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Abstract

The purpose of this study is to assess the extent of variations in the revenue capacity of
select local governments in the Washington, DC area using the Representative Revenue
System developed by the U.S. Advisory Commission on Intergovernmental Relations,
and to investigate what impact a shift to a real property tax on land only would have on
the resulting differences. Revenue capacity is the hypothetical ability of local
governments to raise revenue from their own available resources.

The research results reveal that there are substantial differences in revenue-raising ability
across the metropolitan area, but particularly, among the suburban jurisdictions.
Moreover, when revenue capacity is recalculated assuming a real property tax on land
only, we found that this had a slight effect on ameliorating differences in revenue-raising
ability. However, additional studies need to be conducted to see to what extent these
findings reflect the “typical” situation within other metropolitan areas.

Findings:

e There were substantial variations in the revenue capacity of local governments in
the Washington, DC, area. Virginia counties tend to have above average revenue
capacities and Maryland counties tend to have below average revenue capacities.

e The major disparities were between suburban jurisdictions. Washington, DC, the
core center city in the metropolitan area, had an average revenue capacity while
there was substantial variation across suburban governments.

e Opverall, there were relatively small changes in the local governments’ revenue
capacities and in the extent of fiscal disparities in the metropolitan area when
these measures are recalculated assuming real property taxes are levied on land
only. However, these changes, though small, were in the direction of reducing
fiscal disparities.
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Intra-Metropolitan Area Fiscal Capacity Disparities
and the Property Tax

Introduction

Regional concerns have become an increasingly visible part of both public debate and
academic literature during the past decade. However, despite the highly publicized case
of the metropolitan wide tax base sharing policy in the Minneapolis-St. Paul region, there
has been little careful work done on the fiscal problems of regions. These disparities are
at the very heart of the concern about fiscal equity in metropolitan areas and, particularly,
the question of whether local governments with low fiscal capacity realistically have the
ability to provide adequate levels of public services to their residents. This problem is
most visible in the area of elementary and secondary education, but extends beyond it to
all services.

The purpose of this project is to embark upon a research program that will examine the
extent of fiscal disparities among local governments in metropolitan regions. Fiscal
disparities are the difference between tax capacity and expenditure need for each local
government within a region, standardized as deviations from the regional average. Tax
capacity for a government is the amount of revenue it would raise if it applied the average
tax rate for local governments in the metropolitan area for each tax to its own tax base for
each of the taxes a local government is permitted to levy under state law. Expenditure
need is the cost of providing an average package of public services for each government
in the area, taking into account differences in need.

As an initial step in the research program, this study focuses on the revenue capacity side
of the fiscal disparities problem. We proceed in a manner designed not only to produce a
better understanding of intra-metropolitan tax base disparities among the research
community, but also to inform policy makers on these issues. In so doing, our objective
is to bridge the gap between researchers and policy makers.

Generally, most of the discussion of tax base disparities has focused on the role of the
property tax as the underlying cause. However, intra-metropolitan disparities will result
from the use of any local tax across various jurisdictions.' Nonetheless, this project
focuses particularly on the relative role of the local property tax in contributing to intra-
metropolitan tax base disparities. We do so primarily because we examine the sensitivity
of these tax base disparities to possible changes in the property tax that would result in
the differential taxation of land and structures.

In summary, the purpose of this project is to calculate revenue capacity and effort
measures for local governments within the metropolitan Washington, DC area and
investigate what impact a shift to a graded property tax would have on intra-metropolitan
fiscal disparities.



The Study Area

The focus of our study is on local governments within the metropolitan Washington, DC
area. In selecting governments to include, we start with the definition of the Washington,
DC Primary Metropolitan Statistical Area (PMSA) used for the 2000 Census. However,
because of time and resource constraints, we did not include all jurisdictions in the
Washington, DC PMSA in our study. Specifically, we omitted the two counties in West

Virginia and included two Maryland counties that are technically part of the Baltimore
PMSA — Anne Arundel and Howard counties. In Virginia, we included the following
counties: Arlington, Fairfax, Fauquier, Loudoun, and Prince William. We also chose to
include the independent city of Alexandria. The state of Virginia has independent cities
that are not part of any surrounding county and are considered county equivalents.” We
chose to include Alexandria City given its relative population size in 2000 (128,283).

The individual revenue capacity and effort of the other independent cities in Virginia
within our area of study — Fairfax City, Falls Church City, Manassas City, and Manassas
Park City — are not examined individually; instead, we add the revenue and base data of
these cities to the appropriate surrounding counties’ revenue and base totals: Fairfax City
and Falls Church were added to Fairfax County, and Manassas City and Manassas Park
City were added to Prince William County (hereafter, these areas will be referred to by
the county name: Fairfax and Prince William).> This was done in order to have
comparable spatial units to Maryland. In Maryland, cities are not considered county
equivalents; but rather, a local government within the county where it is geographically
located. See Table 1 for a list of local jurisdictions selected for this study.

Table 1
Selected Local Jurisdictions

Maryland Virginia District of Columbia
Anne Arundel Arlington County
Calvert County Fairfax County (includes Fairfax
City and Falls Church City)
Charles County Fauquier County
Frederick County Loudoun County

Howard County

Prince William County (includes
Manassas City and Manassas Park
City)

Montgomery County

Alexandria City

Prince George’s County

The selection of the Washington, DC metropolitan area for this project complicates the
intra-metropolitan comparison of fiscal disparities because three different state/local

structures are involved — Maryland, Virginia, and Washington, DC. Since Washington,
DC is not contained within the boundaries of any state, it operates as a city/state unit of




government with a revenue structure similar to the typical revenue structure of a state
government.

The intra-metropolitan comparisons are made somewhat easier, however, by the fact that
both Maryland and Virginia have relatively simple systems of local government. Both
Maryland and Virginia have a relatively small number of independent local governments
— 265 and 521 respectively. Only six states have fewer numbers of local governments —
Alaska (176), Delaware (340), Hawaii (20), Louisiana (474), Nevada (211), and Rhode
Island (118). Fourteen states have more than 2,000 units of local government with
[llinois (6,904) and Pennsylvania (5,032) having the most.

Initially, we were going to examine the individual revenue capacity and tax effort of
counties and their municipalities, but due to data constraints, we were limited to looking
only at counties and large independent cities. The revenue sources and bases of
municipalities and special districts are reflected in county revenue and base figures, but
are not examined independently (see Appendix for a more detailed explanation).

The Representative Revenue System

According to Fastrup, public finance analysts have been concerned about fiscal capacity
since the 1920s.* A variety of conceptual approaches to defining and measuring fiscal
capacity have evolved over the years. These various measures include per capita income,
per capita gross state product, total taxable resources, export-adjusted income, and two
measures developed by the Advisory Commission on Intergovernmental Relations — the
Representative Tax System and the Representative Revenue System.’

The Advisory Commission on Intergovernmental Relations (ACIR) developed the
Representative Tax System (RTS) and, subsequently, the Representative Revenue System
(RRY) as an alternative measure of state and local fiscal capacity and effort because of
limitations of the use of per capita income as the principle variable for measuring state
and local fiscal capacity.® The RTS methodology is a more comprehensive measure of
revenue-raising ability than personal income because it more accurately reflects the
diversity of tax and revenue sources as well as their ability to ‘export’ taxes, that is, to
levy taxes that are ultimately paid by nonresidents.” In 1971, ACIR broadened the RTS
concept by including certain non-tax revenue sources that are commonly utilized by state
and local governments. This broader concept was initially referred to as “the average
financing system” and eventually became known as the Representative Revenue System
(RRS). In 1971, the non-tax revenues included in the RRS were current charges, interest
earnings, miscellaneous general revenues, and utility surpluses.® More recently, the RRS
framework includes rents and royalties, lotteries, and user charges as non-tax revenues.’

According to the RRS approach used by ACIR, revenue, or fiscal, capacity is the
hypothetical ability of a state and its local governments to raise revenues to support
public services. States, and their local governments, vary in their abilities to raise
revenues to support public services because of differences in their underlying economic
circumstances. The RRS estimates of revenue capacity, or fiscal capacity, highlight these
differences by measuring the revenues that would result from applying a standard,
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representative set of tax and revenue bases and rates to every state. Because the same tax
base definitions and tax rates are used for every state, revenue yields estimated under the
RRS vary across states only because of difference in the underlying economic bases that
are available to be taxed. Additionally, the RRS methodology can provide insight into
the degree with which local governments are utilizing their available economic bases by
examining the ratio of a state or local government’s actual per capita revenue collections
to its hypothetical per capita revenue collections; this is referred to as the government’s
revenue or fiscal effort.

The RTS and RRS approaches to measuring fiscal capacity are not without their critics.
The two primary criticisms of these two approaches to measuring fiscal capacity are that
they assume that individual tax bases are independent of each other and that these
measures are independent of the fiscal decisions of individual governments. First, the
ability of a jurisdiction to tax property wealth will depend, in part, on the income levels
of the residents since property taxes are paid out of current income. Barro argues that
because the RTS measure of fiscal capacity ignores these interdependencies, the RTS
index gives unduly low weight to income relative to other tax bases.'” ACIR
acknowledges the intuitive appeal of this argument, but also acknowledges that theory
does not suggest how variances in these relationships affect fiscal capacity.''

The second major criticism of the RTS and RRS approach is that many of the revenue
bases used in these indices are not independent of a government’s fiscal decisions.
Specifically, the argument is that government policies such as tax rates, zoning, and
subsidies affect the size of individual tax bases. For example, in the case of real estate
taxes, the literature documents how differences in tax rates relative to public service
levels are capitalized into housing values so that low tax states can have higher property
values than they would if they charged higher rates. Again, ACIR acknowledges this
concern by recognizing that if all states taxed at the national average rate for each tax
base the distribution of each tax base would certainly be different then the reality of
today. Again, the issue is what can be done to correct for this limitation. In this case,
researchers would have to estimate how location patterns, business, industry, sales, and
population would be spatially distributed differently than the current situation — a near
impossible task.'?

While the RTS and RRS approaches to measuring fiscal capacity have some conceptual
limitations, little has been offered on how these limitations might be overcome.

Bradbury and Ladd, however, have put forward an alternative approach to estimating the
fiscal capacity of local governments which is referred to as the export adjusted income
approach."® According to their approach, the fiscal capacity of a local government is
defined as the per capita revenue a city can raise from tax bases in the city given a
specified burden on local resident income plus revenues exported to nonresidents. This is
expressed as follows:



FC =kY(l+e)

Where:
FC is per capita fiscal capacity of a local government

k is a given tax effort by local residents
Y is per capita resident income

E is the portion of each tax borne by nonresidents.

This approach requires estimation of the incidence of individual taxes and apportioning
that incidence to residents and nonresidents. The incidence of individual taxes, however,
may vary from community to community depending on economic circumstances. As a
result, any incidence study is dependent on simplifying assumptions made to carry out the
study so there is a normative dimension introduced into the analysis."*

While application of the RRS system requires some simplifying assumptions, generally
they are not as critical to the outcome of the analysis as the underlying assumptions
inherent in the export adjusted income approach of Bradbury and Ladd. Also, data
requirements for the RRS may be somewhat less of a constraint than the data
requirements of the export adjusted income approach which is trying to estimate the
incidence of individual revenue sources across a large number of cities with different
economic circumstances. We believe that the RRS is relatively comprehensive and easier
to measure than some of the other approaches to measuring fiscal capacity. As a result,
this study uses the RRS framework for calculating the revenue capacity and effort of
local governments within the Washington, DC metropolitan area.

Focus on Intra-metropolitan Fiscal Disparities

ACIR applies the RTS and RRS concepts for measuring fiscal capacity and effort to the
50 state-local fiscal systems. The unit of observation is the state. The objective of this
study is to apply the concept to individual local governments within a metropolitan area.
Specifically, this project responds directly to an important recommendation for research
needs made in the National Academy of Science’s report, Governance and Opportunity
in Metropolitan Areas (1999):

“There is substantial research on tax/service disparities among major cities across
metropolitan areas, but only scattered research on variation in tax/service capacity
among local governments within metropolitan areas. A basic task is to compile data on
variation in fiscal capacity among local governments in each (or a substantial sample of)
metropolitan areas, as well as changes over time.”

