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The Report
in Brief

Several alternatives to the local
general property tax have devel-
oped in recent years. Special taxing
districts, special assessments, tax
increment financing, and most
recently, impact fees are directed
at financing capital costs of devel-
opment or redevelopment.

These revenue sources are limited
to specific purposes and imposed
in customized districts rather than
uniformly across general purpose
governmental units.

Although these sources provide
local units with expanded ability
to provide service to new develop-
ment, their piecemeal and incre-
mental character make them less
visible than the property tax and
create the potential for growth of
"backdoor” taxation.

Introduction

In order to enhance their taxing
capacity and accommodate growth
and development, communities
have adopted funding sources other
than the general property tax to
provide roads, water and sewage
treatment plants, schools, parks,
police and fire service, and other
community facilities. In Indiana,
these finance vehicles are: special
taxing districts, special assessment
districts, tax increment financing,
user connection charges (tap-in-
fees), negotiated developer contribu-
tions (development exactions), and
impact fees. The effect of these
mechanisms is to shift the cost of
new growth from the general
taxpayer to the new resident or
landowner making it possible to
raise revenue without increasing
general taxes.

A relatively new tool available to
localities across the U.S. to finance
development is the impact fee.
Impact fees are intended to finance
off-site improvements associated
with development projects. Local
units.in fourteen states have specific
authority to levy impact fees, while
units in the other twenty-five states
levy the fees under home rule
authority. (Impact fees were the
subject of proposed legislation in the
1990 session of the Indiana General
Assembly.)

Regarded as an innovation, the
impact fee is actually part of a family
of specialized fees and taxes that
have come to be called "designer"
taxes by some because of the tailor-
made character of the districts in
which they are imposed. Some of
these tools, such as special assess-
ments, have a long history: others
are of relatively recent origin. The
purpose of this Fiscal Policy Bulletin
is to describe designer taxes in
Indiana and the issues related to
impact fees.

"Designer" Tax
Districts

Local governments face the chal-
lenge of constructing a wide range
of capital facilities. Deciding how to
finance this infrastructure can be a
complex task. When considering
what resources are available to fund
infrastructure improvements, it is
important to explore all possible
financing alternatives.

The tools used by local government
in Indiana to help finance commer-
cial-industrial and residential devel-
opment are: special taxing districts,
special assessment law, Barrett law
funding, tax increment financing
(TTF) and sales tax increment financ-
ing (STIF), which was enacted in the
1990 session of the General Assem-
bly for the City of Hammond.
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Special Taxing
District

A special taxing district is a limited
purpose unit of government created
to carry out a specific function, with
the right to levy user charges as well
as property taxes. Examples of these
special districts include sewer or
storm drainage facilities, parks,
flood control, redevelopment
districts, and airport authorites.
These districts have the authority to
finance projects by issuing their
own bonds payable from a special
tax levied on all of the taxable
property in each district. Special
taxing districts differ from special
assessment districts in their relative
fiscal and administrative autonomy
from local government. Generally
speaking, they are governed by an
appointed board that is empowered
to perform designated public
functions with little or no oversight
by local governments.

Special taxing districts offer an
opportunity for providing services
in instances where the financial or
administrative capacities of local
governments are constrained. They
can also operate within more logical
geographical boundaries than can
general purpose units of govern-
ment. For example, a flood control
district that intersects several local
governmental boundaries, but
serves all the residents of a particu-
lar floodplain, may be more desir-
able than flood control services
limited to areas within legally
specified political boundaries.

Each year, the special taxing district
board establishes a tax rate on the
taxable property in the district for
the purpose of providing for the
cost of operation, maintenance, and
repair of the infrastructure. The
property within the district is pre-
sumed to be benefited to the extent
of the annual tax. Although the law
specifies that the area is the recipi-

ent of a special benefit, the assess-
ment on the parcel of property in
the designated area is an ad valorem
tax and consequently bears only co-
incidental relationship to benefit.
Each special taxing district has an
express statutory limitation on in-
debtedness.

Special Assessment
District

A special assessment is levied on
property owners for such public
works as pavement improvement,
drainage, parking facilities, and other
capital improvements. Because these
public works often enhance the value
of nearby property, it is deemed
logical to charge part or all of the cost
of the works to the landowners.
Special assessments are derived by a
formula whereas the property tax is
determined by a rate.

