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RECOMMENDATIONS
Individual Income Tax

8

Conform the District’s eight income tax filing statuses to the five federal filing statuses
Create separate income tax brackets for singles and marrieds
Add a new middle-class tax bracket at 6.5 percent, reduced from 8.5 percent
	Reduce the top marginal rate to 8.75 percent from 8.95 percent as of Jan. 1, 2016, instead of 8.5 percent as
currently scheduled
	Raise the District’s $4,100 standard deduction to the federal level of $6,100 for singles, $8,950 for head of household
filers, and $12,200 for marrieds
	Raise the District’s personal exemption to the federal level (from $1,675 to $3,900)
	Phase out personal exemptions for taxpayers with more than $150,000/$200,000 of adjusted gross income
(singles/marrieds)
	Increase the maximum DC Earned Income Tax Credit (EITC) for childless workers from $195 per filer to $487 and
expand coverage
	Broaden the individual income tax base by eliminating several small deductions and exemptions

Estate Tax

15

	Raise the estate tax threshold from $1 million to the $5.25 million federal level and then index it for inflation

Business Tax

17

	Lower the business franchise tax rate to 8.25 percent from 9.975 percent
	Exempt investment funds from the unincorporated business franchise tax
	Apportion business income to the District based on sales only
	Levy a local services fee on non-government DC employers of $100 per employee per year

Sales Tax

21

	Expand the sales tax to more services
	Report use tax for online and mail-order purchases on the individual income tax return
	Raise the general sales tax rate to 6 percent from 5.75 percent
	Unify taxation of tobacco products

Property Tax

25

	The Commission did not recommend any policy changes for the District’s property tax
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INDIVIDUAL INCOME TAX

T

he District’s individual income tax has eight filing statuses and four brackets. For taxpayers of any status, taxable income
up to $10,000 is taxed at 4 percent, between $10,001 and $40,000 at 6 percent, between $40,001 and $350,000 at 8.5
percent, and above $350,000 at 8.95 percent.

When considering all taxes, most state and local tax systems are quite regressive, meaning that low- and middle-income
families pay more of their income in taxes than high-income families. The Institute on Taxation and Economic Policy (ITEP),
a non-partisan research organization, examines major state and local taxes by calculating the share of family income paid
in these taxes by different income groups.4 When calculating a national average, ITEP found substantial regressivity. Families in the lowest-income quintile pay 11.1 percent of their income in state and local taxes, the highest share of any income
group. Furthermore, as the chart below illustrates, each successive income group pays a smaller share of its income in
state and local taxes as income increases.
By contrast, the District’s tax system
is more progressive. District residents
in the lowest-income quintile pay 6.6
percent of their income in District taxes—
substantially lower than the national
average. Furthermore, taxes as a share
of income rise from the lowest-income
quintile to the middle-income quintile, making the tax system progressive
at these levels. However, as the chart
below for the District illustrates, District
tax liabilities as a share of income fall
from the middle-income group to the
highest-income group.
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The rise and fall of tax liabilities over
the income ranges disproportionately burden the District’s middle-class residents. In fact, the tax burden for middle-class
residents is relatively large both when compared to that of the District’s high-income residents and when compared to middle-income residents in other jurisdictions. The high tax burden for middle-class residents stems, in part, from a relatively high
income tax rate that begins at a relatively low income level.
The Commission recommended reforms
to the District’s individual income taxes
to (1) conform District tax filings to federal filings, (2) simplify the District’s individual income tax, and (3) improve the
progressivity of the District’s tax system.
The individual income tax is only one of
the District’s major taxes, but it is the one
most easily modified to adjust tax burdens across income levels.
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4

The “major tax” model in the ITEP study combines five tax models: the personal income tax model (including special rates for capital gains, exclusions of
various income, deductions, credits, etc.); the consumption tax model (including more than 250 base items); the property tax model (both residential and
business); the corporate income tax model; and the local taxes (an aggregation of statewide revenue). It uses income data from 2010 and tax laws as of
Jan. 2, 2013. For more information on the study’s methodology, please see the full report at http://www.itep.org/whopays/.
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What the Commission Recommended
Conform the District’s individual income tax filing statuses to the federal options
Four of the District’s eight income tax filing status options are shared with the federal government (single, married filing
jointly, married filing separately, head of household) and four are not (married filing separately on the same return, domestic
partners filing jointly, domestic partners filing separately on same return, dependent claimed by someone else). Residents
can select their District status without regard to their status for federal filing.
The “married filing separately on the same return” status allows each member of a married couple to calculate tax liability
separately but make one joint payment or receive one refund.
This status may also help the couple avoid a “marriage penalty,” which may occur if the couple’s combined income on a tax
return results in a greater tax obligation than if each member
of the couple had filed separate returns. However, “married
filing separately on the same return” is easily confused with
“married filing separately,” a status that is not eligible for many
tax relief programs. The Commission recommended establishing a two-schedule tax system, with one set of brackets
for married couples filing jointly (and head of household filers)
and another set of brackets for single filers, to better address
the marriage penalty.

The Commission recommended

REFORMS to the District’s
individual income taxes to
(1) CONFORM District tax filings
to federal filings, (2) SIMPLIFY
the District’s individual income
tax, and (3) IMPROVE the
progressivity of the

The District created the two statuses for domestic partners
in 2006, in part to provide same-sex partners with the same
treatment enjoyed by married filers. Since the District subsequently legalized same-sex marriage and the Defense of
Marriage Act was ruled unconstitutional, the Commission determined that the domestic partner options can be eliminated.
However, the domestic partner options are not exclusive to married same-sex couples. For example, a brother and a sister
living together, both senior citizens, can choose this option. Under the Commission’s recommendations, each of these taxpayers would file as single—as they currently do for their federal returns. For the Commission, the benefits of all the recommended income tax changes outweighed possible negative effects, such as those that might result from a taxpayer filing as
single rather than as a domestic partner. Furthermore, only 100 District filers used domestic partner status options in 2010,
meaning this change would affect very few taxpayers.

District’s tax system.

DC Individual Income Tax Filing Statuses
Current Law

Commission Recommends

1. Single
2. Head of Household
3. Married Filing Jointly
4. Married Filing Separately
5. Married Filing Separately on Same Return
6. Domestic Partners Filing Jointly
7. Domestic Partners Filing Separately on Same Return
8. Dependent Claimed by Someone Else

1.
2.
3.
4.
5.

Single
Head of Household
Married Filing Jointly
Married Filing Separately
Qualifying Widow(er) with Dependent Child
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Create a two-schedule tax system
Single and married filers in the District use the same set of tax brackets.
The federal government and many states, by contrast, use different tax
brackets for different family types, in large part to reduce the “marriage
penalty.” As noted earlier, two married adults, both earning income, might
pay more tax if they file jointly than if they file separately because their
combined income could place them into a higher tax bracket or subject
more of their income to a higher tax rate.

