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REPORT SUMMARY

What Is a Tax Preference?

Tax preferences are defined in statute as 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
approximately 600 tax preferences.

Why a Review of Tax Preferences?
Legislature Creates a Process to Review Tax Preferences

In 2006, the Legislature 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 (now found in Chapter 43.136, Revised Code of
Washington). Statute assigns specific roles in the process to two
different entities.

e The Citizen Commission for Performance Measurement of Tax
Preferences creates a schedule for reviews, holds public
hearings, and comments on the reviews.

o Staff to the Joint Legislative Audit and Review Committee
(JLARC) conduct the reviews.

Citizen Commission Sets the Schedule

The Legislature directed the Citizen Commission for Performance
Measurement of Tax Preferences to develop a schedule to accomplish
an orderly review of most tax preferences over ten years. The
Commission is directed to omit certain tax preferences from the
schedule, such as those required by constitutional law.

The Commission conducts its reviews based on analysis prepared by
JLARC staft. In addition, the Commission may elect to rely on
information supplied by the Department of Revenue. This volume
includes 24 preference reviews (similar preferences may be combined
in one chapter) completed by JLARC staff in 2014. Analysis of
preferences completed in previous years is found on the Commission’s
website: http://www.citizentaxpref.wa.gov/
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Report Summary

JLARC Staff’s Approach to the Tax Preference Reviews

Statute guides the 11 questions typically covered in the reviews.

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))

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))

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))

10. For those preferences enacted for economic development purposes, what are the economic
impacts of the tax preference compared to the economic impacts of government activities
funded by the tax? (RCW 43.136.055(j))

Other States:

11. 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(k))

Depending on the tax preference, certain questions may be excluded. For instance, question #4
relates to modifying a preference if the public policy is not being fulfilled. If the preference is
tulfilling its public policy, this question is skipped.
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Report Summary

JLARC Staff’'s Analysis Process

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

When a preference’s public policy objective is identified in statute, staff are able to affirmatively
state the public policy objective. This is sometimes found in intent statements or in other parts of
statute.

However, for many of the preferences, the Legislature did not state the public policy objective. In
such instances, staff may be able to infer what the implied public policy objective might be.

To arrive at this inferred policy objective we go through the following step-by-step process:

e Review final bill reports for any statements on the intent or public policy objectives.

e Review bills prior to the final version and legislative action on bills related to the same topic.

e Review bill reports and testimony from various versions of the bill.

e Review records of floor debate.

e Review whether there were court cases that provide information on the objective.

e Review any information available through the Department of Revenue’s files on the history
of tax preferences, including rules, determinations, appeals, audits, and taxpayer
communication.

e Review any press reports during the time of the passage of the bill which may indicate the
intention of the preference.

e Review any other historic documents, such as stakeholder statements, that may address the
issue addressed by the tax preference.

If there is sufficient information in this evidence to infer a policy objective, we state that in our
reviews. In these instances, though, the purpose may be a more generalized statement than can be
made compared to instances that have explicit statutory language.

JLARC staft also interview the agencies that administer the tax preferences or are knowledgeable of
the industries affected by the tax. Agencies may provide data on the value and usage of the tax
preference and the beneficiaries. If the beneficiaries of the tax are required to report to other state
or federal agencies, JLARC staff will also obtain data from those agencies.

A Change in 2013: Policy Purpose Statement Now Required

Beginning in August 2013, new, extended, or expanded preferences now require a tax preference
performance statement. The performance statement is to include a statement of legislative purpose
as well as metrics to evaluate the effectiveness of the preference. (RCW 82.32.808). Most of the
preferences included in this report were passed before this requirement was established.

JLARC Report: 14-2: 2014 Tax Preference Performance Reviews 3



Report Summary

Summary of the Results from JLARC Staff’s Reviews

The table beginning on page 5 provides a summary of the recommendations from JLARC staff’s
analysis and includes the Citizen Commission’s comments on those recommendations. Of the
preferences, JLARC staff recommends the Legislature:

e Terminate one preference;
e Review and clarify the intent of twenty preferences; and
e Continue three preferences.

Organization of this Report

The report begins with JLARC addenda reflecting comments adopted by the Committee, followed
by comments of the Citizen Commission. Summary information for each of the 24 preferences is
followed by detailed reports.

Since the Commission selected several preferences related to aerospace for JLARC staff to review in
2014, both the summary and detail begin with aerospace related preferences. The appendices
provide the Scope and Objectives for the preference reviews and the text of current law for each
preference.

In addition to the preferences reviewed in this report, information on 62 other preferences
considered by the Commission in 2014 can be found in the 2014 Expedited Tax Preferences report.
Information on these preferences was provided by the Department of Revenue.
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COMMITTEE ADDENDA

At the December 10, 2014 JLARC meeting, the Committee approved this report for distribution and
adopted two addenda to the report.