They may be levied within a sub-area
of either cities or counties called a
special assessment district. Special
assessment districts are not inde-
pendent of the local unit that created
them; they are a convenient designa-
tion for the group of properties that
receive a specific benefit. In Indiana,
there are three special assessment
options available to local commu-
nites:

Barrett Law

Barrett finance is the primary mecha-
nism by which a city or county in
Indiana may assess individual
property owners for the cost of
public improvements that benefit
their property. For counties, revenues
derived from the assessment are
limited to sanitary sewers and
sanitary sewer tap-ins, sidewalks,
streets, and curbs. For cities, assess-
ments may be levied for sidewalks,
curbs, streets, street lighting, alleys,
and other paved public places.

The local fiscal officer collects and

enforces special assessments. Usu-
ally, local governments give prop-
erty owners the option of paying the
assessment in a lump sum or pledg-
ing payments over time. However,
an assessment of less than one
hundred dollars must be paid in
full. If a property owner elects to
pay the lump sum, the local unit
may elect to borrow the money to
pay for the capital improvements
and use the special assessment
revenues to pay debt services.

Special Improvement District
Redevelopment commissions may
request the legislative body of a unit
to establish a special improvement
district for redevelopment purposes
(see chart). Once the district is
established, the unit may assess
individual property owners. To
date, there is no record of an Indi-
ana municipality using this tool.

Economic Improvement

District

A petition may be filed with the
legislative body of a unit to establish
an economic improvement district.
Once the district is established,
assessments are paid into the eco-
nomic improvement fund which is
under the control of the Economic
Improvement Board. The money in
the fund may be used as specified in
the ordinance establishing the
economic improvement district (see
chart). Unlike special improvement
districts, economic improvement
districts may not issue notes or
bonds. No economic improvement
district has yet been established in
Indiana.

Tax Increment
Financing

Municipal and county governments
have made extensive use of tax
increment financing to provide
infrastructure improvements. Tax
increment financing is intended to:
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1. Strengthen the tax base;

2. Salvage a declining area and
creafte a new economic climate;
and,

3. Improve housing and create new
job opportunities.

The unique feature of this funding
method is that local units capture
the increment in the ad valorem tax
generated by a particular redevelop-
ment project and earmark that reve-
nue for capital improvements. In
effect, the project area generates its
own funding. TIF is not a new tax;
rather TIF is a reallocation of tax
dollars. Affected taxing bodies may
object to TIF on the grounds that the
TIF district will capture taxes which
would otherwise go to them.
However, to the extent that the
captured increment is concentrated
in the TIF district and not available
to be allocated among the other
overlapping taxing jurisdictions, a
redistribution of the local tax
burden occurs to ensure that those
jurisdictions receive the same levy
that they would have if the TIF
district had not been established.

To determine the assessed valuation
of the project area, the redevelop-
ment commission refers to the
assessment date immediately
preceding the effective date of the
allocation provision. This calcula-
tion establishes the "frozen" tax
base. The increment generated from
the taxes levied on the growth in
assessed value of real property in
the TIF district is used by the
redevelopment commission to
subsidize redevelopment activities.
TIF assumes that sufficient growth
in assessed value will occur in the
district and that the tax rate applied
to that anticipated growth will gen-
erate funds sufficient to repay any
outstanding debt. (see chart)

Local agencies may fund improve-
ments from tax increment proceeds
in one of three ways:

1. Pay-as-you-go basis; using tax
increments each year as they are

collected and distributed, or

2. Issuing tax anticipation notes or
bonds in advance of the actual
collection of the tax revenues so
that a larger sum is available for
funding up front, thus accelerat-
ing the redevelopment process, or

3. TIF leasing, in which the locality
establishes a redevelopment au-
thority. This not-for-profit corpo-
ration constructs the infrastruc-
ture and leases the improvement
to the redevelopment commission
which in turn pays the lease with
the TIF revenue. Establishing this
relationship circumvents the
requirements of voter approval
and the constitutional limit on
municipal indebtedness.

Property Tax Replacement
Credits (PTRC) for TIF

Districts

Each year, Indiana taxpayers are
entitled to a property tax replace-
ment credit (PTRC). This annual
credit, as currently calculated,
approximates 15% of average
property tax liability and is paid
from the State's property tax re-
placement fund.

Prior to 1988, when TIF was em-
ployed, the taxpayer was not
entitled to PTRC for that portion of
the tax levied for repayment of
principal and interest on outstand-
ing debt incurred by the TIF district.

This served as a disincentive for
businesses to locate or expand in re-
development areas.

