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The Joint Legislative Audit and Review Committee (JLARC) works
to make state government operations more efficient and
effective. The Committee is comprised of an equal number of
House members and Senators, Democrats and Republicans.

JLARC's non-partisan staff auditors, under the direction of the
Legislative Auditor, conduct performance audits, program
evaluations, sunset reviews, and other analyses assigned by the
Legislature and the Committee.

The statutory authority for JLARC, established in Chapter 44.28
RCW, requires the Legislative Auditor to ensure that JLARC
studies are conducted in accordance with Generally Accepted
Government Auditing Standards, as applicable to the scope of
the audit. This study was conducted in accordance with those
applicable standards. Those standards require auditors to plan
and perform audits to obtain sufficient, appropriate evidence to
provide a reasonable basis for findings and conclusions based on
the audit objectives. The evidence obtained for this JLARC report
provides a reasonable basis for the enclosed findings and
conclusions, and any exceptions to the application of audit
standards have been explicitly disclosed in the body of this
report.
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What Is a Tax Preference?

Tax preferences are exemptions, exclusions, or deductions from the base of a
state tax; a credit against a state tax; a deferral of a state tax; or a preferential
state tax rate. Washington has more than 550 tax preferences.

Why a JLARC Review of Tax Preferences?

Legislature Creates a Process to Review Tax Preferences

In 2006, the Legislature expressly stated that periodic reviews of tax
preferences are needed to determine if their continued existence or
modification serves the public interest. The Legislature enacted Engrossed
House Bill 1069 to provide for an orderly process for the review of tax
preferences. The legislation assigns specific roles in the process to two
different entities. The Legislature assigns the job of scheduling tax
preferences, holding public hearings, and commenting on the reviews to the
Citizen Commission for Performance Measurement of Tax Preferences. The
Legislature assigns responsibility for conducting the reviews to the staff of the
Joint Legislative Audit and Review Committee (JLARC).

Citizen Commission Sets the Schedule

EHB 1069 directs the Citizen Commission for Performance Measurement of
Tax Preferences to develop a schedule to accomplish a review of tax
preferences at least once every ten years. The legislation directs the
Commission to omit certain tax preferences from the schedule such as those
required by constitutional law.

The Legislature also directs the Commission to consider two additional factors
in developing its schedule. First, the Commission is to schedule tax
preferences for review in the order in which the preferences were enacted into
law, except that the Commission must schedule tax preferences that have a
statutory expiration date before the preference expires. This means that
Washington’s longest-standing tax preferences are evaluated first.

Second, the legislation gives the Commission the option to schedule an
expedited review for any tax preference that has an estimated biennial fiscal
impact of $10 million or less. Expedited reviews incorporate a less detailed
analysis than the full reviews of tax preferences.
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Report Summary

In September 2007, the Commission adopted its second ten-year schedule for the tax preference
reviews. The schedule for 2008 includes a total of 37 statutes containing tax preferences: eight
property tax, five public utility tax, five retail sales tax, four use tax, eleven business and occupation
tax, three fuel tax, and one leasehold excise tax. Of these 37 statutes, the law required 17 tax
preferences to have a full review process.

JLARC Staff Conduct the Tax Preference Reviews

JLARC’s assignment from EHB 1069 is to conduct the reviews of tax preferences according to the
schedule developed by the Commission and consistent with the guidelines set forth in statute. This
report presents JLARC’s reviews of the 17 tax preferences scheduled by the Commission for full
review.

JLARC’s Approach to the Tax Preference Reviews

Consistent with the Scope and Objectives for conducting the full tax preference reviews, JLARC
has evaluated the answers to a set of ten questions for each tax preference:

e Public Policy Objectives:

1. What are the public policy objectives that provide a justification for the tax
preference? Is there any documentation on the purpose or intent of the tax
preference? (RCW 43.136.055(b))

2. What evidence exists to show that the tax preference has contributed to the
achievement of any of these public policy objectives? (RCW 43.136.055(c))

3. To what extent will continuation of the tax preference contribute to these public
policy objectives? (RCW 43.136.055(d))

4. If the public policy objectives are not being fulfilled, what is the feasibility of
modifying the tax preference for adjustment of the tax benefits? (RCW 43.136.055(g))

¢ Beneficiaries:

5. Who are the entities whose state tax liabilities are directly affected by the tax
preference? (RCW 43.136.055(a))

6. To what extent is the tax preference providing unintended benefits to entities other
than those the Legislature intended? (RCW 43.136.055(e))

e Revenue and Economic Impacts:

7. What are the past and future tax revenue and economic impacts of the tax preference
to the taxpayer and to the government if it is continued? (This includes an analysis of
the general effects of the tax preference on the overall state economy, including the
effects on consumption and expenditures of persons and businesses within the state.)
(RCW 43.136.055(h))
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Report Summary

8. If the tax preference were to be terminated, what would be the negative effects on the
taxpayers who currently benefit from the tax preference and the extent to which the
resulting higher taxes would have an effect on employment and the economy? (RCW
43.136.055(f))

9. If the tax preference were to be terminated, what would be the effect on the
distribution of liability for payment of state taxes? (RCW 43.136.055(i))

Other States:

10. Do other states have a similar tax preference and what potential public policy benefits
might be gained by incorporating a corresponding provision in Washington? (RCW
43.136.055(j))

Methodology

JLARC staft analyzed the following evidence in conducting these full reviews: 1) legal and public
policy history of the tax preferences; 2) beneficiaries of the tax preferences; 3) government data
pertaining to the utilization of these tax preferences and other relevant data; 4) economic and
revenue impact of the tax preferences; and 5) other states’ laws to identify any similar tax
preferences.

Staff placed particular emphasis on the legislative history of the tax preferences, researching the
original enactments as well as any subsequent amendments. Staff reviewed state Supreme Court,
lower court, or Board of Tax Appeals decisions relevant to each tax preference. JLARC staff
conducted extensive research on other state practices using the Commerce Clearing House
database of state laws and regulations.

Staff interviewed the agencies that administer the tax preferences (primarily the Department of
Revenue and the Department of Licensing), as well as several county assessors. These parties
provided data on the value and usage of the tax preference and the beneficiaries. JLARC staff
also obtained data from other state and federal agencies to which the beneficiaries are required to
report. In a few cases, beneficiaries and other agencies provided additional information.

It is not within the purview of these reviews to resolve or draw definitive conclusions regarding
any legal issues discussed within the reviews.

Summary of the Results from JLARC'’s Reviews

The table on page 5 provides a summary of the results from JLARC’s analysis of the tax
preferences scheduled for full review in 2008. Of the 17 tax preferences included in this volume,
this report recommends that the Legislature continue eleven tax preferences as they are, and
continue two other tax preferences by extending their expiration dates with additional
accountability requirements. The full report raises issues for the Legislature’s consideration for
four of the current tax preferences.
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Report Summary

The table on page 6 provides a summary of JLARC’s recommendations for the full reviews
completed last year in 2007. Given the fact that these tax preference reviews are part of an
ongoing examination of all state tax preferences in Washington, the 2007 recommendations for
the full reviews are included in this 2008 full report.

Organization of This Report

This report includes 14 separate chapters for review of the 17 tax preferences. Each chapter
consists of a review of one tax preference except for the chapter on electric generating equipment
from renewable energy resources which reviews both the retail sales and use tax preferences
together. Each chapter begins with a summary of the findings and recommendations from
JLARC’s analysis of the tax preferences. Then, each chapter provides additional detail, including
additional information supporting the answers to the questions outlined in the law. Appendices
provide the Scope and Objectives, agency and Tax Commission comments, and the text of
current law for each preference.
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Report Summary

Summary of Recommendations—2008 Full Tax Preference Reviews

# of Claimants

Tax Year RCW . Summary of
oo in 2007 .
Preference Enacted Citation Recommendation
($ amount)
Private K-12 schools 248
1925 RCW 84.36.050(1
(p.7) ) ($16 million)
69
Privat 11 .21 1925 RCW 84.36.050(1
rivate colleges (p- 21) ) ($32 million)
Unknown*
Intangibl .35 1931 RCW 84.36.070
ntangibles (p. 35) ($9.9 billion)
Commercial vessels 1931 RCW 84.36.080(1); 2,500
(p. 61) RCW 84.40.036 ($900,000)
Other shi d 1 236,036
€T SHPS andvessels 1 1931 RCW 84.36.090 > Legislature should
(p. 75) ($32.8 million) .
- continue the tax
Exported and imported 1933 RCW 82.36.230; 162 reference
fuel (p. 87) RCW 82.38.030 ($1.2billion) | P
Unknown*
Real 1 . 1 R 2.04.
eal estate sales (p. 99) 935 CW 82.04.390 ($363 million)
Credit losses (p. 121) 1935 RCW 82.04.4284 4171
P s ($5 million)
Insurance premiums 1935 RCW 82.04.320 1,72.9 .
(p. 153) ($360 million)
Public utilities (p. 167) 1935 RCW 82.04.310 7037
p- o ($40 million)
Unknown* Legislature should
($25 million) continue the tax
Electri i f ,
ey KW st
duipment RCW 82.12.02567; € cxpiration cate,
resources (p. 215) and add
accountability
requirement
Agricultural producers 1935 RCW 82.04.330; 35,000
(p. 133) RCW 82.04.410 ($28.8 million) | Legislature should
Tax rate for urban trans. 1935 RCW 82.16.020 2,015 re-examine or clarify
& vessels (p. 183) (1d&e) ($6.2 million) the intent of the
Items used in interstate 184 tax preference*
1949 RCW 82.08.0261
commerce (p. 201) ($110 million)

*No specific data maintained and no annual reporting requirement for preference.

**See specific sections for detail on the issues recommended for the Legislature’s consideration.
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Summary of Recommendations — 2007 Tax Preference Reviews

# of Claimants

Tax Year RCW in 2006 Summary of
Preference Enacted Citation Recommendation
($ amount)
Churches, parsonages 5,137
1854 RCW 84.36.020
and convents (p. 31) ($66 million)
196
Cemeteries (p. 57) 1854 RCW 84.36.020 1 Legislature should
($7.4 million) i
> 4 million continue the
Household goods (p. 69) | 1935 RCW 84.36.110(1) ( $3'41 million) tax preference
Refund of fuel tax for 1923 RCW 82.36.300 89
exported fuel (p. 81) RCW 82.38.180(2) ($1.3 million)
N fit hospital 45 i
onprofit hospitals 1886 RCW 84.36.040(1)(e) > Leg1slat1?re should.
(p.7) ($47 million) | re-examine or clarify
N i 1 the intent of th
onsetctaflan 1915 RCW 84.36.030(1) 65. ' e intent o e
organizations (p. 43) ($17 million) | tax preference*

* See specific sections for detail on the issues recommended for the Legislature’s consideration.
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PRIVATE K-12 SCHOOLS — SUMMARY

Current Law

State law exempts property owned or used by any nonprofit school or college for educational
purposes or cultural or art education programs from state and local property taxes. The
exemption pertains to both private K-12 schools and to private colleges and universities. This
chapter reviews private K-12 schools. Another chapter in this volume reviews private colleges
and universities.

The exempt property must not exceed 400 acres. In addition, the buildings and grounds must be
designed for the educational, athletic, or social programs of the institution, the housing of
students, religious faculty, and chief administrator, and athletic buildings. Other school facilities
are exempt if the need for them exists only because of the presence of the school. The property
must be principally designed to further the educational, athletic, or social functions of the school.

The property tax exemption for a nonprofit school is nullified if the property is used by an
individual or organization that is not entitled to a property tax exemption, unless one of the
following exceptions applies:

1. The property is used by students, alumni, faculty, staff, or other persons in a manner
consistent with the educational, social, or athletic programs of the school;

2. The school may contract for food services for students, faculty, and staff, the operation of
a bookstore on campus, and related maintenance, operational, or administrative services;
or

3. The school may allow uses for monetary gain or to promote business activities for not
more than seven days in a calendar year for each portion of the property. Sports or
educational camp uses conducted by faculty members do not count against the seven
days.

Any rent or donations received by the school for use of the property must be reasonable and not
exceed maintenance and operation expenses. An inadvertent use of the property in a manner
inconsistent with school purposes will not nullify the exemption, if the inadvertent use is not part
of a pattern of use.

Another section of law (RCW 84.36.805) provides several more general restrictions for a
property tax exemption:

e The property must be used exclusively for the actual operation of the activity for which
the exemption is granted, however, the loan or rental of the property does not subject the
property to tax if the rents are reasonable;

o The facilities must be available to all regardless of race, color, national origin, or ancestry;
and

o The organization must be licensed or certified if required by law or regulation.

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews 7



Private K-12 Schools

By rule (WAC 458-16-270), the Department of Revenue defines “schools and colleges” to include
nonprofit educational institutions that are approved by the Superintendent of Public Instruction
or whose students and credentials are accepted without examination by other schools and
colleges and that offer students an educational program of a general academic nature.

Chapter 28A.195 RCW allows private schools to be approved by the state by annually submitting
statements to the Superintendent of Public Instruction that certain minimum requirements are
being met. However, private schools do not need to be approved to operate in Washington.

See Appendix 3 for the current law statute RCW 84.36.050(1).

Findings and Recommendations

This review evaluated the legal history, public policy objectives, economic and revenue impacts,
and other states’ tax preferences of the property tax exemption for private nonprofit schools. The
audit determined the following:

Legislative History and Public Policy Objectives

Private schools did not receive a property tax exemption when the new state Legislature
passed its first laws in 1890 and 1891. The state Constitution provided several
exemptions, based on public ownership. Other exemptions were left to the discretion of
the Legislature. The state Supreme Court limited the ability of the Legislature to grant
property tax exemptions to only “quasi-public” property such as charitable institutions,
(privately-owned) public libraries, and cemeteries.

The Legislature enacted the exemption for private schools in 1903. The Legislature
included the restrictions that the property had to be used solely for education purposes
and that the property had to be owned by a school that was supported in whole or part by
gifts, endowments, or charity. The amount of property could not exceed ten acres. The
income from endowments had to equal or exceed revenues from tuition.

Over the years the Legislature has adopted many amendments to the exemption. The
acreage limitation increased to 400 acres. The Legislature removed the restriction that
income from endowments must equal or exceed tuition revenue. Allowable campus
purposes now include buildings and grounds designed for classrooms, dormitories,
housing for faculty and other employees, dining halls, parking lots, students unions and
recreational buildings, athletic buildings, and other school facilities. The Legislature
inserted the term “nonprofit” in 1973 and deleted the requirement that a school be
supported in whole or part by gifts, endowments, or charity.

The Legislature last visited the property tax exemption for schools in 2006. The exempted
property no longer has to be used exclusively for campus purposes. However, with
several exceptions, the property tax exemption is nullified if someone not otherwise
entitled to a property tax exemption uses the property.

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews



Private K-12 Schools

e The public policy objective in providing a property tax exemption to private nonprofit
schools is to provide a subsidy to these schools. This objective is being met.

Beneficiaries

o There are 348 private nonprofit K-12 schools that are receiving a property tax exemption.
These schools enrolled an estimated 67,000 students in 2006-07.

Revenue and Economic Impacts

e The value of exempted property is estimated to be $1.9 billion in 2007 for a total state and
local property tax savings of $19 million. These savings are mostly shifted onto other
taxpayers through higher levy rates.

e In future years the tax savings is expected to be about $25 million per year. Again, these
savings are mostly shifted to other taxpayers.

e The economic impact of the property tax exemption for private nonprofit schools is the
extent to which the exemption promotes education that otherwise would not occur. In
general, the economic impacts of education are of two types:

o Spending to provide students an education; and

o The long-term impact to the state’s economy due to students receiving an
education and the state having a better educated workforce.

Other States

e All 50 states and the District of Columbia exempt nonprofit schools from property taxes.
The states differ on whether the exemption is granted because of the owner of the
property versus the use of the property. In some states the exemption is for property and
buildings owned or used by schools, while in other states the exemption is for property
used for educational purposes. In Washington it is both - the property must be owned or
used by a nonprofit school for educational purposes. At least seven states appear to
exempt schools of all types, both nonprofit and for-profit schools.