Current DC Individual
Income Tax Rates
Income

Tax Rate

$0 to $10,000

4%

$10,001 to $40,000

6%

$40,001 to $350,000

8.5%

$350,001 and above

8.95%

For example, District taxable income above $40,000 is taxed at 8.5 percent for both a single filer and a married family.
Therefore, a married couple with two adults each having $40,000 in taxable income (a combined $80,000) might pay more in
District taxes if they file jointly than if those same two adults filed separately.
The Commission recommended creating a two-schedule tax system, one for single filers and one for married couples filing
jointly and head of household filers, and then adjusting brackets to reduce the potential marriage penalty.5

Establish a new middle-class tax bracket
The District’s current tax rates are progressive but not uniformly so. In presenting a paper on the District’s individual in
come tax to the Commission, Professor Robert Buschman of Georgia State University observed that “the current structure
is most steeply progressive going from the lowest to the second and third income quintiles, with more limited progressivity
from there to the higher quintiles.”6
This is because residents begin paying a relatively high tax rate of 8.5 percent on a relatively low amount of income. Furthermore, this tax rate applies to all taxable income between $40,001 and $350,000. (Before a new top tax rate was added in 2012,
the old top rate applied to all taxable income above $40,000.) This means a family with annual taxable income of $50,000
pays the same marginal income tax rate as a family with $340,000 of taxable income.
Accordingly, the Commission recommended a new tax bracket to relieve middle-income residents. This bracket would lower
the 8.5 percent rate to 6.5 percent for taxable income between $40,001 and $60,000 for single filers and $40,001 to $80,000
for married filers. Income above these thresholds would be taxed at an 8.5 percent rate, until the 8.95 percent rate (which
would be 8.75 percent in 2016).
The Commission also recommended starting the 8.95 (or, in 2016, 8.75) percent rate at $200,001 for single filers and $350,001
for married filers. The split is designed to reduce the marriage penalty.

Commission’s Recommended Individual Income Tax Rates
Single Filers Income

Married Filers Income

Tax Rate

$0 to $10,000

$0 to $10,000

4%

$10,001 to $40,000

$10,001 to $40,000

6%

$40,001 to $60,000

$40,001 to $80,000

6.5%

$60,001 to $200,000

$80,001 to $350,000

8.5%

$200,001 and above

$350,001 and above

8.75%7

While some single taxpayers would move into higher tax brackets at lower income levels (e.g., the top rate at $200,000), the
tax bills of almost all single taxpayers would be reduced under the recommended changes.8 This is because the benefits of
the new tax bracket, the increased standard deduction, and the personal exemption are greater than the costs of taxing
some income at the higher rates.
5

6
7

8

R
 esidents filing as “married filing separately” would use the tax schedule for “single” filers. Residents filing as “head of household” and “qualifying widow(er)
with dependent child” would use the same tax schedule as “married” filers. For simplicity, this report uses only “single” and “married” when describing
the two tax schedules. A taxpayer who previously filed as “dependent claimed by someone else” would file as single but not be eligible for a personal
exemption.
B
 uschman, Robert D., “The District of Columbia Individual Income Tax: Structure, Competitiveness, and Potential Improvements,” July 2013, p. v.
This is the tax rate the Commission recommended the District permanently adopt on Jan. 1, 2016. For single filers with more than $200,000 of income, the
rate will increase to 8.95 percent from 8.5 percent until the end of 2015. For married filers, the 8.95 percent rate will remain until the end of 2015. Then, for
both filers, the rate will become 8.75 percent.
The tax bills of substantially all married taxpayers also would be reduced.
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The top marginal individual income tax rate
In 2012, the District increased its top rate from 8.5 percent to 8.95 percent, which is scheduled to expire at the end of 2015
and return to 8.5 percent in 2016. The District’s top rate is relatively high, and some believed that allowing it to expire as
scheduled would send a positive signal about the District’s commitment to controlling taxes. (Maryland’s top rate is 8.95 per
cent and Virginia’s is 5.75 percent.9)
Others argued that the District’s relatively large number of high-income residents appears little affected by the higher top
tax rate. Some also proposed raising the top rate above 8.95 percent. Such an increase could help fund the recommended
changes or pay for additional low- and middle-income tax relief to make the system more progressive. The Commission re
jected this proposal.
The Commission compromised: It unanimously supported a higher top tax rate for taxable income above $200,000 for single
filers and $350,000 for married fliers but recommended lowering that top rate to 8.75 percent, rather than allowing it to drop
to 8.5 percent (from 8.95 percent) as scheduled on Jan. 1, 2016. The Commission saw this compromise as a way to maintain the
integrity and progressivity of the income tax system while fulfilling a commitment to make the 8.95 percent rate temporary.

Raise the District standard deduction and personal exemption to the federal levels10
The District provides a standard deduction of $4,100 to all filers, regardless of status. The Commission recommended raising
the District’s standard deduction to match the federal levels of $6,100 for single filers, $8,950 for head of household filers,
and $12,200 for married couples filing jointly. As with the federal deduction, all District taxpayers ages 65 and older and blind
taxpayers would add $1,200 to their standard deduction ($1,500 if they are also unmarried and not a surviving spouse).

DC Standard Deduction and Personal Exemption
Current Law

Commission Recommends

Standard Deduction

$4,100

$6,100 (single); $8,950 (head of household);
$12,200 (married)11

Personal Exemption

$1,675 ( married, head of household, aged, and
blind taxpayers receive two exemptions)12

$3,900 (per person)13

The District also offers a personal exemption of $1,675. Married couples filing jointly, head of household filers, taxpayers
ages 65 and older, and blind taxpayers receive an extra personal exemption from the District for a total exemption of $3,350.
The Commission recommended increasing the District’s personal exemption to the federal level, $3,900, for all filers and
dependents, and eliminating the extra personal exemptions (to conform to the federal rules, which provide larger standard
deductions for such taxpayers, not an extra exemption).
As with the federal standard deductions and personal exemption, the new District deductions and exemptions would be adjusted for inflation each year.
Low-income residents would benefit greatly from these increases. For example, under the recommended system, the taxable income of a married family with two children would be reduced by $27,800. Under the current District tax system, that
reduction is only $10,800. A single parent with one child would have his or her taxable income reduced by $16,750 under the
Commission’s recommended system instead of the current $9,125.14
9

10
11

12

13
14

The top individual income tax rate in both Montgomery County and Prince George’s County is 8.95 percent. This is a combination of the state’s top rate
(5.75 percent) that begins at $250,000 for a single filer and the counties’ flat tax rate (3.2 percent). The top combined rate is slightly lower in other Maryland
counties.
All federal numbers are from 2013.
Taxpayers ages 65 and older or blind may add $1,200 to their standard deduction. The $1,200 is increased to $1,500 if the taxpayer is also unmarried and not
a surviving spouse.
Married couples filing jointly and head of household filers, as well as taxpayers ages 65 and older and blind taxpayers, receive two personal exemptions for
a total exemption of $3,350. All other filers (e.g., single filers) and all eligible dependents (including dependents of married couples/head of household and
aged/blind taxpayers) receive one exemption.
All taxpayers and dependents, regardless of filing status or age, receive one federal personal exemption.
This calculation assumes the single parent is eligible to file as “head of household” on the District income tax return. This status allows the taxpayer to claim
the same personal exemption as a married couple ($3,350). Parents who do not qualify as “head of household” file as “single” and claim the $1,675 exemption.
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Middle-class taxpayers also would benefit because more of their income would be shielded from any tax and because less of
their income would fall into higher-rate brackets. However, because nearly nine-in-10 District filers with more than $75,000
in income choose to itemize their deductions, a change in the standard deduction would have little effect on higher-income
residents.

