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A note about this book

PART | — SUMMARY REPORT

This section contains the District of Columbia Tax Revision Commission’s recom-
mendations for changes to District taxes and other revenues. This text was previ-
ously printed in June 1998 as a separate book; it is reprinted here in its entirety.

PART Il — CONSULTANTS' REPORTS

This section contains 17 research papers and studies from independent consultants
commissioned by the District of Columbia Tax Revision Commission. The Tax
Revision Commission has made every effort to ensure the completeness and accuracy
of these materials, but the findings are those of the consultants.



Preface

This is the full report of the District of Columbia Tax Revision Commission. It
includes the Commission’s summary report submitted to the Council of the
District of Columbia on June 2, 1998, and the papers prepared for the
Commission by its consultants.

The Commission was created by an act of the District Council in June 1996. At
that time, the District was recovering from a depressed economy, was continuing to
lose population, and had a government that had been near insolvency. The presi-
dent and Congress addressed some of these problems by creating the District of
Columbia Financial Responsibility and Management Assistance Authority in 1995
to oversee District budgets and ensure that management was improved. Although
the Authority was given broad oversight responsibility and powers, it was not
specifically directed to investigate the District’s tax structure.

The District Council and mayor, recognizing that any comprehensive solution
to the District’s problems would require an overhaul of revenue systems, created the
Commission and charged it with carrying out a comprehensive review of District
taxes and revenues. The legislation asked that the Commission consider an interim
report with emergency recommendations within 90 days of its appointment
because of the urgency of the problems. The Commission began work in
September 1996 and quickly determined that it was not feasible or necessary to
make immediate changes in the revenue structure. Instead, the Commission decided
it should concentrate its attention on the underlying problems of the District’s
economy and tax structure and on making comprehensive recommendations.

Commission preparations

To familiarize itself with issues of concern to residents, the Commission held three
public hearings in December 1996. The Commission also reviewed the work of a
1977 District tax revision commission. To learn how other commissions had per-
formed their work, the Commission reviewed a report by the Finance Project, Toward
State Tax Reform: Lessons From State Tax Studies, and met with Robert Linowes, who
was chairman of a Maryland tax study commission, and Henry Coleman, who was
executive director of a New Jersey tax study commission. The Commission also autho-
rized a contract with the Greater Washington Research Center to provide staff support.

At the start of its work, the Commission agreed that it should establish guide-
lines for its deliberations. After considerable discussion, the Commission agreed on
the characteristics of a good revenue system and the criteria that it would use to
guide its deliberations. The overall goal was to design a revenue system that would:
1) raise adequate revenues, 2) be equitable to residents and businesses, 3) be simple
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for taxpayers to understand and for the District to administer, and 4) make it desir-
able for residents and businesses to locate and stay in the District.

The Commission determined that it would not involve itself in tax legislation
then being considered by the District Council. To do so would have involved it in
the political process and inhibited its ability to view the tax system in a comprehen-
sive fashion. The Commission also determined to make recommendations that
could be implemented by the District government, without the need for federal
action. However, it also agreed to consider making separate recommendations to
the federal government in cases where the federal government held the power to
implement Commission recommendations.

The Commission considered and approved a research agenda that would be neces-
sary to inform the Commission and permit it to reach conclusions based on sound
data and expert advice. It decided that until it had the benefit of all the research, it
would not make final decisions on specific recommendations. A high priority on the
agenda was consideration of whether the tax structure was responsible for the loss of
population and employment in the 1990s. There was also concern about the role of
the federal government, both as it related to the District’s problems in the past and
how the changes occurring in that relationship would affect the District in the future.

With guidance from the Commission, the staff developed a twofold approach to
research. First, each major tax available for use by the District would be examined
by a consultant with specialized knowledge about the tax. The consultants were
asked to examine the individual taxes for equity, simplicity, revenue productivity,
and stability. They were also asked to compare the District’s taxes to those of other
jurisdictions, consider the effects of the taxes on the District’s economy, and recom-
mend alternatives that could improve the taxes. A consultant’s report on the equity
of the total tax system, as viewed by its incidence on individuals, was based first on
the present system and again on the Commission’s recommendations.

The second component of the research agenda was to conduct studies examining
the economy and population of the District and how the tax structure affected
them. These studies were important not only because they clarified some of the
issues that the Commission needed to address, but also because they highlighted
how little we know about some important developments occurring in the District,
such as the reasons for the population loss.

The consultants reports

The consultants’ reports, which make up Part 11, provide background data and
information and create a rich picture of the District’s revenue sources and the forces
that influence them.
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Some of the consultants’ reports address particular taxes: Chapters E, H, and |
of Part 11 each discuss one of the “big three” taxes — real property, sales, and per-
sonal income taxes — that together produce more than 80 percent of the District’s
tax revenue. Under the Commission’s recommendations, the franchise taxes on
incorporated and unincorporated businesses (Chapter J), along with the personal
property tax (Chapter F), would be replaced with a single business activities tax.
What historically have been termed “utility taxes,” taxes on telecommunications
and electricity and natural gas, are more important for the District’s revenue than
for most cities or states. The markets for these services are changing rapidly, and
these industries are the subjects of Chapters K and L.

The Council’s charge to the Commission required that it consider the implica-
tions of a graded property tax (Chapter G). Other revenue issues the Commission
wished to consider were the role of nontax revenues and earmarking revenues.
These issues are discussed in Chapters M and N.

While the Commission’s work was under way, the Congress passed legislation
that provides significant new federal tax incentives for the District of Columbia.
These incentives may have significant effects on the District economy and are the
subject of Chapter D.

Discussions of the demographic situation, the relative economic performance,
and the role of taxes in the changes that are occurring provide a unique portrait of
the District (Chapters A, B, and C). Several of the consultants’ reports provide dif-
ferent glimpses of the same issue, but do not conclusively answer questions or even
totally agree. However, their different perspectives helped the Commission under-
stand the issues.

What we learned

The District is a unique government. It is unlike any state or local government in
its structures and powers, and it is subject to special rules established by the federal
government. In addition, the District is adjoined by suburbs in Maryland and
Virginia that have a total population of about seven times that of the District.
Because of these conditions, the Commission had to be especially attentive to the
design of a tax system that met arbitrary rules contained in the federal law that
established self-rule for the District and that prohibit it from using some potentially
productive taxes, while maintaining a competitive relationship with the suburbs
and raising sufficient revenues to meet service needs.

The Commission learned that District taxes are higher than those in neighbor-
ing jurisdictions, but they have not been responsible for population losses and have
caused employment losses only in a few narrow instances. What the Commission
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did find was that the District has a very complex and confusing tax system that
taxes some businesses and residents heavily and others very lightly, if at all. While
the consultants could show the way conceptually both to simplify taxes and make
them more equitable, the Commission had to deal with three practical constraints:

e The first, and perhaps most troubling, was the inability to directly tax its
largest “business,” the federal government and related international organiza-
tions, and the federal prohibition on taxing nonresident incomes, either
directly or indirectly.

e Second was the heavy loss of revenue that would be incurred if inequities
were resolved by decreasing taxes on higher paying businesses and individuals.

e Third was the proximity of Maryland and Virginia that meant both businesses
and residents could easily escape District taxes. That caused potential problems
of tax administration and enforcement.

Despite these constraints, the Commission found that it could substitute one
broad-based, low-rate business tax for four existing taxes, thereby providing both
simplification and improved fairness. In shaping its proposal, the Commission took
into account the findings from the research it commissioned. For example, Mark,
McGuire, and Papke identified the personal property tax as having a negative effect
on job growth (Chapter C); under the Commission’s proposal, that tax would be
eliminated.

The Commission also found a way to relieve a great deal of complexity in the
property tax and various relief measures associated with it, while at the same time
improving equity. As Bowman shows, the District’s taxation of real property is more
complex than it needs to be (Chapter E). More could be done, but the potential
revenue loss and the Commission’s commitment to proposing a reformed system
that would raise as much as the current one precluded entirely resolving the
inequities in property taxation.

Reaching conclusions

The Commission reviewed the results of consultant and staff research at 14 meetings.
These meetings consisted of presentations followed by a discussion of the findings
and options available to the Commission. The Commission concluded its work by
holding three working meetings at which it formulated its recommendations and
reviewed the contents of its summary final report supporting those recommendations.
While there generally was consensus on the contents of the report, all members were
free to dissent or add additional views; four members did so.
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The recommendations of the Commission will not all be enacted immediately,
nor exactly as proposed, but they provide a framework for good taxation that cannot
be ignored. The Commission was composed of a diverse group of citizens who
brought sound and thoughtful deliberation to an important aspect of the District’s
future. These deliberations were supported by extensive research and guided by sound
principles. Policymakers will do well to consider carefully these recommendations.

Philip M. Dearborn
Executive Director
District of Columbia Tax Revision Commission
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The District of Columbia Tax Revision Commission
1755 Massachusetts Avenue, NW, Suite 550
Wiashington, DC 20036

June 2, 1998

The Honorable Marion Barry, Jr., Mayor
Government of the District of Columbia
Wiashington, DC 20001

The Honorable Linda W. Cropp
Chairman, Council of the District of Columbia

Dear Mayor Barry and Chairman Cropp:

On behalf of the District of Columbia Tax Revision
Commission, | am pleased to submit this summary report, Taxing
Simply, Taxing Fairly. This report, which fulfills the mandate to the
Commission as laid out in the Tax Revision Commission Act of
1996, recommends fundamental change in the District of
Columbia’s fiscal arrangements.