Recommendation

The Legislature should continue the property tax exemption for private, nonprofit schools.
Legislation Required: None.

Fiscal Impact: None.
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PRIVATE K-12 SCHOOLS — REPORT DETAIL

Statutory History

When Washington became a territory in 1854, the territorial Legislature granted a property tax
exemption to the real and personal property belonging to any religious society, or to any
benevolent, charitable, literary, or scientific institution, to all real and personal property
belonging to the territory or any county thereof, and to all school houses and school lands. The
measure did not specifically mention private schools and it is not clear whether they would have
been considered benevolent or charitable institutions.

The territorial Legislature rewrote the general property tax exemption periodically over the years.
In 1886 it added an intent section for the property tax exemptions and specifically included
institutions of learning, presumably including private schools. The exemption included a
restriction on the amount of land that could be exempted:

Whereas religion, morality and knowledge being necessary for good
government and happiness of mankind, there is further exempted all
buildings or institutions of learning, ... including the lands upon which
such buildings are situated, not to exceed two acres, if within a city or
town, and not exceeding eighty acres if not within a city or town."

Property tax exemptions were not without controversy in the late 1800s and the turn of the
century. Typical of the arguments for and against were those used at the Washington State
Constitutional Convention in 1889.% For example, those opposed to exempting churches from
property tax charged that such an exemption would be a show of favoritism and would work an
injustice to the taxpayer who would have to supply the deficit created. Those favoring exemption
urged that churches were maintained purely for community benefit, and a tax levied upon them
would be like taxing a public institution. Constitutional convention attendees discussed
exemptions for churches, places of burial, institutions of public charity, public libraries, and
personal property (up to a specified dollar amount). In the end, they left it to the Legislature to
determine.

The new state Constitution of 1889 provided that all property was to be taxed, with exceptions.
The Constitution exempted property of the United States, the state and local governments,
including school districts, and such other property the Legislature selected. Public schools and
colleges had an exemption provided in the Constitution. Private schools and colleges did not
receive a property tax exemption when the Legislature passed its first laws in 1890.

' 1886 Laws of Washington Territory, p. 47 §1.
? See “The Journal of the Washington State Constitutional Convention, 1889, with analytical Index by Q. S. Smith,”
edited by B. P. Rosenow, 1999.
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Private K-12 Schools

Schools and colleges did not make the list in the second effort to modify exemptions in 1891. A
state representative did make a motion on the House floor in 1891 to expand the exemption for
state colleges to include all colleges. The amendment failed.

An 1897 Washington Supreme Court ruling helped shape the Legislature’s creation of property
tax exemptions. The Court ruled that the property exempted by the Legislature needed to be of a
“quasi-public” nature.> The Court found a set of 1897 exemptions to be unconstitutional. The
court provided examples of quasi-public property such as charitable institutions, public libraries,
cemeteries, and similar classes of property where the use of the property is not strictly private.
Instead the public has an interest in the property and its maintenance, and the property does not
truly enter into competition with private property. Also, the use of the property benefits the state
from a financial standpoint in that services are performed for which the state would otherwise be
called upon to discharge.

The Legislature enacted the exemption for private schools and colleges in 1903.* The exemption
applied to the real and personal property owned by any school or college that was supported in
whole or part by gifts, endowments, or charity. The income from the gifts, endowments, or
charity had to be devoted to the purposes of the institution. The school or college had to be open
to all persons upon equal terms. The property had to be used solely for educational purposes and
could not exceed ten acres. Any real estate owned by the institution that was leased for the
purpose of deriving income was not exempt. Finally, the annual income from endowments had
to equal or exceed revenues received from tuition. During passage in the Senate, one senator
explained his vote by stating:

I doubt the act being constitutional; but, not being absolutely certain that
the same is unconstitutional, and believing the bill to be meritorious, I
vote aye.’

Later the House added the amendments that restricted the exemption to ten acres, provided that
leased land was not exempt, and required income from endowments to exceed revenues from
tuition.

The next amendments occurred in 1925. Property used (but not necessarily owned) by a school
or college could also be exempt. The acreage limitation increased to 40 acres for colleges. Before
the exemption could be granted, the institution had to file an annual report with the county
assessor listing all the property, the purpose for which it was used, revenue derived from the
property, the number of students attending the institution, and the total revenues, by source, of
the institution and how they were spent.

In 1931 and 1932, the King County assessor disallowed the property tax exemption for the
Lakeside Day School, noting endowment income did not exceed tuition.® In deciding against the
school, the state Supreme Court also took the opportunity to comment “That the [exemption
statute] as a whole is poorly drafted and inconsistent in its provisions, is apparent enough at a

> “Chamberlin v. Daniel,” 17 Wash. 111 (1897); and “Buchanan v. Bauer,” 17 Wash. 688 (1897).
* Chapter 183, Session Laws, 1903.

> “Journal of the Washington State Senate,” 1903, page 305.

¢ “Lakeside Country Day School v. King County,” 179 Wash. 588 (1934).
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glance...” In 1933, the Legislature removed the requirement that the annual income from
endowments needed to equal or exceed all income from tuitions. The Legislature also increased
the acreage limitation for all schools and colleges to 40 acres and expanded the use of the
property to include dormitories and community residences for teachers or employees.

The next set of major amendments came in 1955. The Legislature increased the 40 acre
limitation to 100 acres. The property had to be used exclusively for college or campus purposes,
and the Legislature removed the allowance for dormitories and community residences for
teachers or employees.

The Legislature in 1970 expanded the acreage limitation to 400 acres. Legislation in 1971 defined
college or campus purposes to include buildings and grounds designed for classrooms,
dormitories, housing of faculty and other employees, dining halls, parking lots, student unions
and recreational buildings, athletic buildings, and all other school or college facilities, the need
for which would be nonexistent but for the presence of the school or college and which are
designed to further the educational functions of the institution.

The Legislature rewrote the property tax exemption code in 1973. A number of inconsistencies
had developed among the various exemptions over the years, and not all types of exempt
property were treated in a similar manner. But more likely, what prompted the Legislature to act
then was a state Supreme Court ruling that denied a property tax exemption to a nonprofit
church-run home for the aged.”

The 1973 changes to the exemption for schools and colleges inserted the word “nonprofit” before
school or college; deleted the requirement that they be supported in whole or in part by gifts,
endowments, or charity; and removed the requirement that the entire income of the institution
from gifts, endowments, and charity be devoted to the purposes of the institution. The
Legislature deleted the specific requirement that these institutions be open to all persons on equal
terms. However, in a general section of law regarding several property tax exemptions, the
Legislature provided that facilities and services must be available to all regardless of race, color,
national origin, or ancestry. The organization or corporation must also be duly licensed or
certified, where such licensing or certification is required. The legislation revised the definition
of what constituted college or campus purposes, and it eliminated the annual report to the
county assessor.

In 1984, in a matter related to the Pilchuck Glass School, the Legislature expanded the concept of
nonprofit school or college to include cultural and art education programs. Also, the Legislature
removed the requirements that revenue derived from the property owned or used by the
institution needed to be devoted exclusively to the support of the institution and established that
property owned or controlled by the institution for the purpose of deriving revenue was not
exempt from taxation.

The Legislature last visited the property tax exemption for schools and colleges in 2006. The
Legislature provided that the exempted property no longer has to be used exclusively for college
or campus purposes. However, the property tax exemption is nullified if the property is used by

7 “Yakima First Baptist Homes v. Gray,” 82 Wn 2d 295 (1973).

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews 13



Private K-12 Schools

an individual or organization not entitled to a property tax exemption, unless one of the
following exceptions applies:

1. The property is used by students, alumni, faculty, staft, or other persons in a manner
consistent with the educational, social, or athletic programs of the school;

2. The school may contract for food services for students, faculty, and staff, the operation of
a bookstore on campus, and related maintenance, operational, or administrative services;
or

3. The school may allow uses for monetary gain or to promote business activities for not
more than seven days in a calendar year for each portion of the property. Sports or
educational camp uses conducted by faculty members do not count against the seven
days.

Any rent or donations received by the school for use of the property must be reasonable and not
exceed maintenance and operation expenses. An inadvertent use of the property in a manner
inconsistent with school purposes will not nullify the exemption, if the inadvertent use is not part
of a pattern of use.

Public Policy Objectives

What are the public policy objectives that provide a justification for the tax
preference? Is there any documentation on the purpose or intent of the tax
preference?

Two primary theories provide a rationale for a property tax exemption for nonprofit
organizations: 1) the base-defining theory that holds that a charitable activity does not rise to the
level of a taxable activity; and 2) the subsidy theory that holds that the state bestows an
exemption because charities lessen the burdens of government. Given that private schools did
not receive a property tax exemption until well after a decade of statehood, it is clear that the
Legislature did think that private schools rose to a level of taxable activity. They were not
charitable organizations that exclusively provided services to the poor. The subsidy theory is the
more likely candidate for a public policy objective. The state wanted to encourage the activity of
private schools as they provided a positive benefit to society, and they lessened the burden on
government.

An example of use of the subsidy argument occurred in 1924. The Ku Klux Klan sponsored an
initiative that would have prohibited parochial schools.® Arguments presented against the
initiative in the voter’s pamphlet included pointing out that there were 18,517 children receiving
grammar school education in private schools at no cost to the state.” The average annual cost of
instruction for each child in public schools was $120.03, and the cost of school buildings per
child was $226.24. If the private school pupils were forced into the public schools, the argument

® Initiative Measure No. 49 actually would have required that all children between the ages of seven and 16 attend
public schools. This would have affected all private schools, nondenominational as well as those established by the
Episcopal, Methodist, Seventh Day Adventists, Lutheran, and Catholic churches.

? 1924 voter’s pamphlet containing all measures referred to the people prepared by the Secretary of State.
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went, it would cause an added tax burden of $6,411,833.59. The initiative was defeated 158,922
“for” to 221,500 “against.”

Initially, the private school had to be supported in whole or part by gifts, endowments, or charity,
and the income from endowments had to equal or exceed revenues from tuition. Today, these
requirements have evolved to the requirement that the school be nonprofit.

What evidence exists to show that the tax preference has contributed to the
achievement of any of these public policy objectives?

There are 348 private nonprofit K-12 schools that are receiving a property tax exemption. These
schools enrolled an estimated 67,000 students in 2006-07. Of these schools, 270 were approved
by the state (enrolling 58,000 students), and 78 did not seek approval (enrolling an estimated
9,000 students). This is evidence that private nonprofit schools are benefiting from the property
tax exemption and the public policy objective of subsidization is being met. Students enrolling in
private schools rather than in public schools result in a savings to the state and local school
districts.

To what extent will continuation of the tax preference contribute to these
public policy objectives?

It is unknown what the impact of the tax exemption has been on the operation and enrollment in
private nonprofit schools. There are private schools that operate without the benefit of a
property tax exemption. In 2006-07, 70 private for-profit schools enrolled 2,700 students and did
pay property taxes. There may also be some private nonprofit schools that do not receive a
property tax exemption.

If the public policy objectives are not being fulfilled, what is the feasibility of
modifying the tax preference for adjustment of the tax benefits?

The public policy objective of subsidizing private nonprofit schools to lessen the burden on the
state is being fulfilled.

Beneficiaries
Who are the entities whose state tax liabilities are directly affected by the tax
preference?

According to Department of Revenue records, the Department exempted 348 nonprofit K-12
schools in 2006. It is estimated that these schools enrolled 67,000 students in 2006-07.

To what extent is the tax preference providing unintended benefits to entities
other than those the legislature intended?

No unintended benefits are apparent.
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Revenue and Economic Impacts

What are the past and future tax revenue and economic impacts of the tax
preference to the taxpayer and to the government if it is continued?

JLARC estimates the real and personal property value of exempted private nonprofit schools in
2007 to be $1.9 billion and the tax savings to be $19 million."® This is a combination of $3.8
million in state property tax savings and $15.3 million in local property tax savings. These
savings to the taxpayer are not a loss of revenues to state and local governments as the taxes are
shifted onto other taxpayers. There may be some local taxing districts at the maximum levy rate
that have a loss of tax revenues due to the tax exemption.

Exhibit 1 — Property Tax Savings by Private Nonprofit Schools (dollars in millions)

Calendar Value State Property | Local Property | Total Property
Year Tax Savings Tax Savings Tax Savings
2007 $1,874 $3.8 $15.3 $19.1
2008 $1,987 $4.0 $16.1 $20.1
2009 $2,106 $4.6 $17.5 $22.1
2010 $2,232 $4.7 $18.8 $23.5
2011 $2,366 $4.9 $19.7 $24.6

Source: JLARC analysis using Department of Revenue square footage and construction cost
assumptions.

The total taxpayer savings forecasted by JLARC is nearly $25 million in 2011.

The economic impact of the property tax exemption for schools is the extent to which the
exemption promotes education, either in quantity or quality, that otherwise would not occur,
were it not for the exemption. How much additional educational activity takes place in
Washington because of the property tax exemption is not known. In general, however, the
economic impacts of education are of two types: 1) the impact of spending to provide an
education to the students by employing teachers and other staff, acquiring materials, and
providing facilities in which to do the teaching, and 2) the impact of students receiving an
education (investment in human capital) and the long-term improvement in the state’s economy
of having a better educated workforce and citizenry.

Public and private schools are substitute goods. Students may attend either one. Spending to
provide the education follows the students. In both public and private education, teachers and
other staff need to be hired, materials acquired, and facilities constructed. Overall, the impact on
the economy between public and private school spending is likely to be equivalent. Expenditures

!0 This estimate is based on the 67,000 enrollments at the 348 schools that are receiving a property tax exemption.
Prior assumptions utilized by the Department regarding average square feet per student and construction costs are
used here as well. These assumptions on square foot and new construction costs likely overstate the value of the
nonprofit schools.
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per student are likely higher in the public sector than in the private sector.!! However, the funds
necessary to pay for the education expenditures need to come from some other portion of the
economy. So while spending per student may have a greater direct economic impact if done in
the public sector, withdrawing the necessary funding (through higher taxes) from other portions
of the economy will be more detrimental.

As to the long-term impacts, the question is whether there is a difference in students’ outcomes
between public and private schools. Numerous studies have examined the differences in
outcomes using a variety of methods, with the results being mixed. While researchers make an
argument that private schools outperform public schools, the evidence is not so clear. While
some studies indicate that private schools are more effective, other studies argue that there may
be unseen selection issues involved, such as the encouragement provided by parents in the home.
Thus, we cannot say that promoting private school education leads to a greater long-term
economic impact. However, the availability of private schools give parents more options and,
possibly, a better educational fit for their children. Also, the private schools may provide
educational opportunities not available in public schools.

If the tax preference were to be terminated, what would be the negative
effects on the taxpayers who currently benefit from the tax preference and the
extent to which the resulting higher taxes would have an effect on
employment and the economy?

If the Legislature terminated the property tax exemption for private nonprofit schools, the costs
of operations for these schools would increase. The private nonprofit schools would need to
either increase tuition or reduce costs by cutting wages or services. This would cause a shift of
some students from private schools to public schools. The overall impact on the economy would
be netted out. As the students shifted, expenditures for education would shift from the private
sector to the public sector. Also, as the private nonprofit schools paid more in property taxes,
other taxpayers would pay less.

If the tax preference were to be terminated, what would be the effect on the
distribution of liability for payment of state taxes?

If the Legislature terminated this tax preference, the distribution of liability for the payment of
state taxes would shift slightly as the private schools paid another $3.3 million in state property
tax and the other taxpayers, who are paying $1.4 billion in state property taxes, paid $3.3 million
less.

Property taxes are levy-based. Within certain restrictions, the state and local governments set the
amount of taxes to be collected. If selected property is exempted from or added to the tax base,
ordinarily the same amount of taxes will still be collected as the taxes are shifted to or from other
taxpayers. Other taxpayers pay more as property is exempted and pay less as property is added

! Average annual wages per employee are 20 percent higher in the public elementary and secondary schools than in
the private schools.
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to the tax base. The total amount of property taxes collected by government remains the same,
unless the taxing district is at its maximum levy rate.