Phase out personal exemptions for high-income earners
All District residents, regardless of income, currently claim the same personal exemption. By contrast, the federal tax system phases out the personal exemption for singles with AGI above $250,000 and married filing jointly with income above
$300,000. The Commission recommended phasing out personal exemptions to improve the progressivity of the income
tax and to reduce the revenue loss resulting from an increased personal exemption.
The Commission recommended a phase-out that begins at $150,000 of AGI for single filers and $200,000 for married fil
ers and that reduces personal exemptions by 2 percent for each $2,500 in excess of the threshold. This roughly matches
the federal phase-out of personal exemptions, also 2 percent for each $2,500, beginning at slightly higher income levels.
The District’s phase-out is set at lower income levels than that of the federal government so as to better align with the
Commission’s proposed tax brackets for District taxpayers.

DC Itemized Deductions and Personal Exemptions
Current Law			

Commission Recommends

Itemized Deductions

Reduce by amount equal to 5% of adjusted
gross income (AGI) above $200,000

No change to current law

Personal Exemptions

No phase-out

Reduce by 2% for each $2,500 above
$150,000 of AGI for singles and
$200,000 for married couples

Expand the Earned Income Tax Credit for childless workers
The Commission examined multiple proposals to reform the District’s Earned Income Tax Credit (EITC). The EITC, a powerful anti-poverty tool, considers a taxpayer’s income and family circumstances (such as marital status and number of
children). It is available as both a federal and a state credit. The District’s EITC is 40 percent of the federal credit but the
federal formula is heavily tilted toward workers with children. For example, the maximum federal credit for a worker with
three children is $6,044 while the maximum credit for a worker with no children is $487. (Correspondingly, the District’s
maximum EITC for a worker with three children is $2,418 while the maximum benefit for a childless worker is $195.)
The District’s 40 percent EITC match for workers with
children is one of the most generous state-level credits
in the nation, and there was little support for increasing
it. Instead, the Commission recommended expanding the
EITC benefit for low-income workers without children.
First, the Commission recommended increasing the District’s EITC for childless workers to 100 percent of the
federal credit from the current 40 percent of the federal
credit. Second, the Commission recommended expanding
EITC eligibility for childless workers in the District.

DC Childless EITC
Max EITC

Begin
Phase-out

End Phase
(No EITC)

Current

$195

$7,970

$14,340

Recommended

$487

$17,235

$22,980

Current

$195

$13,310

$19,680

Recommended

$487

$17,235

$22,980

Single

Married

Under the District’s formula, a single childless worker may claim a maximum EITC benefit ($195) up to $7,970 of adjusted
gross income (AGI), and the benefit is reduced until the income of the childless worker reaches $14,340 of AGI, at which point
the benefit ends. For a married childless worker the upper boundary is $19,680 of AGI.
The Commission recommended changing these boundaries for the District’s EITC for childless workers. The Commission
recommended allowing childless workers to receive the maximum District EITC benefit (now $487) until $17,235 of AGI,
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and then phase out the benefit up to $22,980 of AGI. Expanding the thresholds would make the EITC available to many more
childless workers.

Broaden the individual income tax base by eliminating expenditures
The Commission recommended eliminating four tax expenditures to broaden the income tax base.
These expenditures are:
■ Low-income credit
■ District government employee first-time homebuyer credit
■ Long-term care insurance deduction
■ District and federal government pension exclusions
By raising the standard deduction and personal exemption to match the federal levels, virtually all residents would benefit
from substantial tax relief, and the four targeted and exclusive credits would become less necessary.
The low-income credit (LIC) is used by residents with income subject to District taxes but not to federal taxes. In other
words, their AGI is less than the sum of the federal standard deduction and personal exemptions, but more than the District’s standard deduction and personal exemptions. The LIC reduces the likelihood that such a taxpayer will face District
income taxes. The LIC is not refundable. If the District raises its standard deduction and personal exemption to the federal
levels, as recommended by the Commission, this disparity will disappear and the LIC will be unnecessary. The elimination of
the LIC will make the District’s income tax both simpler and fairer.
District taxpayers can currently claim either the LIC or the EITC, but not both. Therefore, a resident must calculate which credit
is more beneficial before completing a return. If the District eliminated the LIC—and the need for the LIC by raising the stan
dard deduction and personal exemption—then all eligible taxpayers could benefit from the District EITC, a refundable credit.
Professor Buschman suggested eliminating the other three tax expenditures in order to increase horizontal equity (i.e. to
treat similar taxpayers, such as all retired workers, the same). The Commission agreed. It recommended broad-based tax
relief through the increased standard deduction and personal exemption rather than more targeted tax relief.

What the Commission Did Not Recommend
Limit itemized deductions further
The District already reduces allowable deductions as income increases. A taxpayer earning more than $200,000 in adjusted gross income (AGI) must reduce his or her itemized deductions by an amount equal to 5 percent of AGI over $200,000.
After consideration, the Commission decided to maintain the current limitation on itemized deductions. The Commission
rejected a more aggressive limitation on itemized deductions.

More high-income tax brackets
The District has many high-income residents. It also has high levels of poverty and unemployment. To increase the progressiv
ity of the District’s income tax, the Commission discussed additional high-income tax brackets. Instead of a final tax bracket beginning at $350,000, for example, the District could adopt an 8.95 percent tax rate on income from $350,001 to
$500,000, a 9.25 percent rate on income between $500,001 and $750,000, and a 9.5 percent tax rate on all income above
$750,000.
These new tax brackets and rates could raise revenue for social programs or provide additional tax relief for low- and
middle-income residents. Opponents argued that new tax brackets would discourage affluent residents from living in the
District. The Commission decided not to recommend top tax rates that exceed those of Maryland (8.95 percent) or widen
the gap between the District’s top rate and that of Virginia (5.75 percent).

Reduce upper income tax rates
Conversely, some advocated for lowering the District’s top income tax rates to attract more high-income residents. High
income residents contribute substantial tax revenue and, potentially, bring businesses to the jurisdiction where they live.
In the District, this might translate into increased business growth and job creation.
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Advocates for lower top tax rates also observed that successful entrepreneurs in the region may work in the District but live
elsewhere. For example, they can reside in neighboring Virginia, where the top income tax rate is much lower (5.75 percent).
The Commission compromised: It unanimously agreed to lowering the top income tax rate to 8.75 percent in 2016 and to
creating a new, lower, tax bracket for middle-income residents of 6.5 percent (reduced from 8.5 percent). The Commission
did not recommend further cuts to the upper-income tax rates, in part because of their significant cost. There also was
little evidence that the cuts would significantly increase the District’s economic performance.

Eliminate exemption for out-of-state bonds
Interest that individuals, estates, and trusts earn from out-of-state municipal bonds is exempt from the District’s individual
income tax. In 2011, the DC Council enacted a tax on interest income from all out-of-state bonds held by District taxpayers,
with a delayed effective date for the tax. However, in 2013, the DC Council repealed the tax before it took effect.
The Commission struggled to find a policy justification for the exemption. In public testimony, supporters of the exemption
argued that it protects seniors with limited income. However, there is little evidence of that. Rather, it benefits all high-income
residents who choose this form of investment.
Some states have reciprocal agreements with other specific states, but the District grants a blanket exemption. Not only does
the exemption represent substantial lost revenue for the District, but such broad relief eliminates an incentive for residents
to purchase District bonds over those from other jurisdictions. In other words, it essentially subsidizes investments outside
the District.
Because the DC Council recently decided to maintain the exemption, the Commission decided not to recommend its elimina
tion. However, the Commission found that the exemption for out-of-state municipal bonds runs counter to the Commission’s
goals of fairness and efficiency.
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WILL

ESTATE TAX

T

he District imposes a maximum tax rate of 16 percent on estates worth more than $1 million that are not passed at death
to a surviving spouse or charity. For tax year 2013, the federal government imposes an estate tax rate up to a maximum of
40 percent on estates valued in excess of $5.25 million. The threshold for the federal estate tax is indexed to inflation. The es
tate tax in Maryland also has a threshold of $1 million and a maximum estate tax rate of 16 percent.15 Virginia has no estate tax.