In reaching its recommendations, the Commission was guided
by a straightforward set of principles. The District’s tax system is an
expression of community relationships between individuals and
between the people and their government. That system should be
easy to understand and manage, it should be fair to residents and
businesses alike, and it should allow the District to create jobs and
attract and retain residents. A review of the major recommenda-
tions shows how they are tailored to fit these principles.

If the District is to create a public sector climate favorable to job
development, it must have a tax system that can generate revenues
from businesses in a fair and neutral manner and simplify a very
complex and capricious structure. It also should reflect benefits
received. Accordingly, the recommended business activities tax is a
revenue neutral replacement for four existing business taxes. The
proposed business activities tax also is accompanied by a recom-
mendation for a strategy to dramatically reduce commercial real
property taxes.



The Commission also recommends making residential property
taxes simpler and more equitable by making rates uniform for all
residents and providing tax relief with a single program based on
ability to pay. Accordingly, the owner-occupied rate and the rate on
rental properties should be consolidated into one rate; and the
existing ad hoc set of direct property tax relief programs should be
consolidated into a single program directed to those who most
need financial help to pay their taxes.

The Commission also recommends that residents calculate their
District income tax liability using the taxable income amount from
their federal tax returns. This change will greatly simplify the
process of calculating tax liability, provide more generous standard
deduction and personal exemption amounts that are indexed to
inflation, and allow several thousand residents to stop filing tax
returns.

Other recommendations propose taxing sales of tangible prod-
ucts to District residents the same regardless of whether they are
sold remotely or by District-based businesses; taxing all equivalent
utility services at the same rate; returning to annual assessments at
an early date; and not adopting a split-rate property tax at this
time.

As with any tax reform policy, individuals are going to find some
points for legitimate disagreement. This is particularly true with
recommendations such as these that change the distribution of
taxes in important ways. While the Commission is confident of the
merits of its recommendations, it recognizes that the next step is to
have learned and open discussion of the issues. In a democracy,
people must understand the changes that are proposed and weigh
the pros and cons. As you proceed with this process, the members
of the Commission will work with you in creating such an under-
standing and discussion.

Respectfully submitted,

Robert D. Ebel
Chair
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About the D.C. Tax Revision
Commission

Creation of the D.C. Tax Revision Commission

The mayor and the District Council created the D.C. Tax
Revision Commission in 1996 to recommend comprehensive
changes in District taxes and other revenues. The law establish-
ing the Commission, the “Tax Revision Commission
Establishment Act of 1996,” was effective June 13, 1996. The
Commission is composed of 20 members, nine appointed by
the mayor, nine members plus a chair appointed by the District
Council, and an ex-officio member from the Office of Tax and
Revenue. It began deliberations in September 1996 and has held
19 meetings, all of them open to the public. The Commission
also held three public hearings at the beginning of its work.
The law creating the Commission assigned six duties:

1. To analyze the District’s current tax system in terms of rev-
enue productivity and stability, efficiency, equity, simplicity
of administration, and effect upon the District’s economy;

2. To propose innovative solutions for meeting the District’s
projected revenue needs while exploring possibilities for
reducing general rates;

3. To identify economic activities that are either beneficial or
detrimental to the District’s economy and that should be
either encouraged or discouraged through tax policy;

4. To recommend changes in the District’s current tax poli-
cies and laws;

vi



5. To establish criteria and a conceptual framework for evalu-

ating current and future taxes; and

6. To conduct an analysis of a split-rate approach to real

property taxation together with a recommendation as to
how it could be structured with minimal effect on the
average payer’s taxes.

A small staff and several expert consultants performed the
Commission’s work. Completing this work will cost about
$900,000. This amount includes a $50,000 grant from the
Department of Housing and Urban Development for the
Commission’s studies of the District economy, with the balance
coming from the District government.
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Process, criteria, and conceptual framework

Research for the Commission was carried out by both its staff
and outside experts. Eighteen separate reports and analyses were
presented at the Commission’s meetings. The reports examine
the District economy, each of the major taxes, and the federal
relationship with the District. (See Appendix A for a list of the
researchers and their reports.) This Summary Report from the
Commission contains a summary of the research findings and
the Commission’s recommendations. A full report of the
Commission’s work and research will follow at a later date.

At the start of its work, the Commission agreed upon the
characteristics of a good revenue system and used these criteria
to guide its actions. The six general characteristics are summa-
rized below. See Appendix B for the entire Criteria and
Conceptual Framework, which guided the Commission’s work.

1. The tax system must be fair in apportioning tax burdens
and consistent in its application.

2. The tax system must be easy for taxpayers to understand.

3. The tax rates and tax structure must be perceived by
District businesses and individual taxpayers as a reasonable
cost of locating in the District.

4. The revenue system should have as its primary purpose
raising revenues from the city’s overall wealth base to sup-
port required basic services.

5. The District government must have the ability to administer
and enforce all parts of the recommended revenue system.

6. The District’s revenue system must be viewed in conjunc-
tion with the federal revenue system.



Summary of
Recommendations

BusiINEss TAXES
= Abolish the four existing business taxes: corporate income,
unincorporated business, tangible personal property, and
professional license fee (page 42).

= Enact a broad-based general business activities tax on value
added (compensation, interest, and dividends) at a rate of
1.50 percent. This tax will replace the four existing busi-
ness taxes and raise an equal amount of revenue (page 50).

PERSONAL INCOME TAXES
= Use federal net taxable income to calculate personal
income tax obligations, and enact a new revenue-neutral
tax rate schedule (page 63).

REAL PROPERTY TAXES
= Repeal the four existing property tax relief measures: the
$288 homestead exemption, senior citizen exemption,
general circuit breaker, and elderly and disabled circuit

breaker (page 71).

= Enact a new circuit breaker that replaces the four existing
property tax relief measures and provides the equivalent
amount of total property tax relief (page 71).

= Consolidate the five real property tax rates to two by (1)
reducing the rental residential rate to the owner-occupied
rate and creating a single residential rate of 0.96 percent
(page 71); and (2) combining the other three rates to a
single commercial rate. Limit the commercial rate to no
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more than twice the residential rate (page 59). The
$89 million required to accomplish this recommendation
is not currently available.

= Do not impose a split-rate property tax (one with higher
rates on land than on improvements) at this time (page 107).

= At an early date, return to annual assessment for all prop-
erties (page 103).

= Repeal the special statutory treatment of cooperatives and
assess them on a fair market value basis (page 105).

= Reform assessment practices by (1) using all qualifying
sales to calculate ratios and coefficients of dispersion; (2)
reporting both the old and new methods of computation;
(3) calculating and publishing price-related differentials in
assessment ratios; and (4) not increasing assessments by a
uniform multiplier (page 106).

= The Commission considered and rejected a proposal to
require exempt nonprofit organizations to pay property
taxes (page 97).

TAXING SALES OF GOODS AND SERVICES
= The Commission considered and rejected proposals to
broaden the sales tax base by adding additional services or
taxing food for home consumption. The Commission also
considered and rejected proposals to make purchases by all
nonprofit organizations subject to the sales tax and to elim-
inate the sales tax on Internet access charges (page 91).

= For purchases over the Internet, (1) treat electronic pres-
ence similarly to physical presence for determining
whether the sale of a product is subject to the applicable
sales tax; (2) do not determine a sale’s tax status based on
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the means of the sale; (3) apply the tax on the basis of the
destination of the sale; and (4) tax sales at the point of
final use (page 96).

= Enforce collection of sales tax on goods sold by federal
entities and nonprofit organizations to nonexempt pur-
chasers (page 95).

= Exempt manufacturing equipment from the sales tax to
prevent tax pyramiding (page 94).

UTILITY SERVICES TAXES
= Tax all functionally equivalent utility services at the 10 per-
cent gross sales rate by (1) changing the statutory definition
of “public utility services” in the D.C. Code to an enumera-
tion of services taxed; and (2) requiring providers to con-
cede nexus as a condition of market entry (page 101).

= The Commission considered and rejected a proposal to tax
prepaid phone card use the same as long distance calls that
are billed (page 103).

RECOMMENDATIONS TO THE FEDERAL GOVERNMENT
= Lift the ban on the District’s ability to tax nonresidents’
income (page 80).

= Make an annual payment in lieu of property taxes to be
used to reduce the District commercial property tax rate

(page 80).
= Adopt a formula federal payment (page 81).
= Ensure that the District is compensated for Government

Sponsored Enterprises’ federal exemption from District
business taxes (page 83).
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OTHER RECOMMENDATIONS
= Reduce or eliminate earmarking of taxes where legally pos-
sible, and discourage future earmarking (page 108).

= Subject transactions involving cooperative housing units to
recordation and transfer taxes (page 109).

= The Commission considered and rejected a proposal to
subject nonprofit organizations to recordation and transfer
taxes (page 97).

SUPERSEDED RECOMMENDATIONS

The Commission was prepared to recommend additional
changes. Each of these, however, has been rendered moot by one
of the broader recommendations for change.