Other States

Do other states have a similar tax preference and what potential public policy
benefits might be gained by incorporating a corresponding provision in
Washington?

All 50 states and the District of Columbia exempt nonprofit schools from property taxes. In
some states, the exemption is for property and buildings owned or used by schools, while in
other states it is for property and buildings used for educational purposes. In Washington, it is
both - the property must be owned or used by a nonprofit school for educational purposes.
Many of the states, including Washington, require that the schools meet certain state standards
or have academic programs similar to public schools. Some states have a broad definition of
“educational purposes.” Seven states appear to exempt property owned by both nonprofit and
for-profit schools - the exemption hinges on the use of the property and not the corporate form
if its ownership. These states include: Arkansas, Delaware, Florida, Indiana, Minnesota, New
Mexico, and South Dakota. '

Recommendation

The Legislature should continue the property tax exemption for private, nonprofit schools.
Legislation Required: None.

Fiscal Impact: None.

2 In South Dakota, if the educational institution is operated for profit, the exemption applies only to that portion of
the property used exclusively for student housing, student and administrative parking, and instructional or
administrative purposes.
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Current Law

State law exempts property owned or used by any nonprofit school or college for educational
purposes or cultural or art education programs from state and local property taxes. The
exemption pertains to both private K-12 schools and to private colleges and universities. This
chapter reviews private colleges and universities. Another chapter in this volume reviews private
K-12 schools.

The exempt property must not exceed 400 acres. In addition, the buildings and grounds must be
designed for the educational, athletic, or social programs of the institution, the housing of
students, religious faculty, and chief administrator, and athletic buildings. Other college facilities
are exempt if the need for them exists only because of the presence of the college. The property
must be principally designed to further the educational, athletic, or social functions of the college.

The property tax exemption for a nonprofit college is nullified if the property is used by an
individual or organization that is not entitled to a property tax exemption, unless one of the
following exceptions applies:

1. The property is used by students, alumni, faculty, staff, or other persons in a manner
consistent with the educational, social, or athletic programs of the college;

2. The college may contract for food services for students, faculty, and staff, the operation of
a bookstore on campus, and related maintenance, operational, or administrative services;
or

3. The college may allow uses for monetary gain or to promote business activities for not
more than seven days in a calendar year for each portion of the property. Sports or
educational camp uses conducted by faculty members do not count against the seven
days.

Any rent or donations received by the college for use of the property must be reasonable and not
exceed maintenance and operation expenses. An inadvertent use of the property in a manner
inconsistent with college purposes will not nullify the exemption, if the inadvertent use is not
part of a pattern of use.

Another section of law (RCW 84.36.805) requires that the college be available to all regardless of
race, color, national origin, or ancestry and that the college be licensed or certified if required by
law or regulation. By rule (WAC 458-16-270), the Department of Revenue defines “schools and
colleges” as including nonprofit institutions that meet the following criteria:

e They have a definable curriculum and measurable outcomes for a specific group of
students;

e They have a qualified or certified faculty;
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They have facilities and equipment that are designed for the primary purpose of the
education program; they have an attendance policy and requirement;

They have a schedule or course of study that supports the instructional curriculum; and

They are accredited, recognized, or approved by an external agency that certifies
educational institutions and the transferability of courses.

See Appendix 3 for the current law statute RCW 84.36.050(1).

Findings and Recommendations

This review evaluated the legal history, public policy objectives, economic and revenue impacts,
and other states’ tax preferences of Washington’s property tax exemption for private nonprofit
colleges. The audit determined the following:

Legal History and Public Policy Objectives

Private colleges did not receive a property tax exemption when the new state Legislature
passed its first laws in 1890 and 1891. The state Constitution provided several
exemptions, based on public ownership. Other exemptions were left to the discretion of
the Legislature. The state Supreme Court limited the ability of the Legislature to grant
property tax exemptions to only “quasi-public” property such as charitable institutions,
(privately-owned) public libraries, and cemeteries.

The Legislature enacted the exemption for private colleges in 1903. The Legislature
included the restrictions that the property had to be used solely for education purposes
and that the property had to be owned by a college that was supported in whole or part by
gifts, endowments, or charity. The amount of property could not exceed ten acres. The
income from endowments had to equal or exceed revenues from tuition.

Over the years, the Legislature has adopted many amendments to the exemption. The
acreage limitation increased to 400 acres. The Legislature removed the restriction that
income from endowments must equal or exceed tuition revenue. Allowable campus
purposes now include buildings and grounds designed for classrooms, dormitories,
housing for faculty and other employees, dining halls, parking lots, students unions and
recreational buildings, athletic buildings, and other college facilities. The Legislature
inserted the term “nonprofit” in 1973 and deleted the requirement that a college be
supported in whole or part by gifts, endowments, or charity.

The Legislature last visited the property tax exemption for colleges in 2006. The
exempted property no longer has to be used exclusively for campus purposes. However,
with several exceptions, the property tax exemption is nullified if someone not otherwise
entitled to a property tax exemption uses the property.

The public policy objective in providing a property tax exemption to private nonprofit
schools is to provide a subsidy to these schools. This objective is being met.

20
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Beneficiaries

e In 2006, at least 20 colleges and universities received an exemption, along with two
vocational institutes, 26 seminaries, 19 job-training programs, and four cultural or art
education programs.

Revenue and Economic Impacts

e The estimated value of exempt real and personal property of private nonprofit colleges
and universities in 2007 is $3.3 billion. The annual tax savings to the colleges and
universities is $32 million. These savings are, are mostly shifted onto other taxpayers
through higher levy rates.

o In future years, the expected tax savings to the colleges and universities is estimated to
range from $36 to $38 million per year. Again, these savings are mostly shifted to other
taxpayers.

e The economic impact of the property tax exemption for private nonprofit colleges is the
extent to which the exemption promotes higher education in the state that otherwise
would not occur. How much additional educational activity takes place in Washington
because of the property tax exemption is not known. In general, the economic impact of
colleges and universities is of two types:

o The “tourism” impact of recruiting students from other states who pay tuition and
purchase room and board and other items in Washington. For Washington’s
private nonprofit colleges, JLARC has estimated this to be $390 million per year.

o The investment in human capital of students who remain in Washington after
obtaining a degree. For every 1 percent increase in workers with a Bachelor’s
degree in a state there is an associated $800 increase in the state’s median per
capita income. On average, someone with a Bachelor’s degree has lifetime
earnings over 67 percent more than someone with a high school diploma.
Washington’s private nonprofit colleges award nearly 7,000 Bachelor’s degrees per
year, or 24 percent of the state’s total.

Other States

e All 50 states and the District of Columbia exempt nonprofit colleges from property taxes.
The states differ on whether the exemption is granted because of the owner of the
property versus the use of the property. In some states the exemption is for property and
buildings owned or used by colleges, while in other states the exemption is for property
used for educational purposes. In Washington, it is both - the property must be owned
or used by a nonprofit college for educational purposes. At least seven states appear to
exempt colleges of all types, both nonprofit and for-profit colleges.
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Recommendation

The Legislature should continue the property tax exemption for private, nonprofit schools.
Legislation Required: None.

Fiscal Impact: None.
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Statutory History

When Washington became a territory in 1854, the territorial Legislature granted a property tax
exemption to the real and personal property belonging to any religious society, or to any
benevolent, charitable, literary, or scientific institution, to all real and personal property
belonging to the territory or any county thereof, and to all school houses and school lands. The
measure did not specifically mention private schools and it is not clear whether they would have
been considered benevolent or charitable institutions.

The territorial Legislature rewrote the general property tax exemption periodically over the years.
In 1886, it added an intent section for the property tax exemptions and specifically included
institutions of learning, presumably including private schools. The exemption included a
restriction on the amount of land that could be exempted:

Whereas religion, morality and knowledge being necessary for good
government and happiness of mankind, there is further exempted all
buildings or institutions of learning, ... including the lands upon which
such buildings are situated, not to exceed two acres, if within a city or
town, and not exceeding eighty acres if not within a city or town."

Property tax exemptions were not without controversy in the late 1800s and the turn of the
century. Typical of the arguments for and against were those used at the Washington State
Constitutional Convention in 1889."* For example, those opposed to exempting churches from
property tax charged that such an exemption would be a show of favoritism and would work an
injustice to the taxpayer who would have to supply the deficit created. Those favoring exemption
urged that churches were maintained purely for community benefit, and a tax levied upon them
would be like taxing a public institution. Constitutional convention attendees discussed
exemptions for churches, places of burial, institutions of public charity, public libraries, and
personal property (up to a specified dollar amount). In the end, they left it to the Legislature to
determine.

The new State Constitution of 1889 provided that all property was to be taxed, with exceptions.
The Constitution exempted property of the United States, the state and local governments,
including school districts, and such other property the Legislature selected. Public schools and
colleges had an exemption provided in the Constitution. Private schools and colleges did not
receive a property tax exemption when the Legislature passed its first laws in 1890.

131886 Laws of Washington Territory, p. 47 §1.
!4 See “The Journal of the Washington State Constitutional Convention, 1889, with analytical Index by Q. S. Smith,”
edited by B. P. Rosenow, 1999.

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews 23



Private Colleges

Schools and colleges did not make the list in the second effort to modify exemptions in 1891. A
state representative did make a motion on the House floor in 1891 to expand the exemption for
state colleges to include all colleges. The amendment failed.

An 1897 Washington Supreme Court ruling helped shape the Legislature’s creation of property
tax exemptions. The Court ruled that the property exempted by the Legislature needed to be of a
“quasi-public” nature.”” The Court found a set of 1897 exemptions to be unconstitutional. The
court provided examples of quasi-public property such as charitable institutions, public libraries,
cemeteries, and similar classes of property where the use of the property is not strictly private.
Instead the public has an interest in the property and its maintenance, and the property does not
truly enter into competition with private property. Also, the use of the property benefits the state
from a financial standpoint in that services are performed for which the state would otherwise be
called upon to discharge.

The Legislature enacted the exemption for private schools and colleges in 1903.' The exemption
applied to the real and personal property owned by any school or college that was supported in
whole or part by gifts, endowments, or charity. The income from the gifts, endowments, or
charity had to be devoted to the purposes of the institution. The school or college had to be open
to all persons upon equal terms. The property had to be used solely for educational purposes and
could not exceed ten acres. Any real estate owned by the institution that was leased for the
purpose of deriving income was not exempt. Finally, the annual income from endowments had
to equal or exceed revenues received from tuition. During passage in the Senate, one senator
explained his vote by stating:

I doubt the act being constitutional; but, not being absolutely certain that
the same is unconstitutional, and believing the bill to be meritorious, I
vote aye."”

Later, the House added the amendments that restricted the exemption to ten acres, provided that
leased land was not exempt, and required income from endowments to exceed revenues from
tuition.

The next amendments occurred in 1925. Property used (but not necessarily owned) by a school
or college could also be exempt. The acreage limitation increased to 40 acres for colleges. Before
the exemption could be granted, the institution had to file an annual report with the county
assessor listing all the property, the purpose for which it was used, revenue derived from the
property, the number of students attending the institution, and the total revenues, by source, of
the institution and how they were spent.

In 1931 and 1932, the King County assessor disallowed the property tax exemption for the
Lakeside Day School, noting endowment income did not exceed tuition.”® In deciding against
the school, the state Supreme Court also took the opportunity to comment “That the [exemption

15 “Chamberlin v. Daniel,” 17 Wash. 111 (1897); and “Buchanan v. Bauer,” 17 Wash. 688 (1897).
16 Chapter 183, Session Laws, 1903.

17 “Journal of the Washington State Senate,” 1903, page 305.

'8 “Lakeside Country Day School v. King County,” 179 Wash. 588 (1934).
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statute] as a whole is poorly drafted and inconsistent in its provisions, is apparent enough at a
glance...” In 1933, the Legislature removed the requirement that the annual income from
endowments needed to equal or exceed all income from tuitions. The Legislature also increased
the acreage limitation for all schools and colleges to 40 acres and expanded the use of the
property to include dormitories and community residences for teachers or employees.

The next set of major amendments came in 1955. The Legislature increased the 40 acre
limitation to 100 acres. The property had to be used exclusively for college or campus purposes,
and the Legislature removed the allowance for dormitories and community residences for
teachers or employees.

The Legislature in 1970 expanded the acreage limitation to 400 acres. Legislation in 1971 defined
college or campus purposes to include buildings and grounds designed for classrooms,
dormitories, housing of faculty and other employees, dining halls, parking lots, student unions
and recreational buildings, athletic buildings, and all other school or college facilities, the need
for which would be nonexistent but for the presence of the school or college and which are
designed to further the educational functions of the institution.

The Legislature rewrote the property tax exemption code in 1973. A number of inconsistencies
had developed among the various exemptions over the years, and not all types of exempt
property were treated in a similar manner. But more likely, what prompted the Legislature to act
then was a state Supreme Court ruling that denied a property tax exemption to a nonprofit
church-run home for the aged."”

The 1973 changes to the exemption for schools and colleges inserted the word “nonprofit” before
school or college; deleted the requirement that they be supported in whole or in part by gifts,
endowments, or charity; and removed the requirement that the entire income of the institution
from gifts, endowments, and charity be devoted to the purposes of the institution. The
Legislature deleted the specific requirement that these institutions be open to all persons on equal
terms. However, in a general section of law regarding several property tax exemptions, the
Legislature provided that facilities and services must be available to all regardless of race, color,
national origin, or ancestry. The organization or corporation must also be duly licensed or
certified, where such licensing or certification is required.” The legislation revised the definition
of what constituted college or campus purposes, and it eliminated the annual report to the
county assessor.

In 1984, in a matter related to the Pilchuck Glass School, the Legislature expanded the concept of
nonprofit school or college to include cultural and art education programs. Also, the Legislature
removed the requirements that revenue derived from the property owned or used by the
institution needed to be devoted exclusively to the support of the institution and established that
property owned or controlled by the institution for the purpose of deriving revenue was not
exempt from taxation.

1 “Yakima First Baptist Homes v. Gray,” 82 Wn 2d 295 (1973).
20 Certain postsecondary education degree-granting institutions are required by Chapter 28B.85 RCW and Chapter
28B.90 RCW to be certified by the Higher Education Coordinating Board.
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The Legislature last visited the property tax exemption for schools and colleges in 2006. The
Legislature provided that the exempted property no longer has to be used exclusively for college
or campus purposes. However, the property tax exemption is nullified if the property is used by
an individual or organization not entitled to a property tax exemption, unless one of the
following exceptions applies:

1. The property is used by students, alumni, faculty, staff, or other persons in a manner
consistent with the educational, social, or athletic programs of the school;

2. The school may contract for food services for students, faculty, and staff, the operation of
a bookstore on campus, and related maintenance, operational, or administrative services;
or

3. The school may allow uses for monetary gain or to promote business activities for not
more than seven days in a calendar year for each portion of the property. Sports or
educational camp uses conducted by faculty members do not count against the seven
days.

Any rent or donations received by the school for use of the property must be reasonable and not
exceed maintenance and operation expenses. An inadvertent use of the property in a manner
inconsistent with school purposes will not nullify the exemption, if the inadvertent use is not part
of a pattern of use.

Public Policy Objectives

What are the public policy objectives that provide a justification for the tax
preference? Is there any documentation on the purpose or intent of the tax
preference?

Two primary theories provide a rationale for a property tax exemption for nonprofit
organizations: 1) the base-defining theory that holds that a charitable activity does not rise to the
level of a taxable activity; and 2) the subsidy theory that holds that the state bestows an
exemption because charities lessen the burdens of government. Given that private colleges did
not receive a property tax exemption until well after a decade of statehood, it is clear that the
Legislature did think that private colleges rose to a level of taxable activity. They were not
charitable organizations that exclusively provided services to the poor. The subsidy theory is the
more likely candidate for a public policy objective. The state wanted to encourage the activity of
private colleges as they provided a positive benefit to society, and they lessened the burden on
government.