Aerospace Industry Tax Preferences Addendum

The Committee recommends that the Legislature add language to the aerospace preferences that
includes: a) a requirement for five year review as to whether the preference is costing the State more
revenue than the incentive generates in revenues from the intended encouraged economic activity;
b) a tax incentive statement of intent with measurable goals of job creation or maintenance; and, c) a
requirement that businesses claiming a tax preference with the intent to create jobs must certify with
the Department of Revenue the number of jobs created from the use of the tax preference, based on
measurable employment or other criteria stated in the intent. This will not create onerous new
reporting requirements, as employment levels, wages and hours are reported to the State.

International Investment Management Services (IIMS) B&O Preferential Rate
Addendum

The Committee recommends continuation of the IIMS tax rate. Further, because we believe this
review is premature, we recommend completion of the Department of Revenue’s regulatory process
that is underway prior to any further review.
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CITiZEN COMMISSION LETTER TO THE LEGISLATURE

State of Washington Citizen Commission for Performance Measurement
of Tax Preferences

William A. Longbrake, Chair Dr. Grant D. Forsyth NON-VOTING MEMBERS:
Board of Directors, BECU Avista Corp Representative Kathy Haigh
Lily Kahng, Vice Chair Stephen B. Miller Chair, Joint Legislative Audit
Seattle University Law Schaol Washington Education Assaciation and Review Committee
Ronald Bueing Troy Kelley
PricewaterhouseCoopers State Auditor

E-mail: JLARC @Ieg.w-a.gou

www.citizentaxpref.wa.gov

November 10, 2014
The Honorable Representative Reuven Carlyle The Honorable Representative Terry Nealey
The Honorable Representative Ross Hunter The Honorable Representative Bruce Chandler
The Honorable Senator Andy Hill The Honorable Senator James Hargrove

Re: 2014 Tax Preference Reviews

I am pleased to forward to you the comments that the Citizen Commission for Performance
Measurement of Tax Preferences (Commission) adopted for this year’s review of tax preferences.

The attached comments were adopted by the Commissioners at our October 17 meeting. The
attachment also includes a minority report from one commissioner related to the package of aerospace
tax preferences.

Commissioners encouraged me, in my capacity as Chair, to emphasize to you the importance of the
Legislature considering this year’s and previous years’ recommendations and comments on tax
preference statutes, which have undergone rigorous review by the Joint Legislative Audit and Review
Committee staff (JLARC), pursuant to legislatively mandated criteria and government auditing
standards, and which also have been the subject of public testimony.

This is the eighth year that tax preferences have been reviewed at the direction of the Legislature. As
the chairs and ranking minority members of the fiscal committees, I urge your action on these
recommendations during the upcoming legislative session.

Tax preference reviews provide a valuable evaluation tool to assist the Legislature in grappling with
difficult fiscal issues. Terminating tax preferences that do not appear to be meeting their intended
purposes provides the Legislature with the option of using resources for alternative revenue or program
purposes. Similarly, continuing effective preferences provides an assurance that the state is getting the
value the Legislature expects. And reviewing preferences with an unclear policy purpose and those
whose costs or benefits may not be meeting the Legislature’s intent provides information and analysis
to the Legislature which enables the Legislature to review and clarify those preferences.

During 2014 JLARC staff conducted a full review of 24 preferences. After reviewing JLARC staff’s
report and receiving public testimony, the Commission has recommended the Legislature should
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Citizen Commission Letter to the Legislature

Citizen Commission for Performance Measurement
of Tax Preferences

November 10, 2014
Page 2

review and clarify the purpose of 20 preferences, continue three preferences, and terminate one
preference. Summaries of JLARC staff’s analysis and recommendations for these 24 preferences, and
Commission comments, are attached to this letter.

Because the availability of JLARC staff resources limits how many tax preferences JLARC staff can
evaluate each year, the Commission considers information on a list of “expedited” preferences, which
do not receive a JLARC staff evaluation. Many of these expedited preferences have limited revenue
impacts, and consideration of some others, in the Commission’s judgment, would not benefit from a
JLARC staff evaluation. In 2014, the Commission scheduled 62 preferences for “expedited” review. In
our call for public testimony, the Commission explicitly solicited public testimony on these expedited
preferences as well those that received a JLARC staff evaluation. As a result, we received written
testimony on some of the expedited preferences this year.

While these “expedited” preferences are sometimes smaller and did not receive the benefit of a JLARC
evaluation, the Commission believes they still merit attention by the Legislature. To further assist the
Legislature, the Commission unanimously adopted comments this year on all 62 “expedited”
preference reviews. Those comments are also attached to this letter.

The Commission has continued to expand on its process for soliciting public testimony on the
preference reviews. Similar to last year, Commissioners requested that stakeholders respond to a set of
questions when testifying either in support or in opposition to a tax preference. These questions were
posted to our web site, and published along with the agenda for our public hearing. We posed four
questions:

1. Is there evidence that the tax preference is achieving its purpose, as noted in the 2014 tax
preferences reports? Please provide any relevant evidence.