What the Commission Recommended
Raise the estate tax threshold to the federal level of $5.25 million, indexed to inflation
The District’s estate tax affects estates with homes or other assets valued at more than $1 million. Estates with values ex
ceeding the District’s threshold, but less than the federal $5.25 million threshold, must file a return with the District but not
with the federal government. The District’s threshold has remained unchanged since 2003—the year in which the federal
government started increasing its threshold substantially and lowered its tax rates—even though nominal asset values have
increased due to inflation.
Under the Commission’s recommendation, the District’s estate tax threshold would increase to $5.25 million, with annual
inflation adjustments starting in 2014. An estate would file a
District estate tax return only if it were also required to file a
federal return.

The District’s estate tax formula
is tied to an OBSOLETE
federal law.

The District’s estate tax formula is tied to an obsolete federal
law. Under prior law, the federal estate tax provided a graduated credit for state estate taxes that offset up to 16 percent
of an estate’s value against the federal tax. As a result, the District and most states had an estate tax with a graduated rate
schedule that replicated the credit formula—including the top tax rate of 16 percent. In effect, a taxable estate owed tax
to the state but had the entire cost “picked up” by the federal government. This allowed states to collect revenue without
imposing additional tax burden on their residents.
Through a gradual phase-out starting in 2001, the federal credit was eliminated in 2005. The repeal of that credit caused
the estate tax to disappear in many states. (In those states, the tax only existed because of the credit.) But the District and
some other states retained the tax.
Today, the District’s estate tax rate schedule is still tied to the outdated federal schedule and crediting mechanism. It has 21
graduated brackets and a top rate of 16 percent beginning at $10,040,000 of estate value.
By lifting the estate tax threshold to $5.25 million, and using fewer brackets, the system would be simplified. The Commission recommended a graduated rate schedule that would apply to the value of an estate above the federal threshold,
as adjusted for inflation. Under this recommended schedule, all of an estate’s value below the indexed threshold would be
tax-exempt. The value between the threshold of $5.25 million, as indexed, and $7.5 million would be taxed at 12 percent while
the value between $7.5 million and $10 million would be taxed at 14 percent. Finally, the value of an estate above $10 million
would be taxed at 16 percent. As the threshold increases with inflation, the 12 percent bracket and, later, the 14 percent
bracket would disappear.
Although simplified, this new rate schedule would keep the general structure of the current rates. The following chart shows
the recommended rate schedule for tax year 2013, assuming a $5.25 million threshold.
Estates in the District with a taxable value above the current $1 million threshold, but below the new $5.25 million threshold,
would universally benefit because they would no longer be subject to the tax. District estates with a taxable value slightly
above the threshold (e.g., $6 million) would also benefit since more of their assets would be exempt from the tax. Estates
with very high taxable values (e.g., $100 million) would continue to be taxed at the current 16 percent rate.
15

In March 2014, Maryland lawmakers passed a bill to gradually raise the state’s estate tax threshold from $1 million to the federal exemption (projected to be
$5.9 million) in 2019.
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The Commission’s recommendation on
Recommended Estate Rates
the estate tax would also bring adminis(Tax Year 2013, $5.25 Million Threshold)
trative uniformity to the review process.
Estate Value
Value Above Threshold
Tax Rate
Currently, an estate that is required
$0 to $5.25 million
$0
0%
to pay the District’s estate tax but not
$5.25 million to $7.5 million
$0 to $2.25 million
12%
the federal estate tax must file a District
$7.5 million to $10 million
$2.25 million to $4.75 million
14%
return that includes pages from the federal return and its schedules. The audit
$10 million and above
$4.75 million and above
16%
responsibility for these returns falls entirely on the District government. For estates that exceed both federal and the District’s thresholds, the District and the
federal government share administrative responsibility. In the latter, the District can also choose to rely on audits conducted
by the Internal Revenue Service.

What the Commission Did Not Recommend
Eliminate the District’s estate tax
Because many states, including Virginia, do not have an estate tax, some suggested that the District could attract and
retain more affluent families by repealing the estate tax entirely. They reasoned that affluent families might remain in, or
move to, a jurisdiction where they could avoid the tax.
The Commission recommended raising the threshold for the estate tax but not eliminating the tax. While some affluent
residents might move to avoid the tax, the Commission expected many would stay and pay the tax. As a result, the estate
tax could generate a lot of revenue, albeit a variable amount of revenue. For example in fiscal year 2012, the estate tax generated more than $100 million in revenue for the District. Furthermore, the Commission received written testimony from
academic researchers who found little evidence of estate taxes influencing mobility.16

16

Jon Bakija, Department of Economics, Williams College (Sept. 15, 2013); and Karen Conway, University of New Hampshire, and Jonathan Rork, Reed College
(Nov. 18, 2013).
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BUSINESS TAX

B

17

usiness taxes are important for the District, generating nearly half its tax revenue. Business leaders testified that
business taxes are too high. They noted that the District’s business franchise tax rate of 9.975 percent surpasses those
of Maryland (8.25 percent), Virginia (6 percent), and all but two other states. However, the complete business tax picture is
more complicated. For example, many localities in Virginia have a gross receipts tax that pushes their business tax burden
above the statutory business income tax rate.
The Commission also recognized that the District has done
relatively well over the past decade in both economic and
population growth. The Commission heard from Norton
Francis, a senior research associate at the Urban-Brookings
Tax Policy Center, who reported that the District has enjoyed
greater growth in employment, wages, and number of businesses than many of the adjacent counties in Maryland and
Virginia through 2012.

In the end, the Commission
believed the CURRENT
RETRENCHMENT of the federal
government requires the District
to remain VIGILANT

In the end, the Commission believed the current retrenchment of the federal government requires the District to remain vigilant to remain competitive. The federal government is
a large presence in the District, and a small reduction in the size
of the federal government could harm the District disproportionately. This vulnerability underscores the importance of diversifying the District’s economy.

to remain competitive.

The Commission recommended several steps to broaden the District’s economic portfolio and bolster its competitive
position vis-à-vis regional business.