As suggested by the National Academy of Science report, there is very little experience
investigating the fiscal capacity and effort of individual local governments within a
metropolitan area. ACIR did apply the RTS concept to 69 Standard Metropolitan
Statistical Areas (SMSAs) using data from 1977 and 1980." The report estimated the
capacity of local governments in SMSAs to raise revenue by applying the average tax
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rate in all such governments to each of seven tax bases in each of the selected SMSAs —
individual income taxes, general sales taxes, residential/vacant real estate, agricultural
real estate, commercial/industrial real estate, other taxes, and current charges. The unit of
observation in this report is the SMSA, not individual local governments within the
SMSA.

More recently, Rafuse and Marks applied the representative revenue and expenditure
systems developed by ACIR to investigating fiscal disparities across 40 municipalities
within the Chicago metropolitan area.'® Their study was complicated by the fact that the
six county metropolitan area of Chicago is made up of more than 1,200 independent local
jurisdictions with overlapping areas of responsibility. In fact, there were some 345
governmental entities providing services to the residents of the 40 municipalities selected
for the study. Rafuse and Marks included 11 categories of revenues in their study —
intergovernmental revenues, property taxes, general sales taxes, motor fuel taxes, motor
vehicle license taxes, other taxes, current charges, interest earnings, all other own general
revenues, utility revenues, and insurance trust revenues. Resident money income is used
as the representative base for all revenue sources except property taxes (equalized
assessed value) and general sales taxes (total retail sales in a municipality as reported in
the 1987 Census of Retail Trade).

Green and Reschovsky examined fiscal disparities across 285 municipalities in
Wisconsin with populations in 1991 of more than 2,500. They estimate both expenditure
needs and revenue capacity of individual local governments and analyze the resulting
fiscal conditions and state aid programs. Green and Reschovsky define a municipality’s
tax capacity as the amount of property tax revenue it would raise if all municipalities
were to levy a uniform property tax rate on their residents. They chose as the uniform
rate the average municipal property tax rate for the 285 municipalities in their study.
While local governments in Wisconsin also receive some revenues from public
accommodations (hotel) tax, and from licenses, fines, permits, and user fees, Green and
Reschovsky ignored these elements of municipalities’ revenue-raising capacity because
there \;v7as no easily accessible data and because these sources of revenue were generally
small.

The above examples look at how much revenue a jurisdiction would raise if it applied
average tax rates to a representative set of tax bases as a means of calculating fiscal
capacity of local governments. Ladd, Reschovsky and Yinger utilize the export adjusted
income approach to measuring fiscal capacity to examine the fiscal condition of 179
cities in Minnesota with populations greater than 2,500.'® In estimating the revenue
capacity of cities in their study, the authors recognize that 80 percent of own-source
revenues of the average Minnesota cities in the study came from property taxes. Other
own-source revenues include the utility franchise tax, local sales and gravel taxes,
licenses, permits, and user charges. As in the Green/Reschovsky study of Wisconsin
municipalities, Ladd, Reschovsky and Yinger argue that user charges differ from the
other local revenue sources because they resemble a price for a specific service.
Therefore, user charges are not treated as a separate revenue source; instead spending
financed by user charges is netted out in calculating expenditure need. Because the
remaining revenue sources are small, they are omitted from the calculation of revenue
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capacity. They define revenue capacity as the amount of money a city would generate
from the property tax if it imposed either a standard burden on residents or a standard tax
rate. The article does not provide a detailed discussion of how these estimates are
determined.

Sources of Tax and Non-Tax Revenues

As applied to the 50 states by ACIR, the RRS includes 28 state and local taxes and 3 non-
tax sources of revenue. These revenue sources are detailed in Table 1 of the Appendix.
Our focus in this project differs from the ACIR focus on state and local revenues. ACIR
used the state as the unit of observation, but our focus is on the revenue, or fiscal,
capacity and effort of individual local governments within a metropolitan area. We use
the local government as the unit of analysis—counties and municipalities. Therefore, in
calculating fiscal capacity, and effort, we exclude revenue sources that are traditionally
state level revenues — e.g. corporate income tax, motor fuels tax, death and gift taxes,
estate and gift taxes, severance taxes and occupational and business licenses. We only
include revenue sources that are utilized, or could potentially be utilized, by local
governments in the study area. This study examines eight revenue sources, six tax and
two non-tax. These include real and personal property tax, personal income tax, general
sales tax, some selective sales tax (i.e. public utilities taxes and other selective sales
taxes), user charges, and revenue from public utilities. Similarly, non-tax revenue
sources not available to local governments would be inappropriate to include in our
study. Lottery revenues fall into this category. Table 2 lists the revenue sources included
in this study as well as the representative revenue base.

Table 2
Representative Revenue Sources and Bases
Included in This Study

Revenue Sources Representative Revenue Base

Tax Revenues

The assessed value of all taxable real property at
100% of market value

Assessed value of tangible personal property and
vehicle personal property

Real Property

Personal Property

Personal Income Tax

Adjusted Gross Income

General Sales Tax

Aggregate value of total retail sales

Public Utilities

Personal Income

Other Selective Sales Tax

Personal Income

Non-Tax Revenues

User Charges

Personal Income

Public Utilities

Personal Income




Once the revenue sources to be included in the study are determined, there are basically
four steps in developing measures of revenue capacity and effort for individual local
governments in the study area. First, we gather information on actual revenues collected
by all local governments in the study area (counties, cities, special districts) for the
revenue sources included in this study. Second, we gather information on the base of
each revenue source for each local government in the study area — both counties and
municipalities. We want to have a uniform base definition that is applied across all local
governments in the study area because our focus is on differences in revenue raising
capacity resulting from differences in their underlying economic circumstances. Third,
we calculate an average effective tax rate for the metropolitan area, which is then applied
to the base of each revenue source in each jurisdiction to determine hypothetical revenue
capacity per capita. In the fourth step, we compute a measure of revenue effort for each
jurisdiction in the study area by comparing its actual per capita collections with the
hypothetical amount it could have collected per capita if it taxed each base at the average
effective rate.

Finally, we examine the implications for fiscal disparities across local governments in the
metropolitan area of shifting from the current property tax applied equally to land and
improvements to some form of a graded property tax, which taxes land more heavily than
improvements.

Empirical Analysis
Step 1: Revenue Collections

Metropolitan Washington, DC includes local governments from three different
jurisdictions — Maryland, Virginia, and Washington, DC (a single unit of government
with state and local government responsibilities because it is not included in the
boundaries of any state). As a result, there are concerns regarding the comparability of
data across jurisdictions since each state has its own reporting requirements, definitions,
etc. Since we are comparing fiscal capacity measures across jurisdictions, we need to
have a definition of revenue collections that is consistent across all jurisdictions in the
study area. Therefore, in order to utilize revenue collection data that are comparable
across all local jurisdictions in the metropolitan Washington, DC area, we use data from
the U.S. Census Bureau.

The U.S. Census Bureau has micro-form level data available on the actual collections of
local governments by source for 1997 and 2000. The 1997 Census of Government data
include revenue collections by source for all local governments (counties, municipalities,
and special districts). The 2000 Census data come from the Government Finance reports
and include information for counties and a few large municipalities and special districts;
but detailed data for all municipalities and special districts are not available from this
annual series. Since we need to have comprehensive measures of revenue collections—
including revenues from all counties, municipalities and special districts—we used the
1997 data to calculate the counties’ share of total local government revenue in Maryland
and Virginia, and then inflated the 2000 data using these percentages to obtain an



estimate of total local government revenues in FY2000."” A more detailed description of
this process is contained in the Appendix.

Finally, we need to remember that we only include in our revenue collection numbers
revenues collected from sources actually used by local governments in the study area.
We have excluded revenues from state type revenue sources. For example, we exclude
from Current Charges revenues from higher education and hospitals.

Step 2: Revenue Bases

As mentioned above, the comparability of revenue bases across jurisdictions is also
critical to insure that the representative, standard revenue bases reflect only the economic
situation of each local government. Data available on the county and municipal level are
sometimes difficult to obtain or do not exist; therefore, we sometimes had to estimate the
value of an appropriate revenue base using data that is available from previous years. For
example, estimates were used to calculate the tax base for general sales and personal
property taxes. Details of the methods for estimating individual tax bases are contained
in the Appendix. The following provides a brief summary of the economic base data we
used for each revenue source included in the calculation of fiscal capacity.

Property Tax

The property tax base has two components — real property and personal property. The
representative, standard base used for real property is the assessed value of all taxable
real property at 100% of market value — this excludes property that is typically exempt
from property tax such as government buildings, churches, and charities. We added back
into the real property tax base assessed values that had been deducted as an across the
board homestead exemption.20 We were not able, however, to make adjustments in the
real property tax base for other property tax relief mechanism like the ceiling on growth
in assessed values in Maryland, or for the three-year cycle of valuations in effect in
Maryland and the District in 2000%".

The personal property tax is an important source of revenue for local governments in the
study area, especially local governments in Virginia. Revenue from personal property is
more than 20 percent of all property tax revenue for the selected jurisdictions in Virginia
compared to about 15 percent for the selected Maryland jurisdictions and 12 percent for
the District. The personal property base is much more complicated tax base to determine,
however.

While the basic definition of the personal property tax base is fairly consistent across all
local governments in the study area, there are two primary differences between the
jurisdictions: 1) the car tax that Virginia’s local governments levy, and 2) a tax on
manufacturing equipment levied in Virginia and the District.”

Local governments in Virginia have the right to include automobiles in their personal
property tax base. While the state government passed legislation to phase out a portion of
the “car tax” that phase out was never going to be a 100 percent phase out and the actual
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phase out has been put on hold because of fiscal problems in Virginia.”> Therefore,
because we are including all feasible local taxes in our estimates of fiscal capacity,
although Maryland counties and the District do not currently tax automobiles, we include
the value of automobiles in the personal property tax base of each of these jurisdictions.*

The value of all registered vehicles in the Maryland jurisdictions and the District would
be the appropriate representative, standard base to include in their personal property tax
base in order to make it comparable to the personal property tax base in Virginia’s local
governments. However, these data were not available for Maryland and the District
because they do not levy a tax on motor vehicles. Therefore, we had to estimate these
values and add them to the personal property tax base of local governments in Maryland
and the District. We accomplished this in two steps. First, we estimated the average
value of different types of motor vehicles in the Virginia counties taxing such motor
vehicles. Second, we multiplied these average values by the number of registered
vehicles in the Maryland local governments and the District to estimate the total value of
motor vehicles in each jurisdiction. These values were then added to the local
government’s personal property tax base.”

The situation for manufacturing equipment was a bit more complicated. While none of
our jurisdictions tax commercial and manufacturing inventory, Virginia local
governments and the District tax manufacturing equipment, which is exempt in the
Maryland counties in this study. In this study, we did not consider manufacturing
equipment as part of the taxable personal property base because it is not a significant
source of revenue for Virginia or the District. For the majority of Virginia’s local
governments selected for this study, the amount of revenue earned from and the assessed
value of manufacturing equipment is less than two percent of the total revenue and the
total assessed value of tangible personal property. In the District, the assessable base for
and revenue generated from manufacturing equipment is also minimal --printing presses
make up the majority of taxable manufacturing equipment in the District.”® Since
estimating the value of manufacturing equipment in each Maryland jurisdiction was
beyond the scope of this study, we simply reduced the revenue collections and base data
for Virginia’s local governments included in the study and for the District of Columbia to
obtain more consistent estimates of the personal property tax base across jurisdictions in
the study area. A more detailed explanation of this adjustment is contained in the
Appendix.

General Sales Tax

The representative tax base for the general sales tax is the aggregate value of taxable
retail sales in 2000. Census data on taxable retail sales were not available for the year
2000. The most recent data available were for 1997 in the 1997 Economic Census report;
the 2002 report is to be released early in 2004, which is after the completion of this study.
Therefore, we estimated sales receipts for retail trade by county for 2000, using the 1997
Economic Census data and the 2000 Census data from County Business Patterns. A
detailed description of this estimation is included in the Appendix.
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Selective Sales Taxes

Census defines Selective Sales Taxes as taxes imposed on the sale of particular
commodities or services or on the gross receipts of particular businesses separately and
apart from the General Sales tax. The Advisory Commission on Intergovernmental
Relations included nine separate selective sales taxes in their calculations of
Representative Revenue Systems for the 50 states. However, many of these selective
sales taxes are state-only revenue sources. For example, the ACIR includes in its
measures selective sales taxes on motor fuel, insurance premiums and alcohol. Local
governments typically do not have access to these revenue sources so we excluded them
from our estimates of local own-source revenue raising capacity. However, based on the
experiences of local governments in our study area, we do include selective sales taxes on
public utilities, and other selective sales taxes.