= Eliminate the notch problem of penalizing tax filers with
incomes that are one dollar higher than the eligibility
amount for the low income tax credit. This recommenda-
tion is superseded by the Commission’s recommendation
to use federal net taxable income to calculate personal
income taxes, which eliminates the need for the low
income tax credit (page 110).

= Correct the unrealistic depreciation schedules used for cal-
culating taxable values for the personal property tax, par-
ticularly those for computer equipment. This recommen-
dation is superseded by the Commission’s recommenda-
tion to repeal the personal property tax (page 111).

= Make treatment of net operating losses in calculating cor-
porate income tax conform with federal law. This recom-
mendation is superseded by the Commission’s recommen-
dation to repeal the corporate income tax (page 111).









Introduction: A Time to
Embrace Change

The District of Columbia is beginning to recover from a sub-
stantial financial and administrative crisis. Real progress will
depend on changing course, not making minor adjustments and
then reverting to business as usual. In short, this city must
embrace change.

Members of the D.C. Tax Revision Commission welcome the
opportunity to bring a fresh perspective to long-standing tax
practices. Commission members believe the tax system is an
expression of a relationship between the people and their gov-
ernment. Building on that public trust, the Commission devised
strategies to ensure that the fiscal system serves the city well.
The result is a range of recommendations: wholesale change for
some elements, slight revisions for others, and no changes at all
for those parts of the existing system that function effectively.

All decisions were guided by a straightforward set of princi-
ples: The District’s tax system should be easy to understand
and manage, it should be fair to both residents and businesses,
and it should allow the District to attract — and retain —
both businesses and residents.

In recent years, the tax and revenue system has developed in a
piecemeal fashion as the government took small actions in
response to specific concerns. The resulting tax system is bur-
densome and repetitive and would require reform even if the
District had no visible economic problems. Moreover, in the 20
years since the last comprehensive review of the District tax
code, the city’s economic, demographic, intergovernmental, and
political circumstances have changed dramatically. It is time to
make the tax code fairer and simpler.
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Commission members recognize that the District’s problems
have many causes unrelated to taxes, and that changes to the tax
structure — no matter how significant — are only part of the
solution; expenditures, management, and other issues also must
be addressed. The recommendations in this report will help the
District build on its progress and maximize its strengths.
Implementing some of the recommendations may be challeng-
ing because they will substantially change the existing system
and inevitably cause some redistribution of taxpayer burdens.
Nevertheless, the Commission believes it is essential to make
changes to improve the District’s overall economy and thereby
maintain, and advance, the city’s recently improved, but still
fragile financial health.









1. Background

Before considering specific recommendations, the Commission
examined the District’s economy, government finances, and tax
structure. This chapter reviews its findings in these areas.

The chapter begins with a summary of the District’s recent
economic crisis and its current improved economic outlook.
This review of the local economy also includes an analysis of
the District’s population decline and the Commission’s
analysis of how taxes relate to the changes in the economy
and population.

The discussion then moves to the Commission’s examination
of government finances, including an analysis of the events that
led to the financial crisis of the mid-1990s and current finan-
cial prospects.

The analysis continues with a review of the current District
revenue structure and rates and an analysis of the unique and
distorting role the federal government has played in their devel-
opment. This section concludes by making the case for simplify-
ing the tax structure.

The economy

EcoNoMiIc cRrisIS
In the early 1990s, the nation’s capital was rocked by a
depressed economy, severe population loss, and a government
near insolvency.

From 1990 to 1996, employment in the District declined
from 687,900 to 623,000. From 1989 to 1995, unemployment
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D.C. Population, 1900-1996
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rose from 5 percent to 9 percent, and commercial real estate val-
ues plummeted. In the 1990s, the District’s population contin-
ued to decline as it had since the 1960s (Figure 1). From 1990
to 1996, the District lost 65,100 residents, or 10.7 percent of its
population. Income tax filers decreased by 62,000 from 1989 to
1996. The District incurred an accumulated deficit that exceed-
ed $500 million by 1996.

The District also was severely affected by federal agency
reductions in payrolls and the District’s own reductions in
spending. The steep decline in federal government employment
that began in 1993 contributed to the District’s decline in



Background

Changes in Federal Employmentin D.C.
1990-1998
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employment (Figure 2). The rate of both resident and nonresi-
dent earnings growth also slowed in the 1990s (Figure 3).

POTENTIAL FOR ECONOMIC RECOVERY

In coming years, the District economy should resume a positive
growth rate as downsizing in the federal government reaches an
end and other new initiatives are put into place.

The federal Tax Relief Act of 1997 provides $1.2 billion in tax
incentives over the next five years for businesses and residents
(Appendix C). President Clinton has proposed $50 million in the
1999 budget to launch a new District economic development
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corporation. In addition, the Commission’s recommendations can
lead to a fairer tax system that enhances tax certainty, stability, and
economic efficiency and improves the District’s ability to compete
with neighboring jurisdictions. A solvent District government,
the federal tax incentives, a new federally funded economic devel-
opment corporation, and the tax restructuring proposed in this
report all bode well for the image and future of the city.

A hopeful sign that improvement has started is a robust
7.0 percent growth in private sector earnings in the second
quarter of 1997, as compared with the same quarter in 1996.
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Percent Change in Federal Spending
by Sub-State Area
1996-1997 Federal Fiscal Years

District Suburban  Northern
Type of Columbia  Maryland  Virginia  Total
Grants 8.9% 18.1% 16.6% 11.8%
Salaries/Wages 2.6 2.1 -3.7 0.8
Payments to Individuals 1.1 13.9 18.2 14.3
Procurement -8.7 2.1 111 4.5
Total 1.9 6.8 8.8 5.6

Source: Consolidated Federal Funds Report, U.S. Bureau of the Census,
1996 and 1997.

This increase in the District almost matched Virginia’s 7.1 per-
cent growth rate and exceeded both Maryland’s 6.8 percent rate
and the national 6.1 percent rate.

The District’s fiscal year 1997 budget surplus, based in part
on a healthy 4.1 percent growth in revenues, adds to the hope
that improvement is underway.

This improvement, however, depends in part on whether the
federal government stabilizes its activity in the District; recent
figures show that the federal government continues to be a drag
on the local economy. For example, the District’s overall earning
increase for the year ending in the second quarter of 1997 was a
low 3.8 percent — despite private sector growth — because of a
0.3 percent drop in government earnings in the District. Also in
1997, federal government’s procurement spending in the
District declined while federal procurement spending in the
suburbs increased (Figure 4).
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THE DISTRICT'S POPULATION LOSS: A MAJOR CONCERN OF THE 1990s
The Commission focused special attention on population loss
because of the resulting lost personal income taxes. As only resi-
dents pay personal income taxes, population losses can cause a
significant decrease in revenues. Loss of households, moreover, is
potentially more damaging than simple loss of population;
households represent a taxpaying unit that contributes both
property taxes and income taxes.

While the District has been losing population since the
1950s, the loss is attributable primarily to smaller family size
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rather than fewer households; family size decreased from an
average 3.19 in 1950 to 2.27 in 1990. The number of house-
holds declined slightly in the 1970s and 1980s, but overall
from 1950 to 1990, population declined 24 percent and
households increased 11 percent. From 1990 to 1996, howev-
er, the District lost 17,200 households in addition to losing
population (Figure 5).

In considering changes in households, it is important to rec-
ognize that the loss is a net difference between those moving
into the city and those moving out. When the Commission
examined migration patterns in the Washington area, it found
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Change in D.C. Household Size Categories
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that most people who left the District went to the Maryland
suburbs, but that a large number of people also moved into the
District from those same suburbs (Figure 6).

The number of households also changes because of the
merging or division of households that remain in the city. For
example, between 1990 and 1996, there was almost a 10 per-
cent drop in one-person households, two-person households
increased about 6 percent, and all other household sizes
declined (Figure 7). It seems likely that a number of the lost
one-person households simply became two-person house-
holds. The Commission can only speculate about the reasons
for these changes.
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Poor households, whose members are not major taxpayers,
account for a large proportion of the District’s decline in num-
ber of households. Between 1990 and 1996, the District lost
23,800 households with incomes under $15,000, which is
more than 40 percent of the households in that bracket in
1990. Middle- and high-income households — those with
incomes between $25,000 and $50,000 and those with
incomes greater than $100,000 — increased over the same
period (Figure 8).

An analysis of who paid personal income tax between 1989
and 1995 shows a similar pattern. During that period, the
District lost 37,150 or 35 percent of taxpayers who earned less
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than $15,000. While many of the low-income households may
have left the District, it also is likely that many of them moved
into higher classes of household income.

The decrease in households from 1990 to 1996 resulted in a
net decline of 17,400 children, or a 15 percent reduction to
96,800. The percentage loss of children was only slightly greater
than the overall 11 percent drop in population. While many
speculate that the District’s population loss is attributable to its
bad schools, 68 percent of those households that moved to
Washington’s suburbs had no children.

THE ROLE OF TAXES IN THE DISTRICT'S ECONOMIC DECLINE
AND LOSS OF POPULATION

A critical component of the Commission’s work was examining
changes in the District’s economy and identifying the reasons
for those changes. Of particular importance is whether taxes
caused the deterioration in employment and population and
the accompanying poor revenue performance of the 1990s and
whether reductions in tax rates would improve the outlook for
the future.