Initially, the private college had to be supported in whole or part by gifts, endowments, or
charity, and the income from endowments had to equal or exceed revenues from tuition. Today,
these requirements have evolved to the requirement that the college be nonprofit.
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What evidence exists to show that the tax preference has contributed to the
achievement of any of these public policy objectives?

Private nonprofit colleges, universities, seminaries, job training programs, and cultural or art
educational programs exist in Washington and accept students that do earn degrees and
certificates. The extent to which this property tax exemption contributes to this activity is not
known. Nonetheless, students earned nearly 7,000 Bachelor’s degrees at private nonprofit
colleges and universities in 2006-07. This accounted for 24 percent of the total number of
Bachelor’s degrees earned in Washington colleges in that year. Any degrees and certificates
earned at private nonprofit institutions rather than at Washington public institutions, or not
earned at all, indicate some achievement of the public policy to subsidize private nonprofit
institutions to avoid costs in the public sector.

To what extent will continuation of the tax preference contribute to these
public policy objectives?

It is unknown what the impact of the tax preference has been on the education programs of the
private nonprofit postsecondary institutions. It is possible for private colleges to operate without
the benefit of a property tax exemption. There are 49 private for-profit institutions in
Washington that do pay property taxes and report to the U.S. Department of Education.
Students at these institutions earned 4,395 certificates, 766 Associate’s degrees, 746 Bachelor’s
degrees, and 280 post-Bachelor’s degrees in 2006-07. Private for-profit institutions concentrate
more on programs taking less than four years than do private nonprofit institutions. However,
the number of Bachelor’s and Master’s degrees being awarded by for-profit institutions has been
increasing in the past several years.

If the public policy objectives are not being fulfilled, what is the feasibility of
modifying the tax preference for adjustment of the tax benefits?

The public policy objective of subsidizing private nonprofit colleges to lessen the burden on the
state is being fulfilled.

Beneficiaries

Who are the entities whose state tax liabilities are directly affected by the tax
preference?

The beneficiaries of the property tax exemption to private nonprofit colleges include a number of
postsecondary education institutions, such as four-year colleges and universities, religious

seminaries, two-year vocational institutes, apprenticeship and job-training programs operated by
unions, and cultural or art education programs. In 2006, there were at least 20 colleges and
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universities receiving an exemption, two vocational institutes, 26 seminaries, 19 job-training
programs, and four cultural or art education programs.*!

To what extent is the tax preference providing unintended benefits to entities
other than those the legislature intended?

No unintended benefits are apparent.

Revenue and Economic Impacts

What are the past and future tax revenue and economic impacts of the tax
preference to the taxpayer and to the government if it is continued?

The Department of Revenue estimates the real and personal property value of exempted private
colleges in 2007 to be $3.3 billion.*> The Department estimates the tax savings to the private
schools to be $33.6 million in 2008. This is a combination of $6.7 million in state property tax
savings and $26.9 million in local property tax savings. These savings to the taxpayer are not a
loss of revenues to state and local governments as the taxes are mostly shifted onto other
taxpayers through higher levy rates. There may be some local taxing districts at the maximum
levy rate that have a loss of tax revenues due to the tax exemption.

Exhibit 2 — Property Tax Savings by Private Nonprofit Colleges ($ in millions)

State Property | Local Property Total Property
cYy Value . h h
Tax Savings Tax Savings Tax Savings
2007 $3,310 $6.4 $25.9 $32.3
2008 $3,442 $6.7 $26.9 $33.6
2009 $3,580 $7.1 $28.7 $35.8
2010 $3,723 $7.3 $30.1 $37.4
2011 $3,872 $7.4 $31.0 $38.4

Source: Department of Revenue worksheets.

Property taxes are levy-based. Within certain restrictions, the state and local governments set the
amount of taxes to be collected. If selected property is exempted from the tax base, ordinarily the

I One nonprofit college, Mars Hill Graduate School, is not readily apparent on the Department’s list of colleges
receiving a property tax exemption. In addition, seminaries, job-training programs, and cultural and arts education
programs are not separately identified as such in the Department’s records but are grouped with either colleges or
schools. The identification of these programs was made by the name of the organization and some organizations
may have been missed.

*2 This estimate is understated as it values only the private colleges that participate in federal financial aid programs
and report to the U.S. Department of Education. These colleges report land, building, and equipment values and
this provided the base from which the value of real and personal property was made. It excludes religious
seminaries, union-operated job-training programs, and cultural or art education programs. This estimate is used
here to provide a scale to the magnitude of the exemption.
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same amount of taxes will still be collected as the taxes are shifted to other taxpayers. The total
amount of taxes collected by government remains the same, unless the taxing district is at its
maximum levy rate.

The economic impact of the property tax exemption for private nonprofit colleges is the extent to
which the exemption promotes students to attend these colleges, that otherwise would not
attend, were it not for the exemption. How much additional educational activity takes place in
Washington because of the property tax exemption is not known. In general, however, the
economic impact of private nonprofit colleges is of two sorts. First, there is the impact of
bringing new dollars into the Washington economy. This is accomplished by bringing into
Washington nonresident students who would not otherwise come to this state. These
nonresident students spend money on tuition, room and board, as well as other items. This
impact is the similar to the impact of tourism. The second impact results from the investment in
human capital. To the extent that graduates remain in Washington, it provides a productivity
boost to the state. There are increased lifetime earnings associated with a better educated
workforce.

Several of the private nonprofit colleges have the majority of their entering class coming from
outside of Washington. The overall average for out-of-state freshmen at all the private nonprofit
schools that report to the Department of Education is 46 percent. Applying the share of out-of-
state freshmen students to the overall enrollments at these colleges results in 16,000 nonresident
students. The listed undergraduate tuition at these colleges ranges from $8,000 to $33,000 per
year. Nearly $230 million per year in tuition income can be attributed to nonresident students in
Washington’s private nonprofit colleges. In addition these students need to purchase room and
board and other items. Expenditures on room and board, books, transportation, entertainment,
and other items come to approximately $160 million per year.

The important long-term role of the nonprofit colleges is the education of Washington residents
and of students who will remain in Washington after graduation. Higher education provides
considerable value to individuals and creates economies of educated individuals. Economies that
have experienced substantial investment in either private or public institutions of higher learning
have realized considerable growth and prosperity.* There is a high and increasing rate of return
to earning a Bachelor’s or graduate degree. College educated students see a substantial return for
an Associate’s degree or technical program certificate. Higher earnings are associated with
higher tax revenues and lower social assistance costs.**

For every 1 percent increase in workers with a Bachelor’s degree in a state there is an associated
$800 increase in the state’s median per capita income.” At any given age a person with an
Associate’s degree earns between 15 to 28 percent more than someone with only a high school
diploma. Someone with a Bachelor’s degree earns from 67 to 82 percent more. Between the ages

» “The Value of Higher Education,” Kent Hill, et al, L. William Seidman Research Institute, Tempe, Arizona,
October 2005.
4 “Rate of Return to Education Investments: Economic and Social,” Paul Sommers, Seattle University, June 2006.

» “The Social and External Benefits of Education,” Theo Eicher, UW Economic Policy Research Center, 2006.
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of 45 to 54 the average earnings of someone with a Bachelor’s degree working full-time is over
$74,000. This is $32,000 more than the average income of someone who only graduated from
high school.

If the tax preference were to be terminated, what would be the negative
effects on the taxpayers who currently benefit from the tax preference and the
extent to which the resulting higher taxes would have an effect on
employment and the economy?

If the Legislature terminated the property tax exemption for private nonprofit colleges, the costs
of operating these colleges would increase. These private nonprofit colleges and programs would
need to either increase tuition or reduce costs by cutting wages or services. Higher tuition costs
would be paid by wealthier in-state and out-of-state households. The overall impact on the
economy would be mostly netted out. As the private nonprofit colleges paid more in property
taxes, other taxpayers would pay less. The total amount of taxes collected by government would
remain about the same. Since the colleges would be paying higher property taxes, and other
businesses and households paying less, the overall impact on the economy would not be
significant.

If the tax preference were to be terminated, what would be the effect on the
distribution of liability for payment of state taxes?

If the Legislature terminated this tax preference, the distribution of liability for the payment of
state taxes would shift slightly as the private colleges paid another $7 million in state property tax
and the other taxpayers, who are currently paying $1.4 billion in state property taxes, paid $7
million less. This is a result of total state property tax collections being fixed in a given year.

Other States

Do other states have a similar tax preference and what potential public policy
benefits might be gained by incorporating a corresponding provision in
Washington?

All 50 states and the District of Columbia exempt nonprofit colleges from property taxes. In
some states, the exemption is for property and buildings owned or used by colleges, while in
other states it is for property and building used for educational purposes. In Washington, it is
both - the property must be owned or used by a nonprofit college for educational purposes.
Many of the states, including Washington, require that the colleges meet certain accrediting
standards. Some states have a broad definition of “educational purposes.” Seven states appear to
exempt property owned by for-profit schools - the exemption hinges on the use of the property
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and not the corporate form if its ownership. These states include: Arkansas, Delaware, Florida,
Indiana, Minnesota, New Mexico, and South Dakota.?

Recommendation

The Legislature should continue the property tax exemption for private, nonprofit schools.

Legislation Required: None.

Fiscal Impact: None.

%6 In South Dakota, if the educational institution is operated for profit, the exemption applies only to that portion of
the property used exclusively for student housing, student and administrative parking, and instructional or

administrative purposes.
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INTANGIBLES — SUMMARY

Current Law

Current law exempts certain intangibles from property taxes. Exempt intangibles include
financial assets like moneys, credits, mortgages, notes, certificates of deposit, and stocks and
bonds. Other intangible assets exempt from property tax include trademarks, brand names,
patents, copyrights, trade secrets, licenses, customer or patient lists, favorable financing
agreements and contracts, and good business management and reputation.

Washington’s current law also lists the features that are not exempt from property taxes as
intangible personal property. These include physical attributes of real property such as zoning,
location, view, geographical features, conditions of the neighborhood, and proximity to markets.
Current law does not restrict assessors to any particular appraisal method and allows them to use
generally accepted appraisal practices. See Appendix 3 for the current law statute, RCW
84.36.070.

Findings and Recommendations

This review has evaluated the legal history, public policy objectives, economic and revenue
impacts, and other states’ similar tax preferences of the property tax exemption for intangible
personal property. The audit determined the following:

Legal History and Public Policy Objectives

o The state Constitution originally provided that “all property” not exempted by federal law
or other provisions of the state Constitution was subject to taxation.

e However, in 1901 the Legislature reversed this practice by providing an exemption from
taxation for accounts, notes, bonds, certificates of deposit, judgments, and all other state
and local government bonds. This exemption was upheld by the Supreme Court.

e In 1930, Washington voters adopted an amendment to the state Constitution which
provided that, for purposes of taxation property “shall mean and include everything,
whether tangible or intangible, subject to ownership.” The amendments to Washington’s
Constitution also prohibited the taxation of intangible property secured by real
property.” Essentially, the amendment gave the Legislature greater ability to exempt
property from taxation.

e In 1931, the Legislature excluded from property tax all monies, credits, mortgages, notes,
accounts, certificates of deposit, stocks, and bonds.

7 “Tax Exemptions 1982” by Washington Department of Revenue.
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No substantive changes or court challenges occurred again until the Legislature excluded
from property taxation non-governmental personal service contracts and athletic or
sports franchise agreements in 1974.

By the mid-1990s, federal income tax law allowed companies to claim depreciation of
intangible personal property, and two court cases allowed certain intangible personal
property to be included in property value. This led to legislative changes in 1997 to
expand the legal definition regarding which intangible personal property was exempt and
to clarify the property features expressly not included as intangible personal property.

There are two public policy objectives for this property tax preference:

1. To avoid double taxation of financial assets; and
2. To facilitate administration of the property tax on intangible personal property.
Beneficiaries

The total number of beneficiaries is unknown. The Department of Revenue and county
assessors do not generally separate intangible personal property from other property
when valuing a company.

At the time of completion of this performance review, there did not appear to be any
unintended beneficiaries of this tax preference. There have not been many major court
challenges pertaining to intangible personal property since the tax preference was
redefined in 1997.

Revenue and Economic Impacts

The revenue impact of this tax preference is based on taking Washington’s share of
national estimates of the value of intangible property. The value of Washington’s exempt
intangible personal property is nearly $1 trillion. This is larger than all taxable property
assessed in the state in 2007.

JLARC estimates the property tax taxpayer savings from this exemption to be $11 billion
in fiscal year 2008, increasing to $12.8 billion by fiscal year 2011.

Given the size of this property tax exemption, if it were eliminated, there would be
significant shifts occurring in the property tax system statewide.

Over time, companies and individuals are tending to hold less real property and more
intangible personal property assets.

Other States

Washington is one of five states not imposing a tax on intangible personal property held
by individuals either through the property tax, income tax or other form of tax.

Washington is also one of three states not imposing similar taxes on intangible personal
property held by businesses either.

34
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Recommendation
The Legislature should continue the property tax exemption for intangible personal
property.

Legislation Required: None.

Fiscal Impact: None.
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INTANGIBLES — REPORT DETAIL

Statutory History

The state Constitution originally provided that “all property” not exempted by federal law or
other provisions of the state Constitution was subject to taxation. In the late 1800’s, taxpayers
were required to separately list, and pay taxes on, intangible personal property such as “moneys,
notes, accounts, bonds or stock, shares of stock, of joint stock or other companies (when the
property of such company is not assessed in the state), franchises, royalties and other personal
property.” Mortgages and all credits for the purchase of real estate, however, were excluded from
the taxable personal property definition.

1901
In 1901, however, the Legislature reversed this practice by providing that:

All credits including accounts, notes, bonds, certificates of deposit,
judgments, choses in action and all other debts of state, county, municipal
and taxing district bonds and warrants shall not be considered as property
for the purpose of this act....”

The Legislature expanded this concept in 1907 by adding mortgages, tax certificates, judgments,
and money to the list of items to be excluded from the definition of taxable personal property.
Subsequent Supreme Court cases challenged these statutes based on the constitutional
requirement that “all property” is subject to taxation. These cases upheld as constitutional the
exclusion of the credits but stated that “money” itself had intrinsic value and should not be
excluded. The Washington Supreme Court, however, noted that taxing of the listed items could
in fact lead to double taxation as the state would be taxing both the right to the property and the
property itself.** No laws, however, prohibit double taxation.

1930s

In 1930, Washington voters amended the state Constitution to clarify for purposes of taxation
that property “shall mean and include everything, whether tangible or intangible, subject to
ownership.” With the approval of the 14™ Amendment, the state Constitution prohibited the
taxation of intangibles secured by real property.’! Taxation of property had to be uniform within
a class of property. However, the Legislature could exempt classes of property from taxation.*

28 Laws of 1891, c. 140, Laws of 1893, c. 124, Laws of 1895 c.176, Laws of 1897, c. 71.
» Laws of 1901, Extraordinary Session, c.2 §1.

30 State ex rel. Wolfe v. Parmenter, 50 Wash. 164 (1908).

31 “Tax Exemptions 1982” Washington Department of Revenue.

2 Laws of 1929, p. 499, §1, Amendment 14.
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As aresult, in 1931, the Legislature adopted this statutory exemption for intangible personal
property with the following provision:

All monies and credits including mortgages, notes, accounts, certificates of
deposit, tax certificates, judgments, state, county and municipal bonds
and warrants and bonds and warrants of other taxing districts, bonds of
the United States and of foreign countries or political subdivisions thereof
and the bonds, stocks, or shares of private corporations shall be and hereby
are exempt from ad-valorem taxation.”

1974

No substantive changes or court challenges to this section occurred until 1974. At that time, the
Legislature amended the law to exclude from property taxation non governmental personal
service contracts, and athletic or sports franchises and agreements that do not pertain to interest
in tangible personal or real property. Little legislative history exists relative to this change, but
the fiscal note indicates that only King County would be affected and that the tax revenue would
be prospective only as no such tax had yet been collected.