Selective sales taxes on public utilities include taxes on transportation companies,
telephones, telegraphs and light and power. The base of the tax is generally the gross
receipts or gross earnings of the company providing the service. Sometimes the tax may
be based on the number of units sold, e.g. kilowatt-hours of electricity. In either case,
however, the base of the tax reflects consumption decisions by individual consumers. As
a result, we use personal income for 2000 as the representative base for these selective
sales taxes.

According to the Census Bureau definition, Other Selective Sales Taxes include taxes on
specific commodities, businesses, or services not reported separately under selective sales
taxes. For example, this would include taxes on contractors, lodging, lubricating oil,
fuels other than motor fuel, sales of motor vehicles, meals, soft drinks, margarine, etc.
Unfortunately, the Census data do not break down total revenues from other selective
sales taxes into these component parts. As a result, we use personal income for 2000 as
the representative base for Other Selective Sales Taxes.

Income Tax Base

We use Adjusted Gross Income (AGI) for tax year 2000 as the representative tax base for
the income tax.”’

User Charges Base

According to the Census Bureau definition, Current Charges reflect “Amounts received
from the public for performance of specific services which benefit the person charged
and from sale of commodities or services ..” Basically, Current Charges are user charges,
which reflect the consumption decisions of individual citizens. Thus, revenue generated
from user charges depends, in large part, on prices and the resulting consumption choices
of individual citizens. For the purposes of this study, then, we use personal income for
2000 as the representative base for user charges.
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Public Utilities Base

Public Utility revenues include revenues from water utilities, electric utilities and transit
authorities. In each case, there is a charge for the service being provided — essentially
making these revenues comparable to user charges. As a result, we use personal income
for 2000 as the representative base for Public Utility revenues.

Step 3: Estimating Fiscal Capacity

After the first two steps are completed, the third step in ACIR’s RRS methodology is to
calculate the fiscal capacity of individual local governments. This step starts by
calculating the average tax rate for each revenue source for all local governments
included in our study. The average tax rate is calculated by dividing total collections of
all local governments in the study area by the total base for all local governments in the
study area for each tax or revenue source. The average tax rate for each revenue source
included in our estimate of local fiscal capacity is summarized in Table 3.

Table 3
Average Tax Rates for All Local Governments

Tax and Revenue Sources Average Tax Rate
Real Property Tax 1.25 %
Personal Property Tax 1.85 %
Income Tax 1.74 %
General Sales Tax 1.91 %

Public Utility Taxes 0.19%

Other Select Sales Taxes 0.11 %
User Charges 0.96 %
Public Utilities Revenue 0.42 %

These average tax rates are then applied to the appropriate revenue base in each
jurisdiction to estimate the hypothetical potential revenue yield, or capacity, that would
result from each revenue source if each jurisdiction used a standard base definition and
applied the average tax rate to each base. The total revenue capacity, or fiscal capacity,
of each local government is the total of the hypothetical revenue yields from each
individual revenue source. The population of each jurisdiction is divided into the total
hypothetical revenue it would raise to determine the hypothetical fiscal capacity per

12



capita for that local government. Thus, differences in fiscal capacity across jurisdictions
reflect differences in economic circumstances, not differences in tax policies.

Finally, a fiscal capacity index is calculated for each local government by dividing their
fiscal capacity per capita into the average fiscal capacity per capita of all local
governments and multiplying it by 100. The fiscal capacity index is a measure of each
local government’s potential revenue-raising ability compared to the average of all local
governments. Local governments with a fiscal capacity index greater than 100 have
above average revenue-raising ability and those with a fiscal capacity index of less than
100 have below average revenue-raising ability compared to the average of the local
governments in the Washington, DC metropolitan area included in this study.

Step 4: Estimating Fiscal Effort

Finally, the fiscal effort index is calculated using revenue capacity, or fiscal capacity, per
capita and actual collections per capita. Specifically, the fiscal effort index is calculated
by dividing the actual per capita collections of each jurisdiction by its per capita potential
collections for each revenue source and multiplying by 100. Again, this index allows one
to compare the extent to which local governments are utilizing their available resources
in relation to the average of all local governments, which is 100. An index greater than
100 indicates that a jurisdiction is accessing that revenue source to a greater extent than
local governments on average are in the study area. An index less than 100 indicates a
revenue source is being underutilized by a local government vis-a-vis the average for the
entire study area.

Empirical Results

Following this four-step process to estimate the fiscal capacity and fiscal effort for each
of the 14 jurisdictions included in our study area. The results are presented in Table 4.

Fiscal Capacity

According to the data in Table 4, local governments in Virginia, with the exception of
Prince William County (75), have above average revenue-raising ability compared to the
average of all local governments in the study area. Arlington County ranks first with a
fiscal capacity index of 129, followed by Alexandria City (123), Fairfax County (121),
and Loudoun County (116). Fauquier County (103) ranks fifth. Prince William County
ranks last in Virginia, the only county with a fiscal capacity below the average for the
region, and has the next to lowest fiscal capacity of the 14 jurisdictions included in the
study — Prince George’s County in Maryland has a lower fiscal capacity.

In Maryland, only two of the counties included in the study, Montgomery (116) and
Howard (102), have a fiscal capacity index above 100. The other five local governments
have below average revenue-raising ability compared to the average of all local
governments in the study area. Of these five counties, Calvert County is the closest to the
average with a fiscal capacity index of 91 and Prince George’s County ranks last with a
fiscal capacity index of 69.
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Metropolitan Area, 2000

Table 4
Fiscal Capacity and Fiscal Effort of
Selected Local Governments in the Washington, DC

Fiscal Capacity Fiscal Effort
Local Jurisdictions Tc(),‘tzlllgyt'i):rtze;:acral Index | Rank Actual CoIIe_ctions Index | Rank
Capita per Capita

WASHINGTON, DC $ 2,409 97 7 $ 5,926 246 1
Maryland - - - -
ANNE ARUNDEL CO $ 2,223 89 9 $ 1,752 79 7
CALVERT CO $ 2,259 91 8 $ 1,657 73 9
CHARLES CO $ 1,969 79 11 $ 1,638 78 8
FREDERICK CO $ 2,054 83 10 $ 1,817 88 4
HOWARD CO $ 2,529 102 6 $ 1,998 79 7
MONTGOMERY CO $ 2,878 116 4 $ 2,804 97 3
(P;glNCE GEORGE'S $ 1,721 69 13 $ 1,482 86 5
Virginia - - - - -
ARLINGTON CO $ 3,206 129 1 $ 4,229 132 2
FAIRFAX CO $ 3,016 121 3 $ 2,059 66 11
FAUQUIER CO $ 2,553 103 5 $ 1,242 49 13
LOUDOUN CO $ 2,879 116 4 $ 1,789 62 12
PRINCE WILLIAM CO $ 1,876 75 12 $ 1,547 83 6
ALEXANDRIA CITY $ 3,064 123 2 $ 2,130 70 10
ﬁﬁ%‘r:fi’:;?c':ii;gap"a $ 2,489 100 $ 2,489 100

The District of Columbia’s fiscal capacity, with an index of 97, is almost equal to the
average of all jurisdictions in the study area. Using a representative set of tax bases and
tax rates, the District could potentially raise $2,409 per capita, slightly below the average
per capita collections of $2,489 for all local governments.

Table 5 presents per capita tax bases for real property, general sales, and personal income
taxes in each jurisdiction relative to the average per capita tax base in the study area. For
example, average real property wealth per capita in the study area was $73,019. In the
District of Columbia, real property wealth per capita was $79,413 — or 109 percent of the
regional average property wealth per capita. In Maryland, only Howard and Montgomery
counties in Maryland had per capita property wealth higher than the regional average—
$74,052 and $84,231, respectively. Alternatively, in Virginia, only Prince William
County had real property wealth per capita less than the regional average.
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The situation is somewhat worse in Maryland when looking at per capita personal income
tax bases across the seven jurisdictions in the study area. Again, only two jurisdictions
have per capital personal income tax base above the regional average — Howard and
Montgomery counties. But the per capita income tax base in the other counties, relative
to the regional average, are lower than real estate values per capita relative to the regional
average. As a result, the average per capita personal income tax base for the seven
jurisdictions in Maryland—3$26,290—is only 89 percent of the regional average, $29,503.

The situation is somewhat better in Maryland when considering per capita general sales
tax base with four jurisdictions being above the regional average — Anne Arundel,
Charles, Frederick, and Montgomery counties. In Virginia, all jurisdictions included in
the study have per capita general sales tax bases higher than the regional average — with
the exception of Fauquier County. Given the suburbanization of the region and the
development of “edge cities” across the metropolitan area it is not surprising that
Washington, DC has the lowest per capita general sales tax base in the study area — just
50 percent of the regional average.

At first, it might seem a bit surprising that local governments in the Northern Virginia
suburbs systematically have higher fiscal capacities than local governments in suburban
Maryland. However, the economy in the Northern Virginia suburbs grew at about twice
the rate of the suburban Maryland counties throughout the 1990s. AOL and the high tech
bubble of the late 1990s drove this growth in large part. The information technology
bubble of the 1990s impacted Northern Virginia by increasing land values, increasing
retail sales, and increasing personal income.

Since we are looking at FY2000 data, one might expect the impact of the information
technology bubble is at its peak in the Virginia suburbs and that differences in the fiscal
capacities between Maryland and Virginia jurisdictions might have narrowed over the
last three years as a result of the burst in the technology bubble. This may not be the
case, however. An October 2003 report by the Brookings Greater Washington Research
Program found that federal spending, particularly on security, kept the Washington area
economy growing in 2001 and 2002. In fact, according to the report, Federal Spending,
Especially on Security, Kept Washington Economy Growing In 2002, no other major
metropolitan area registered net job gains in 2002 and the area’s unemployment rate
during 2002 remained extremely low — 3.7 percent. However, over $31 billion in federal
spending in the metropolitan Washington area went to Northern Virginia in FY 2002
compared with less than $23 billion going to suburban Maryland. The differences are
even greater when looking at procurement expenditures. In FY2002 federal procurement
spending in metropolitan Washington totaled $36 billion with nearly half going to
Northern Virginia—3$17.5 billion—and less than 25 percent going to suburban
Maryland—3$7.9 billion. Therefore, it is likely the differences in fiscal capacity between
Maryland and Virginia jurisdictions in our study area have probably held up since 2000,
and they might have actually increased some.
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WASHINGTON, DC

ANNE ARUNDEL COUNTY
CALVERT COUNTY
CHARLES COUNTY
FREDERICK COUNTY
HOWARD COUNTY
MONTGOMERY COUNTY

PRINCE GEORGES COUNTY

Maryland Total

ARLINGTON COUNTY
FAIRFAX COUNTY
FAUQUIER COUNTY
LOUDOUN COUNTY
PRINCE WILLIAM COUNTY

ALEXANDRIA CITY

Virginia Total

Total for all Jurisdictions

Fiscal Effort

Table 5
Tax Bases Relative to the Average Per Capita Tax Base in the Study Area

Land Value

122.4%

110.6%

104.8%

78.0%

76.6%

101.4%

112.0%

57.1%

91.0%

129.9%

107.4%

154.4%

130.2%

71.0%

106.1%

106.7%

100.0%

Total Real Estate

Value

108.8%

87.6%

98.7%

80.0%

84.2%

101.4%

115.4%

66.5%

91.2%

144.5%

114.6%

113.0%

114.2%

71.1%

123.2%

110.6%

100.0%

General Sales Tax

50.4%

111.8%

65.1%

109.6%

102.2%

95.4%

113.9%

84.4%

101.2%

102.4%

117.6%

66.5%

115.5%

110.1%

123.1%

113.4%

100.0%

Personal Income
Tax

96.4%

86.4%

77.6%

70.0%

80.0%

110.0%

116.3%

60.8%

89.1%

124.7%

129.1%

109.5%

135.6%

66.7%

124.2%

117.4%

100.0%

In terms of fiscal effort — the extent to which local governments are utilizing their
available tax and revenue sources — only the District of Columbia (246) and Arlington
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County (132) scored above average on fiscal effort index; the District ranked 1* overall
and Arlington County ranked 2™. The local governments in Virginia with above-average
fiscal capacity, except Arlington County, consequently, ranked the lowest on fiscal effort:
Alexandria City ranked 10™, Fairfax ranked 11th (66), Loudoun ranked 12" (62), and
Fauquier ranked 13th (49). This is not surprising, given the fact that local governments
with above average revenue-raising capacities are able to generate more revenue with
lower tax rates than areas with lower revenue-raising capacities. The Maryland counties
ranked higher in terms of fiscal effort; however, none of the counties ranked above
average.