The Commission explored the effect of taxes on popula-
tion, employment, retail sales, and property values. Its con-
clusion: Taxes may have had some adverse effects on individ-
ual business decisions, but the evidence in recent years points
to nontax reasons for the District’s lagging economy.
Therefore, while this report identifies some taxes that should
be eliminated or reduced to improve the District’s economy,
the Commission does not believe that such reductions should
be made at the expense of vital services needed to keep the
District attractive to residents. Specific conclusions for each
of the four areas — population, employment, retail sales, and
property values — follow.
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Population

The Commission examined population change across the
Washington metropolitan area from 1969 to 1994 using
middle-income taxpayers as a representative population. The
Commission did not discern any change caused by the income
tax rate, the residential property tax rate, or the general sales tax
rate. (Other taxes borne by households, such as the gross
receipts tax on utility services or the selective sales tax rates were
not included in the study.)

The principal population decline was in low-income
households, which are least affected by income taxes. In addi-
tion, the only class of households that grew between 1990
and 1996 — middle-income households — should be the
most sensitive to income tax rates. Studies of where house-
holds moved provide additional evidence: Income tax filers
who left the District for the suburbs between 1989 and 1996
went overwhelmingly to Maryland and not to Virginia,
despite the lower income tax rate in Virginia and comparable
tax levels in Maryland.

The Commission concluded that while the reason for loss of
population in the 1990s cannot be clearly identified, there is no
evidence that suggests tax policies were to blame. The loss of
population, moreover, was not accompanied by a substantial
loss in related tax revenues. The District lost $60 million in
annual revenue over five years due to population decline, and
this loss equals only 2.3 percent of the District’s 1996 local rev-
enues. The $60 million results from lost income tax and sales
tax revenues. Income tax revenues would have been $39 million
higher over the five-year period if every District resident who
paid taxes in 1989 stayed in the District through 1995. Sales tax
revenues would have been $21 million higher had the number
of households not declined.
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Employment

Looking at taxes on businesses, the Commission found statis-
tical evidence that the business personal property tax had a
significant negative effect on job growth. The sales tax may
have had negative effects on employment growth. The sales
tax appears to influence employment growth in the services
sector, and the personal property tax affects the retail trade
and construction sector. In the service sector, a 1 percentage
point decrease in the sales tax, which would reduce District
revenues by $50 million, was estimated to increase the service
employment growth rate by 4.0 percentage points in the fol-
lowing year. A 1 percentage point decrease in the personal
property tax rate (currently 3.4 percent in the District) would
increase growth in retail employment by 2.6 percentage
points in the following year and decrease District revenues by
$18 million.

The Commission’s analysis did not determine the effects of
the higher commercial property tax and corporate income tax
rates. Another study, published by the Brookings Institution,
found that the difference in the commercial property tax rate
between the District and surrounding jurisdictions may have
had a negative effect on the District’s share of the region’s
employment. In the study, a $0.10 decrease in the commercial
property tax, currently $2.15 per $100 of assessed value, was
estimated to lead to 7,000 more jobs in the District within
five years.

Retail sales

The Commission is concerned about the decline in the
District’s retail activity and considered whether the sales tax
rate played a role in that decline. There has been a dramatic,
consistent decline in the District’s share of retail sales in the
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metropolitan area. The District’s share of regional retail
employment declined from 34.1 percent in 1969 to 14.4 per-
cent in 1994. From 1982 to 1992, retail sales fell from 16.1
percent to 11.9 percent in 1992. The decline in sales affects all
types of retailing, but is less pronounced in eating and drinking
establishments, gas stations, and drug stores. Retail employ-
ment relative to population is lower in the District than it is in
the rest of the region.

Key questions are whether the District sales tax rates caused
the large declines in sales and retail employment and whether
lower tax rates would reverse the pattern. The Commission con-
cluded that the District’s loss of population better explains the
trend in retail employment than do differentials in sales tax
rates, although one study suggests that a 1 percentage point
decrease in the rate might produce a 4 percentage point increase
in the growth rate of employment in the retail sector in the fol-
lowing year.

The analysis does not indicate whether the trend of retail
activity moving out of the District to the suburbs can be
reversed by lowering tax rates. However, shopping habits are
formed over many years, and it is unlikely that more favorable
tax rates would have an immediate, noticeable effect on the
location of retail activity.

Property values

The sharp decline in assessed value of land and buildings in
the 1990s appeared to be attributable to national and regional
declines in property values and not to District tax policies. For
example, in 1995, the District’s worst property-tax year of the
1990s, the city’s property tax base declined 6.7 percent. Fairfax
County experienced an even higher 8.5 percent decline in 1994,
its worst year (Figure 9).
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Government finances

EFFECTS OF THE ECONOMY ON DISTRICT FINANCES

The District’s declining economy had a dramatic effect on
District tax revenues. From 1991 to 1996, revenues from real
estate property taxes decreased more than 22 percent, from
$802 million to $624 million. Taxable values of commercial real
estate, which peaked at $27.9 billion in 1992, dropped
30 percent to $19.4 billion over the next five years. Residential
property values remained virtually unchanged from 1991 to
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1995, and began an upward movement only in 1996 (Figure 10).
Income and sales taxes grew about 12 percent from 1991 to 1996,
but this growth was well below inflation and was barely adequate
to offset the real estate decline over that period.

As a consequence, total District revenues from the city’s three
major taxes (real property, income and sales taxes) increased only
$81 million or about 3.6 percent over six years (Figure 11). This
increase in revenues was not even sufficient to pay the increased
cost of long-term debt service, which rose $110 million during the
same period. The District’s management was unable to reduce other
spending sufficiently to offset the inadequate revenue growth.
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As a consequence, the District’s budget was unbalanced in
1992, 1993, 1994, 1995, and 1996. These imbalances led to an
accumulated deficit of $518.2 million at the end of fiscal 1996.

TAKING CONTROL OF THE FINANCES

In 1995, the president and Congress addressed these severe
problems by creating the District of Columbia Financial

26



Background

Responsibility and Management Assistance Authority (control
board) to oversee District budgets and ensure that expenditures
were kept within revenues. At the same time, the mayor and
District Council created the D.C. Tax Revision Commission to
address failing revenues by analyzing existing tax laws and by
proposing comprehensive reforms where necessary.

Today, the District’s finances are beginning to improve, and
the changes are due to a combination of factors, including
improvements in the private-sector economy, the control board’s
expenditure policies, and an increase of 4.1 percent in 1997 rev-
enues. In fiscal year 1997, the District’s budget was in balance,
and revenues exceeded expenditures by $185 million (Figure 12).
This surplus reduced the accumulated deficit to $332.3 million.
A similar balanced budget and reduction in the accumulated
deficit is expected in fiscal year 1998. By the end of 1999, the
District’s accumulated deficit should be eliminated, and its oper-
ating budget should continue to be in balance.

Tax structure and rates

OVERVIEW OF THE DISTRICT'S REVENUE STRUCTURE

The District had 19 identifiable taxes in 1997 that include all
the taxes typically used by state and local governments. The
general sales tax and the real property tax each have five sepa-
rate rates that are applied to different bases. If each rate is
counted as a separate tax, there are really 27 different taxes.
These taxes raised $2.6 billion in fiscal year 1997 (Appendix
D). Nontax local general revenues added another $0.3 billion.
Overall, the District has a balanced revenue system that incor-
porates most of the taxes that would be employed by both state
and local governments.
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The most productive tax is the personal income tax, which
had revenues of $753.5 million in 1997, followed by the real-
property tax with $617.7 million in revenues, and the general
sales tax with $514.5 million. The smallest revenue producer is
the excise tax on alcoholic beverages with revenues of $5.5 mil-
lion. The District’s tax revenues are reasonably divided between
income, sales, and property.

A review of the incidence of District taxes found them to be
distributed relatively evenly across income classes. As a share of
family income, they ranged from 10.8 percent on the lowest
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D.C. Taxes as a Share of Family Income

I income Taxes

Property Taxes
Percent - Sales, Excise, & Gross Receipts Taxes
12 11.7%
11.2%
10.8% 10.7% 10.8%
0.1% 10.2%
10
8
1.9%
2.5%
6
2.1%
4 1.8%
2

Lowest Second Middle Fourth  Next Next Top
Group  20% 20% 20% 20% 15% 4% 1%

Income

Income Lessthan ~ $16,000- $27,000- $38,000- $61,000- $147,000- $415,000
Range $16,000  $27,000 $38,000 $61,000 $147,000 $415,000 or more

Note: Effects of federal deductibility not included.
Source: Institute on Taxation and Economic Policy.

20 percent of incomes to 11.2 percent on the fourth 20 percent
of incomes (Figure 13). (The review did not include the effects
of federal deductibility of some District taxes.) Although the
highest 1 percent of incomes pay only 9.3 percent of family
income in District taxes, the tax system overall is more progres-
sive than most state and local tax systems.