The 1988 Indiana General Assembly
passed PL 38-1988 which allows the
taxpayers in TIF district to take a
credit for that portion of PTRC
which relates to the increase in
property taxes required to pay TIF
district debt service. However, the
additional credit reduces the
amount of proceeds allocated to the
redevelopment district. With the
1988 change in the statute, each
taxpayer in the TIF district was
entitled to an additional credit and
therefore in the same position
whether in or out of an allocation
area. However, the part of the PTRC
attributable to incremental tax
proceeds is derived from local funds
and not from state funds.

Two local TIF districts were not
included in the statutory change.
They are: Courtyards Construction
(Fort Wayne); and Circle Center
Mall (Indianapolis). These districts
were excluded because their respec-
tive redevelopment commissions
had issued bonds or other contrac-
tual obligations payable from allo-
cated tax proceeds of the TIF
district. Pledging that revenue to
taxpayers to refund applicable
PTRC might adversely affect the
interest of the holders of bonds or
other contractual obligations. The

Tax Increment Finance: How Does It Work?
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controversy surrounding the use of
TIF in these two instances deals
with the exclusion of the taxpayer

from receiving the PTRC.

In addition to the locally-created TIF
districts, the Indiana legislature has
created three state TIF districts and

specifically granted state PTRC
credits to them: the I/N Tek Project
(St. Joseph County); GM Project
(Allen County); and the Subaru-
Isuzu Project (Tippecanoe County).
Each of these projects is a qualified
industrial development project.

Sales Tax Increment
Finance

The 1990 General Assembly ap-
proved the use of sales tax incre-
ment financing for a redevelopment
project in the City of Hammond.

"Designer" Tax Districts in Indiana

Special Assessment

Special Taxing Mun. & Co. Special Impr. Economic Impr. Tax Sales Tax Impact Fee
District Barrett Law District District Increment Increment System
Finance Finance
Code Cite "Cite varies” IC36-9-18 IC 36-7-21 IC36-7-22 IC 36-7-14 1C36-7-26 Currently not
see below for other units authorized by
further "1C 36-7-15.1" by Indiana law
explanation Marion County
Adoption City All units except  All units except All units except = All units except ~ Currently
Town Townships Townships Townships Townships limited to
County the city of
Hammond
Approval Legislative Works Legislative Legislative Legislative State Board Under home rule
Body Board Body Body Body of Finance a few communi-
and Legislative ties have imposed
Body, City of impact fee
Hammond systems
Mechanism  Ad valorem tax An assessment An assessment An assessment Incremental Incremental Rate schedule
on all of the on individual on individual on individual increase in increase in established by
taxable property property owners property owners  property owners  property tax sales tax local ordinance
in the district who benefit who benefit who benefit proceeds due  proceeds due
from the public  from the public from the public to an increase  to an increase
improvement improvement improvement in levy in retail activity
Purpose Flood control Sanitary sewers Acquiring Promoting Acquisition  Local public The list below
IC36-9-29 (County) property commercial or construction improvement  reflects current
activity of local public orany use of impact
Parks Sewer tap-ins Constructing, improvements redevelopment fees
IC36-104 (County) improving, Beautification project
reconstructing Recreational
Sewer facility Street lights or renovating Supporting Facility
IC13-3-2 (Gity) one or more business and Sewage Facility
local improvment development Water Facility
Conservancy Street repair as defined by Arterial Roads
Districts (City & County) legislative body Providing Public Safety
1IC13-3-3 security for Landfills
Sidewalks public area Library
Airport Authority  (City & County) Schools
8-22-3 Acquiring, or
Alley maintaining
Storm Water (City) parking
Management facilities
IC8-1.5-5 Curbs
(City & County)
Paved public
places (City)
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Sales tax increment finance (STIF)
provides a municipality with a
means of financing local public
improvements in connection with
retail projects that are expected to
generate a greater amount of sales
tax. STIF works in a fashion similar
to tax increment finance except that
the incremental sales tax is allocated
rather than property tax. As an
incentive, all the new sales tax
generated after the establishment of
the base year may be used to sup-
port the financing of the redevelop-
ment project. In Indiana, this mecha-
nism has been authorized by statute
on two occasions. The City of
Indianapolis was the first to receive
authority (but never utilized the
authorization) and the second is
Hammond.

Essentially, the sales tax, a state
revenue, is diverted to local use
under this approach. Historically,
the retail sales tax has been consid-
ered a state revenue. With the
addition of sales tax increment
financing, the state has altered this
policy. To the extent that local units
are able to use the retail sales tax, a
new direction in local taxation is
being taken.