The District had the highest fiscal effort index (246), which was significantly higher than
the average (100). The District’s actual collections per capita in 2000 were $5,926; more
than twice as much as its hypothetical collections, $2,409, under a representative system.
In 2000, the District generated a substantial portion of its revenue from general and
selective sales taxes as well as from the income tax levied on its residents; the District is
not authorized to levy an income tax on non-residents who work in the District. The
fiscal effort indices for these revenue sources are well above the average: general sales
tax (1284), select sales tax (401), and individual income tax (380).

These revenue effort numbers are high for the District in part because it functions as both
a state and local government. First, this dual role requires the District to provide more
public services than those typically required of local governments. Moreover, the District
is an urban center; urban areas tend to have higher levels of poverty, crime, older
infrastructure, and other societal ills that require higher levels of spending on public
services. For example, the District has the highest number of individuals (109,500) and
highest percentage of its population (19.1%) living below the poverty line in 2000
compared with the other local governments in this study.”® As a result, the District has
higher expenditure needs than the other jurisdictions in the study area.

Second, as a result of its role as both a state and local government, the District’s sales and
income tax revenues reflect both local and state level collections. All of these revenues
have been attributed to the local portion of the sales and income tax, thereby over stating,
to some extent, the District’s “local” sales and income tax revenue effort.

Prince George’s County (PGC) had the second highest number of individuals (60,196)
and the second highest percentage of its population (8%) living below the poverty line, in
2000. As mentioned above, PGC had the lowest revenue raising capacity of all local
governments; but given PGC’s urban like characteristics, it is not surprising that it has the
fifth highest fiscal effort in the study area.

The next section examines the impact shifting to a graded property tax (which taxes land

more heavily than improvements) would have on fiscal capacity disparities in the
metropolitan Washington area.
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Implications of Site Value Tax for Local Fiscal Disparities in Metropolitan
Washington, DC

Currently, for all the local governments in metropolitan Washington, DC the property tax
is an ad valorem tax that generates revenue by taxing the value of land and improvements
on land at the same rate. An alternative to taxing land and improvements on land at the
same rate is to tax land and improvements on land at different rates — typically with a
higher rate applied to land and a lower rate applied to improvements on land. This is
often referred to as a graded, or split rate, property tax. At the extreme, the rate applied
to improvements could be zero and the property tax would be a land tax or site value tax.
The purpose of this section is to explore the implications shifting from the current
property tax to a land tax or graded tax will have on fiscal disparities in the Washington
metropolitan area. In order to highlight the impact of shifting to a graded tax, we first
look at the extreme case of a land tax — i.e., for the case where the tax rate for
improvements is zero.

Advantages of a Graded or Split Rate Property Tax

A land value tax has many perceived advantages compared with the current tax on land
and improvements. Specifically,

» It is argued that the land tax does not discourage investment in improvements
since such investments will not increase property tax liabilities as they do
under the current tax. It is said this promotes development. Examining the
urban renaissance in Pittsburgh after the adoption of a graded property tax in
the early 1970s, Oates and Schwab concluded “... land taxation provides city
officials with a tax instrument that generates revenues but has no damaging
side effects on the urban economy. In this way, it allows the city to avoid
reliance on other taxes that can undermine urban development.”™ Put another
way, “The role of land-value taxation in Pittsburgh should be understood in a
setting of differential taxation. The relevant issue here is how the effects of
the land-value tax compared with those of the available alternative sources of
tax revenues. It appears that a land tax did not cause a building boom in
Pittsburgh, but it did allow the city government to avoid policies that might
have undercut the boom.”'

» Some argue that taxing land more heavily than improvements may be fairer.
Specifically, it is argued that since the ownership of land tends to be concentrated in
high-income families and individuals, a tax on land values is more progressive than a
tax on land and improvements.**

» Finally, there are those who argue for a land tax on administrative grounds. Bell and
Bowman found some preliminary evidence to support the argument that local
governments in South Africa adopted a land value tax because of its administrative
ease. Jurisdictions with a large number of properties and a large share of housing in
informal settlements were somewhat more likely to adopt a site value tax.”> Any
perceived savings in administrative costs, however, would not be realized by a local
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government with a graded, or split rate, property tax since data on improvements
would have to be collected, stored, and maintained.

Disadvantages of Graded Tax or Split Rate Property Tax*

There are two major disadvantages to site value taxation. The first is an assessment
problem. That is, the “bundled” property value must be determined and then partitioned
into the land component of value and the improvement component of value. There are
several technical approaches used by valuers to address this issue. The preferred method
of valuing land for tax purposes is the sales comparison approach. Assessors use actual
sales data to determine an average per unit value of land in each category and then make
modifications to this average to determine the value for individual properties. The
problem with the comparable sales approach, however, is that in developed urban areas
there are often insufficient vacant land sales.

In cases where there are insufficient vacant land sales to estimate average land prices by
category, assessors must resort to less-preferred approaches to partitioning a property’s
value into its land and improvement components. One approach is the abstraction
approach. In this case improvement values obtained from a replacement cost model are
subtracted from the sales price of improved parcels, and the residual is the estimated land
value. A second approach is the allocation, or land ratio, method. Here the assessor
looks for an area with adequate vacant land sales, calculates a land-to-improvement ratio
for properties in that area, then applies that ratio to similar types of improved properties
in the area with limited vacant land sales. A third approach is the capitalization of
ground rents approach. Under this approach, the net rent paid for land, leased
independent of improvements, is capitalized to generate an estimate of land value.
Finally, land valuation models can be used to estimate land and improvement values
based on actual sales data. In each of these cases, determining land value is a more
subjective exercise than total property valuation.

This “unbundling” of parcel value into the land component and the improvements
component represents a major caveat for our efforts to explore the implications shifting to
a land tax will have for fiscal disparities in the study area. All the jurisdictions in the
study area “unbundled” total value into the land component and the improvement
component. However, there is no implication of this breakout for taxes since both
components are taxed at the same rate in each jurisdiction. As a result, there is not much
effort spent in trying to make this partition so relative values may change if the partition
of value into the land and improvement components had implications for tax liabilities.

For example, Laura Foussekis, Special Assistant to the Director, Maryland Department of
Assessments and Taxation told us that there is not a procedure for allocating value
between land and improvements. In some cases, examining the sales of vacant lots and
adjusting for the cost of site improvements determine land values. In other cases, land
values are determined by subtracting depreciated replacement costs of structures from
improved parcel sales prices. She said the land/improvement breakdown is artificial and
is only maintained because it is legally required to notify individual property owners of
the value of their land and improvements separately. However, if an appeal is made, the
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entire property value is appealed, not the land value or the improvement value. The only
property types where there is sometimes an allocation as a percentage of the total value
are condominiums. These are valued on a pure market approach (sale prices per square
foot). The allocation to land varies by location. In Ocean City, for instance, the majority
of the value is placed in the land. In other areas, the majority of the value is placed in the
improvement.””

In their study of the distributional implications of shifting to a land value tax in the
District of Columbia, Schwab and Harris acknowledged a similar reservation.
Specifically, they recognized that

“(First), while we can have confidence in the assessed valuation of the sum of
improvements and land, it is unclear how much faith we can place in the accuracy
of the separate assessment of land and improvements. Under current District tax
policy, land and structures are taxed at the same rate and thus it would make little
sense for the District to put a great deal of effort into developing accurate
measures of land values...”°

They continue

“If the District did adopt a graded tax, it would need to determine land values
much more carefully and it is quite possible that, as a consequence, our view of
the distribution of the burden of the tax could change significantly.”

The second frequently discussed disadvantage of a land-only tax is that the value of land
is a much smaller tax base than the value of land and improvements. As a result,
sufficient revenues can only be generated at higher rates. Bahl asserts that there can be no
question but that it is politically easier to levy a lower property tax rate on a broader base
(one that includes the value of improvements) than vice versa. This argument is not easily
dismissed. Financial officers and elected officials of fiscally strapped local governments
too often see downtown office buildings, hotels, and luxury residences as legitimate and
fruitful objects of taxation — in part because it is perceived as a way to shift taxes to
others. In fact, some countries have made exceptions to their land value tax in order to
capture the value of these types of improvements.*®

This issue is not a major issue in our study area because land values account for between
31 percent and 49 percent of total real estate values. When land and improvements are
both included in the real property tax base, the average tax rate across the jurisdictions
included in our study is 1.25 percent. When only land is included in the real property tax
base the average increases to 3.48 percent. While the average rate naturally goes up
under a land only tax, it is certainly not confiscatory as some predict.

Recent Interest in Land Taxes

Currently there are approximately 18 cities and boroughs in Pennsylvania with a split rate
or graded property tax. These are typically smaller cities with an average population of
less than 24,000. The land-to-building tax rate ratio ranges from 2-to-1 in Steelton to 19-
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to-1 in Washington and the tax on land accounts for between 31 and 76 percent of local

revenues. Very few cities outside of Pennsylvania have experimented with a land value
39

tax.

Given the theoretical, equity and administrative arguments made by proponents of a land,
or split rate, tax it is somewhat surprising that more cities in the U.S. and in other
countries have not tried a land value, or split rate, tax. An international survey of taxes
on land and buildings by Youngman and Malme found that of the 14 developed and
developing countries studied, only in Australia “is land alone the primary legally
prescribed property tax base.”* Also, Bahl and Linn observed, “One could not say that
there is a groundswell of enthusiasm for site-value taxation among local governments in
developing countries.”*' More recently, Bahl concluded that “if there is a worldwide
trend, it is toward taxing the total value of the property.”42

Recently, however, a number of local governments have expressed interest in the idea of
a land value tax. For example, fully half of the local governments in Pennsylvania with a
split rate tax have adopted it since 1990. In addition, the City Controller of Philadelphia,
Jonathan A. Saidel, included a split tax in his blueprint to overhaul the city’s tax structure
in order to halt the exodus of the middle class and businesses. After a year of study, the
Tax Structure Analysis Report released in November 2001 called for instituting a land
tax. Under the current system, structures and improvements account for over three-
quarters of real estate tax revenues. The change proposed for FY2003, taxing land at
3.44 times the rate imposed on buildings, would generate equal revenue from land and
improvements. The Controller’s analysis suggests that property taxes would decline
modestly for 78 percent of city residents, but increase for 50 percent of city commercial
and industrial property-owners. Owners of undeveloped land in prime areas, parking
lots, and car dealerships would experience higher taxes.

More recently, a study of finance options for the City of Baltimore considered the
implications of moving to a split rate tax. The study concluded that a split-tax scheme in
which land is valued at five times improvements shifts the burden of property taxes
slightly from residential to business uses. It is also clear that the change in tax structure
would be progressive, generally falling more heavily on higher income areas than on less
affluent neighborhoods. However, many of the communities where residential property
tax liabilities would increase are those that the City has targeted in its Healthy
Neighborhoods and other initiatives for preservation and stabilization in order to stem the
out migration of middle and upper income families. In the final analysis, the study
concluded that since a shift to a split rate tax would not generate new revenue for the city
and would dramatically depart from the history and culture of the State of Maryland, it is
unlikely that this approach would be worth the significant education effort that would be
required to pass legislation to implement it.*?

The issue has received attention in the metropolitan Washington, DC area as well. For
example, the District of Columbia Tax Revision Commission investigated the
consequences of introducing a split rate tax in the District. The Commission concluded
that it was not appropriate to implement a split rate tax at this time. To impose a split rate
tax in DC would require either establishing five differential tax rates on land because of
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the current system of classification, or eliminating the classification system which would
result in unacceptable, substantial shifts in property tax burdens from commercial to
residential proper‘[y.44

In 2002 the Virginia State Legislature gave Fairfax City and Roanoke City the authority
to move from the current tax on land and improvements to a split rate tax. Neither city
has formally taken action on the proposal to shift to a graded tax. A study of the
distributional implications across neighborhoods and land uses is underway in Roanoke
City and a preliminary study has been completed in Fairfax City. The preliminary study
in Fairfax City found that residential neighborhoods would generally experience reduced
tax liabilities under a graded tax — with the greatest benefits being experienced in newer
developments with larger houses and smaller lots. Taxes would increase for land
intensive recreational uses (primarily the Army-Navy Country Club) and land intensive
commercial uses including auto dealerships. A shift to a graded tax would have
differential impacts on shopping centers with those that have made recent investments
and are fully leased seeing the greatest benefit.