The District’s nontax revenues constituted 9.7 percent of
local general-fund revenues in 1997, a small increase from 1996.
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In 1994, the Census Bureau, reporting on a different basis, con-
cluded that when all nontax revenues were combined —
including those received by the University of the District of
Columbia (UDC), D.C. General Hospital, the sewer and water
authority, and other special revenue funds — nontax revenues
were 14 percent of total revenue.

Using either figure, the District’s nontax revenues compare
poorly with the combined state and local government nontax
revenues in Maryland (19 percent), Virginia (27 percent) and the
United States as a whole (24 percent). The lower reliance can be
attributed to three factors: (1) The District does not receive rev-
enues from existing charges for toll roads, airports, water ports,
and natural resources, or from revenues from the sale of natural
gas or utility; (2) District fees for higher education, hospitals,
and solid waste management are relatively low; and (3) The
District has a relatively high concentration of low-income fami-
lies compared with state and local governments in the aggregate.

COMPARING THE DISTRICT WITH NEIGHBORING JURISDICTIONS
Throughout its work, the Commission compared the District’s
tax structure and tax rates with those of other cities nationally
and with surrounding jurisdictions. These comparisons provide
a necessary starting point, but are not always fair, given the
District’s unique structure.

While the evidence that taxes are retarding the District’s
economy may be lacking, the Commission believes that the
city’s long-term economic health requires that its tax system be
competitive with those in neighboring jurisdictions. A compari-
son of rates clearly shows that some are not in line. The most
prominent are the commercial and hotel property tax rates. At
$2.15 and $1.85 per $100 of assessed value, respectively, these
rates are close to double the uniform property tax rates of
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Arlington County ($.96), Prince George’s County ($1.05), and
Montgomery County ($1.07). The District’s corporate income
tax rate provides another example. Only three states have rates
higher than the District’s 9.975 percent, which also is well above
the 7 percent Maryland and 6 percent Virginia rates.

Comparisons of sales and personal income tax rates to those
in neighboring jurisdictions are more complex because the
jurisdictions structure these taxes differently and include differ-
ent items in the bases. For example, the District’s basic sales tax
rate is 5.75 percent, but it has four additional higher rates —
reaching 13 percent — that apply to parking, restaurant meals,
hotels, and liquor. If these separate tax rates were combined to
form a single general rate, that rate would be 7.6 percent. In
comparison, Maryland’s general rate is 5 percent, and Virginia’s
is 4.5 percent. These states do not have the separate higher
rates for some purchases. Virginia's broader tax base, which
includes food purchased for home consumption, somewhat off-
sets its lower rate.

The highest personal income tax rate in the District is
9.5 percent on taxable incomes in excess of $20,000. The high-
est rate in Maryland is 8 percent, and the highest in Virginia is
5.75 percent. In Maryland, however, the 8 percent applies to
taxable income starting at $3,000, while the District’s 9.5 per-
cent rate does not apply until taxable income exceeds $20,000.
Thus in Maryland, taxpayers pay $104 more on their first
$20,000 of income than they do in the District.

In terms of burden, the District’s income tax revenue is equiva-
lent to 3.8 percent of total personal income compared to
Maryland’s 4.1 percent and Virginia’s 2.7 percent. Taxes on
District residents generally are comparable to Maryland for middle
income residents, but are substantially higher than Virginia for all
income levels.
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EFFECTS OF THE UNIQUE FEDERAL RELATIONSHIP

The District has a unique relationship with the federal govern-
ment that influences the District’s tax structure in ways not
found in other state and local tax systems. The District is at the
same time a major city, similar to other cities, and a constitution-
ally mandated capital under the jurisdiction of the U.S.
Congress. This unique position provides both benefits and disad-
vantages. Among the benefits are the prosperity that comes from
masses of tourists that flock to the city’s attractions. The District
also is a magnet for firms and organizations that do business with
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the federal government. Finally, the federal government provides
benefits to the residents of the District through services and
amenities that otherwise would be provided by the local or state
government, including a national zoo and arboretum, and feder-
ally maintained museums, parks, recreation facilities, and streets.
As a consequence of the federal presence, the District is a pros-
perous jurisdiction with per capita income greater than that of
Virginia, Maryland, and the United States as a whole (Figure 14).
The District also has a real property tax base that far exceeds that of
other major cities, despite the declines of recent years (Figure 15).
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*Temporary Assistance for Needy Families
Source: Compiled by the Greater Washington Research Center.

Offsetting this prosperity, the District has service demands and
problems characteristic of other central cities. For example, the
District supports more than 60 percent of Temporary Assistance
for Needy Families (TANF) cases in the immediate metropolitan
area (Figure 16). Unlike other cities, however, the District has no
state to provide financial assistance in meeting these demands.

UNIQUE RESTRICTIONS DISTORT THE TAX SYSTEM

The District faces federal restrictions on its income tax base that
apply to no other city or state. About two-thirds of District jobs
are held by nonresidents, but the District cannot tax the income
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they earn within its borders. In addition, federal and foreign gov-
ernments are a significant presence in the District, but their prop-
erties and purchases of goods, services, and equipment cannot be
taxed. As a result of these unusual restrictions, the District’s tax sys-
tem is distorted in two ways. First, inability to tax broad revenue
bases that would otherwise be available has resulted in high tax
rates on the narrow bases that can be taxed. Second, in an effort to
overcome the restrictions and access the forbidden tax bases, the
District has instituted taxes that are in some ways flawed.

A good tax system pays for government services by taxing
broad bases at low rates. This approach ensures that all who use
the services help finance them, and it allows for sufficiently low
rates that do not result in economic disincentives. The
District’s tax system, in contrast, must rely on narrow bases that
require high rates on private-sector commercial activities and
District residents. As the Commission examined District taxes,
it found repeated instances of tax policy directly related to fed-
eral restrictions.

For example, the commercial property tax rate in the District
— generally double the comparable rates in the suburbs — puts
the District at a severe disadvantage. If federally and foreign-
owned properties that are similar to commercial properties were
taxable, the commercial property tax rate could be approximately
halved to a rate almost identical to the suburban rates. Utility
taxes also are distorted. The federal government does not pay
sales tax, but it does pay a gross receipts tax contained in utility
charges. The District, therefore, imposes a high 10 percent gross
receipts tax on utility purchases.

The inability of the District to tax nonresident income — and
thereby take advantage of its large earnings base — has been
noted and protested for many years. Indeed, the District alone is
subject to this federal restriction. In its efforts to overcome the
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inability to tax income, the District has both corporate and per-
sonal income tax rates that are substantially higher than adjoin-
ing jurisdictions. It also enacted a unique tax on unincorporated
businesses in order to tax professional firms and other businesses
that were not subject to the corporate profits tax. Unfortunately,
the D.C. Court of Appeals ruled much of the unincorporated tax
illegal, and the District now imposes the tax on only some firms.

These damaging tax features combined with other aggravating
taxes that result from federal restrictions have given the District a
bad tax reputation. As a consequence of the distortions caused by
the federal role, the Commission is unable to recommend all the
desirable changes that would remove tax inequities and provide
positive incentives for businesses and residents to locate in the
District. The Commission is concerned about this limitation on
its recommendations. Therefore, in a separate section, it makes
recommendations to the federal government that include chang-
ing its restrictions on District taxing powers.

Without the recommended federal actions, some of the worst
features of the District tax system cannot be corrected. The
Commission believes, however, that the District can make major
changes that will improve the existing tax system, even without
federal assistance.

THE CASE FOR SIMPLICITY IN THE TAX SYSTEM

The District’s current tax system has features that are difficult to
understand and are cumbersome, bordering on ludicrous, for
both taxpayers and tax administrators. The Commission set a
goal of abolishing these features.

Under the Commission’s proposal, three of the administra-
tively worst taxes — the personal property tax, unincorporated
business tax, and Class 5 property tax on vacant properties —
are eliminated. Four confusing property tax relief measures are
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consolidated into one simple relief mechanism. The personal
income tax is streamlined to a simple one-page form for all resi-
dents, and low-income residents no longer will have to file tax
returns. Residential properties will no longer have to be divided
into rental or owner-occupied classes.

Discarding taxing language

The language from some of the tax forms that would be eliminat-
ed demonstrates why these simplifications are overdue. For exam-
ple, those who do business in the District must decipher the fol-
lowing language to determine which business tax they must pay:

Generally, every corporation (including small businesses,
professional and S corporations) ... is required to file a
franchise [corporate income] tax return, Form D-20 ...
Except for partnerships required to file an unincorporat-
ed business franchise tax return, DC Form D-30, all
partnerships that engaged in any trade or business with-
in the District of Columbia ... shall file a D.C. partner-
ship return ... Every partnership which, during the tax-
able year, engaged in an “unincorporated business” ...
must file an unincorporated business franchise tax
return, D.C. Form D-30, rather than a partnership
return (Form D-65). The words “unincorporated busi-
ness” do not include any trade or business which by law,
custom, or ethics, cannot be incorporated or any trade
or business in which more than 80 percent of the gross
income is derived from personal services actually ren-
dered by the individual or members of the partnership
or other entity in the conducting or carrying on of any
trade or business and in which capital is not a material
income-producing factor.
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Determining which tax to pay is just the beginning for busi-
nesses. The District imposes an extensive set of record-keeping
requirements that businesses must maintain solely to determine
the tax base subject to the personal property tax. The tax applies
to items the business taxpayer owns, leases, or rents. The records
must track property in four different classes: (1) books, cassettes,
and other reference materials; (2) furniture, fixtures, machinery,
and equipment; (3) unregistered equipment, which includes
equipment mounted on vehicles but not the vehicles themselves;
and (4) supplies.