1980s

Burlington Northern (BN) challenged the Department of Revenue on their assessed value and
uniform treatment in the late 1980s. One aspect of the case pertained to intangible personal
property of the railroad. The Federal Court decision clarified that these intangible assets were
taxable and should be inventoried and assessed. As a result, the Department of Revenue included
intangible personal property book values in the audits used in the ratio study. County assessors
began to specially request information on the personal property affidavits and include them in
the assessment roll.*

1993

Changes to federal tax law in 1993 allowed taxpayers to claim depreciation for intangibles by
requiring a separate listing of these items for federal income tax purposes.”” Since businesses
were also required to list their personal property to local county assessors each year, some
businesses’ lists of personal property began to include intangible personal property.

1995

An informal task force on intangible personal property comprised of business, county assessors
and Department staff convened in 1995. The group came close to consensus on proposed
legislation in December 1995, but did not reach agreement.

** Laws of 1931, ¢.96, S1.
** “Property Tax Exemption of Intangible Assets,” Report of the Department of Revenue December 2000.
326 USC § 197. Many of the items covered by the federal statute are similar to those contained in the state law.
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1996

In a letter dated January 18, 1996, the Department of Revenue advised the county assessors not to
separately list and value intangible personal property. The Department had concerns that the
intangible personal property would not be identified and taxed uniformly by counties.

In the 1996 Legislative Session, SHB 2745 was introduced and passed the House but died in the
Senate. This legislation proposed changes to the taxation of intangible personal property and was
opposed by the county assessors. All of these proposed changes and discussions led to new
intangibles legislation in 1997.

In 1996, two Board of Tax Appeal rulings were made regarding taxation of certain intangible
personal property.*

1997

The discussions about the intangible legislative proposals was about whether the legislation
would maintain the status quo or require government appraisers to subtract the value of
intangibles from the appraisals of certain business properties.

The 1997 bill contained four points:

1. The Legislature added specific items to the list of intangible personal property exempt
from taxation.”’

2. The Legislature excluded attributes and characteristics of real property (such as zoning,
location, view, etc.) from the definition of “intangible personal property.”

3. The Legislature allowed the use of generally accepted appraisal practices in valuing real
and personal property.

4. The Legislature required the Department of Revenue to provide a report by December
2000, regarding the effects of the legislation.*®

The Legislature has not amended the law pertaining to the taxation of intangible personal
property since 1997.

Other Relevant Background

In Washington State, county assessors have the statutory obligation to identify and assess all
taxable property, both real and personal that is located in their county. One exception to this is

% Ki Joo Huh v. Noble, Docket No. 45437 (1996) (good will and covenant not to compete includable in purchase

price used to determine assessment value); Quadrant Business Park v. Noble, Docket No. 46004 (1996)(business

value of hotel includable in determining assessment value).

7 The list includes trademarks, trade names, brand names, patents, copyrights, trade secrets, franchise agreements,
licenses, permits, core deposits of financial institutions, noncompete agreements, customer lists, patient lists,
favorable contracts, favorable financing agreements, reputation, exceptional management, prestige, good name, or
integrity of a business. Computer software is exempt from property tax under a different statute. RCW 84.36.600.

3% ESSB 5286.
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the valuation of the inter-county utilities. These are referred to as state-assessed properties as
these are assessed by the Department of Revenue. The development of an inventory of real and
personal properties involves three processes:

e For real property: assessors identify every legal parcel of real property and physically
inspect properties on a regular basis.

e For personal property: owners of taxable personal property are required to submit an
listing form to the assessors each year which lists all personal property in their ownership.

e For state-assessed property: each company is required to compile and submit an annual
report that includes an array of information ranging from asset listings to audited
financial statements and stockholder reports.

The methods for determining assessed value of real and personal property are defined in statute
and allow for three basic methodologies: sales, cost and income. Different industries are suited to
various appraisal methods. Appraisers assess the quality of the data and analysis that is available
at the time of appraisal. The amount of intangible personal property captured in a valuation of
real property of certain businesses will depend on the appraisal method used and the assets of the
businesses.

Three Basic Appraisal Methods

In the sales approach, the value of the property is based on recent sales prices of comparable
properties. With the cost approach, the value is based on estimates of the cost of reconstructing
the property with adjustments made for depreciation. In the income approach, the value is based
upon the capitalized income that could be generated from the use of the property. The cost
approach excludes intangible assets from the property value. Questions arise regarding
intangible assets when assessors apply the income or the sales approach.

Complex commercial and industrial properties are typically a class of properties which are
difficult to estimate because in order for the properties to have operational value, they require an
integration of various real and personal property assets that can not stand alone. These complex
commercial and industrial properties are typically located in larger Washington counties.
Examples of these properties are hotels, resorts, and manufacturing facilities such as sawmills,
refineries, and paper manufacturing. All three appraisal approaches to value may be appropriate
for valuing these types of properties but the analysis can be complex. For state-assessed
companies, the same issues are relevant in the valuation of complex properties.*

Under provisions in RCW 84.40.030 and WAC 458-07-030, the true and fair value of property
must be based upon sales of the subject property or sales of comparable properties made within
the past five years. In addition, consideration may be given to cost, cost less depreciation, and
the capitalization of income that would be derived from prudent use of property. The assessor is
afforded considerable discretion to determine the methodology employed to arrive at market

¥“Property Tax Exemption of Intangible Assets,” Report of the Washington Department of Revenue December
2000.
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value.* State law and court rulings have stated that the value placed on the property by the
county assessor is presumed to be correct, and can only be overcome by presentation of clear,
cogent, and convincing evidence that the value is erroneous.*!

Different Sources of Intangibles

All individuals and firms have two kinds of assets: those you can touch (tangible) and those you
cannot (intangible). The Brookings Task Force on Intangibles defined intangibles as nonphysical
factors that contribute to, or are used in, the production of goods or the provision of services, or
that are expected to generate future productive benefits to the individuals or firms that control
their use.*” Intangible assets can be further divided into identifiable and unidentifiable
intangibles.” Identifiable intangibles include financial assets and other non-financial assets such
as patents, copyrights, trademarks, trade secrets, and research and development expenditures.
Unidentifiable assets are those that cannot be easily quantifiable. Good will is an example of an
unidentifiable intangible asset. It is defined by financial accountants as a residual, created when
one firm buys another firm for more than the fair value of the identifiable assets. There are other
unidentifiable assets like customer lists and human capital present in certain firms that could add
value to the firm and be captured in good will. There is overlap between an individual’s or firm’s
tangible and intangible assets.

There are three major sources of intangibles. The first source is financial intangible assets easily
identifiable on financial statements. Another source of intangible personal property in
Washington is the state-assessed utility properties appraised by the Department of Revenue. The
third source of intangible personal property is the locally-assessed large industrial and
commercial properties.

1) Financial Intangible Personal Property

All financial assets are intangible, although some may be securitized by physical assets. Cash and
cash equivalents are not real property and do not need a valuation. Financial intangible personal
property includes not only cash deposits but also time and saving deposit accounts, equities in
corporate stocks, bonds, and mutual funds and government securities. The pie graph, Exhibit 3,
depicts the value of financial intangible assets in the U.S. by type of owner in 2006. Besides
households and nonprofit organizations, other corporate and non corporate businesses hold
financial assets as well. Financial businesses owned 44 percent of the $132 trillion in U.S.
intangible assets in 2006. Households and nonprofit organizations had the second largest share
of all financial assets at 32 percent. Other nonfinancial businesses owned 11 percent of U.S.
intangible financial assets in 2006.

40 Tacton v. Noble,. Docket No. 59921 (2005).
# Wevyerhaeuser Co. v. Easter, 126 Wn. 2d 370, 890 P. 2d 1290 (1995).

42 «

Unseen Wealth Report of the Brookings Task Force on Intangibles” by Margaret Blair and Steven Wallman.
# “Intangible Assets Valuation and Economic Benefits” by Jeffrey A. Cohen.
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Exhibit 3 - 2006 U.S. Financial Assets ($132 trillion) By Owner Type

Others
(ROW)
Government  $14T
Agencies Households and
Nonprofit
$3T oot
Organizations
$43 T
Financial Nonfinancial
Businesses Businesses
37T $15T

Source: U.S. Federal Reserve data of the flow of funds.

Exhibit 4 - Types of Financial Intangibles of U.S. Households and
Nonprofits Institutions ($42.88 trillion) - 2006

Total Deposits and
Others, Currency, $6,726 B

$7,0108B

Treasury
/-Securities, $469 B

Ve Corporate and Foreign
Bonds, $1,044 B

4% — Other Credit Market
Instruments, $1,659 B

Corporate Equities,

Pension Fund $6,298 B

Reserves,
$12,146 B

Equities in Non-Corporate
Businesses, $7,528 B

Source: U.S. Federal Reserve data of the flow of funds.
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To further examine the value of U.S. financial intangibles, the 2006 financial intangibles for
households and nonprofits are detailed in Exhibits 4 and 5. Exhibit 4 provides a breakdown of
households and nonprofit institutions’ financial intangible personal property by type of financial
asset. It reveals that pension fund reserves at $12.1 trillion made up the largest portion of U.S.
households and nonprofits’ intangible financial assets at 29 percent. Equities in non corporate
(18 percent) and corporate businesses (15 percent) also made up large portions of U.S.
households and nonprofits’ intangible financial assets as well. The other category of intangible
financial assets includes mutual fund shares, life insurance, and other miscellaneous assets.
Exhibit 5 reveals that total U.S. households and nonprofits financial assets have grown to nearly
$45 trillion by 2006.

Exhibit 5 — Total U.S. Households and Nonprofits Financial Assets
Since 1945 (S in trillions)
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Source: U.S. Federal Reserve data of the flow of funds.

2) State-Assessed Companies - Intangible Personal Property

A second source of intangible personal property is from state-assessed companies. State assessed
companies are companies required by law to have their property assessed by the Department of
Revenue.** These companies include railroads, airlines, electric light and power, telegraph,
telephone and cell phone, gas, pipeline, and logging railroad companies. These companies are
state-assessed because their property value lies beyond a single county and even outside
Washington, and a portion of that total company value must be apportioned to Washington.
Most of the state-assessed companies have some other nonfinancial intangible personal property
in addition to their current assets. The following exhibit outlines some examples of intangible
personal property that certain state-assessed utility companies may own. These examples are

484.12.200.

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews 43



Intangibles

based on discussions between JLARC and Department of Revenue staff regarding the intangible
personal property which different utilities could potentially own.

Exhibit 6 — State-Assessed Companies — Examples of Possible Intangible Personal Property
(Excluding Financial Intangible Assets and Computer Software)

State-Assessed Utility Examples of Possible Intangible Personal Property

Group
Airlines International routes and slots; leasehold interests at airports,
workforce, frequent flyer programs, trademark, and all intangibles
identified by section 197 of IRS code
Electrics Tradable pollution credits, pre-paid contracts with BPA and

agreements to lock in prices and sales

Gas companies Contracts of purchases of fuel supplies; gas sale agreements with

purchasers
Private railcars Favorable/unfavorable contracts suppliers and railroads
Railroads Non-software high tech. systems, contracts and workforce
Wireless FCC licenses, trade name
Telecommunications Trade names and customer lists

Source: JLARC.

The Department of Revenue has been identifying and valuing certain intangible personal
property that had not been exempted prior to the 1997 legislative changes. This annual report
provides an estimate of the intangible personal property value of state-assessed utility companies
but excludes those intangible personal property assets exempted prior to 1997, such as financial
intangibles. In examining this data for the past five years, some interesting trends can be seen in
Exhibit 7. In 2003, the value of intangible personal property of state-assessed utility companies
was $782 million. In 2007, the total value of intangible personal property increased to

Exhibit 7 — Washington State-Assessed Intangible Personal Property Value
By Utility Type: 2003 and 2007 Most Recent 5 Years

State-assessed Intangible Value
2007 2003
Airline 311,164,173 137,244,953
Electric 30,758,846 148,928,752
Gas 25,294,023 56,022,000
Pipe Line 1,373,206 12,241,000
Railroad 4,657,138 40,590,267
Telecommunications 447,100,860 343,250,623
Wireless 1,282,929,044 44,033,573
Total 2,103,277,289 782,311,168

Source: Washington Department of Revenue State-Assessed Utility data.
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$2.1 billion. This corresponds to an annual growth rate of 33.7 percent in the value of intangible
personal property. One explanation for the recent change in the value of intangible personal
property is the recent sales of intangible personal property which provides the Department of
Revenue with a realistic value of the intangible asset. Appraisers have had more comparable sales
of intangible assets to use in valuing intangible personal property which has improved the
accuracy of the estimates in recent years. In prior years’ reports of intangible personal property,
those intangibles may not have been included in the estimate reported by DOR. For example, in
2003, the intangible personal property value for wireless companies was 5.6 percent of all
intangible assets but by 2007, the wireless intangible personal property represented 61 percent of
all intangible assets. This increase in wireless intangible personal property value is primarily due
to having more recent sales of wireless licenses and consolidations of wireless companies,
providing the Department of Revenue with more accurate information to value these intangible
personal property assets in recent years.

Exhibit 8 - 2003 State-Assessed Companies’ Intangible Property Value
As Percent of Total Intangibles ($782.3 million) — By Type of Utility

Wireless
5.6%

Airline

Telecommunications | 43.9%

Electric

Gas

o. 1.6%
Railroad _ > ~~—Pipe Line

Source: Washington Department of Revenue annual state-assessed property tax reports.

As wireless companies’ growth has expanded rapidly to more than $1.2 billion in value, wire line
telephone companies have seen a much smaller increase in their business due to competing
wireless and cable technologies. This has resulted in a much smaller annual growth rate of

6 percent in telecommunications’ intangible personal property in the last five years. Airlines
have seen a much higher annual growth rate in their intangible personal property over the past
five years at 25 percent.

Electric, gas, railroads, and pipeline companies have all seen a decline in the overall value of their
intangible personal property over the past five years. According to the Department of Revenue,
electrics, gas, and pipelines generally report very low percentages of total property value as

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews 45



Intangibles

intangible personal property. Railroads also do not report large amount of their property as
intangible personal property and in recent years, there has been a decline in their property value
which has lead to a decline in their intangible personal property as the value of the intangible
personal property is a percentage of total property value.

Exhibit 9 — 2007 State-Assessed Companies’ Intangible Property Value As
Percent of Total Intangibles ($2.1 billion) — By Type of Utility

Airline
Electric 1.5%

Gas, 1.2%
Railroad, 0.2%
Pipe Line, 0.1%

Wireless L
Telecommunications

Source: Washington Department of Revenue annual state-assessed property tax reports.

There are some inherent problems with the data on the value of state-assessed utility companies.
Generally, if the Department cannot determine an accurate value for a non-financial intangible
personal property, the intangible personal property will not be reported in these DOR estimates.
If there are accounting changes or mergers and acquisition documents that report the value of
intangible assets in recent years, then the Department can include that value for the intangible in
the overall estimate for that company. Prior years’ estimates for intangible personal property will
not include a value for that intangible personal property because the Department did not have
any readily available data for estimating it. In some cases, comparing prior years’ data with
current year estimates is not comparing the same intangibles in both estimates. In addition,
some values of intangible personal property are a set percentage of the total revenue/sales or net
worth of the company. As the company becomes more profitable, then the value of intangible
personal property assets increases. This growth may not always directly correspond to an
increase in the value of intangible personal property assets.

3) Locally-Assessed Properties — Intangible Personal Property

A third source of intangible personal property is the locally-assessed companies. Besides the
state-assessed utility companies, other large industrial and commercial properties with well
known trade names, favorable contracts, noncompeting agreements, or other intangible personal
property specified in statute may have intangible personal property value captured in the value of
real property set by county assessors. For example, a locally-assessed sawmill owned by a large
multi-state corporation could potentially have intangible personal property. The county
assessors may employ appraisal techniques that exclude any intangible personal property when
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determining the sawmill property value. Typically, county assessors do not identify and exclude
intangible personal property from the value of large industrial and commercial properties.
Therefore, it is nearly impossible for some county assessors to know the actual value of all
intangible personal property in their county.