All of the studies mentioned above, with the exception of the Oates and Schwab study of
the Pittsburgh Renaissance have focused on the distributional implications of shifting
from the current tax on land and structures to a graded tax which taxes land more heavily
than structures. Basically, they identify the winners and losers of such a shift and make
political judgments about the desirability or political feasibility of such a shift in tax
burdens. The purpose of our study is to examine the impact of a shift to a graded tax on
the fiscal disparities that exist across the Washington, DC metropolitan area. That is the
subject of the next section.

Empirical Results

In a previous section we employ the ACIR Representative Revenue System to estimate
fiscal disparities across local governments in the metropolitan Washington area. We
found that Virginia counties tended to have above average fiscal capacity and Maryland
counties tended to have below average fiscal capacities. The results presented in Table 4
above indicate that Arlington County has the highest per capita fiscal capacity of the
jurisdictions in the study area (129 percent of the average for the study area) and Prince
George’s County has the lowest (69 percent of the average for the study area). The
jurisdiction with the highest fiscal capacity index has an index that is 87 percent greater
than the one with the lowest fiscal capacity index. The median fiscal capacity index was
99.5 and the spread of individual fiscal capacity indices around the median, as measured
by the coefficient of dispersion, was 16.3 percent.

The purpose of this section is to recalculate the fiscal capacity measures for the
jurisdictions in the study area assuming that property tax revenues collected are generated
from land values only. In this scenario, the average tax rate used to calculate the
hypothetical fiscal capacity of individual jurisdictions is 3.48 percent, an increase from
the 1.25 percent average tax rate under the base line scenario of taxing land and
improvements at the same rate. All the other average tax rates are the same under both
scenarios so that the change in fiscal capacity estimates is due solely to the shift to a land
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value tax (assuming the tax rate on improvements is zero).Table 6 presents the results of

measures of fiscal capacity under two different scenarios — the baseline scenario which

taxes land and improvements at the same rate and the alternative scenario which taxes

only land.
Table 6
Measures of Fiscal Capacity Under Two Alternative Scenarios
JURISDICTION TAXING LAND ONLY TA)S(FIFI\II{%é?[I}Ill{)EéND
Hypothgtical Cfl}i)s:(?ilty Rank Hypothgtical Cfl}i)s:filty Rank
Collections Index Collections Index

Washington, DC 2533 102 7 2409 97 7
MARYLAND
Anne Arundel Co. 2433 98 8 2223 89 9
Calvert Co. 2315 93 9 2259 91 8
Charles Co. 1951 78 11 1969 79 11
Frederick Co. 1985 83 10 2054 83 10
Howard Co. 2529 102 7 2530 102 6
Montgomery Co. 2848 116 6 2879 116 4
Prince Georges Co. 1635 66 13 1721 69 13
VIRGINIA
Arlington Co. 3073 123 1 3206 129 1
Fairfax Co. 2950 119 3 3016 121 3
Fauquier Co. 2932 118 4 2553 103 5
Loudoun Co. 3026 122 2 2879 116 4
Prince William Co. 1875 75 12 1876 75 12
Alexandria City 2907 117 5 3064 123 2
Aggregate Per
Capita All 2489 100 2489 100
Jurisdictions
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Overall, there is not much change in the fiscal capacity of individual jurisdictions and
there is very little change in the relative rankings of the individual jurisdictions.
Arlington County still has the highest fiscal capacity index in the study area, albeit it
drops from 129 to 123. Prince George’s County still has the lowest fiscal capacity index,
dropping from 69 under the baseline scenario to 66 under a land only tax.

The greatest change in per capita fiscal capacity relative to the average for the region is in
Fauquier and Loudoun counties in Virginia and Anne Arundel county in Maryland. Not
surprisingly these three counties have the highest percentage of their real estate values in
land values — 49 percent, 41 percent and 46 percent respectively. With regard to relative
rankings of fiscal capacity per capita relative to the regional average, there is not much
change under the land only scenario vis-a-vis the baseline scenario. While Fauquier
County moves from 5™ to 4™ and Loudoun County moves from 4" to 2™, the top five
jurisdictions are still in Virginia.

The spread between the jurisdiction with the highest fiscal capacity index and the one
with the lowest decreases marginally from 60 points to 57 points. The jurisdiction with
the highest index is 86 percent higher than the one with the lowest index, compared with
87 percent spread under the baseline scenario. The median index increases slightly from
99.5 to 102. Finally, the spread around the median ratio, as measured by the coefficient
of dispersion, is somewhat less under the land only scenario, 15.5 percent, compared to
the baseline scenario, 16.3 percent.

Conclusion

The purpose of this project was to utilize the Representative Revenue System developed
by the Advisory Commission on Intergovernmental Relations to measure intra-
metropolitan fiscal capacity and effort disparities. Specifically, we calculated fiscal
capacity and effort measures for 14 local governments within the Washington, DC
metropolitan area. We then explored the impact shifting to a land only tax would have on
the resulting fiscal disparities.

Our first concern was with the variation in fiscal capacity and effort of local governments
within a metropolitan area. The data indicate this is an important concern. In the
Washington, DC metropolitan area per capita fiscal capacities varied from 69 percent of
the average in Prince George’s county to 129 percent of the average in Arlington county.
In Maryland, only 2 of the 7 local jurisdictions included in the study had fiscal capacities
greater than the regional average, while in Virginia only one local jurisdiction had fiscal
capacity below the regional average. Washington, DC had a fiscal capacity about equal
to the regional average.

This highlights a second important finding. Not only did we find substantial variations in
fiscal capacity across the metropolitan area, the major disparities were between suburban
jurisdictions. Washington, DC, the core center city in the metropolitan area, had an
average fiscal capacity while there was substantial variation across suburban
governments.
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Based on this one case study, we cannot speculate on the extent to which this pattern of
fiscal disparities might exist in other metropolitan areas. For example, the Northern
Virginia suburbs benefited greatly from the information technology boom of the 1990s
because of the presence of AOL. Also, businesses in Northern Virginia have been very
successful in competing for government contracts, especially procurement contracts. As
a result of these trends, the Northern Virginia suburbs grew at about twice the rate of the
Maryland suburbs for the decade of the 1990s. Other metropolitan areas have equally
unique experiences that will result in different patterns of fiscal disparities. Similar
studies of other metropolitan areas would be necessary before we can conclude that these
are in any way representative patterns.

After calculating measures of fiscal capacity and effort, our second concern was to
explore the impact on fiscal disparities in the metropolitan area of shifting to land value
tax. On an equal yield bases, we recalculated the fiscal capacity measures for each
jurisdiction assuming the observed property tax collections were generated from taxing
land only. Looking at the spread between the high and low fiscal capacity indices, a
measure of central tendency, and a measure of dispersion around the measure of central
tendency we found that shifting to a land tax does not exacerbate fiscal disparities. In
fact, the data seem to suggest that shifting to a land only tax would actually moderate the
dispersion of fiscal disparities across the metropolitan area.

Again, these findings are from one case study and cannot be extrapolated to characterize
the circumstances in other metropolitan areas. Additional studies need to be conducted to
see to what extent these findings reflect the “typical” situation within other metropolitan
areas. But these findings do suggest that for the Washington, DC metropolitan area, if all
local governments in the metropolitan area shifted to a land tax fiscal disparities across
local governments would not be made worse, and could actually be ameliorated some.

25



Appendix
Methodology

The purpose of this study is to estimate the revenue raising capacity and effort of
individual local governments within the Washington, DC metropolitan area. The
framework for conducting the study is the Representative Revenue System (RRS)
developed by the Advisory Commission on Intergovernmental Relations. The purpose of
this Appendix is to outline the RRS approach used in this study, discuss the selection of
local jurisdictions included in the study, and document the revenue collections and bases
used to generate the estimates of revenue capacity and effort for this study.

Representative Revenue System

The Advisory Commission on Intergovernmental Relations (ACIR) had a longstanding
interest in measuring the fiscal capacity and effort of state and local government. The
first approach put forward by ACIR for measuring state and local fiscal capacity and
effort was the Representative Tax System.* That approach was subsequently expanded
to include non-tax revenues and is referred to as the Representative Revenue System
(RRYS).

As applied to the 50 states by ACIR, the RRS includes 28 taxes and 3 non-tax sources of
revenue. These are detailed in Table 1.

Table 1

Revenue Sources Included in ACIR Representative Revenue System

Sales Taxes

License Taxes

Other Taxes

Non-tax Revenues

General Sales Taxes Vehicle Operator Personal Income Taxes Rents and Royalties
Gross Receipts Taxes Corporation Corporate Income Taxes Lotteries
Selective Sales Taxes: Hunting and Fishing Property Taxes User Charges

Pari-mutuel Alcoholic Beverages Residential

Motor Fuel Automobile Farm

Insurance Truck Commercial/Industrial

Tobacco Public Utilities

Amusement Estate and Gift Taxes

Public Utilities Severance Taxes

Distilled Spirits Oil and Gas

Beer Coal

Wine Nonfuel Minerals

Other Taxes

Source: Advisory Commission on Intergovernmental Relations, RTS 1991, State Revenue Capacity and
Effort, Washington, DC, September 1993, Table 1, p. 7.
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Our focus in this project differs from the ACIR focus on state and local revenues. ACIR
used the state as the unit of observation, but our focus is on the revenue raising capacity
and effort of individual local governments within a metropolitan area. We use the local
government as the unit of analysis—counties and municipalities. Therefore, in
calculating revenue raising capacity, and effort, we exclude revenue sources that are
traditionally state level revenues — e.g. corporate income tax, motor fuels tax, death and
gift taxes, estate and gift taxes, severance taxes and occupational and business licenses.
We only include revenue sources that are utilized, or could potentially be utilized, by
local governments in the study area. These include real and personal property taxes,
personal income taxes, general sales taxes, some selective sales taxes, and current
charges. Similarly, non-tax revenue sources not available to local governments would be
inappropriate to include in our study. Lottery revenues fall into this category. Table 2
lists the local own-source revenues included in our study of revenue capacity and effort
of local governments in metropolitan Washington, DC.

Table 2
Local Government Revenue Sources Included in this Study
Sales Taxes Other Taxes Non-Tax Revenues
General Sales Taxes Personal Income Taxes User Charges
Selective Sales Taxes Property Taxes Utilities
Public Utilities Real
Other Select Sales Taxes Personal

Jurisdiction Selection

Initially, we were going to examine the individual revenue raising capacity and tax effort
of counties and their municipalities, but due to data constraints, we were limited to
looking only at counties and large independent cities. 2000 Census revenue data were
not available for small cities and special districts; however, this was not a major concern
because counties are responsible for most revenue collection and service delivery,
especially in Maryland. Moreover, we were able to reflect revenue raised by cities and
special districts by using 1997 Census revenue data for all local governments and then
inflating the 2000 county revenue totals to reflect total revenue collections by all local
governments. A more detailed explanation of these estimates is provided later in the
appendix.

In selecting governments to include, we start with the Census definition of the
Washington, DC Primary Metropolitan Statistical Area (PMSA) and we decided to omit
the two counties in West Virginia and include two Maryland counties that are technically
part of the Baltimore PMSA — Anne Arundel and Howard counties. In Virginia, we
decided to include the following counties: Arlington, Fairfax, Fauquier, Loudoun, and
Prince William. We also chose to include the independent city of Alexandria. The state
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of Virginia has independent cities, which are defined by the U.S. Census Bureau as
geographic entities not part of any surrounding county but are considered county
equivalents for data presentation purposes.*® In 2000, the population in Alexandria City
(128,283) was similar to those counties we selected in Virginia: Loudoun County
(169,599) and Arlington County (1 89,543).47 Alexandria City exceeded the population of
Fauquier County (55,139). See Table 3 for a list of the selected jurisdictions.