In addition, all property must be classified into six categories,
each of which has a different depreciation rate. Coffee makers,
which can be depreciated at 20 percent per year, must be distin-
guished from Kitchen equipment, which is to be depreciated at
10 percent a year. Likewise, linens in reserve, which cannot be
depreciated, must be distinguished from those in service, which
are to be depreciated at 50 percent a year. Finally, no item may be
depreciated more than 75 percent of its original purchase price.

Residents also are subject to virtually incomprehensible lan-
guage and long, confusing forms (Appendix E). The current
D.C. Tax Facts, published by the District government, describes
the residential property tax relief measures as follows:

The assessed value for each Class I owner-occupied single
family residence (including condominiums) is reduced by
a $30,000 homeowner’s exemption. The assessed value of
residential real property owned by a cooperative housing
association is reduced by 60% (but the exemption may not
exceed $30,000 multiplied by the number of units occu-
pied by shareholders). The District also has a property tax
relief “circuit breaker” program for qualified homeowners
and renters, which provides a tax credit for those with low
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and moderate income, the elderly, blind and disabled.
Also, for qualified retired senior homeowners, the District
allows a one-half reduction in the amount of real property
taxes that would otherwise be payable.

These relief measures are further complicated by a provision
that the homeowner’s exemption is available only to those who
apply for it and have paid the District’s personal income tax.
When the District recently sought to enforce this measure,
many taxpayers failed to understand the requirements and were
distressed by notices declaring their lack of compliance.

Regardless of the District’s economy and finances, the
Commission believes that removing these complications and
streamlining the tax system is necessary.
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2. Recommendations for
Changing Course

Simplicity and fairness for businesses

The Commission recommends abolishing four existing busi-
ness taxes — corporate income tax, unincorporated business
tax, tangible personal property tax, and business and profes-
sional licensing tax — and replacing them with a broad-based
general business activities tax at a rate of 1.50 percent. This tax
will raise the same amount of revenue as the taxes it replaces
(Figure 17).

The business activities tax is the cornerstone of a fundamen-
tal change in the way the District taxes business organizations.
Current business taxes have high tax rates, are inequitable, con-
tain confusing and complex administrative provisions, and do
not provide stable revenue for the government. The business
activities tax, in contrast, is fair, inclusive, and easy to adminis-
ter. It will be imposed on a base that includes three elements:
compensation, interest, and dividends. These elements repre-
sent the business enterprise’s outlays for the use of capital and
labor in the District, i.e., the value added.

Because the business activities tax includes compensation in
its base, some may suggest that it violates the Home Rule Act
(the federal law that serves as a city charter for the District).
The Home Rule Act prohibits taxing any portion of personal
income, “either directly or at the source thereof, of any individ-
ual not a resident of the District.” The Commission, however,
believes that a legal challenge to the tax is unlikely to succeed.
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Business Activities Tax Rates
Required to Replace Existing Taxes

Cumulative
Business Business
1997 Revenue | Activities Tax | Activities Tax
Tax (millions) | Rate Required Rate
Corporate Income $144.6 0.86%
Unincorporated Income 38.9 0.23 1.09%
Personal Property 60.4 0.36 1.45
Professional License Fee 8.0 0.05 1.50
Total Revenue $251.9

Source: D.C. Office of Tax and Revenue and staff calculations based on data from
the U.S. Department of Commerce, Bureau of Economic Analysis.

(See Appendix F for more information about the legal issues
that may pertain to the business activities tax.)

Recommendation: Abolish the four existing
business taxes
The District’s four existing business taxes — corporate income,
unincorporated business, tangible personal property, and profes-
sional license fee — do not tax businesses uniformly. The taxes
have comparatively high rates, provide unstable revenues, and
do not provide for revenue growth that reflects growth in the
economy. In addition, they are administratively complex for
both taxpayers and administrators.

The District currently imposes a 9.975 percent rate on corpo-
rate and unincorporated profits, the fourth highest among states
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that impose this tax. The 3.40 percent rate on personal property
values, coupled with the District’s conservative depreciation
allowances, is higher than all of Maryland’s and most of
Virginia's neighboring jurisdictions. The tax is also shown to
have a negative effect on District job growth. In contrast, the
recommended business activities tax on all businesses will have a
low rate, 1.50 percent of a firm’s value added.

Revenues from the profit-based corporate income taxes are
unstable because they fluctuate with the economy and drop dra-
matically during economic downturns. In the recession of the
early 1990s, the corporate income tax revenue declined about
50 percent, from $125 million in 1989 to $63 million in 1992.
It then rebounded to $114 million in 1994. The recommended
business activities base would have increased each year over the
same period, except for a 3 percent decline in 1991 and a
1.5 percent decline in 1994 (Figure 18).

Finally, the existing business taxes cannot provide for adequate
revenue growth, largely because the fastest-growing component
of the District economy, the service sector, can easily and legally
avoid paying these taxes. More than half of all those who work in
the service sector work for professional service-based firms. In
addition, from 1984 to 1994, all growth in the District’s econo-
my occurred in the private sector, and within the private-sector
economy, all growth was in the service sector (Figure 19). Many
service-sector establishments do not pay taxes on the income of
incorporated or unincorporated businesses. They will, however,
be required to pay the new tax, and its broad base will provide
for a tax that keeps pace with the economy:.

ABOLISHING THE PROFIT-BASED CORPORATE INCOME TAX

The corporate income tax on net income is based on the “ability
to pay” philosophy. It taxes profits, the portion of a firm’s rev-
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Figure 18

Revenue Stability
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enues that remain after providing payments to labor, suppliers,
and creditors. While basing taxation on ability to pay can be an
important component of tax fairness, in practice this principle
cannot be equitably applied to District businesses.

A large proportion of profitable District businesses are struc-
tured in ways that allow them to manipulate their profits to
avoid the tax. This is particularly characteristic of moderate-size
corporations in a range of service industries in which profits can
be converted easily to salaries or other personal service pay-
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Figure 19

Change in Business Sectors
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ments. This conversion poses greater problems for the District
than for other jurisdictions throughout the country. In most
states, higher personal income tax payments on the salaries or
personal service income would offset the lower business taxes,
but federal restrictions prevent the District from taxing much of
this income. As a result, the corporate income tax falls
inequitably on a narrow segment of District businesses.

Because the ability-to-pay principle cannot equitably be
applied to District businesses, the proposed business activities
tax will be based on the benefit principle, which holds that
burdens should be distributed according to the benefits that
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taxpayers receive from public goods and services provided by
the government.

The benefits a business derives from public services depend
on factors such as the nature and scale of production — not the
amount of profit that is earned. While both profitable and
unprofitable businesses in the same industry are likely to derive
similar benefits from public services, only the profitable busi-
nesses are taxable under a profits-based income tax. As a result,
corporate and unincorporated taxes paid by various types of
firms are inequitable when compared to the business activities
of, and services consumed by, these firms (Figure 20).

ABOLISHING THE UNINCORPORATED BUSINESS TAX

The District’s unincorporated business tax does not tax many unin-
corporated businesses, and its structure is unfair. In contrast with
the District, few states impose a separate tax on unincorporated
businesses. Instead, under the tax system in most states and the fed-
eral government, the income passes through to owners and then is
taxed through personal income taxes at the individual level.

The case is quite different in the District. The District is
unable to tax many unincorporated business owners through
their personal income tax because of the ban on taxing nonresi-
dent income. Instead, it levies a tax on unincorporated businesses
with gross receipts over $12,000; then, to avoid double taxation,
the District allows residents to exclude such income (specifically
the portion that originates in the District) from income at the
personal level. The District also provides a 30 percent salary
allowance for owners and a $5,000 exemption in determining
unincorporated net business income. Aside from these provi-
sions, determination of taxable income and apportionment of
taxable income to the District follow the same tax rules that gov-
ern the corporate income tax.
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Business Income Tax Payments

Relative to Share of Economic Activity
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The decision to create this complicated, separate tax for
unincorporated business was prompted by a desire to maintain
neutrality in the taxation of different forms of business organiza-
tions. But efforts to maintain uniform taxes have not been suc-
cessful, primarily because individual income and corporate
income taxes are not integrated. As a result, the tax burden for a
firm depends more on how it is organized — as a corporation
with shareholders or an unincorporated business with an owner
— than on how much value it adds to the District or how many
District resources it consumes.
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In addition, the prohibition against taxing nonresidents’
income led the courts to rule in Bishop v. District of Columbia
that the Home Rule Act prohibits the District from taxing
income of unincorporated businesses owned by nonresidents
that provide professional services. In response to this ruling, the
District has foregone collecting the tax from any unincorporated
business providing professional services, regardless of where the
business’s owners reside. To do this, the District has had to
devise exceedingly complex rules for separating firms that are
taxable from those that are not.

The inability to tax unincorporated businesses that provide
professional services is particularly damaging because the service
sector is a large part of the District’s economy (Figure 21).