JLARC Survey of County Assessors

In order to assess the difficulty county assessors may have in implementing this property tax
exemption, JLARC conducted a survey of the 39 county assessors. This 2008 JLARC survey was
similar to a Department of Revenue survey conducted in 2000 which also addressed the impact of
the intangible personal property exemption given the 1997 legislative changes.*

JLARC received by email and follow-up phone conversations responses from 24 counties in the
state. The responding counties were the larger counties in Washington and represent more than
83 percent of the total locally-assessed value statewide.

Change in Property Assessment Processes and Reduction in Assessed Value
Due to Intangible Personal Property Tax Exemption

Most counties surveyed by JLARC said they have not changed their assessment processes or
methodologies since the 1997 legislative changes. In addition, most counties said they have not
had any reduction in their annual locally-assessed personal property value for intangibles. Two
counties said they had moved away from using the income appraisal method and they had
initially experienced a reduction in certain businesses’” property values due to the 1997 intangible
personal property tax exemption being placed in law.*

Change in Property Value Due to Court/Board of Tax Appeals or Other
Challenges

All, except two counties, said they have had no property value disputes based on intangible
personal property. Benton County reported that after the 1997 legislative change pertaining to
intangible personal property, they changed their appraisal method of U.S. Ecology and did not
value a Hanford nuclear site 20-year lease agreement that the company owned. This resulted in a
loss in property value of millions to the county.

The other exception was Pacific County which reported that they had a Board of Tax Appeal
(BTA) case with Weyerhaeuser regarding the property value of a sawmill which could be based in
part on intangible personal property.”’ According to the Department of Revenue, this appeal has
since been settled.

Several county assessors expressed their overall concern about future court or BTA
interpretations or expansions of the intangible personal property exemption.

# “Property Tax Exemption for Intangible Assets,” Washington State Department of Revenue, December 2000.
%6 Pierce and Benton counties no longer use the income approach.
¥ Weyerhaeuser Company v. Bruce Walker, Pacific County Assessor, BT A Docket No. 63874, April 16, 2007.
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Long-term Impacts and Suggestions for Possible Changes

All county responses, except two, stated that they did not see any long-term impacts from the
1997 legislation pertaining to intangible personal property. The King County assessor expressed
his overall concerns for the “influences of intangibles” to property values in the future. Columbia
County was the only county stating that they saw long-term impacts from the 1997 legislation
and provided some suggestions for possible changes to the property tax exemption. The
Columbia County Assessor stated that the inclusion of intangible personal property values on the
real estate excise tax affidavits can skew the sales data used in revaluing properties and result in
inaccurate ratios of real market to assessed value in the ratio study conducted by the Department
of Revenue. As a suggestion for legislative changes, the assessor stated that the values assigned to
certain intangible personal property should be required to be disclosed at the time of sale of the
business. This information should be kept separate from the real estate excise tax
documentation.

No county identified any specific intangible personal property that was especially difficult to
exclude from the valuation of real property.

Growth of Intangible Assets in New Economy

In the “Old Economy,” the value of a company was mostly based on its physical assets (buildings,
machines, and equipment).* In the “New Economy,” whole firms have been created on the basis
of certain intangible assets. Many traditional firms have incorporated more intangible assets into
their business models and have started reporting them in increasing detail. A study by the
Brookings Institution revealed that in 1982, 62 percent of companies’ market value was tangible
real property. Ten years later, 38 percent of companies’ market value was tangible real
property.*

Ebay, the biggest online auction company, is an example of a company made up of primarily
intangible assets. According to eBay’s balance sheet for 2003, property and equipment
represented about 10 percent of total assets.”® Goodwill and intangible assets made up about 34
percent of total assets. Customer lists made up the majority of the intangible assets. Most of the
remainder of the assets was cash. There has also been growth in intangible personal property in
tirms like IBM with demonstrated increases in service revenue. Another reason for the growth in
intangible property is that companies have started to license patents, copyrights, and trademarks
that were developed as a secondary business. Some businesses may still earn money on licenses
long after the physical company has ended.

48 «

The Stock Market and Investment in the New Economy: Some Tangible Facts and Intangible Fictions” by
Stephen Bond and Jason Cummins quote from Al Gore.

¥ “Intellectual Capital,” by Stewart T. 1997.

0 “Intangible Assets Valuation and Economic Benefits” by Jeffrey A. Cohen.
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Public Policy Objectives

What are the public policy objectives that provide a justification for the tax
preference? Is there any documentation on the purpose or intent of the tax
preference?

There are two public policy objectives for this property tax preference:

Avoid Double Taxation

One of the public policy objectives of this intangible personal property tax exemption was
originally to avoid double taxation of secured credits (financial assets) from taxation. The
position taken by the state Supreme Court was that substantially all property can be taxed with
the exception of credits — that to tax them is double taxation. This court position was
summarized in a 1909 article as follows:

The position taken by the court that substantially all the property in the
State can be taxed without the taxation of credits — that to tax them is
double taxation. “Double taxation,” it said, “should be avoided as far as
possible, and in any event the constitution should not be so construed as to
require it.” >

The double taxation argument for this exemption rests on the assumption that intangible
financial assets are being taxed and included in the overall valuation of a company’s real
property. In recent years, the value of large companies’ intangible assets is much greater than the
value of their real property assessed through the property tax. Not all intangible personal
property is currently being assessed a tax.

Ease of Administration

Another public policy objective for the exemption of certain intangible personal property is the
difficulty in identifying, valuing, and administering a property tax on intangible property. The
Legislature attempted to clarify which intangible personal property is exempt from other
attributes which are not exempt to assist in administering the exemption.

What evidence exists to show that the tax preference has contributed to the
achievement of any of these public policy objectives?

This tax preference has achieved the objectives of avoiding double taxation. To a certain extent,
the law has been clarified to ease the administration of the intangible personal property tax
exemption.

31 Custis, Vanderveer. “Tax Reform in Washington: The Exemption of Intangibles”, The Quarterly Journal of
Economics, Vol. 23, No. 4 (Aug., 1909).
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To what extent will continuation of the tax preference contribute to these
public policy objectives?

Continuation of this tax preference will achieve the objective of easing administration of the
property tax but it is still a difficult tax preference to administer.

One result of continuing this tax preference is not only avoiding double taxation but also
eliminating any taxation on intangible personal property like interest-bearing money market
accounts, stocks, and bonds. In other income tax states, this property is taxed once earnings are
realized in these accounts or when stocks are sold and capital gains are realized. Given
Washington’s tax structure that does not have a personal income or corporate income tax and
the trend toward more intangible property being held by businesses, there is potentially a large
amount of intangible personal property that is not being assessed any tax. It is unclear if the
Legislature anticipated this growth in intangible personal property.

If the public policy objectives are not being fulfilled, what is the feasibility of
modifying the tax preference for adjustment of the tax benefits?

Given the fact that certain intangible personal property is not being taxed and an objective of the
Legislature was to avoid double taxation, the Legislature could impose an intangibles tax on
certain intangible personal property. The difficulty would be in structuring the tax so it would
not viewed by the court as unconstitutional. It would be important to structure the tax similar to
an excise tax and not an income or property tax to avoid having to meet the constitutional
conditions of uniformity.

This property tax exemption has certain intangibles undefined in statute and this could lead to
difficulty in administering this property tax exemption. If there are court decisions in the future
defining some intangible personal property as exempt, then further clarification may be needed
by the Legislature to better define this exemption.

Beneficiaries

Who are the entities whose state tax liabilities are directly affected by the tax
preference?

The overall number of beneficiaries annually is uncertain but we can identify a subset of all
beneficiaries statewide. The three known groups of beneficiaries of this property tax exemption
are owners of financial assets, state-assessed utility companies, and other locally-assessed large
industrial and commercial properties.

1) Financial Assets

From the IRS data of federal personal income tax returns from Washington filers, we can
determine the following number of beneficiaries that owned certain financial intangibles. In
2005, there were 2.9 million federal personal income tax returns filed in Washington State. Of all
Washington federal personal income returns filed, the largest category of intangible personal
property claimed on 1.39 million returns (47 percent of personal income tax returns) was taxable
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interest. These taxpayers could have earned interest on checking or savings accounts and/or
CDs. Over the past six years, the number of returns with taxable interest earnings has declined
from its high point in 2000 of 1.55 million returns to 1.38 million returns in 2005. The second
largest category of financial intangible personal property was mortgage interest with 972,435
individual households claiming the mortgage interest deduction in 2005. Even though the
mortgage interest deduction can be claimed by households and businesses, the owners of
mortgages are financial institutions and other lending agencies. The number of returns claiming
the mortgage interest deduction has grown since 2000.

The third largest category of financial intangible personal property reported on the IRS
individual income tax form was stock dividends at 759,150 returns or 26 percent of personal
income tax returns. The number of federal personal income tax returns from Washington
reporting capital gains on stocks was nearly as large as dividends at 662,595 Washington filers.
Income from both stock dividends and capital gains has declined recently since their high point
in 2000.

Exhibit 10 - Number of Federal Personal Income Tax Filers
with Intangible Assets from Washington Since 2000
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Source: Washington Department of Revenue analysis of federal personal income
tax returns from Washington.

Businesses in Washington also have financial assets which are exempt from property tax.
According to the Department of Revenue’s registered businesses database, in fiscal year 2006,
nearly 300,000 businesses had B&O tax liability prior to credits.”® These firms would be
beneficiaries of this tax preference.

>2“2007 Tax Reference Manual” by Washington Department of Revenue.
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State-Assessed Utility Companies

Another group of beneficiaries of the intangible personal property tax exemption is the state-
assessed utility properties. These companies benefit from the intangible personal property tax
exemption in different ways. JLARC assumed that 185 state-assessed utility companies have
intangible personal property. Some 40 percent of these companies are airlines and 32 percent of
the companies are telecommunications companies.

Exhibit 11 - State-Assessed Utility Companies in 2007
Assumed to have Intangible Personal Property

State-Assessed Utility Companies - 2007 y::::;izz C"/((;:‘fpg?‘tizls
Airlines 75 40.5%
Electric and Power 14 7.6%
Gas 4 2.2%
Pipelines 7 3.8%
Railroads 10 5.4%
Telecommunications 59 31.9%
Wireless Telephone 16 8.6%
Estimated State-Assessed Utility
Companies with Intangibles 185 100%

Source: JLARC based on DOR state-assessed companies’ 2007 annual report.

3) Locally-Assessed Companies

The other group of beneficiaries of the intangible personal property tax exemption is the locally-
assessed large commercial and industrial properties that county assessors appraise. The value
and number of companies throughout the state that are locally-assessed and also have intangible
personal property is unknown.

To what extent is the tax preference providing unintended benefits to entities
other than those the Legislature intended?

At the time of this review, only one major court challenge had been identified since the 1997
legislative changes which might have an impact on the administration of the intangible personal
property tax exemption. From these findings, there does not appear to be any unintended
beneficiaries of this tax exemption.

Revenue and Economic Impacts
What are the past and future tax revenue and economic impacts of the tax
preference to the taxpayer and to the government if it is continued?

The estimated revenue impact of the intangibles property tax exemption is based on similar
procedures by the Department of Revenue presented in Tax Exemption Reports. One
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component of this intangible personal property tax forecast is the forecast of Global Insights
estimate of U.S. households’ total financial assets. In the 2008 estimate, the Department of
Revenue multiplied the estimate of U.S. households’ total financial assets by an inflator factor of
2.2 times in order to adjust for not having other estimates for intangible assets captured in the
household financial assets statistic. In 2008, in addition to the inflator factor, the Department
used a nationwide estimate for U.S. corporate intangibles of $1 trillion in 2000. DOR added both
household and corporate intangible estimates together and that is why there was such a large
increase in the Washington intangible estimates reported in the 2008 Tax Exemption Report.
Since the 2008 DOR estimate for U.S. intangible assets included a $1 trillion estimate for
businesses intangibles, the blow-up factor needed to be adjusted in order to not double count the
value of businesses’ intangible personal property.

Exhibit 12 — Intangibles Local and State Property Tax Savings: 1990 — 2007
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Source: Department of Revenue Tax Exemption Reports prior to 2008.

The JLARC estimates for intangible personal property used the same U.S. households’ financial
assets and businesses’ intangible assets but it significantly lowered the blow-up factor for
households and the overall estimate for intangible personal property for Washington. JLARC
assumed the Washington portion of the U.S. totals to be roughly 2 percent. These intangible
personal property tax estimates are more in line with previous DOR estimates of intangible
personal property. Washington’s total intangible personal property tax base is estimated at a
little less than $1 trillion for both households’ financial assets and businesses’ financial and other
intangible assets. The local and state taxpayer savings is estimated to be $10 billion in fiscal year
2007, increasing to $12.8 billion by fiscal year 2011.
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Exhibit 13 — Taxpayer Savings Estimates for the Exemption of Intangible
Personal Property

State PT savings | Local PT savings | Total PT savings
Calendar Year orys - e
($ millions) ($ millions) ($ millions)
2007 $2,046.8 $7,858.7 $9,905.5
2008 $2,205.1 $8,592.7 $10,797.8
2009 $2,345.8 $9,276.5 $11,622.3
2010 $2,424.9 $9,735.5 $12,160.4
2011 $2,513.8 $10,255.4 $12,769.2

Source: JLARC with Global Insight data and nationwide estimates for intangibles.

If the tax preference were to be terminated, what would be the negative
effects on the taxpayers who currently benefit from the tax preference and the
extent to which the resulting higher taxes would have an effect on
employment and the economy?

If the Legislature terminated this tax preference, there would be nearly $1 trillion per year of
additional property value added to the property tax rolls. This is more than the entire statewide
property tax base in 2007. Given the large size of this tax preference and the number of taxpayers
impacted from this exemption, the negative effect of higher taxes would be spread out among
many taxpayers with the larger businesses and wealthier individuals having to pay higher
property taxes. Washington households spent more than $5.8 billion on financial assets from
banks, credit unions, and other depository agencies. These households also spent more than $2.1
billion in trusts and other financial vehicles.

Exhibit 14 — 2006 Average Purchases of Financial Assets by Households

Monetary authorities Funds - trusts and
Household Category and depository credit | other financial vehicles
agencies ($) ($)
Households less than $10K $1,160.6 $90.3
Households $10-$15K $1,283.3 $159.9
Households $15-$25K $1,286.7 $160.4
Households $25-$35K $1,914.5 $288.1
Households $35-$50K $2,590.0 $649.7
Households $50-$75K $2,642.6 $912.2
Households $75-$100K $2,769.1 $1,598.3
Households $100-$150K $3,363.3 $1,941.2
Households greater than $150K $4,100.0 $2,366.5
Overall Average $2,334.7 $865.9

Source: Washington IMPLAN dataset for 2006.
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The households with income between $50,000 and $75,000 have the largest total expenditures on
financial assets in 2006 at $2 billion. On average as households’ income rises, their average
expenditure on financial assets increases too. Therefore, on average the highest income group,
households with income greater than $150,000, purchased the largest amount of financial assets.

If certain households had to pay higher property tax but others received lower property taxes,
then there would be less spending in the economy by higher income households and more
spending by lower income homeowners.

The larger businesses with intangible personal property would see higher property taxes, but
small businesses would see no change or some benefit of lower property taxes because they would
not be owners of large intangible non-financial assets but would have a smaller amount of
financial assets to pay property tax on.

It is uncertain what impact eliminating this tax preference would have on the overall state
economy. If higher income households moved their financial assets to other states with lower
overall tax liability, then this could negatively impact the financial industry in Washington.
There could be a decline in employment in that sector. If large businesses decided to decrease
investment in Washington due to the higher property tax on intangible personal property, then
this also could negatively impact employment and spending in Washington. On the other hand,
smaller businesses could see Washington’s overall lower property tax as a benefit of doing
business in this state, and these types of jobs could be enhanced by eliminating this tax
preference. The overall impact from eliminating this tax preference is uncertain.