We considered examining the individual revenue raising capacity and effort of other
independent cities such as Fairfax City, Falls Church City, Manassas Park City, and
Manassas City, but ultimately, we did not given their relative size. Moreover, in
Maryland, none of the cities are considered county equivalents or independent entities
separate from the counties; Maryland cities are considered part of the county in which
they are geographically located. Thus, revenue and tax base data are included in the
county totals. In order to have comparable spatial units to Maryland, we added the tax
revenue and tax base data of the above mentioned independent cities in Virginia —which
are collected separately from the surrounding counties’ totals-- to the surrounding
counties’ tax revenue and tax base totals: Fairfax City and Falls Church were added to
Fairfax County, and Manassas City and Manassas Park City were added to Prince
William County.*®

The Town of Leesburg in Virginia was also considered for individual evaluation, despite
the fact it is not an independent city, because it had the largest population of all local
jurisdictions in Loudoun in 2000 (28,311).* However, it is not examined independently
because its property assessments are included in the County total due to the fact it is not
an independent city.

Table 3
Selected Local Jurisdictions

Maryland Virginia District of Columbia
Anne Arundel Arlington County
Fairfax County + Fairfax City +
Calvert County Falls Church City
Charles County Fauquier County
Frederick County Loudoun County

Prince William County + Manassas

Howard County City + Manassas Park City

Montgomery County Alexandria City

Prince George’s County
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Data Sources for Revenues Collected

Metropolitan Washington, DC includes local governments from three different
jurisdictions — Maryland, Virginia, and Washington, DC (a single unit of government
with state and local government responsibilities because it is not included in the
boundaries of any state). As a result, we had concerns regarding the comparability of
data across jurisdictions. Accurate and complete revenue data are available for counties
and independent cities in Maryland and Virginia; however, the definitions of what
comprises the revenue sources differ across states making comparability difficult. In
order to use revenue collection data that are comparable across all local jurisdictions in
the metropolitan Washington, DC area, we use data from the U.S. Census Bureau.

The U.S. Census Bureau produces detailed revenue data for local governments in the
form of micro-form data. These data were available for 2000 for counties and large
independent cities in Maryland and Virginia, and for Washington, DC These data are
not available for smaller cities and special districts. However, data for all local
governments are available from the 1997 Census of Governments — the 2002 Census of
Governments had not been released at the time of this study.

As mentioned above, the lack of data for small cities and special districts is not a major
concern because counties are responsible for most revenue collection and service
delivery, especially in Maryland. Using 1997 Census of Government data we determined
that county governments in Maryland accounted for 96 percent of total local own-source
revenues. Counties accounted for 94 percent of property tax collections, 97 percent of
selective sales tax revenues, 100 percent of local income tax collections, and 94 percent
of user charges. In Virginia, county governments, including independent cities,
accounted for approximately 98 percent of total local own-source revenue, 99 percent of
property tax collections, 97 percent of selective sales taxes, and 95 percent of user
charges. Local governments in Virginia do not collect income tax. Therefore, to
estimate total local government own-source revenue collections by revenue source by
county for FY2000 we inflated the county collection data for each source obtained from
the Census Bureau’s 2000 micro-form data file by the appropriate percentage.

The Census data file was comprehensive and included revenue sources that were not
appropriate for this study. Because we focus on local governments, a number of
adjustments were made to these categories so they reflect activities of local governments
only. See Exhibit A for description of adjustments.

Apportioning Property Tax Revenue

The Census data do not provide a breakdown of property tax collections into real and
personal property tax revenue.”’ We were able to obtain the amount of tax receipts
collected from real and personal property from each state government for FY 2000.”"
These data did not equal the totals reported by the Census - this is probably a result of
differences between the Census’ and the state agencies’ definition of what is included
under “property taxes”. Therefore, in order to apportion the Census data into real and
personal property tax revenue, we used the state data to calculate the share of real and
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Exhibit A

Moving from Census File to Work File

The following are the adjustments made to the Census file in order to arrive at our work file:

1.

In the category of user charges, we omitted charges for higher education, which included the
University of the District of Columbia, because it is considered a state level responsibility.
Similarly, we excluded charges for hospitals.

Corporate income tax, motor fuels tax, alcoholic beverage tax, tobacco tax, death and gift
taxes, estate and gift taxes, document & stock transfer, taxes not else where classified
(NEC), severance taxes, and all license taxes were omitted because revenue from these sources
is primarily collected by the state, except in the case of the motor vehicle license tax and the
tobacco tax’® in Virginia.

Intergovernmental revenue, all sources, was omitted because funds received from other
governmental entities do not reflect the economic base from which local governments raise
revenue. This includes federal payments to the District of Columbia.

Liquor store revenue was omitted because none of the selected jurisdictions collect revenue
from this source, except Montgomery County.

Miscellaneous revenues were also completely omitted for our purposes. This category included:

* Property sales, which are periodic and driven by a number of factors that do not reflect the
ability of local governments to raise own-source revenues to meet annual operating expenses.

» Special assessments which are compulsory payments from property owners who benefit
from specific public improvements, and impact fees to fund the extension of water, sewer,
roads, and other such infrastructure for new developments. > Consideration was given to
including this revenue source as part of property tax revenue or user charges; for example,
revenue from impact fees would have been allotted under user charges. However, a
breakdown of the different revenue sources under special assessments was not available;
therefore, it was not possible to apportion the different revenue sources accurately.
Moreover, special assessments comprise less than 2.5% of total revenue for all counties and
Alexandria city, except Prince William: it was 6.59%. Other payments included in this
category are not based upon property value or individual use; therefore, it would not be
appropriate to include them in either category

= Revenues from interest payments and rents and royalties, reflect cash management
practices, not ongoing revenue sources that reflect differences in economic circumstances
across local governments.

= Lottery revenues, which accrue to state governments only, are not local own-source
revenues. All of these revenue sources are excluded from our study, in spite of the fact they
are included in the ACIR approach.

= Miscellaneous general revenues not elsewhere classified (NEC) are omitted because they
do not reflect economic differences across local governments that would impact their
abilities to generate own-source revenues.”* Payments in lieu of taxes (PILOTS) could be
categorized as a user charge, but the Census does not provide a detailed breakdown of the
revenue sources in this category.” Therefore it is not possible to apportion the correct
amount of revenue received from PILOTS to the user charges category.
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personal property revenue to total property tax collections for each jurisdiction and then
applied these percentages to the Census data.

Total property tax revenue also includes money earned from interest and penalties. This
revenue was added to each jurisdictions real property tax total.

Maryland Real and Personal Property Tax Revenue

For Maryland Counties, a breakdown of real and personal property tax revenues by
county was available from the Uniform Annual Financial Report provided by the
Department of Legislative Services. In this report, property taxes are broken down into
four categories: real, personal, railroad and public utilities (RPU), and ordinary business
corporations (OBC).

According to the Maryland State Department of Assessment and Taxation and the county
governments, OBC revenue is personal property tax revenue so it was added to each
county’s personal property tax revenue total. The reason for the distinction is that, in
previous years, both the state and the county assessed personal property; the personal
property line-item was county assessments and OBC was state assessments. Currently,
all personal property is assessed by the state and this distinction is no longer made. *®

Revenue from railroads and public utilities, however, may include either a combination
of both personal and real property revenue or just personal or just real, depending upon
the county. For example, Calvert County includes both real and personal property
revenue under the RPU category. In Frederick County, RPU revenue is considered all
real property tax revenue because they do not levy a personal property tax.>’ Table 4 list
the revenue category (real or personal) that RPU revenue falls under for each county.

Table 4
Maryland RPU Revenue Category
Local Government RPU Category
Anne Arundel N/A
Calvert Real & Personal
Charles Personal
Frederick Real
Howard Personal
Montgomery Personal
Prince George Personal

N/A = not applicable

Calls were made to each county in order to determine which category RPU fell under. In
the case of Calvert County, it was not possible to obtain a breakdown of RPU into real
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and personal. Property tax revenue generated from RPU in 2000 for Calvert is about 24
billion dollars. Because it is not possible to obtain a breakdown, apportioning this
revenue accurately into either real or personal property is not possible. Moreover, simply
adding this revenue to either the real or personal revenue total would distort the amount
of revenue earned from real and personal property. As a result, we divide the revenue
amount in half and add approximately 12 billion to the personal property tax revenue and
the remaining to the real property tax revenue.

The county of Frederick does not levy a personal property tax, but the incorporated towns
within Frederick do. Due to data limitations, we were not able to obtain a breakdown of
property tax revenue for the incorporated towns in Frederick; therefore, a small portion of
the real property tax revenue total contains personal property tax revenue generated from
the incorporated towns. This amount, however, is minimal and does not significantly
distort the real property tax revenue. Four of the 12 incorporated towns do not tax
business personal property. Moreover, the total property tax revenue of the incorporated
towns is less than three percent of the county property tax revenue total. Therefore, we
do not make any adjustments.

Inflating County Revenue Totals to Reflect Cities and Special Districts

As mentioned above, it was necessary to inflate the 2000 county revenue totals in order to
reflect total revenue raised by counties, cities, and special districts. We did this by using
revenue data for cities and special districts available from the 1997 Census of
Governments.

The first step was to calculate the total amount of revenue collected for each revenue
source for all counties and for all municipal and special districts in this study in Maryland
and in Virginia in 1997. The second step was to combine the county revenue totals with
the municipal and special district totals to arrive at the total local government revenue for
each revenue source in our study. Then, in order to determine the counties’ share of total
local government revenue, we divide the counties’ revenue totals by the revenue totals of
all local governments (counties, cities and special districts). For most counties in
Maryland and Virginia, the county share was about 95 percent of the total local
government revenue. Finally, we divide the 2000 revenue data by the counties’ share of
total local government revenue for each revenue source in 1997 in order to reflect the
revenue of municipalities and special districts; we assume that the counties’ share of total
local government revenue in each jurisdiction remains constant from year to year.

2000 and 1997 revenue data were available for a few municipalities and special districts
in both Maryland and Virginia. In these cases, we added the 2000 revenue data for the
city, town or special district to the county revenue totals and did not include those
jurisdictions in calculating the revenue totals for each revenue source for all
municipalities and special districts in 1997. For example, 2000 transit revenue was
available for all local jurisdictions and made up 100 percent of revenue collected from
cities and special districts in both 1997 and 2000; therefore, this revenue was added to the
county level transit revenue category so the county share of transit revenue was 100
percent rather than 0%.
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There were about five cases in which revenue from a particular source was collected
entirely by municipalities and special districts and data on revenue collections were only
available for 1997. For example, in Maryland, the total revenue from electric utilities
was collected entirely (100%) by the municipality of Thurmont in Frederick County in
1997. Data on electric utility revenue earned in 2000 were not available and, therefore,
could not be added to Frederick County’s electric utilities revenue for 2000.
Additionally, it was not possible to inflate the Frederick County’s electric utilities
revenue for 2000 by its share of total revenue in 1997 because its share was zero. In
order to get an approximation of the amount of revenue earned by electric utility revenue
in 2000 for the town of Thurmont, we added the amount earned in 1997 ($2,751,000) to
the total earned by the Frederick county (0) and inflated the value by the counties’ share
of total local government revenue earned from public utilities, which was about 97%.
This provided us with an estimate of the amount of revenue earned from electric utility
revenue ($2,821,000) in 2000. This same approach was used for five cases.

Data Sources for Tax Bases

In identifying appropriate representative tax bases, we were concerned with choosing tax
bases that did not reflect local government policies. This section outlines the economic
tax bases selected, the data sources used, and any calculations made to estimate an
appropriate tax base.

Real Property

The real property tax base is defined as the market value of all property in each
jurisdiction, except property that is typically exempt from taxation (i.e. government
property, churches, nonprofits). The representative base for real property is the assessed
value of property at 100% of market value.

In Virginia and Maryland, real property assessments were obtained from annual reports
issued by each state’s department of taxation.”® In 2000, Maryland assessed property at
40 percent of market value; therefore, we divided the assessed property values in the
report by .40 to obtain the full market value.”® In Virginia, real property was assessed at
fair market value (FMV): 100 percent of market value.

Property assessments in Maryland and Washington, DC were assessing real property
triennially in 2000. The local governments in Virginia, however, were assessing real
property annually in 2000 with the exception of Fauquier County - real property was last
assessed in 1998. We were not able to adjust the data for Maryland and DC to reflect
their triennial assessment cycle.