ELIMINATING THE TANCIBLE PERSONAL PROPERTY TAX

The District’s tax on personal property does not uniformly
apply to all personal property, has a complex and obsolete
approach to estimating depreciation, and is difficult to adminis-
ter. In addition, it does not appear to relate to either ability to
pay or benefits received from government services.

Some problems with the tangible personal property tax —
the unrealistic five-year depreciation of personal computers, for
example — can be corrected, but require constant adjustment as
conditions change. Other problems, however, are more com-
plex. Consider the narrow tax base. It does not meet the test of
uniform taxation because it is so limited, yet the Commission
found reasonable justification for many of the existing exemp-
tions, including exemptions for inventories, motor vehicles, and
household furnishings.

In addition, the tangible personal property tax places a heavy
burden on tax administrators, who must discover business per-
sonal property, audit returns, and maintain realistic depreciation

48



Recommendations for Changing Course

Figure 21
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schedules. Businesses, in turn, must keep detailed records on the
purchase costs and age of all taxable property.

ELIMINATING THE PROFESSIONAL LICENSE FEE

The professional license fee is a charge of $250 for individuals
who hold occupational licenses, such as attorneys, physicians,
and accountants who are licensed to practice in the District.
The tax was first imposed in 1992 and adopted as an alterna-
tive to a proposed 2 percent gross receipts tax on profession-
als. The fee was designed to tax professionals who are not sub-
ject to the unincorporated business tax. Total revenue from
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this tax is less than $10 million annually. The Commission
recommends repealing this tax because under the proposed
business activities tax, professional firms will be taxed in the
same manner as other businesses and the tax no longer will be
needed.

Recommendation: Enact a broad-based business
activities tax at a rate of 1.50 percent

The Commission recommends a business activities tax that will
tax all enterprises alike. It is equitable, has a low rate and broad
base, provides revenue predictability and stability, and is likely
to produce growing revenues without statutory rate changes. It
also is simple for both administrators and taxpayers.

The business activities tax achieves these attributes by assessing
business activity value, which is common to all businesses operat-
ing in the District. Its 1.50 percent rate is significantly lower than
the current 9.975 percent corporate income tax and the 3.40 per-
cent personal property tax. The business activities tax can have a
far lower tax rate than the taxes it replaces and still raise the same
amount of revenue because of a broader base (Figure 22).

WHY TAX BUSINESSES
A principal reason for taxing businesses is to ensure that nonres-
idents support government services by bearing a share of the tax
burden in the jurisdiction. A business firm is an organizational
vehicle through which individuals derive benefits of economic
activity in their roles as consumers, suppliers, workers, or share-
holders. Given this principle, the question arises as to whether
there is justification for taxing business. The answer is “yes” for a
jurisdiction such as the District that operates in an open econo-
my in which goods and services flow freely across borders.
Nonresident individuals owning all or part of a resident busi-
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ness enterprise cannot effectively be taxed directly on their
income, wealth, or wealth transfers which are derived from the
business activity. Similarly, resident individuals can engage in
spending outside the District and therefore avoid direct pay-
ments under conventional sales taxes. Thus, employing the busi-
ness enterprise as a tax-collecting intermediary is the only proce-
dure available for assessing individuals, wherever they may
reside, for the benefit of public services which accrue to them
indirectly through the business entity.
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There are several ways to tax businesses. The District’s current
system, like those of 46 states, is based on net income. The state
of Washington taxes gross receipts from sales of goods and ser-
vices instead of corporate income. Texas taxes capital stock, and
Michigan and New Hampshire tax value added.

The Commission concluded that the best alternative for the
District is a business activities tax, which taxes the value added
from economic activity that takes place within the District’s bor-
ders. All businesses directly or indirectly depend on a range of
tax-financed goods and services, such as a judicial system, police
and fire protection, roads, and schools. Business taxes serve as a
form of payment for public services. Even businesses operating
at a loss consume government services.

In looking for a broad uniform business tax, the Commission
considered and rejected a tax on gross sales. Taxes on gross sales do
not directly relate to business activities in the District because
much of the value of what is sold is added outside the District. A
gross receipts tax also permits pyramiding of taxes, or taxing pur-
chases for resale two or more times. For example, a wholesaler pays
the tax on its sales to retailers; retailers, in turn, pay the tax on the
same goods and services when they are resold at the retail level.

In addition, a gross receipts tax is not equitable unless it has
multiple rates. Without multiple rates, high-volume, low-
margin vendors are penalized relative to high-profit vendors. For
example, a food wholesaler may operate on a profit margin of
less than 5 percent, while retail jewelers may have profit margins
of 50 percent or higher, but have fewer sales. If both vendors
were subject to the same gross receipts tax rate, the wholesaler
would have a significantly higher tax. Thus, a gross receipts tax
cannot be equitable unless low-profit vendors can have a lower
tax rate than high-profit vendors. These multiple rates, however,
would result in complex administration and difficulties in defin-
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ing sales subject to the different rates. For these reasons, the
Commission believes that a tax directed at the value added in
the District by businesses is a better tax.

SUMMING UP THE BENEFITS OF THE BUSINESS ACTIVITIES TAX
Enacting a tax on business activities to replace the corporate
income taxes and the personal property tax will have the follow-
ing advantages:

1. Fairness. A tax on value added, compared to taxes on net
income, personal property, or gross receipts, is much more
likely to be related to the benefits that a business derives
from public services. For example, large firms that place sig-
nificant demands on the services of a jurisdiction can pay
little in corporate income taxes. Similarly, a gross receipts
tax can provide a poor measure of economic activity
because a firm with significant sales but few employees or
little property faces a relatively high gross receipts tax bur-
den even though it uses few services.

2. Revenue Stability. Revenue generated by a business activi-
ties tax will be less volatile than that generated by the cor-
porate income tax, largely because the base will include
most of the corporate income tax base as well as labor
compensation. Labor compensation, which is far larger
than the corporate income tax base, tends to vary little
from year to year. The combination of a low rate and a tax
base dominated by a stable component will provide stable
tax revenue.

3. Administrative Ease. A business activities tax is easy to col-
lect and has low compliance costs because of its broad base
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and relatively low rates. The simplicity is dramatic when
compared with the complicated structure of the existing net
income and personal property taxes. The change to a
business activities tax will lower both the District’s adminis-
trative costs and taxpayers’ compliance costs. First, the
calculations required to determine tax liability are straight-
forward. Second, most of the information needed to ensure
compliance is provided by the federal return, which should
lower audit costs. Finally, unlike the corporate income tax
base, the business activities tax base is relatively insensitive
to changes in federal corporate income tax rules.

4. Economic Neutrality. A business activities tax is relatively
neutral with respect to decisions made by businesses.
Absent other taxes, a firm that operates only in the District
will find little tax advantage in altering its mix of inputs.
The firm’s choices of different forms of capital inputs will
mirror those found in a world with no taxes. While the
firm will find that the cost of labor would rise, the increase
in labor costs will be quite small because the rate is small.
Finally, a firm will find that its financing choice of debt or
equity will not be affected.

DESICN OF THE BUSINESS ACTIVITIES TAX

Michigan and New Hampshire currently impose taxes on business
activity. While both states reach a similar end point of taxing the
value added by firms, there are significant differences in the
approaches used to do so. Michigan starts with a firm’s federal tax-
able income, adds labor compensation, depreciation, net interest
paid, and subtracts capital expenditures. New Hampshire uses a
simpler approach by merely adding three factors: compensation,
interest, and dividends. Because of its simplicity, the Commission
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used the New Hampshire model to develop its recommendation.
The specific elements are as follows:

= Every business enterprise in the District will pay a tax at
the estimated rate of 1.50 percent upon its business activity
tax base.

= A business enterprise is any profit or nonprofit enterprise or
organization, whether corporation, partnership, limited lia-
bility company, proprietorship, association, trust, or other
form of organization carrying on any business activity within
the District, except enterprises expressly exempt from income
taxation under sections 501(c)(2) and 501(c)(3) of the U.S.
Internal Revenue Code and insurance companies subject to
the District Insurance Premiums Tax. (See Appendix G for
definitions of enterprises included in section 501(c) and
whether they are subject to the business activities tax.)

= Business enterprises with gross receipts below some mini-
mum amount, before apportionment, should be tax-
exempt to encourage start-up and small businesses and to
reduce administrative requirements. The Commission
believes that $50,000 might be an appropriate minimum,
but recognizes that some phase-in of the tax will be neces-
sary to avoid a notch problem in which one extra dollar of
base creates a substantial tax liability.

= The Commission also recommends exempting insurance
firms that pay the insurance premiums tax. The taxation of
insurance companies is unique in that the courts as well as
Congress have allowed states to retaliate if their insurance
companies face differential taxation in other states. The
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prospect of retaliation has led to significant uniformity
across state insurance tax codes. For this reason, the
Commission does not recommend making insurance firms
subject to the tax.

Other than these limited exemptions, the definition of a
business enterprise should apply to all organizations and pro-
prietorships, regardless of whether federal rules may provide
for “pass-through” treatment, such as that provided for S cor-
porations, partnerships, or limited liability companies. The
only exemption proposed is for tax-exempt organizations
under section 501(c)(2) and 501(c)(3), and they must file to
reflect any “unrelated business income.” Accordingly, frater-
nal organizations, business groups, credit unions, and other
organizations covered by other provisions of section 501 will
be subject to the tax to the extent that they have taxable
value. While extending the tax this far will be controversial,
the Commission believes that if it is to be a broad based tax
at low rates, it must be very inclusive to be effective.