If the tax preference were to be terminated, what would be the effect on the
distribution of liability for payment of state taxes?

Due to this tax preference being a property tax exemption, there would be shifting of tax liability
onto owners of intangible financial assets as well as large companies with significant financial
assets and known non-financial intangible personal property like trademarks, customer lists,
favorable contracts, and others specified in statute. In addition, there would also be a reduction
in property taxes for other individuals and businesses that do not own intangible assets. Due to
the large number of individuals and businesses with financial intangible assets, eliminating this
property tax exemption would affect the property tax liability of most individuals living in
Washington. Eliminating this tax preference could create new incentives to shift intangible
assets to other states with no property tax on financial assets and a lower income tax than the
property tax Washington would be imposing on financial assets. Businesses would also have an
incentive to hold their financial assets in other states with lower overall tax liability on intangible
personal property. There would be many factors to consider before businesses decide to move
their business operations to another state due to the elimination of a property tax exemption.
Smaller businesses, with little or no intangible personal property beyond financial assets, would
see lower property taxes from the elimination of this property tax exemption, so Washington
would be a more attractive location to start or expand a business. Overall, with the elimination
of this property tax exemption, there may be an increase in local government revenue due to
some districts being able to levy more because they were at their maximum levy limit. The exact
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amount of the increase in local government revenue will depend on where the additional tax
liability was extended and the approximation of each taxing districts’ to their maximum tax
authority. With the exception of this local government increase, the elimination of this tax
preference will result in shifting of the remaining tax burden from one group of taxpayers to
another group.

Other States

Do other states have a similar tax preference and what potential public policy
benefits might be gained by incorporating a corresponding provision in
Washington?

Nineteen states, including Washington, have a broad property tax exemption for intangible
personal property specified in statute. This broad property tax exemption goes beyond
exempting only intangible financial property. Another nine states specify an intangible personal
property tax exemption for financial intangible property only. An additional 11 states exclude all
intangible personal property by defining their property tax base as including only tangible
property. Nine states have no mention of intangible personal property in their property tax
statutes.

Seven states impose a tax on intangible assets.”® For example, Tennessee has a tax on stocks of
certain corporations and Ohio has a tax on dealers of intangible property.

States with personal or corporate income taxes levy a tax on financial assets once interest or
capital gains are acquired.

Personal Income Tax

Forty-three states and the District of Columbia have personal income taxes. Most states (36) link
their state law to the federal law provisions for federal income taxes. Thirty states link their state
law to federal adjusted gross income as their tax base, and six states connect to the federal taxable
income. Six states have their own state specific adjusted gross income base. Two other
states—New Hampshire and Tennessee—assessed their personal income tax on just interest and
dividend income.

Corporate Business Tax

Forty-five states and the District of Columbia impose a corporate income tax in which states
refer to federal law by either referencing the IRC code or by having similar state provisions as
federal law. Some 25 states and the District of Columbia link their state law to the definition of
federal taxable income before net operating loss and special deductions, and 20 states link their
state law to the definition of federal taxable income after net operating loss and special
deductions. Two states, Tennessee and New Hampshire, only apply their corporate income tax to

> Alabama, Iowa, Kansas, Ohio, Pennsylvania, Tennessee, and Texas.
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interest and dividend income of corporations only. Michigan and Texas each impose their own
business tax.

Washington is one of five states that do not impose a tax on intangible personal property either
through the property, income or other form of tax on intangible personal property held by
individuals. Washington is one of three states that do not impose a tax on intangible personal
property either through the property, income or other form of tax on intangible personal
property held by corporate businesses.

Recommendation
The Legislature should continue the property tax exemption for intangible personal
property.

Legislation Required: None.

Fiscal Impact: None.
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COMMERCIAL VESSELS — SUMMARY

Current Law

A commercial vessel is any vessel that is engaged in trade or carries passengers for hire. A
commercial vessel is required to have a valid marine document from the U.S. Coast Guard or the
vessel is used exclusively for commercial fishing. Commercial vessels are subject to the state
property tax. Commercially operated vessels exempted from the watercraft excise tax (Chapter
82.49 RCW) and excepted from watercraft registration requirements (Chapter 88.02 RCW) are
subject to the state property tax. The assessed values of commercial vessels used in interstate or
foreign commerce or used exclusively in fishing, tendering, harvesting, and/or processing
seafood products on the high seas are apportioned for state property tax purposes.
Apportionment identifies which percentage of the assessed value of the vessel is subject to tax
and which is exempt. All commercial vessels are exempt from local property tax levies.**

Exhibit 15 — Property Taxation of Commercial Vessels

State Levy Local Levies
Commercial vessel not used in interstate/ Taxed on full value Exempt
foreign commerce or fishing on high seas
Commercial vessel used in interstate/foreign | Tax on apportioned value Exempt
commerce or fishing on high seas based on the number of
in Washington for over 120 days days in the state
Commercial vessel used in interstate/foreign Exempt Exempt
commerce or fishing on high seas
in Washington for 120 days or less

Source: RCW 84.40.036 and RCW 84.36.080.

The apportionment formula for vessels used in interstate or foreign commerce of fishing on the
high seas requires that the vessel be in the state for more than 120 days. Vessels in the state for
more than 120 days are apportioned to this state based on the total number of days that the vessel
is within the state. Time spent undergoing repair, taking on or discharging cargo, passengers, or
supplies, or serving as a tug for a vessel undergoing repair or taking on or discharging cargo,
passengers, or supplies does not count as time within the state.

See Appendix 3 for the current law statute RCW 84.40.036 (apportionment of vessels) and RCW
84.36.080 (exemption from local levies).

**The performance reviews of tax preferences mandated by EHB 1069 (2006) are limited to state tax preferences,
although local tax preferences have been discussed in other reviews when they have been closely linked to a state tax
preference. This review focuses on the portion of the state property tax levy for which some commercial vessels are
partially exempt.
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Another chapter in this report is on “other ships and vessels,” which are non-commercial
recreational watercraft exempt from all property taxes and subject to the watercraft excise tax.

Findings and Recommendations

This review evaluated the legal history, public policy objectives, economic and revenue impacts,
and other states’ tax preferences of Washington’s apportionment formula for commercial vessels
subject to the state property tax levy. The audit determined the following:

Legal History and Public Policy Objectives

The long-standing rule provided by the U.S. Supreme Court in an 1855 decision
regarding the taxation of a ship or vessel is that a ship or vessel could be taxed only at its
legal location which is the home of its owner, and is not taxable by a state other than that
in which the owner resides.

This rule has given way to the rule of fair apportionment, through which the U.S.
Supreme Court has ruled it is permissible for instrumentalities of commerce to be taxed,
on a properly apportioned basis, by the non-home states through which they travel.

The 14" Amendment to the state Constitution, adopted by the voters in 1930, allowed the
Legislature to make distinctions in the classification of personal property for property tax
purposes. The Legislature followed in 1931 by providing a local property tax exemption
to all ships and vessels whose home ports are in the state and that are engaged in
interstate commerce.

The Legislature created a new vessel registration requirement and vessel excise tax for
recreational watercraft in 1983. At this time, the Legislature exempted all commercial
vessels and commercial fishing boats from local property tax levies; no longer did the
vessels need to be engaged in interstate or foreign commerce or commerce between ports
of the state and the high seas to be eligible for the local levy exemption.

The Legislature provided for the apportionment of vessels engaged in interstate
commerce or in fishing the high seas in 1986. The apportionment is based on the length
of stay in Washington if the stay exceeds 120 days. If the length of stay is under 120 days,
the vessel is not assessed for state property tax purposes.

The public policy objective was to bring the taxation of vessels engaged in interstate or
foreign commerce into line with more recent U.S. Supreme Court rulings allowing for the
fair apportionment of vessels.

The public policy objective is being met. However, Washington’s minimum threshold of
120 days within the state before a vessel is assessed exceeds that of the few other states
that apportion vessels for property tax purposes.
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Beneficiaries

e The Department of Revenue assesses nearly 2,500 commercial vessels. All of these vessels
are exempt from local property taxes. Many of these vessels that engage in interstate or
foreign commerce or commerce between the ports of Washington and the high seas are
apportioned, based on its length of stay in Washington, for state property tax purposes.
This came to 780 vessels in 2006. Of these vessels, 453 had its assessed value reduced to
zero because their stay in Washington was less than 120 days.

Revenue and Economic Impacts
e Owners of apportioned vessels saved $900,000 in state property taxes in 2007.

o State property tax savings in 2011 are expected to be about be $900,000 per year through
2011.

e Industries that utilize commercial vessels employed about 6,800 workers in 2006 and paid
average yearly wages of $65,000. This amount exceeds the statewide average wage for all
industries of $43,000 per year.

Other States

e Two other states have statutory provisions for apportionment of vessels: Maine and South
Carolina. Maine has a threshold of 75 days, and South Carolina 30 days. Alaska does not
have state statutes on taxing vessels, but local governments are permitted to impose a
fairly apportioned property tax on seagoing vessels.

o At least 28 states exempt all commercial vessels or commercial fishing boats from
property tax, including 12 states that exempt all or most tangible personal property from
property taxes. These states comprise both coastal and inland states.

Recommendation
The Legislature should continue the apportionment of commercial vessels for property tax
purposes.

Legislation Required: None.

Fiscal Impact: None.
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COMMERCIAL VESSELS — REPORT DETAIL

Statutory History

Since 1891, state law has provided that all vessels of every class that are required to be registered
or licensed, are to be assessed and taxes paid only in the county where the owner resides. All
other boats and small craft not required to be registered are to be assessed in the county where
they are kept. This law is still on the books today.

The longstanding general rule regarding the taxation of a ship or vessel, based on an 1855 U.S.
Supreme Court decision, is that a ship or vessel could be taxed only at its legal “situs,” which is its
home port and the domicile of its owner, and is not taxable by a state other than that in which the
owner resides.”* However, when a vessel is kept and used wholly within the limits of another
state, it acquires a situs in such state for the purpose of taxation, even though engaged in
interstate commerce.” “Situs” is a legal term meaning the location of a property for taxation
purposes. If the owner (which could be a person or corporation) of a vessel resided (or was
incorporated) in Washington, the vessel could be taxed in Washington unless the vessel was
always entirely within some other state. If the owner of a vessel lived (or was incorporated)
outside of Washington, the vessel could not be taxed here unless the vessel was always in
Washington.

In 1901, the Legislature attempted to exempt ships and vessels used exclusively in interstate or
foreign commerce from the property tax. The Legislature deemed such vessels not to be property
within this state. The state Constitution required that all property in the state, not exempt under
the laws of the United States or under the state Constitution, be taxed. The state Supreme Court
found this exemption to be unconstitutional because the clause “all property in the state ... shall
be taxed” meant all property subject to taxation by the state shall be taxed, regardless of whether
or not the property could be said to be technically within, or have actual situs within the state.*®

The 14" Amendment to the state Constitution, adopted by the voters in 1930, allowed the
Legislature to make distinctions in the classification of personal property for property tax
purposes. The original text of the state Constitution required that all property, both real and
personal property, in the state be taxed in proportion to its value. While the Legislature could
exempt some property from taxation, this was restricted by the state Supreme Court to “quasi-

> See RCW 84.44.050.

> “Hays v. Pacific Mail S. S. Co.,” 58 U.S. 596 (1855). The “home port doctrine” enunciated in Hays was based on
the doctrine that “movables follow the person” and resulted in personal property being taxable in full at the domicile
of the owner. See “Japan Line, Ltd. v. County of Los Angeles,” 441 U.S. 434 (1979).

% The general rule as enunciated in Hays is referred to in “Arthur Earnest Guiness v. King County,” 32 Wn. 2d 503
(1949).

> “Pacific Cold Storage v. Pierce County,” 85 Wash. 626 (1915).
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public” property.” The 14™ Amendment required that all taxes upon the same class of property
were to be uniform and that all real estate was to constitute one class. This allowed different
types of personal property to be classified separately.

In the following legislative session in 1931, the Legislature provided that all ships and vessels
whose home ports of registry are in the state of Washington and engaged in interstate commerce,
foreign commerce, and/or commerce between ports of the state and the high seas were exempt
from taxes, except for taxes levied for any state purpose. At that time the only tax that would
have been applicable to ships and vessels was the property tax.

Competition existed among the West Coast states for the registration of vessels. The 1931
change brought Washington’s taxation of commercial vessels into line with California and
Oregon. California voters in 1913 adopted a constitutional amendment that exempted vessels of
more than 50 tons and registered in California from taxation, except for state purposes. Oregon
voters in 1915 adopted a similar constitutional amendment. In addition, the Oregon Legislature,
in 1925, reduced the state tax on vessels to one-fiftieth of the state tax on real estate.

The State Tax Commission understood this exemption from local property taxes to apply only to
vessels that had their actual situs in Washington, or if it has no actual situs anywhere, its owner
must reside in Washington, its home port of registry must be in the state, and it must be engaged
in interstate or foreign commerce or commerce between ports of the state and the high seas.®
Vessels with actual situs outside the state would not be taxable here. Vessels with a home port
outside the state but with actual situs here would not be affected by the exemption (as they did
not engage in interstate or foreign commerce) and would be fully taxable.

The Legislature created a new vessel registration requirement and vessel excise tax for
recreational watercraft in 1983. The legislation exempted recreational watercraft from all
property taxes. All ships and vessels exempt from the recreational vessel registration and vessel
excise tax continued to be subject to the state property tax and exempted from local property
taxes. The vessels exempt from the recreational vessel registration and vessel excise tax included
vessels used exclusively for commercial fishing and vessels primarily engaged in commerce which
are required to have a marine document as a vessel of the United States. No longer did the
vessels need to be engaged in interstate or foreign commerce or commerce between ports of the
state and the high seas in order to be exempt from local property taxes.

The Legislature switched the responsibility of valuing commercial vessels to the Department of
Revenue from county assessors in 1984.

% “Chamberlin v. Daniel,” 17 Wash. 111 (1897); and “Buchanan v. Bauer,” 17 Wash. 688 (1897). The state
Supreme Court ruled that the property exempted by the Legislature needed to be of a “quasi-public” nature. The
Court found unconstitutional exemptions provided for ships in actual construction, fruit trees for four years after
being transplanted into an orchard, improvements in land up to $500, and increasing the personal property
exemption to $500.

% “Annotated Code of Property Tax Laws of the State of Washington,” Tax Commission of the State of Washington,
1939.
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Apportionment of vessels became an issue in Washington in 1986. The “home port doctrine” as
described above had fallen into disuse by the U.S. Supreme Court, and the Court now looked to
the “rule of fair apportionment.”" If the state tax is applied to an activity with a substantial
nexus with the taxing state, is fairly apportioned, does not discriminate against interstate
commerce, and is fairly related to the services provided by the state, the Court would find the
taxation method constitutional.

Prior to 1986, vessels with out-of-state owners and not permanently moored in Washington were
exempt from all Washington property taxes. Vessels owned by persons living or incorporated in
Washington and engaged in interstate or foreign commerce were subject to the state property tax
and exempt from local property taxes. For 1986 and thereafter, the Department of Revenue
attempted to change the rules administratively so that ships and vessels engaged exclusively in
foreign commerce were exempt from property tax if the length of stay in Washington was
reasonable. Vessels engaged exclusively in interstate commerce or in fishing the high seas were
to be subject to the state property tax if the length of stay in Washington exceeded 60 days. The
tax was to be apportioned based on the number of days the vessel was within Washington.
Vessels in the state exclusively for repair were not subject to the property tax.

The Legislature pre-empted the Department’s rule with legislation in 1986. The legislation
provided that vessels engaged in interstate or foreign commerce or fishing on the high seas are
exempt from all property taxes if the length of stay in Washington is less than 120 days. If the
length of stay exceeds 120 days, the state property tax is apportioned based on the total number
of days within Washington. Days during which a vessel is engaged in undergoing repair, taking
on cargo or passengers, or serving as a tug for a vessel undergoing repair or taking on cargo or
passengers are not considered as part of the length of stay.