What the Commission Recommended
Lower the business franchise tax rate
The District has two business income taxes. The business franchise tax (BFT) applies to corporations (including S
corporations) carrying on a trade, business, or profession in the District or receiving income from District sources. The
unincorporated business franchise tax (UBFT) is imposed on unincorporated businesses (including partnerships and sole
proprietors) with more than $12,000 in annual business income. Both the BFT and UBFT have a tax rate of 9.975 percent.
This high tax rate may deter businesses from locating in the District, although the evidence presented to the Commission
was mixed. A study on business taxes found that “tax burden in the District for C-corporations is not significantly different
18
from its Maryland and Virginia neighbors.” However, the authors of the study noted in their public testimony that business
leaders’ perception of tax liability runs contrary to that. Many in the business community believe that the District’s business
taxes are excessive when compared with neighboring jurisdictions.
The Commission recommended that the District reduce its BFT/UBFT rate to 8.25 percent, from 9.975 percent. This would
put the District’s headline tax rate on par with that of Maryland and much closer to the rate in Virginia. This large tax cut
would signal that the District is “open for business” and, hopefully, boost the city’s tax reputation.

17
18

 he commercial property tax provides most business tax revenue. This tax is addressed in the “Property Taxes” section of the report.
T
Aceituno, Robert and Karen Yingst, “Case Studies of Business Taxes in the District of Columbia: A Comparison with Neighboring Jurisdictions,” September
2013, p.1.
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Exempt investment funds from the unincorporated business franchise tax
In general, the District can only tax the income of its residents. Unlike states with an individual income tax, it cannot tax
non-residents’ income, whether earned directly or via pass-through entities. Through its UBFT, the District taxes income that
is earned by unincorporated businesses. Notably, the UBFT does not apply to trade or business in which more than 80 per
cent of gross income is derived from personal services actually rendered by the individuals or partners, without capital as a
material income-producing factor. This exempts professional firms, including doctors, lawyers, engineers, and accountants.
However, investment funds operating a stock “trading” business in the District are subject to the tax. This amounts to a 9.975
percent tax on capital gains, dividends, and interest—and represents a liability that would not be imposed on funds in other
states. The UBFT effectively precludes investment funds from “trading” stocks or securities in the District.
New York City collects an unincorporated business franchise tax, but it exempts partnerships and other unincorporated en
tities that purchase, hold, or sell property—both real property and intangible property, like stocks and bonds—for their own
account. This creates a “trading safe harbor” that is similar to a federal trading safe harbor.
The Commission recommended that the District adopt such a “trading safe harbor” that would generally exempt investment
funds from the UBFT. This step, which would apply only to intangible property and not real property, could position the District
to attract a vibrant new industry, spurring growth and diversifying the economy.

Shift to sales only to apportion business income to the District for taxation
To apportion its share of income from a multi-state business, the District looks at three factors: sales, property, and payroll.
In 2011, the District decided to double-weight the sales factor in its formula. In other words, a company’s sales in the District
have a larger effect on its apportionment of income than its property or payroll in the District.
The Commission recommended using sales alone to apportion business income for taxation. If a multi-state business has 10
percent of its sales in the District, it must apportion 10 percent of its income to the District. This change is designed to make
the District more attractive to firms that seek to expand their District properties or payrolls. Many other states have already
adopted this single-sales strategy. In addition to making the District more attractive, a single-sales factor generates more
tax revenue. This is because many multi-state companies sell to District customers but relatively few companies have exten
sive property or payroll in the District relative to their national footprint. More business income allocated to the District would
translate to more tax revenue, and this new revenue would help fund the significant reduction in business franchise taxes that
the Commission believed is necessary for the District to become more business competitive.

Levy a local services fee on employers
Under the 40-year-old Home Rule Act, which imposed a layer of federal government oversight to the District’s operations,
the DC Council cannot “impose any tax on the whole or any portion of the personal income, either directly or at the source
19
thereof, of any individual not a resident of the District.” This constraint benefits the thousands of commuters who work in
the District and use its services but do not contribute to the cost of those services. Additionally, the District is home to many
nonprofit organizations, all of which are exempt from the District’s business income tax. Many of these organizations are also
exempt from the commercial property tax. These limitations have forced the District to disproportionately shift its tax burden
to a smaller base of residents and for-profit businesses.
The Commission studied several alternatives for broadening that tax base, including a program to negotiate payments in lieu
of taxes (PILOTs) with nonprofits. Ultimately, the Commission recommended a local services fee on employers. The Commission believed this would broaden the tax base more efficiently, more transparently, and, most likely, more cheaply than a
PILOT. After consulting with counsel, the Commission also concluded that a local services fee would be permissible under
the Home Rule Act.
Employers would pay $25 per employee (calculated by the number of employees listed on their unemployment filings) every
quarter, or $100 a year. Employers with four or fewer employees would be exempt. In addition to its simplicity, the fee would
be based on employees, not income, thus more closely correlating with the value of the benefits (including police, fire, and
ambulance protection) provided by the District to those employees.
19

DC Code § 1-206.02.
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It might be argued that a per-employee fee discourages employment. But the Commission tried to set the fee low enough
to mitigate possible economic effects. (Other payroll taxes, such as Social Security taxes, Medicare taxes, and unemployment taxes, are much higher.) The local services fee would also offer a more equitable avenue for spreading the District’s
tax burden. By asking all employers to pay a little for the services their employees receive from the District, the income tax
rate for those businesses—which already contribute revenue to the city—can be reduced. The lower business income tax
rate should help spur commercial growth and job creation.

What the Commission Did Not Recommend
Eliminate business income taxes
Advocates of a repeal of business income taxes maintain that the taxes hurt competitiveness, impose compliance burdens,
and generate little revenue. While agreeing that a reduction in the business income tax to 8.25 percent, from 9.975 per
cent, would increase the District’s competitiveness, the Commission found little evidence to support a complete repeal. The
District’s regional competitors, Maryland and Virginia, both have a business income tax. And the District relies heavily on
business income taxes, which accounted for 7 percent of the District’s general fund tax revenue in fiscal year 2013. Finally,
the District’s business income tax is relatively simple. It has only four credits, a fraction of the credits offered by Maryland
and Virginia.

Replace business taxes with a gross receipts tax
For some, the gross receipts tax represents a simple way to tax businesses. Firms subject to the tax tally their gross receipts,
multiply that number by the tax rate, and pay the product.
The Commission examined constructing a gross receipts tax to replace the District’s business franchise tax, unincorporated
business tax, and personal property tax.20 The objective was to make the transition revenue neutral. This meant the gross re
ceipts tax would need to raise $550 million in revenue.
In 2007, the U.S. Census Bureau estimated the District’s total business tax base at roughly $77 billion. ORA does not calculate
an official estimate for the District’s tax base but acknowledged that the census figure aligned with the District’s current tax
base. To make the tax swap revenue neutral, based on a tax base of $77 billion, a gross receipts tax rate would have to be set
at 0.71 percent—far too high to be feasible. The gross receipts tax rate in Ohio, for example, is only 0.26 percent.
A gross receipts tax raises other concerns. The tax may be “pyramided,” meaning that it could apply at more than one stage of
production. The tax could cause businesses and residents to make purchases from non-District suppliers. Moreover, the tax is
not sensitive to a business’s ability to pay, in that companies would owe taxes whether or not they earn profits in a given year.