“Business activities” should be defined very broadly so as
to encompass all economic activities taking place in the
District. The New Hampshire definition includes: “a
transfer of legal or equitable title to or rental of property,
whether real, personal or mixed, tangible or intangible, or
the performance of services, or a combination thereof,
made or engaged in, or caused to be made or engaged in,
whether in intrastate, interstate, or foreign commerce,
with the objective of gain, benefit, income, revenue or
advantage, whether direct or indirect, to the business
enterprise or to others.” Michigan uses a virtually identi-
cal definition.
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CALCULATING THE BASE

The business activities tax base is the sum of: (1) all compensa-
tion paid in wages, salaries, bonuses, commissions, or other
payments paid on behalf of or for the benefit of the employees,
officers, or directors of the business enterprise; (2) interest paid
for the use of money or property, excluding interest on borrow-
ings to fund financial assets; and (3) dividends or other distribu-
tions paid to the owners of the enterprise.

Wages and benefits in the tax base include all payments to
persons that are made pursuant to an employer-employee rela-
tionship. The definitions of employer and employee are the
same as those used for federal tax withholding purposes.
Amounts reported as self-employment income for federal tax
purposes are considered compensation paid to the proprietor or
partner and should be included in the base.

The interest element of the tax base is designed to measure
the value of borrowed or debt capital employed by the enter-
prise. This definition is intended to exclude interest paid to
depositors in the case of banks or other financial institutions
and interest on borrowings to fund financial assets. Interest
paid or credited by insurers to fulfill policy and contractual
responsibilities to policyholders also should be exempted from
the tax base.

Dividends from an affiliated subsidiary that previously have
been included in the payer corporation’s taxable base should be
deducted to avoid double taxation. A subsidiary is “affiliated”
when the taxpayer owns at least 80 percent of its total voting
power and 80 percent of the value of its stock.

TAX NEXUS

Any proposed tax must address whether, and to what extent, the
District can tax enterprises that operate outside the District but
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perform business activities within the District. Constitutionally,
the District can tax an entity only if it has a legal nexus, or pres-
ence, in the District, and it can only tax activities occurring
within the District.

The Commission’s broad definitions of business enterprise
and business activity should create a taxable nexus for just
about any activity carried on in the District. Although Public
Law 86-272 (15 U.S.C. Sec. 381) prohibits taxing personal
income of individuals whose only presence in a state is solicit-
ing, a Michigan court in Gillette v. Department of Treasury
ruled that a business activities tax is not an income tax and
not subject to Public Law 86-272. Therefore, the District’s
nexus for purposes of taxing business activities should be
broad and inclusive.

APPORTIONMENT

A business with activities that are taxable both within and out-
side the District should apportion its business activities tax base
so as to allocate to the District a fair and equitable proportion of
such base. The tax is not a separable series of several smaller
taxes on compensation, interest, and dividends, but an indivisi-
ble tax on business activity. Therefore, taxpayers must determine
their apportioned District tax base.

Apportionment is calculated by multiplying the total busi-
ness activity tax base of the enterprise in all states — compen-
sation, interest, and dividends — by the portion of its busi-
ness activities attributable to the District. Taxpayers use the
average of three ratios to calculate apportionment, just as the
corporate income tax is apportioned under the existing sys-
tem. The ratios are: (1) District payroll to total payroll; (2)
District property to total property; and (3) District sales to
total sales.
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Revenue Effect of a
Single Commercial Property Tax Rate
(using tax year 1996 assessments)

Current Proposed  Change in Revenues

Rate Rate (millions)
Class Three (Hotels) 1.85% +$1.1
Class Four (Commercial) ~ 2.15 }1-92%* -43.6
Class Five (Vacant) 5.00 -5.5
Total -$48.0 million

*Rate is twice the residential rate; assumes continued residential tax rate of 0.96 percent.
Source: Staff calculations based on data from D.C. Tax Facts,
D.C. Office of Tax and Revenue.

Recommendation: Introduce a single commercial
property tax rate

The District currently has five real property tax classes, two for
residential, two for commercial, and one for vacant property.
The highest rate, the one on vacant property, is 5 percent, com-
pared to a 0.96 percent residential rate. Both Maryland and
Virginia, in contrast, have a single uniform tax rate of about
1 percent on all properties.

The Commission recommends eliminating the multiple classes
and having a two-tier system with one commercial rate and one
residential rate. Moreover, the rate on commercial property
should be no more than double the residential rate. The recom-
mended commercial rate, which assumes that the residential rate
is maintained at 0.96 percent, is 1.92 percent (Figure 23). (For
more information on residential real property tax rate recommen-
dations, see page 69.)
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A CROWING DISCREPANCY

In 1978, the District had one uniform tax rate on all types of
property, a system that still is used by all the adjoining suburbs. A
separate tax rate on commercial property was introduced in 1979
with a rate that was a modest 119 percent of the residential rate. In
1986, a separate lower commercial rate for hotels was enacted, and
in 1991, a higher rate was established on vacant properties. In
addition, the general commercial rate has been changed four times
since 1980. The current general commercial rate is 224 percent of
the owner-occupied residential rate (Figure 24). This 224 percent
difference is among the highest in the country — the fifth highest
of the 32 states that permit separate rates on commercial property.

EFFECTS OF INFLATED PROPERTY TAXES

Today’s 2.15 percent general commercial rate is almost double
the next highest rate on commercial property in the Washington
area. This differential endangers commercial space development
and leasing, and statistical evidence also shows that the classified
property tax reduces net District employment. The Commission
concludes that the high rate and uncertainty caused by the
growing increase in the gap with the residential rate have had a
damaging effect on the value of commercial real estate.

The lower rate for hotel properties was justified at a time
when commercial development was generally robust, but hotel
development was lagging. In recent years, however, hotels have
been doing well compared to other commercial properties, and
the Commission does not believe a separate rate is justified for
economic reasons. Any problems with inequities in the way that
hotels are valued should be addressed as an assessment issue.

The separate, higher rate on vacant properties was expected
to act as an incentive to their development or rehabilitation. It
also was expected to address concerns that vacant properties
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Commercial and Residential Rental
Property Tax Rates as a Percent of

The Owner-Occupied Rate
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would become neighborhood centers for illegal activities. There
is no evidence that the higher rate has been successful in chang-
ing the situation. In addition, it has created severe problems of
fair administration and compliance. The Commission believes
that the goal of turning vacant properties from community lia-
bilities to assets has merit, but that the property tax structure is
an inappropriate instrument for achieving this end.

ACHIEVING EQUITY FOR REAL PROPERTY TAXES

The Commission considered returning to a single uniform prop-
erty tax rate for both commercial and residential properties, but
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rejected this option for two reasons. First, reducing the commer-
cial rate to the current residential rate would create a major rev-
enue loss. The only other path to a single rate — increasing the
residential rate — is unfair to residents. Second, the high com-
mercial rate reflects the District’s need to overcome its inability
to tax income at its source. One of the few ways that the District
has to assess nonresidents — those who use District services but
pay no District income taxes — is to tax the properties where
they work. If the District is allowed full access to its tax base, a
single, uniform property tax rate should be enacted.

The Commission recommends a commercial rate that is no
more than twice the base residential rate, or a rate of 1.92 per-
cent, assuming the residential rate is maintained at 0.96 percent.
The estimated net cost of lowering the general commercial and
vacant property rates, while slightly increasing the hotel rate, is
about $48 million. The Commission has not identified a source
to offset this lost revenue, but recommends that this change be
made as soon as the fiscal situation permits. (For more informa-
tion, see Tax Reductions, page 85.)

Simplicity and fairness for individuals

The Commission’s recommended changes for individual taxpay-
ers include simplifying District income tax filing, introducing a
single 0.96 percent residential real property tax rate, and replac-
ing current real property tax relief measures with a generous cir-
cuit breaker. Other Commission recommendations, such as the
new business activities tax, also will affect individual taxpayers.
These Commission recommendations, when fully enacted,
will affect individuals’ total tax burden. For the poorest 20 per-
cent of taxpayers, taxes as a share of income will decrease by 1.9
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Total D.C. Taxes as a Percent of Family Income
Current Law and Commission Proposal Compared

Il Commission Proposal

Percent I Current Law

12

11.7%

11
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income Group LOowest  Second Middle Fourth  Next Next Top
20% 20% 20% 20% 15% 4% 1%

Income Range Less than  $16,000- $27,000- $38,000- $61,000- $147,000- $415,000
$16,000 $27,000 $38,000  $61,000 $147,000 $415,000 or more

Source: Institute on Taxation and Economic Policy.

percentage points. Those in the top 20 percent of taxpayers,
however, will see an increase of 0.5 to 0.7 percentage points in
their taxes as a share of income (Figure 25).

Recommendation: Reduce complexity by conforming
the District income tax to federal net taxable income
District residents use the same adjusted gross income to calculate
their federal and District income taxes. The net taxable income,
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