the Appellate Tax Board for which the City must have sufficient balances to cover abatements if it loses these cases. However, based upon the overall size of the overlay surplus, I am recommending that the City’s use $1 million of this surplus to decrease the tax levy. Based on the level of the current surplus, the City would continue to use $1 million for this purpose in future years. This conservative approach will allow the City to maintain a sufficient overlay reserve while reducing older overlay balances to help lower the tax levy. This same approach was instituted last year in the use of free cash ($2 million) to reduce the tax levy on annual basis. 
CONCLUSION


As the City Council is aware, by the time the classification vote is taken in the fall of each year, the options for the City are fairly limited.  Failure to approve maximum classification, residential exemption and the doubling of statutory exemptions would result in significantly higher taxes for residential property owners. After the classification vote is taken, the establishment of the tax rate is a fairly simple mathematical calculation: the tax levy required to support the City budget divided by the total assessed valuation equals the tax rate for FY2005.


Overall, continued sound financial management and planning has enabled the City Council to limit the growth of the residential property taxes. In addition, with City Council approval the City will use $3 million in FY05 to lessen the amount to be raised from the property tax levy which translates into a lower property tax burden to the taxpayers of the City. This will be done through the use of $2 million in free cash that was begun last year and the use of $1 million from overlay surpluses beginning this year.  I believe that lessening the tax burden on our taxpayers is a prudent use of our reserve balances that we have created over the years while maintaining our fiscal flexibility and continuing to position Cambridge as a favorable place to live and do business.
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FY2004 was another strong year for the finances of the City: with the excess levy capacity again increasing, actual revenues above projections and increased total assessed values.   These strong financial indicators combined with a Aaa credit rating provides the City with enormous flexibility to respond to many of the needs facing this community that the great majority of our residents expect from the City without sacrificing our fiscal stability and flexibility. By adhering to the proven fiscal policies that have served us so well in the past, we can continue to ensure a stable fiscal future for Cambridge.


Very truly yours,







Robert W. Healy


City Manager
RWH/ceg

Attachment
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