Reduce the capital gains tax rate to 3 percent for investors in high-technology firms
The District taxes long-term capital gains the same as all other individual income, with a current top tax rate of 8.95 percent
on income above $350,000. The Commission did not recommend reducing that rate to 3 percent for capital gains from the
sale of stock of a Qualified High Technology Company (QHTC).21 Mayor Gray proposed such a reduction in the Technology
Sector Enhancement Act of 2012, and the DC Council asked the Commission to consider the proposal.
The Commission supports the diversification of the District’s economy, including efforts to attract QHTCs. But targeting
capital gains tax benefits to these firms did not seem the best course to diversify. Targeting capital gains tax benefits is
inherently difficult. Some investors might attempt to characterize their income as high-technology capital gains to take
advantage of the lower tax rate. Others might invest without the added incentive.
This malleability and, therefore, the unknown response to such a policy option, is why ORA could not provide the Commission
with an official revenue estimate. More troubling, a 2012 fiscal impact statement on the proposal from ORA concluded that “if

20
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The District’s personal property tax is only paid by businesses. It is not paid by residents.
 high-technology company is considered “qualified” if it (1) has two or more employees in the District and (2) derives at least 51 percent of gross revenues
A
earned in the District from technology-related goods and services such as Internet-related services and sales, information and communication technolo
gies, equipment and systems that involve advanced computer software and hardware, and advanced materials and processing technologies.
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[an eligible high-technology firm] were to have an IPO [initial public offering], depending on the IPO price and the subsequent
trading, the revenue losses could be significant.”
Rather than add a narrow and complex tax benefit, the Commission preferred to recommend a broad tax cut for all business
es. In addition, the District’s recently enacted QHTC legislation has already provided tax benefits to QHTCs. The QHTC
legislation primarily sets a QHTC’s business income tax rate at zero for the five years after the QHTC achieves profitability,
and then at 6 percent thereafter (with a cap on the total tax benefits of $15 million on the zero tax benefit only).

Provide certified business enterprises (CBEs) a tax credit
The District’s Department of Small and Local Business Development determines whether an operation is a certified business
enterprise (CBE). To qualify, a business’s principal office must be located within the District and its top-tier managerial staff
must operate from this location. There also are requirements related to revenue and employees. Currently, CBEs receive ben
eficial procurement and contracting treatment but no tax preferences. Because there is no indication that beneficial behavior
could be induced through tax credits or preferential tax treatment for CBEs, the Commission made no recommendations in
that direction. Additionally, there was concern that preferential treatment could cause administrative problems. For example,
new CBEs could manipulate their status (rather than shift locations) to gain preferential tax treatment while current CBEs
could collect tax relief without making changes to their business (such as location or employment).
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SALES TAX

T

he District’s general sales tax is 5.75 percent, lower than the 6 percent sales tax rate in Maryland and Northern Virginia.22
The District’s tax was raised to 6 percent in October 2010 (from 5.75 percent) but returned to its current rate in October
2013, in the middle of the Commission’s deliberations. The District also has a special 18 percent sales tax for commercial park
ing, a 14.5 percent tax on transient accommodations (hotels), and a 10 percent tax on rental vehicles and restaurant meals.
The District’s sales tax applies to
nearly all goods (with a few exemptions, including grocery food) and
some services. In presenting a paper
on sales taxes to the Commission,
Professor William F. Fox, director of the Center for Business and
Economic Research at the University of Tennessee, Knoxville, noted
that the District’s sales tax base is
broader than that of the average state and larger than those of
Maryland and Virginia. However, the
District, like many states, faces an
eroding sales tax base as consumers
shift their spending from goods to services. (The sales tax was originally designed as a tax on goods. Services were later
added to the tax base.)

The District can use the revenue generated
by a 6 percent sales tax to help fund more

ADVANTAGEOUS TAX RELIEF, such as a

middle-class income tax bracket and a lowered
business franchise tax rate, and to improve
its regional competitiveness—a goal the

Commission believed is ESSENTIAL.

At the same time, increasing numbers of purchases are made online, away from “brick and mortar” stores. Only online re
tailers with a physical presence in the District are required to collect the District sales tax.23 As the sales tax base shrinks so
does sales tax revenue.
The Commission recommended changes that will broaden the sales tax base without hurting the District’s competitiveness
relative to neighboring jurisdictions.

What the Commission Recommended
Expand the sales tax to more services
Many states have tried to add new services to their sales tax in recent years in response to national trends showing a
shift in demand from taxable goods to non-taxable services. The District already has a relatively broad sales tax base for
services, covering 74 of a possible 183 services listed by the Federation of Tax Administrators. The District taxes far more
services than Maryland (49) or Virginia (29). In fact, the District recently added laundry services, select telecommunications
services, courier services, and employment services to its list of services that are taxed.
While a broad tax base is optimal, Professor Fox cautioned that the District must carefully choose any new services to tax
in order to minimize the economic effect.

22

23

Virginia has a state sales tax rate of 5.3 percent. An additional 0.7 percent sales tax rate for the jurisdictions within the Northern Virginia Transportation
Authority brings the total sales tax rate in these jurisdictions to 6 percent.
The U.S. Supreme Court added the “physical presence” requirement in Quill vs. North Dakota, 540 U.S. 298 (1992).
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Professor Fox proposed that the following services be considered for taxation:
■ Construction contractors

■ Barber and beautician services

■ Carpentry and other construction-related services

■ Carpet and upholstery cleaning

■ Storage of household goods

■ Health clubs and tanning studios

■ Mini-storage

■ Carwashes

■ Water for consumption at home

■ Bowling alleys and billiard parlors

He selected those specific services for two reasons: They are typically a final purchase by consumers, and they are services
linked to tangible goods or real property in the District, making them difficult for consumers to purchase online or in another state.
The Commission recommended that the District broaden its tax base by including the services identified by Professor Fox.
The DC Council is encouraged to continue seeking additional services to tax in order to make the sales tax as broad and
as equitable as possible.
The Commission did not recommend adding professional services, such as accounting, legal advice, and dental work, to the
District’s tax base. Professional services are a large portion of the District’s tax base, but there are questions about wheth
er taxing them would harm economic activity in the District. Maryland and Virginia do not tax professional services, and
residents could choose to leave the District for these services if they were taxed, harming local businesses. This negative
economic incentive is one reason why only four states—specifically, geographically isolated states such as Hawaii and South
Dakota—tax a broad set of professional services.

Add a use tax line to the personal income tax return
Although an online retailer with no physical presence in the District is not required to collect a District sales tax, District
residents shopping online are responsible for a use tax equal to the sales tax. However, very few residents pay the use tax—
most often because they are unaware of it—and the District cannot effectively enforce the tax.
The Commission recommended adding a use tax line to District’s personal income tax return as a simple, non-invasive re
minder of the tax obligation. Many states that recently added a similar voluntary use tax line have seen an increase in collec
tions. A majority of states with both an individual income tax and a sales tax have a use tax line on their income tax return.
The Commission also recommended that the District consider a “Use Tax Lookup Table” that allows taxpayers to estimate
their use tax liability based on adjusted gross income. Nine states provide such a table to assist taxpayers who may not
track their online purchases throughout the year. States with such tables enjoy higher participation rates than states that
do not. Research also has found that states that require taxpayers to clearly indicate no liability—writing in “zero” rather
than allowing filers to leave the line blank–generate slightly more voluntary use tax payments.