The collection of property taxes on commercial vessels became the responsibility of the
Department of Revenue in 1993. Previously this had been the responsibility of county treasurers.

The next change came in 1998. Prior to then, steamships owned by steamship companies, along
with other property owned by the companies, were valued by the Department of Revenue as
centrally assessed property. Commercial vessels were assessed by the Department under a
different statute. In both cases only the state property tax was paid on the value of the vessels. In
1998 the Legislature eliminated the separate valuation of steamships and treated them like all
other commercial vessels.

¢! “Tapan Line Ltd. v. County of Los Angeles,” 441 U.S. 434 (1979); “Ott v. Mississippi Valley Barge Line Co.,” 336
U.S. 169 (1949).
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Public Policy Objectives

What are the public policy objectives that provide a justification for the tax
preference? Is there any documentation on the purpose or intent of the tax
preference?

The history presented in this chapter has included discussion of the local property tax exemption.
However, these reviews conducted under EHB 1069 (2006) are concerned with state tax
preferences. Thus, the item under review is the state property tax apportionment formula
applied to vessels engaged in interstate or foreign commerce or engaged exclusively in fishing or
seafood processing on the high seas or waters under the jurisdiction of other states.

The public policy objective of the apportionment of vessels appears to be to bring Washington’s
taxation of vessels into line with U.S. Supreme Court rulings allowing for “fair apportionment.”
The Court had stated that no impermissible burden on interstate commerce would be found if a
state tax is applied to an activity with substantial nexus with the taxing state, is fairly
apportioned, does not discriminate against interstate commerce, and is fairly related to the
services provided by the state. Vessels used in interstate or foreign commerce could be subject to
tax, even if the owner resided in another state, if the tax is “fairly apportioned.”

In the mid-1980s, the Department of Revenue attempted to impose by rule an apportionment
formula to vessels that were within the state for more than 60 days. The Legislature pre-empted
this rule and set the number of days at 120. The Legislature provided no statement of purpose as
to the distinction between 60 days and 120 days. Testimony presented by industry
representatives at legislative committee hearings claimed that California, Oregon, and Alaska did
not levy such a tax; that ships were mobile and could take their business elsewhere; and the result
would be that the state would lose B&O and sales tax revenues and jobs in repair yards. The
public policy objective of distinguishing between 60 and 120 days may have been to encourage
interstate and foreign commerce and fishing on the high seas.

What evidence exists to show that the tax preference has contributed to the
achievement of any of these public policy objectives?

Some taxation of ships and vessels engaged in interstate or foreign commerce is allowed under
U.S. Supreme Court decisions, even if the vessel does not have situs in the state. Taxation of
vessels is allowed if the tax is fairly apportioned. The Court did not provide a definition as to
what constitutes a fair apportionment. The tax preference has achieved the objective of
conforming Washington law to U.S. Supreme court decisions.

To what extent will continuation of the tax preference contribute to these
public policy objectives?
Continuing the apportionment of commercial vessels is required to maintain the public policy of

apportioning commercial vessels as allowed by the U.S. Supreme Court. However, Washington
appears to be only one of four states that apportion vessels for property tax purposes.
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If the public policy objectives are not being fulfilled, what is the feasibility of
modifying the tax preference for adjustment of the tax benefits?

The overall public policy objective of apportioning commercial vessels is being fulfilled. The
threshold could be adjusted by the Legislature and “fair apportionment” might still be
maintained. The impacts of such a change are not known.

Beneficiaries

Who are the entities whose state tax liabilities are directly affected by the tax
preference?

In 2006, nearly 2,500 commercial vessels were subject to the state property tax levy. All of these
vessels benefited from the exemption from local property tax levies.

Exhibit 16 — Commercial Boats Subject to Property Tax

Year Charter Boats | Fishing Boats | Other Vessels Total
1998 709 1,986 848 3,543
1999 711 1,728 1,172 3,611
2000 676 1,558 1,190 3,424
2001 664 1,441 993 3,098
2002 703 1,359 982 3,044
2003 632 1,236 991 2,859
2004 627 1,113 968 2,708
2005 606 1,029 964 2,599
2006 593 934 971 2,498

Source: Department of Revenue “Property Tax Statistics.”

Many of these vessels also benefitted from having their value apportioned for state property tax
purposes. In 2006, 780 vessels had its assessed value reduced from market value due to
apportionment. Of these vessels, 453 had its value reduced to zero due to being in Washington
for less than 120 days.

To what extent is the tax preference providing unintended benefits to entities
other than those the Legislature intended?

The intent of the 1986 apportionment legislation is to exempt from the state property tax vessels
engaged in interstate or foreign commerce, fishing and seafood processing on the high seas if the
length of stay within the state is less than 120 days. Days during which a vessel is undergoing
repair are not considered as days within the state.

The number of commercial fishing vessels subject to the state property tax has declined by over
one-half since 1998 - from 1,986 vessels to 934 vessels in 2006, for a drop of 1,052 vessels. This is
either because the actual number of commercial vessels in Washington has declined or because

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews 67



Commercial Vessels

more vessels are avoiding Washington’s property tax by staying in the state for less than 120
days.

It is likely that the drop in the number of commercial fishing boats is principally due to the state
of the commercial fishing industry in Washington. The number of commercial fishing licenses
issued between 1998 and 2006 has declined by 1,255 licenses. Most of these have been in the
salmon fisheries with a decline of 1,096 licenses. Vessels may hold more than one license, e.g., a
single vessel may have a commercial crab fishing license, a bottom fish license, and a salmon
license. The drop in the number of commercial fishing boats corresponds with the drop in the
number of commercial fishing licenses.

Exhibit 17 - Commercial Fishing Licenses Issued in Washington

License Type 1998 2006 Change
Salmon* 1,797 701 (1,096)
Other Food Fish* 603 452 (151)
Shellfish 825 824 (1)
Baitfish 74 67 (7)
Total 3,299 2,044 (1,255)

Source: Department of Fish and Wildlife.
*Excludes charter and fishing guide licenses.

Revenue and Economic Impacts

What are the past and future tax revenue and economic impacts of the tax
preference to the taxpayer and to the government if it is continued?

All commercial vessels in Washington in 2006 had a market value of $901 million. This is a
decline of over 30 percent from the 1998 value of $1.3 billion. The taxable apportioned value in
2006 was $455 million. Overall, the Department has assessed vessels at 51 percent of their
market value. The Department assessed charter boats at 96 percent of their market value; fishing
boats at 37 percent; and other vessels at 47 percent.

Exhibit 18 — Valuation of Commercial Vessels Subject to
Property Tax ($ in millions)

Year Actual Value Apportioned Value
1998 $1,299 $233
1999 $1,208 $618
2000 $1,236 $717
2001 $939 $401
2002 $949 $437
2003 $880 $434
2004 $837 $346
2005 $885 $382
2006 $901 $455

Source: Department of Revenue “Property Tax Statistics.”

68

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews



Commercial Vessels

Overall, commercial vessel owners saved $8.2 million in property taxes in 2007. Of this amount,
$7.3 million came from being totally exempt from local property tax levies, and $900,000 was due
to being taxed on the apportioned share of the vessels value for state property tax purposes. For
the most part, these are tax savings to the taxpayer and are not always tax losses to local
governments and the state. The savings to the vessels owners result in higher property taxes for
other taxpayers. Some local governments are at their maximum levy rate and would lose revenue
due to a property tax exemption.

Exhibit 19 — Property Tax Savings by Commercial Vessels (dollars in millions)

Calendar Actual Value UnTaxed State Local Total
Y (exempt Local | Value (exempt | Property Tax | Property Tax | Property Tax
ear . . . .
Levies) State Levy) Savings Savings Savings
2007 $935 $448 $0.9 $7.3 $8.2
2008 $970 $449 $0.9 $7.6 $8.5
2009 $1,006 $448 $0.9 $8.1 $9.0
2010 $1,044 $447 $0.9 $8.5 $9.4
2011 $1,083 $444 $0.9 $8.7 $9.6

Source: Department of Revenue worksheet for 2008 Tax Exemptions report.

Washington industries that are likely to utilize commercial vessels, such as water transportation
of freight and passengers, tugboats, and commercial fishing, employed nearly 6,800 persons in
2006 and paid wages of $440 million.®* Wages averaged $65,000. This compares to a statewide
average wage in all industries of $43,000 in 2006. Average wages ranged from a high of $100,000
in the fishing industry and $81,000 in deep sea freight transportation to lows of $34,000 in
charter boats, $47,000 in shellfish harvesting, and $48,000 in cruise ships.

Exhibit 20 — Washington Employment and Wages in Water-Related
Industries that Utilize Vessels, 2006

Industry Employment -{i(:‘t;: i‘ll:’iz?\s AV‘\,Izrgaie
Water Transportation 3,360 $200.0 $59,524
Deep Sea Freight 210 $17.1 $81,326
Deep Sea Passenger 1,443 $69.0 $47,847
Coastal Freight 1,244 $86.2 $69,255
Inland Water Freight 335 $22.2 $66,201
All Other Water Transp. 128 $5.6 $43,723
Navigational Services/ Tugboats 1,003 $65.0 $64,808
Sightseeing/Charter Boats 439 $15.1 $34,330
Finfish Fishing 1,260 $126.6 $100,461
Shellfish Fishing 712 $33.5 $47,062
Total 6,774 $440.2 $64,984

Source: Department of Employment Security.

62 This is an undercount of the total number of persons earning a living in these industries because sole proprietors,

common in the fishing and charter boat industries, are not included.
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These industries utilize vessels that are both assessed at full value and vessels that are
apportioned. Deep sea freight and passenger vessels, tugboats that travel to Alaska, and fishing
boats that fish the high seas or off Alaskan waters likely are apportioned. Vessels that are used
only in inland waters, charter boats, and in shellfish harvesting are not as likely to be
apportioned. Some of the higher wages are in vessels that are apportioned, while some of the
lower wages are in vessels that are not apportioned.

In addition to the direct employment in the industries utilizing vessels, there is additional
employment in other industries that support these industries and their employees. Using
employment multipliers from the 1997 Washington Input-Output Study, there are an estimated
8,100 additional jobs in the shipbuilding and repair, seafood processing, insurance, and
professional services industries, among others.

If the tax preference were to be terminated, what would be the negative
effects on the taxpayers who currently benefit from the tax preference and the
extent to which the resulting higher taxes would have an effect on
employment and the economy?

The owners of apportioned vessels are saving about $900,000 per year in state property taxes. It
is not known how much these owners may be paying in property taxes in other states. This
amount is 0.2 percent of all the wages paid in the industries that utilize commercial vessels. It is

unlikely that a termination of apportionment for vessels would have much effect, if any, on total
employment or the economy.

If the tax preference were to be terminated, what would be the effect on the
distribution of liability for payment of state taxes?

The owners of apportioned vessels are saving about $900,000 per year in state property taxes.
The state property tax levy raises $1.5 billion dollars per year. If the apportionment of vessels
were terminated or lowered, the state levy would remain the same as there are levy limitations on
total collections. There would be a shift in tax from other taxpayers to owners of commercial
vessels. If the full value of all vessels were added to the property tax rolls, other taxpayers would
face slightly lower levy rates — about one-tenth of a penny per $1,000 of assessed value. This
equates to a savings of about 10 cents per $100,000 of assessed valuation.

Other States

Do other states have a similar tax preference and what potential public policy
benefits might be gained by incorporating a corresponding provision in
Washington?

With regards to apportionment, at least two states have statutory provisions: Maine apportions
and taxes vessels that are within the state for at least 75 days, and South Carolina apportions and
taxes vessels that are within the state for a minimum of 30 days. Alaska does not have statutes or
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rules that clarify the taxable situs of moveable or transient property, but Alaska does permit local
governments to impose a fairly apportioned property tax on seagoing vessels. The Alaska
Supreme Court has rejected the home port doctrine and found that it is constitutional for a
borough to apportion taxes on vessels based on the number of months the vessels were within the
borough’s jurisdiction.

Some 28 states appear to exempt all commercial vessels or commercial fishing boats from
property tax. These states include both coastal and inland states. Some of these states impose an
alternative fee or tax. Twelve of these states exempt all or most tangible personal property from
property taxes. This exemption applies not only to vessels but other forms of business and
household property.

Oregon assesses watercraft in the county in which the vessel is customarily moored or if there is
no customary place of moorage, then in the county in which the owner resides, or if neither situs
applies, then in the county in which the owner maintains a place of business. Ships and vessels
whose home ports are in Oregon and that ply the high seas or between the high seas and inland
ports are assessed at 4 percent of fair market value. Other ships and vessels whose home ports
are in Oregon are assessed at 40 percent of fair market value.

California has a constitutional provision that vessels of more than 50 tons burden engaged in the
transportation of freight or passengers are exempt from property taxation. By statute this
exemption applies to local taxes, not to taxes for state purposes. Commercial fishing boats and
charter boats are assessed at 4 percent of full cash value.

Recommendation
The Legislature should continue the apportionment of commercial vessels for property tax
purposes.

Legislation Required: None.

Fiscal Impact: None.

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews 71



Commercial Vessels

72

JLARC Report 09-3: 2008 Full Tax Preference Performance Reviews



OTHER SHIPS AND VESSELS — SUMMARY

Current Law

State law exempts all ships and vessels, except commercial vessels and vessels under construction,
from state and local property taxes. For the most part, this exemption pertains to pleasure or
recreational boats.

Under other sections of law, most boats longer than 16 feet or powered by a motor larger than
ten horsepower must be titled and registered to be able to operate legally on the waters of the
state (Chapter 88.02 RCW). An exception to this requirement includes vessels engaged in
commerce.*” State law imposes a vessel excise tax equal to 0.5 percent of fair market value on
most vessels that have to register (Chapter 82.49 RCW). An exemption from the vessel excise tax
includes commercial fishing boats. See Appendix 3 for the current law statute RCW 84.36.090.

Exhibit 21 — Recreational Vessel Registration and Excise Tax

Registration Excise Tax
Required? Required?
i Less than 16 ft. Yes* No
Motorized
More than 16 ft. Yes Yes
Mot Y N
Less than 16 ft. otor e ©
. No Motor No No
Sailboats
Motor Yes Yes
More than 16 ft.
No Motor Yes Yes
Human Powered | Any length No No

Source: Department of Licensing.
*No, if 10 horsepower or less when used only on non-federally regulated waters.

Commercial fishing boats and vessels primarily used in commerce are subject to the state
property tax levy. These vessels are covered in another chapter in this report as they are exempt
from local property taxes and some are partially exempt from the state property tax.

Findings and Recommendations

This review evaluated the legal history, public policy objectives, economic and revenue impacts,
and other states, similar tax preferences of Washington’s property tax exemption for pleasure
boats. The audit determined the following:

% “Engaged in commerce” generally means the carrying of freight or passengers for hire.
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Legal History and Public Policy Objectives

The Legislature first exempted noncommercial vessels from 80 percent of local property
taxes in 1931. This occurred after the voters adopted the 14™ Amendment to the state
Constitution in 1930 that allowed for the classification of different types of personal

property.
Many county assessors did not attempt to locate and assess boats because the boats were
difficult to find and the assessing process cost counties more than they would receive in

taxes. In 1980, only about 18 percent of the state’s pleasure boat value was being assessed
for tax purposes.

The Legislature imposed the vessel registration and vessel excise tax in 1983. At the same
time, the Legislature exempted noncommercial vessels from all property taxes.

The initial public policy objective for exempting noncommercial vessels from 80 percent
of local property tax levies in 1931 is moot. Since then the Legislature, as a public policy
objective, defined the base of the property tax to exclude noncommercial boats. In lieu of
the property tax, the Legislature made noncommercial boats subject to vessel registration
and a vessel excise tax. The Legislature replaced a failed tax with one it thought might be
successful. This objective has been achieved.

Tax equity among different types personal transportation equipment was another public
policy objective in 1983, with boats treated similarly to other lar