Impact Fees

An impact fee is a fee charged to
developers to cover, in whole or in
part, the anticipated cost of improve-
ments that will be necessary as a
result of the development (Govern-
ment Finance Officers Association,
1988). The actual dollar amount is
calculated in such a way as to
represent the anticipated additional
costs to local govrnment for provid-
ing increased services to the devel-
oping area. Typically, they are paid
at the time an area is being devel-
oped. The imposed fee helps the
local government pay for the off-site
capital facilities and augmented
public services necessitated by new
development, such as recreational

facilities, sewage and water facilities,
arterial roads, public safety,
landfills, libraries, and schools.

This type of fee is separate and
distinct from charges that develop-
ers pay, by law or ordinance, for
capital improvements within the de-
velopment site necessary for permit
approval. There is also a distinction
between impact fees and negotiated
exactions, which are the result of
bargaining between municipalities
and developers on a project-by-
project basis over specific improve-
ments which are immediately off-
site, such as traffic lights, turning
lanes, and sewer line extensions. The
amount and type of contribution
varies with each project and can take
the form of cash payments, in-kind
contributions, or both.

In Indiana, developers and local
government officials agree that there
should be enabling legislation to
ensure that impact fees are imposed
in a uniform manner throughout the
state. Local governments desire such

legislation to confirm their authority
to impose impact fees. Developers
hope that state-wide enabling
legislation would reduce the uncer-
tainty they face when determining
the economic feasibility of a devel-
opment. Many impact fee programs
have been subject to legal challenge
by home builders and developers
principally on the basis of whether
the local government has the author-
ity to levy the fee, and whether the
fee is in fact a fee or a tax. Authority
to levy the fee is generally not in
question when state statute explic-
itly permits the use of impact fees.

According to a recent report issued
by the Government Finance Officers
Association, impact faxes are another
means of assessing new develop-
ment. Impact taxes are defined as
taxes imposed on particular use of or
power over property. An impact tax
is considered a general revenue
source of the local government, not
subject to the same legal restrictions
placed upon the use of impact fees.

- Pros

1. Potential to reduce the growth-
induced pressure on commu-
nity-capital resources.

2. Allows localities to manage
growth more effectively.

3. Enhances local tax base.

4. Proper impact fee procedure
requires improved planning
which should result in better
infrastructure planning.

Pros and Cons of Impact Fees

1. The fees are absorbed by the

Cons

developers in the form of
lowered profit.
or

2. The fees are passed along by
the builders to consumers in the
form of a higher sales or rental
price.

3. Since developers profit may be
reduced, the amount that they
are willing to pay for land will
drop.

4. Impact fee systems are complex
and require planning agencies
to have adequate technical ex-
pertise.
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Summary of State Enabling Impact Fee Legislation

®
Conclusion
State Effective = Who May Types of Refund? .
. Pressures on the limited revenue-
Date Assess Improvements  Requirement o i
raising capabilities of local govern-
Arizona 1982 Limited? Necessary public service None ment have engendered an assort-
ment of alternative means of financ-
California 1989 General' Public facilities, Yes ing public improvements and
Public services g S ial taxi district
and community services. Special taxing districts,
ammenities special assessments, tax increment
) finance, sales tax increment finance,
Florida 1975 General G‘:i‘gg‘;dint;);itfﬂ Yes and impact fees have developed
outside the bounds of conventional
Georgia 1990 General Public works, public Yes funding techniques. Moreover, three
facilities forms of local option income taxes
Dinois 1989 Limited Road improvements Yes are available to local units to supple-

ment property tax revenues. The pro-
Maine 1989 General Infrastructure facilities Yes liferation of income taxes and
designer taxes contributes to the
diversification of the local revenue
structure and gives local jurisdictions
Nevada 1989 General Public works projects Yes greater autonomy in reaching
solutions to specific problems.

Maryland 1986 Limited Public schools, public works None
and transportation facilities

Oregon 1991 General Public works projects None
Tennessee 1988 General Public works projects Yes By the same token, the use of these
T 987 General Caital options by local jurisdictions can be
exas 1 ner pital improvements Yes viewed as a means of avoiding the
Vermont 1989 General Any physcial improvement Yes limits placed by Indiana law on the
general property tax as well as a
Virginia 1990 Limited Road improvements Yes means of "backdoor" taxation. Their
Washington 1988 General Transportation Yes incremental and pleceme_al. nature
1990 General Expanded to include public Yes tend to make them less visible than
streets, roadg and fire the property tax. Yet, their revenue-
protection raising potential is considerable and
! = General Application Source: Governmental Finance Officers Association they can contribute a significant

2 = Limited to certain local units
3 = Fees must be collected and spent in a reasonable period
of time or developer is elligible to receive a refund.

amount to the local tax burden.
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