Raise the general sales tax rate to 6 percent
In October 2013, the general sales tax rate in the District was lowered to 5.75 percent after three years at 6 percent. The
tax had been increased—with a three-year sunset provision—in 2010 to temporarily stem revenue losses arising from the
recession. After a broad examination of the District’s tax system, the Commission recommended returning the general
sales tax rate to 6 percent.
When the District raised its sales tax in 2010, Northern
Sales Tax Rates: Regional Comparison
Virginia’s sales tax was 5 percent. However, in 2013 the
DC
Maryland
Northern Virginia
sales tax rate in Northern Virginia increased to 6 per5.75%
6%
6%
cent. Maryland’s 6 percent tax has been in place since
2008. While having the lowest sales tax rate in the region is commendable, the small 0.25 percent difference between the District’s sale tax and those of its neighbors is unlikely
to affect consumers’ choices and, in fact, may not be noticed.
The District can use the revenue generated by a 6 percent sales tax to help fund more advantageous tax relief, such as a
middle-class income tax bracket and a lowered business franchise tax rate, and to improve its regional competitiveness—a
goal the Commission believed is essential.
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Unify taxation of tobacco products
The District has a complement of taxes for tobacco products. A pack of 20 cigarettes is subject to an excise tax of $2.50
($0.125 per cigarette) and an “in lieu of” sales tax of $0.36, collected at the wholesale level, that brings the total District tax
on a package of cigarettes to $2.86. This is an effective tax rate on cigarettes of 80 percent. The “in lieu of” tax is subject
to recalculation every year and can be increased if the price of cigarettes increases. This formula results in a tax consistent with the District’s general sales tax rate. To simplify administration, the District switched from a retail-level tax to a
wholesale-level tax in 2012.
The District imposes a $0.75-per-ounce excise tax on other tobacco products (OTP), such as chewing tobacco, smokeless
tobacco, snuff, and roll-your-own tobacco. In addition, OTP are subject to a 12 percent sales tax on their retail price.
Premium cigars (those costing more than $2) and pipe tobacco are not subject to the per-ounce excise tax or the special
sales tax rate. They are taxed at the general sales tax rate of 5.75 percent. “Little cigars” are taxed as cigarettes. Cigars that
do not fall into the “premium” category and are not considered cigarettes carry a 12 percent sales tax but are exempt from
the per-ounce excise tax.
The tax system for tobacco is needlessly complex. The Commission recommended that the District first broaden its defini
tion of OTP to encompass any product that “contains” tobacco or is “made or derived from tobacco.” FDA-approved tobacco
products for medicinal use (like tobacco-cessation products) would be excluded. The Commission further recommended
that the District tax all OTP at the same rate, equivalent to the per-price rate on cigarettes.
To achieve this, a single excise tax of 80 percent of the wholesale price on OTP would replace the current per-ounce excise
tax and special 12 percent sales tax rate. The 80 percent rate is equivalent to the current tax on cigarettes, if that tax were
calculated as a percentage-of-price. The tax rate would require recalculation annually (or at another established time period) to adjust for cigarette price modifications and or tax changes. However, the collection of OTP taxes at the wholesale
level, as is the practice in most states, would simplify administration.

What the Commission Did Not Recommend
Increase the sales tax rate on commercial parking, hotels, rental cars, and restaurant meals
The District has a special sales tax rate of 18 percent for commercial parking, 14.5 percent for transient accommodations
(hotels), and 10 percent for rental vehicles and restaurant meals. Nearly all large cities tax these activities at high rates to
compensate for costs associated with nonresidents who commute to or visit the city. Because these taxes shift the burden
from residents to nonresidents, some suggested they could be increased to fund residential and business tax relief.
In his presentation, Professor Fox concluded that the District did not have the capacity to raise these taxes without harming the industries being taxed and, ultimately, the District’s economy. He cited the comparatively lower rates in neighboring
jurisdictions of Maryland and Virginia. However, no economic study was produced to support that conclusion. The Commission also heard testimony from hotel and restaurant industry representatives who warned that higher rates would harm
their businesses.
The Commission decided that raising these tax rates would run counter to its efforts to make the District’s tax policy more
competitive, to encourage business growth, and to create jobs. The Commission did not recommend increases in these rates.

Expand the sales tax base to more goods
The Commission did not recommend expanding the sales tax to grocery-type foods and non-prescription drugs.
While a broad tax base is ideal, the Commission believed the current exemption for grocery food provides critical relief for
residents who pay a disproportionate share of their income on groceries. Furthermore, policy proposals for taxing grocery
food while subsidizing low-income residents proved both complex and inefficient. Maintaining the exemption is a simple
way to make the tax system fairer. The Commission also decided that a limited “snack tax” on candy bars, potato chips, and
similar products is not worth the administrative challenges that it would create.
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The Commission did not recommend taxing non-prescription drugs. The District is similar to 11 states that exempt non-pre
scription drugs from the sales tax. Since Maryland and Virginia are among the states with the exemption, a District tax could
induce consumers to purchase non-prescription drugs in the neighboring jurisdictions. Additionally, as with grocery food, the
current exemption benefits low-income residents. Finally, such a tax would generate limited new revenue.

Expand the definition of nexus to require online retailers with District-based affiliates to collect the District
sales tax
Many states are currently considering or have implemented so-called “Amazon taxes.” These laws have been proposed as a
way for states to collect the sales tax on online purchases. Under such a law, a business that had no physical presence in the
District, but which had a commission-based business relationship with a District-based entity, would be required to collect
and remit taxes on all sales to District residents.
Most states that have created such laws have not seen new tax revenue. That is because businesses in those states opt to end
commission-based relationships rather than collect the tax. In fact, ORA estimated the revenue increase from passage of such
a tax in the District “is likely negligible.” Furthermore, “Amazon taxes” in New York and other states are being challenged in court.
Given the uncertain efficacy but certain complexity of such laws, the Commission decided against recommending this change.
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PROPERTY TAX

R

eal property taxes are the largest source of tax revenue for the District, accounting for a third of the District’s tax rev
enue. Residential property is taxed at $0.85 per $100 of assessed value, but due to a variety of measures enacted over
time, the effective residential property tax rate for most owner-occupied residential property is significantly less than $0.85
per $100. The tax rate for commercial property is graduated: The first $3 million of assessed value is taxed at $1.65 per $100
of value and any additional amount is taxed at $1.85 per $100. The residential property tax rate is the lowest in the metropol
itan region (and the effective owner-occupied residential property tax is substantially lower), while the commercial property
tax rate is the highest.
The Commission did not recommend policy changes to the
District’s property tax. However, the Commission submitted a
memo to the new Chief Financial Officer, Jeffrey DeWitt, with
suggestions on areas to improve property tax administration.
The Commission did not recommend a cut in the commercial property tax rate because, although the District’s rate is comparatively
high, the Commission believed there are more efficient ways to improve the District’s competitiveness.

The Commission decided that

REFORM of the
individual income tax is a
BETTER MEANS to offer tax
relief to District residents.

The Commission did not recommend a reduction in the
District’s residential property tax rate, largely because the rate is already the lowest in the region. The District also provides
substantial property tax relief to its residents, including through the recent significant expansion of the District’s circuit
breaker program (Schedule H), which provides relief to low-income renters and homeowners whose property taxes claim
a too-large share of their income. The Commission believed the best way to assist low- and middle-income residents is
through changes in the income tax rather than the residential property tax. The Commission also did not support an option
to raise the residential rate as an offset to a reduced commercial property tax rate.