Real property assessments for the District of Columbia for FY 2000 were available in the
statistical section of the Comprehensive Annual Financial Report FY 2000; however, the
assessments were done after homestead exemptions and tax credits.®” It was necessary to
add exemptions back into the property tax base in order to have the full market value of
real property in the District. Real property assessments before homestead exemptions
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and tax credits were not available for tax year 2000, but were available for tax year 2002
(Personal communication, Daniel Muhammad, 8/26/03).°" Using the 2002 data, we were
able to estimate the value of all real property in the District for 2000 before allowance for
homestead exemptions.

District of Columbia Real Property Base

The following steps were taken to estimate the total assessed value of residential property
for 2000. Using the 2002 value of residential property prior to homestead exemptions
and tax credits, or total residential tax base (hereafter TRTB,(2), the first step was to
determine the share of the assessed value of residential property after homestead
exemptions, or the residential tax base (hereafter RTByg2), to the TRTB;¢p2. We
calculated RTBygp2 to be 91.7 percent of the TRTB,0;.

Assuming this percentage is about the same each year, the second step was to apply these
percentages to the 2000 data. For example, we assume that the assessed value of
residential property after homestead exemptions and tax credits ($23,912,435), or
RTBxg00.,1s 91.72 percent of the total assessed value of residential property prior to
homestead exemptions and tax credits, or TRTByg9o. The final step is to calculate the
value of TRTB,gg for which the value of RTB;gg0 is 91.72 percent. See equations below
in Exhibit B.

Exhibit B
Calculations of DC Total Residential Tax Base for 2000

1. TRTB2002 ($27,150,679,567) = TRB2002 (24,902,543,000)+ Exemptionzooo
($2,248,136,567)

2. TRTB2002 (100%): TRB2002 (91 72%)+ EXGmptiOl’lzooz (828%)
3. RTByg00 (23,912,435,000) = 91.72% * TRTBy000

RTBao0 (23,912,435,000) /(91.72%) = TRTBago ( $26,071,187,202)

Land and Building Assessments

The second portion of this study will examine the effect a shift to a land tax would have
on fiscal disparities among the jurisdictions. In order to examine the effects, it was
necessary to also collect real property assessments for both land and structures. In
Virginia, the annual report published by the Department of Taxation provided the FMV
assessment of land and structures.®* In Maryland and the District, land and structure
assessments were not available for FY 2000; however, they were available for other fiscal
years: in MD, assessments were available for FY2003 and in the District, assessments
were available for FY1999.% Using the available data, we were able to estimate land
and structure values for FY2000.
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To estimate the values, we used the 2003 and 1999 data to calculate land as a percentage
of the total assessed value for each jurisdiction. These percentages were then applied to
the total assessed value for 2000. In order to ensure the percentages from the differing
fiscal years were appropriate to apply to 2000 data, we calculated the counties assessable
base as a share of the total value of assessed property for MD and DC for both fiscal
years. Comparing the percentages allowed us to determine whether land would be
roughly the same percentage year to year in each jurisdiction. The shares were similar in
2000 and 2003 for MD and similar in 2000 and 1999 for DC; therefore it was appropriate
to apply the percentages for land as a share of total assessed value to estimate the
assessed value for land and structures. Table 5 shows the calculations done for
Maryland.

Personal Property Base

The principal difficulty with personal property was making the tax bases comparable
across jurisdictions. In Maryland and Virginia, personal property taxes are local options;
therefore, each local jurisdiction has discretion over what is subject to the personal
property taxes. As a result, personal property tax levies differ not only between states but
also within them. See Table 6 for local government options.

In Maryland and Virginia, personal property assessments were available through the
same reports that provided real property assessments.** In Maryland, three categories are
assessed for personal property taxation: railroads, public utilities, and other business
personal property. In Virginia, four categories are assessed: tangible personal property,
machinery and tools, merchant’s capital, and public service corporations.

Fortunately, the county governments we selected tax similar types of personal property.
None of our jurisdictions tax commercial and manufacturing inventory.”” The major
differences in taxation that had to be reconciled were: Virginia’s personal property tax on
vehicles, which Maryland and the District do not levy; and Virginia’s and the District’s
taxation of manufacturing equipment, which is exempt in the Maryland counties in this
study. Prince William County does levy a tax on farming equipment; however, the
revenue generated from this tax is negligible according the county’s tax administrator.
Therefore we do not include it since the other jurisdictions do not tax farming equipment.
See Table 7 for a comparison of personal property taxes levied by the local jurisdictions
in this study.

In order to make the personal property tax base data comparable across jurisdictions, we
make the following adjustments: omit manufacturing equipment because the amount of
revenue generated from this source is not significant and the difficulty involved in
estimating an appropriate representative tax base would be substantial, and estimate the
assessed value of vehicle personal property for both Maryland and DC in 2000. Further
details are discussed below.
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Table 5

Maryland Land Structure Assessment Calculations

Real Property Base - County/Municipality—2003 Net of Exempt Properties

Total Land Share o?q'aortgl Total Assessed Share Land
County Value of Total Building Value BId Value (AV) of Total | As Pct
Land 9 AV Total
Value
Anne Arundel | 19,282,434,760 22.1% 23,133,711,120 15.0% 42,416,145,880 17.6% 45.5%
Calvert 2,379,489,575 2.7% 3,840,852,700 2.5% 6,220,342,275 2.6% 38.3%
Charles 3,064,965,513 3.5% 5,666,639,700 3.7% 8,731,605,213 3.6% 35.1%
Frederick 4,988,477,090 5.7% 10,238,326,790 6.6% 15,226,803,880 6.3% 32.8%
Howard 8,838,178,810 10.1% 15,716,748,960 10.2% 24,554,927,770 10.2% 36.0%
Montgomery 34,771,587,550 39.9% 64,723,793,270 42.0% 99,495,380,820 41.2% 34.9%
g’;gfge,s 13,817,271,520 | 15.9% | 30,886,126,438 | 20.0% | 44,703,397,958 | 18.5% | 30.9%
Total Value 87,142,404,818 | 100.0% 154,206,198,978 100.0% 241,348,603,796 100.0% 36.1%
Real Property Base - County/Municipality — 2000 Net of Exempt Properties
Share Land
Total Land Share - of Total Total Assessed Share As Pct
County of Total Building Value of Total
Value Land Bldg Value (AV) AV Total
Value 2003
Anne Arundel | 14,238,530,729 | 21.1% 17,082,389,271 14.3% 31,320,920,000 16.8% 45.5%
Calvert 2,054,755,214 3.1% 3,316,682,786 2.8% 5,371,438,000 2.9% 38.3%
Charles 2,471,813,389 3.7% 4,569,994,611 3.8% 7,041,808,000 3.8% 35.1%
Frederick 3,934,090,749 5.8% 8,074,309,251 6.8% 12,008,400,000 6.4% 32.8%
Howard 6,605,992,096 9.8% 11,747,297,904 9.9% 18,353,290,000 9.8% 36.0%
Montgomery | 25,708,591,047 | 38.2% 47,853,941,953 40.1% 73,562,533,000 39.4% 34.9%
g’;gfge 12,031,304,556 | 17.9% | 26,893,905,444 | 22.6% | 38,925210,000 | 20.9% | 30.9%
Total Value 67,368,707,590 99.5% 119,214,891,410 100.3% 186,583,599,000 100.0% 36.1%

Source: Maryland State Department of Assessment and Taxation (SDAT)

36




Personal Property Tax Local Options

Table 6

Maryland

District of Columbia

Virginia

Furniture, Fixtures,
Machinery and Equipment

Furniture, Fixtures,
Machinery and Equipment

Furniture, Fixtures,
Machinery and Equipment*

Leased Property

Leased Property

Leased Property

Other Tangible Personal Property

Other Tangible Personal Property

Other Tangible Personal
Property*

Commercial & Manufacturing
Inventory**

Commercial & Manufacturing
Inventory™**

Supplies Supplies Supplies
Other Vehicles Unregistered Motor Vehicles Other Vehicles

- - Vehicles
Livestock/Agriculture - Livestock/Agriculture

* In VA, other tangible personal property includes household personal property; however, none of the local
jurisdictions in VA selected for this study impose a personal property tax on household items.

** None of the counties we have selected in MD or VA levy a tax on commercial & manufacturing
inventories.

Manufacturing Equipment

For the majority of jurisdictions in Virginia, the amount of revenue earned from and the
assessed value of manufacturing equipment - which is referred to as machinery and tools
by the State - is less than 2 percent of the total revenue and the total assessed value of
personal property, except in the case of Manassas City where it is 48 percent. Manassas
city is unique in that it is home to a large semi-conductor plant. The semi-conductor
plant makes up the majority of this revenue. See Table 8 Below.

In the District, the assessable base for and revenue generated from manufacturing
equipment is also minimal --printing presses make up the majority of taxable
manufacturing equipment in the District.®

Because the assessable base for manufacturing equipment is minor we eliminate it from
Virginia’s tax revenue and tax base by subtracting the category of machinery and tools
from both totals. Unlike VA, the District did not have manufacturing equipment assessed
separately, but given the fact that DC has very little manufacturing activity, we make no
adjustments.
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Table 7

Selected Jurisdictions Personal Property Tax

Maryland District of Columbia Virginia

Business Tangible Personal Property

Furniture, Fixtures, Furniture, Fixtures, Furniture, Fixtures,
Machinery and Equipment* Machinery and Equipment Machinery and Equipment
Leased Property Leased Property Leased Property

Other Tangible Personal Property | Other Tangible Personal Property | Other Tangible Personal Property

Supplies Supplies Supplies

Other Vehicles Unregistered Motor Vehicles Other Vehicles

Livestock/Agriculture**

Individual Tangible Personal Property

Vehicles

*In MD, all the of the Counties exempt manufacturing equipment from personal property.

**In VA, Prince William levies a tax on farm tangible personal property (this does not include
livestock). This tax is negligible so we do not include it or make any adjustments for it. No other VA
county in this study levies a tax on agriculture or livestock
(http://www.virginia.edu/coopercenter/vastat/taxrates2002/02section09.pdf).

Assessed Value of Vehicle Tangible Personal Property

In order to make the personal property tax bases of the Maryland jurisdictions and the
District comparable to those jurisdictions in Virginia, it was necessary to determine the
assessed value of all vehicles in DC and the Maryland jurisdictions in order to add it into
their personal property tax base. Unfortunately, data on the assessed value of all vehicles
in the District and the select Maryland jurisdictions for FY2000 were not available. Data,
however, were available for all of the jurisdictions in Virginia, except Falls Church City:
Falls Church City does not collect data on assessed vehicle personal property and,
therefore, it was not possible to include it in this study.”” The assessed value for all
vehicles in Virginia include passenger cars, motorcycles, vans, truck, mobile homes, and
other, which includes vehicles not listed in the previous categories.
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Table 8

Personal Property Assessment

Virginia’s Assessed Value of Manufacturing Equipment as a Percentage of the Total

Machinery & Tools | Total Personal Property ¥§£ ;Z:;g;glf

(MT) Assessed Assessed Property
Virginia
ARLINGTON COUNTY 5,679,133 2,414,130,846 0.24%
FAIRFAX COUNTY 161,764,582 12,303,429,136 1.31%
FAUQUIER COUNTY 7,228,505 607,687,078 1.19%
LOUDOUN COUNTY 1,241,362 2,495,769,071 0.05%
PRINCE WILLIAM COUNTY 469,227 2,694,840,874 0.02%
ALEXANDRIA CITY 10,402,223 1,876,175,701 0.55%
FAIRFAX CITY 2,478,390 350,358,049 0.71%
FALLS CHURCH CITY 38,546 111,820,512 0.03%
MANASSAS CITY 311,619,400 645,071,322 48.31%
MANASSAS PARK 964,533 82,835,088 1.16%
ALL JURISDICTIONS 501,885,901 23,582,117,677 2.13%

Using these data, we estimated the assessed value of vehicle personal property for
Maryland and DC. The first step was to calculate an average vehicle value for each
jurisdiction in Virginia by dividing the assessed value for all vehicles by the number of
registered vehicles in the jurisdiction.®® The next step was to estimate the assessed value
of vehicle personal property for DC and the Maryland jurisdictions by multiplying the
average vehicle values, calculated for the Virginia jurisdictions, to the number of
registered vehicles in DC and the Maryland jurisdictions. We determined which average
vehicle values from Virginia should be applied to DC and the Maryland jurisdictions
based on similarities in their demographics (see Table 9 below).
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Table 9

Comparable Jurisdictions

Virginia Jurisdiction Equivalzl:ltrlizgi;)tliol\:aryland
Alexandria City District of Columbia
Arlington Prince George
Fairfax Montgomery
Fauquier Charles
Prince William Anne Arundel, Calvert

District of Columbia Personal Property Base

The assessed value of personal property in 2000 was not available for the District. It was,
however, possible to obtain the value of all personal property in FY2002, before
considering depreciation: this was approximately $4 billion.”” Using this proxy, we were
able to estimate the value of all personal property for FY 2000. In order to do this, we
calculated the effective tax rate for FY2002 by dividing the tax receipts from personal
property in FY2002 by the value of all personal property in 2002. We then divided the
effective tax rate by the personal property revenue raised in FY2000 to arrive at an
estimate of the personal property base: $5,054,629,630. See equations below in Exhibit
C.

Exhibit C
Calculation of DC Property Tax Base

1. TRu (565,208,000) / TBa» ($4,021,782,510) = ETR (1.62)

2. TRag00 ($81,885,000)/.0162 = TB1oq (85,054,629,630)

General Sales Tax

The representative tax base for the general sales tax is the aggregate value of taxable
retail sales in 2000. In order to estimate sales receipts for retail trade by county for
2000, we used the 1997 Economic Census data and the 2000 Census data from County
Business Patterns. The 1997 Economic Census report provides business data for all
sectors of the US economy for the national, state, and local levels. For this project, we
were interested in the total dollar amount of retail trade sales receipts by county for 2000.
Total retail trade sales receipts by county were not available for 2000 because the
Economic Census is only released every 5 years; the data for 2002 will not be available
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until the 2002 Economic Census is released in early 2004, after the completion of this
study.

In order to estimate retail sales for 2000, we calculated the ratio of sales receipts for retail
trade to establishments in 1997 using the Economic Census data. We then applied this
ratio to the number of retail trade establishments by county in 2000. This calculation
provided us with an estimate for sales receipts for retail trade by county for 2000. " We
also calculated the ratios of sales receipts to payroll and sales receipts to paid employees
in order to compare the different estimates for sales receipts. Given the fact that the
values for sales estimates did not vary greatly based upon the different ratios, we decided
to use the ratio of sales receipts to establishments to estimate sales receipts for retail trade
by county for 2000. See Table 8 for an example of the calculations done for Maryland.

Table 8

Calculations of Estimates for 2000 Retail Sales for Maryland

Count Sales Receipts # Establishments Fi ?;Eiiﬁﬁiss # Establishments | Estimate of Sales
Y 1997 1997 2000 2000
1997

Anne Arundel | 4,757,649,000 1863 2,553,757 1,943 4,961,949,548
Calvert 404,019,000 190 2,126,416 207 440,168,068

Charles 1,243,620,000 490 2,538,000 472 1,197,936,000
Frederick 1,839,289,000 741 2,482,171 729 1,809,502,943
Howard 2,010,755,000 766 2,652,007 817 2,144,630,333
Montgomery 8,914,414,000 3,000 2,971,471 3,034 9,015,444,025
Prince George | 6,390,538,000 2,425 2,635,273 2,328 6,134,916,480

Source: U.S. Census Bureau

Selective Sales Taxes

Census defines Selective Sales Taxes as taxes imposed on the sale of particular

commodities or services or on the gross receipts of particular businesses separately and
apart from the General Sales tax. The Advisory Commission on Intergovernmental
Relations included nine separate selective sales taxes in their calculations of
Representative Revenue Systems for the 50 states. However, many of these selective
sales taxes are state only revenue sources. For example, the ACIR includes in its
measures selective sales taxes on motor fuel, insurance premiums and alcohol. Local
governments typically do not have access to these revenue sources so we have excluded
them from our estimates of local own-source revenue raising capacity. However, based
on the experiences of local governments in our study area, we do include selective sales
taxes on public utilities, and other selective sales taxes.
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Selective sales taxes on public utilities include taxes on transportation companies,
telephones, telegraphs and light and power. The base of the tax is generally the gross
receipts or gross earnings of the company providing the service. Sometimes the tax may
be based on the number of units sold, e.g. kilowatt-hours of electricity. In either case,
however, the base of the tax reflects consumption decisions by individual consumers. As
a result, we use personal income for 2000 as the representative base for user charges.
Personal i71}come for all local jurisdictions was obtained from the Bureau of Economic
Analysis.

Other Selective Sales Taxes

According to the Census Bureau definitions, Other Selective Taxes include taxes on
specific commodities, businesses, or services not reported separately under selective sales
taxes. For example, this would include taxes on contractors, lodging, lubricating oil,
fuels other than motor fuel, motor vehicles, meals, soft drinks, margarine, etc.
Unfortunately, the Census data do not break down total revenues from other selective
sales taxes into these component parts. As a result, we use personal income for 2000 as
the representative base for user charges. Personal income for all local jurisdictions was
obtained from the Bureau of Economic Analysis.”

Income Tax Base

We use Adjusted Gross Income (AGI) for tax year 2000 as the representative tax base for
the income tax. AGI for Maryland and Virginia were collected from state reports.”” AGI
for the District is found at the Internal Revenue Service website www.irs.gov. The table
is under taxstats by geographic area.’®

User Charges Base

According to the Census Bureau definition, Current Charges reflect “Amounts received
from the public for performance of specific services which benefit the person charged
and from sale of commodities or services.” Basically, Current Charges are user charges,
which reflect the consumption decisions of individual citizens. Thus, revenue generated
from user charges depends, in large part, on prices charges and the resulting consumption
choices of individual citizens. For the purposes of this study, then, we use personal
income for 2000 as the representative base for user charges. Personal income for all local
jurisdictions was obtained from the Bureau of Economic Analysis.”

Public Utilities Base

For the purposes of this study, Public Utility revenues include revenues from water
utilities and transit authorities. In each case, there is a charge for the service being
provided — essentially making these revenues comparable to user charges. As a result, we
use personal income for 2000 as the representative base for user charges. Personal
income for all local jurisdictions was obtained from the Bureau of Economic Analysis.”®
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Fiscal Capacity and Effort Calculations

After the data on revenue collections and the representative, standard revenue bases are
collected, there are basically five calculations made in order to determine the fiscal
capacity and effort indices. These calculations are detailed below using Anne Arundel
County’s property tax revenue as an example.

Average Tax Rate

The first step, after data collection, is to calculate the average tax rate for each revenue
base by dividing the total collections of all local jurisdictions by the total base for that
revenue source.

1) Real Property Tax Revenue Real Property Tax Base Avg. Real Property
All Local Governments All Local Governments Tax Rate
4,797,715,190 / 383,032,997,340 = 1.25%

Hypothetical Yield or Revenue Capacity

The potential, or hypothetical, revenue that a county can generate is calculated by
applying the average tax rate for each revenue source to the appropriate standard,
representative base.

2) Anne Arundel’s Avg. Real Prop. Hypothetical
Real Prop. Tax Base Tax Rate Real Prop. Revenue
31,320,920,000 X 1.25% = 392,313,077

Per Capita Hypothetical Yield, or Revenue Capacity

The hypothetical revenue is then divided by the local government’s population to arrive
at the per capita hypothetical revenue capacity.

3) Hypothetical Anne Arundel County’s  Hypothetical Revenue
Real Prop. Revenue Population Per Capita
392,313,077 / 489,656 = § 801.20

Fiscal Capacity Index

The fiscal capacity index is determined by dividing the county’s hypothetical real
property tax revenues per capita by the total per capita real property tax collections for all
local governments and multiplying by 100.

4) Anne Arundel County’s Total Local Govt. Anne Arundel County’s
Hypothetical Real Prop. Real Prop. Collections Fiscal Capacity Index
Revenue per Capita Per Capita
( $801.20 / $914.61 ) x 100 = 88
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The above calculations are done for each revenue source as well as for total revenue and
then aggregated to obtain one measure of fiscal capacity.

Fiscal Effort Index

The fiscal effort index is calculated by dividing each local government’s actual
collections per capita by its hypothetical yield, or revenue capacity, per capita and then
multiplying by 100. Below Anne Arundel County’s fiscal effort index is calculated for
its total own source revenue.

5)  Anne Arundel County’s Anne Arundel County’s Fiscal Effort Index
Per Capita Actual Collections for Per Capita Hypothetical
Total Own Source Revenue Total Own Source Revenue
( $1751.68 / $2222.73 )x 100 = 79

Again, these calculations are done for each revenue source as well as for total revenue.
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** FY 2002 is the first year that all real property in MD was assessed at 100 percent of
full market value (Personal communication, Laura Foussekis, SDAT, 7-23-03).

% Government of the District of Columbia Comprehensive Annual Financial Report for
2000, September 2000, Exhibit S-7, p. 114.

%1 The 2002 total residential property assessments prior to homestead exemptions and tax
credits were provided by Daniel Muhammad, Financial Economist, Government of the
District of Columbia, Office of the Chief Financial Officer, Office of Policy and
Research Analysis, on 8/26/03 via email. According to Mr. Muhammad, 2000
residential property assessments prior to homestead exemptions and tax credits were
not available.
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62 Virginia Department of Taxation, Virginia Department of Taxation Annual Report
FY 2000, May 2003, Table 5.2.

% In Maryland, Mike Bell received the FY 2003 land and structure assessments from
Laura Foussekis at the SDAT. In the District, Daniel Muhammad provided the
assessments for FY 1999.

% For MD, See Maryland State Department of Assessment and Taxation (SDAT), State
of Maryland Fifty-sixth Report of the SDAT Annual Report FY00, January 2000,
County Assessable Base FY00, Table 1.

For VA, See Virginia Department of Taxation (VDT), Virginia Department of
Taxation Annual Report FY 2000, May 2003, Table 5.4.

% None of the VA counties in our study levy a tax on merchant capital, which is
primarily commercial and manufacturing inventory.

% personal Communication, Daniel Muhammad, 10-2-03.

%7 The assessed values for total vehicle personal property were provided, in most cases,
by the Commissioner of the Revenue in each jurisdiction. Published information on
assessed value of vehicle personal property was only available for Arlington, Fairfax,
and Prince George’s County: these counties publish the data in their annual budget.

% In Virginia, the total number of registered vehicles includes passenger cars,
motorcycles, vans, truck, mobile homes, and other. This is also the case in Maryland
and the District. Data on the number of registered vehicles in Virginia and Maryland
were obtained from each state’s Department of Motor Vehicles (DMV). Data on the
number of registered vehicles in the District were obtained from the National Highway
and Traffic Safety Administration, National Center for Statistical Analysis, State
Traffic Data. Retrieved 9-14-03 from http://www-nrd.nhtsa.dot.gov/departments/nrd-
30/ncsa/Availlnf.html.

% This number was provided by Mr. Daniel Muhammad.

" The GAO used a similar approach in their study District of Columbia: Structural
Imbalance and Management Issues as one method of estimating the sales tax base for
the states: they distributed sales in proportion to employment, by state, in the retail and
services industries.

! Bureau of Economic Analysis (BEA), Local Area Personal Income: CA1-3 —
personal income summary estimates, Washington, DC, May 2003. Retrieved 7/10/03
from http://www.bea.gov/bea/regional/reis/.

72 Bureau of Economic Analysis (BEA), Local Area Personal Income: CAI-3 —
personal income summary estimates, Washington, DC, May 2003. Retrieved 7/10/03
from http://www.bea.gov/bea/regional/reis/.

> For MD, See the Comptroller of Maryland Revenue Administration, Income Tax
Summary Report, Tax Year 2000, Baltimore, MD.

For VA, See Virginia Department of Taxation, Virginia Department of Taxation
Annual Report FY 2002, Richmond, VA, Table 1.5, pp. 7-11.

7 Internal Revenue Service (IRS), Tax year 2000, United States Selected Income and
Tax Items for Individual Income Tax Returns: Forms 1040, 10404 & 1040EZ, By
State and Size of Adjusted Gross Income, Filing/Processing Period: January 1, 2001
to December 31, 2001, Washington D.C, September 2001. Available at www.irs.gov.
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7> Bureau of Economic Analysis (BEA), Local Area Personal Income: CAI-3 —

personal income summary estimates, Washington, DC, May 2003. Retrieved 7/10/03
from http://www.bea.gov/bea/regional/reis/.

’® Bureau of Economic Analysis (BEA), Local Area Personal Income: CAI-3 —

personal income summary estimates, Washington, DC, May 2003. Retrieved 7/10/03
from http://www.bea.gov/bea/regional/reis/.
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