What the Commission Did Not Recommend
Lower the tax rate on commercial property
The District has the highest commercial property tax rate in the greater Washington region. Rates vary among localities—
property taxes are generally local taxes rather than state taxes—with neighboring Maryland jurisdictions taxing commercial
property at roughly $1.22 to $1.42 per $100 of assessed value and Virginia communities taxing property at just more than $1
per $100 of value.
Commercial property taxes account for a large portion of the District’s business taxes. The Commission wanted to reduce
business taxes to increase the District’s competitive position; however, the Commission discovered that reducing the com
mercial property tax to match neighboring jurisdictions would be prohibitively expensive. Each one-cent reduction in the
top commercial property tax rate ($1.85) loses nearly $6 million in tax revenue annually. Therefore, cuts to align the District’s top rate with that of Maryland ($1.42) would lose approximately $258 million. Paring the District’s lower rate ($1.65)
would also lose additional millions of dollars. By contrast, a reduction of the District’s business franchise tax rate to 8.25
percent (Maryland’s rate) would lose $57 million.
Considering this through the lens of greater economic growth, the Commission decided that a cut in the commercial prop
erty tax would be less effective, dollar-for-dollar, than significantly reducing the business franchise tax. In other words,
businesses are more likely to move than buildings.

DC Tax Revision Commission 25

Dr. Daphne Kenyon, the principal of policy-consulting firm D. A. Kenyon & Associates in Windham, New Hampshire, presented
a paper on property taxes to the Commission. She reviewed the economic literature to determine who bears the burden of the
commercial property tax. “According to that literature, 55 percent to 100 percent of commercial property tax differentials of
a jurisdiction over its neighbors are absorbed by owners of land and buildings, and from 0 percent to 45 percent of the tax dif
24
ferentials are absorbed by those renting commercial properties.” In other words, a reduction in commercial property taxes
in the District would mainly relieve property owners, including many foreign investors, rather than District-based businesses
located in the buildings.

Create a payment in lieu of taxes (PILOT) program
Many District properties face no property tax thanks to a variety of exemptions, most of them based on the status of the
owner (e.g., a qualifying nonprofit organization). Such exemptions leave other properties and their owners shouldering a larger
share of the tax burden. Some jurisdictions have addressed this by creating a payment in lieu of taxes (PILOT) program. Under
a PILOT program, the owners of exempt properties are required to negotiate a payment based on the services provided to
them by their local government. The enforcement of this requirement is unclear—perhaps merely moral suasion.
For example, Boston estimates how much city tax revenue is used to fund public services, such as fire protection or public
works that directly benefit exempt organizations. Boston calculated this share as 25 percent. The city then negotiates PILOTs
with individual organizations based on the premise that each should pay a PILOT equal to 25 percent their hypothetical prop
erty tax payment. The organization is allowed to negotiate a lower payment by demonstrating that it provides government-like
services that are adequate substitutes for tax payments.
The Commission did not recommend creating a PILOT program for the District. The Commission was concerned about the
opaque and arbitrary nature of such programs and anticipated unnecessary administrative burdens for both nonprofit or
ganizations and the DC Office of Tax and Revenue. Instead, the Commission recommended a local services fee as a simpler,
more transparent, and less expensive means to achieve the same goals.

Reduce the residential property assessment limitation from 10 percent to 5 percent
If a taxpayer owns a home as a principal residence and, therefore, qualifies for the homestead deduction, then the taxable as
sessment of that property cannot rise by more than 10 percent annually. This limitation protects homeowners from dramatic
property tax hikes from year to year. Concerned that reduction in the limitation would be inequitable since it had no bearing
on a resident’s ability to pay, the Commission did not recommend reducing the limit to 5 percent. In fact, some of the District’s most affluent residents living in the city’s most valuable properties would gain the most by a reassessment proposal.
The reduced assessment limitation also would exacerbate equity problems since new homeowners would pay substantially
more in property taxes than long-term residents in similarly valued property.
The Commission decided that reform of the individual income tax is a better means to offer tax relief to District residents.

Change the residential property minimum taxable assessment
The taxable assessment of residential property must always be at least 40 percent of the current assessed value of the prop
erty, regardless of annual limitations on the assessed value. The 40 percent minimum currently affects few taxpayers. During
a period of substantial increases in property values, however, the provision’s impact on assessments could become extensive.
The Commission did not recommend increasing the minimum taxable assessment to 50 percent. While an increase might
improve the fairness of the property tax, 10 percentage points would affect few properties and raise less than $1 million in
tax revenue.
The Commission also did not recommend eliminating the minimum. There is merit in protecting residents from substantial
one-year property tax increases, but the long-term effect of this policy can be disruptive and harmful by creating significant
horizontal inequity between homeowners of like residential property. For example, two taxpayers with similar property values
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26 DC Tax Revision Commission

might pay very different property taxes solely based upon how long each resident lived in his or her house.25 In addition, this
form of tax relief is poorly targeted: A long-term resident receives a tax benefit regardless of ability to pay.

Eliminate the classifications for vacant and for blighted property
Real property in the District is separated into four classes for taxation. In addition to residential (Class 1) and commercial
(Class 2), there are classes for vacant buildings (Class 3) and blighted buildings (Class 4). These latter two classes are taxed at
higher rates as an incentive for owners to use their buildings productively and to prevent buildings from falling into disrepair
and negatively affecting other properties in their neighborhoods. Although other state and localities do not use such classi
fications, the Commission recommended keeping them. Repealing the classifications would require the District to increase
regulatory enforcement in place of the taxes, and that might prove more burdensome and less effective.

Tax land and buildings at different rates
Total assessed property value is reached by combining the value of land with the value of the building(s) on the property. Taxing
land at a higher rate than buildings could reduce the tax penalty for improving the value of buildings. It also might serve as an
incentive for new construction and penalize owners of valuable land who fail to develop it. Although taxing land and buildings
at different rates is a centuries-old idea, no major jurisdiction currently does this. (Pittsburgh ended its system in 2001.) The
Commission decided against such a system on grounds that the benefits were not great enough, particularly in light of added
administrative challenges, including the need to value land and buildings separately.

Changes to the deed recordation and deed transfer taxes
Deed recordation and transfer taxes (deed taxes) are imposed when taxable properties in the District are sold or transferred.
For all real property other than residential properties valued at less than $400,000, the rate for each tax is 1.45 percent of
total consideration or fair-market value. The combined deed tax rate for a transfer of residential property valued at $500,000
or for any commercial property would, therefore, be 2.9 percent. For residential properties valued at less than $400,000, the
rate for each tax is 1.1 percent of total consideration or fair-market value, for a total of 2.2 percent.
The Commission considered several changes to deed taxes, among them increasing or decreasing the rate. Ultimately, the
Commission decided to make no recommendations. Professor Rodney Green, executive director of the Center for Urban
Progress at Howard University, noted that his research found that while deed taxes are higher in the District than in neighbor
ing jurisdictions, they have a minimal effect on transactions. Writing specifically about commercial property, Professor Green
said deed taxes “seem like an attractive source of tax revenues with few negative local economic consequences.” 26
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Lowering the assessment limitation to 5 percent, from 10 percent, would engender greater inequity in residential property tax assessments. Under
such a system, the minimum would become even more important in maintaining a fair tax system.
Green, Rodney D., Ph.D. and Judy Mulusa, Ph.D., “The Deed Recordation and Real Property Transfer Taxes in the District of Columbia: A Comparative
Analysis of Their Rates, Rationale, Structure, and Implementation with policy Options,” Howard University Department of Economics, July 3, 2013, p.3.
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