2. Does the tax preference provide benefits in addition to those stated in its intended or implied
purpose?

3. Does the economic activity stimulated by this tax preference exceeds the loss of revenue to the
state?

4. Does this preference have negative consequences? For example, were other industries, workers,
or the environment harmed by activities stimulated by this tax preference?

In addition to soliciting testimony from the beneficiaries of tax preferences, the Commission also
invited and received testimony from other parties. As a result, we also received testimony from
individuals who spoke to their views on tax preference effectiveness and accountability. We also
solicited and received written testimony, which was posted for the public on our web site.

I believe the work of JLARC staff and the Commission has provided a thoughtful and deliberative
forum for highlighting many important performance and policy issues associated with evaluating tax
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Citizen Commission Letter to the Legislature

Citizen Commission for Performance Measurement

of Tax Preferences

November 10, 2014
Page 3

preferences. I encourage you to consider the recommendations of JLARC staff and Commission
comments covering the entire eight years of tax preference reviews during the upcoming legislative
session.

As Chair of the Citizen Commission for Performance Measurement of Tax Preferences, I would be
pleased to discuss the Commission’s position and comments with you and any interested legislators. I

can be contacted via email at bill@tlff.org.

If you have questions about JLARC staff’s performance audits, please feel free to contact the Legislative
Auditor, Keenan Konopaski, at 360-786-5187 or keenan.konopaski@leg.wa.gov.

Additional information on all eight years of tax preference reviews can be found at:
www.citizentaxpref.wa.gov/reports.htm.

Recordings of this year’s public testimony and written testimony we received can be found under the
link for the September 19, 2014, meeting at: www.citizentaxpref.wa.gov/meeting.htm.

Sincerely,

William A. Longbrake, Chair
Citizen Commission for Performance Measurement of Tax Preferences

cc: All Legislators
Keenan Konopaski, Legislative Auditor
David Schumacher, Director, Office of Financial Management
Carol Nelson, Director, Department of Revenue
Alex Pietsch, Governor’s Office of Aerospace

Attachments
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SUMMARY OF AuDIT REVIEWS INCLUDING JLARC ADDENDA AND CITIZEN
CoMMISSION COMMENTS

Summary of 2014 Tax Preference Performance Reviews

What the Preference Does Public Policy Objective Est. Beqefmary Legislative Aud.ltor
Savings Recommendation

Aerospace Industry Preferences

.\l Commercial Airplane Products and Services B&O Tax Preferential Rates

Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) RCW 82.04.260(11) Detail begins on page 32
Provides a preferential B&O tax rate | The Legislature stated the public policy objectives: $238.5 million in | Review and clarify: Because

of 0.2904 percent to manufacturers e To encourage the continued presence of the the 2015-17 providing additional detail in the tax
and processors for hire of aerospace industry in Washington; Biennium. preference performance statement

such as a measure of the desired
increase in jobs would facilitate future
reviews of these preferences.

commercial airplanes and their
components and to manufacturers
of tooling specifically designed for
use in manufacturing aerospace
products.

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

JLARC Addendum: The Committee recommends that the Legislature add language to the aerospace preferences that includes: a) a requirement for five
year review as to whether the preference is costing the State more revenue than the incentive generates in revenues from the intended encouraged
economic activity; b) a tax incentive statement of intent with measurable goals of job creation or maintenance; and, c) a requirement that businesses
claiming a tax preference with the intent to create jobs must certify with the Department of Revenue the number of jobs created from the use of the tax
preference, based on measurable employment or other criteria stated in the intent. This will not create onerous new reporting requirements, as
employment levels, wages and hours are reported to the State.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these preferences. The Legislature should establish
specific economic development metrics and reporting mechanisms that facilitate determination of whether the intended public policy objectives are being
met.

Rationale: The competition for Washington’s aerospace firms is intense. Given this intensity, and the state’s need to maintain its job base following the
Great Recession, these preferences mitigated some near- and medium-term risk for Washington’s economy. However, testimony indicated that these
preferences suffer from some significant long-run “moral hazard” problems. Moral hazard problems occur when the recipient of an economic benefit is
incented to behave in a way inconsistent with the welfare of those granting the benefit. For example, this is common with deposit insurance. Evidence
suggests that deposit insurance (an insurance benefit) in the absence of bank examinations (i.e. prudential supervision) encourages banks to take excessive

JLARC Report: 14-2: 2014 Tax Preference Performance Reviews 10
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Summary of Audit Reviews Including JLARC Addenda and Citizen Commission Comments

Summary of 2014 Tax Preference Performance Reviews ‘

risk since bank owners and depositors are, to varying degrees, insulated from the bank’s lending decisions. In effect, without bank examinations, risk is
shifted to agents such as the bank’s employees, creditors, and ultimately taxpayers.

In the case of the aerospace industry, the lack of verifiable metrics that measure the extent to which the public policy objectives of the tax preference are
being met may encourage firms to move employment out of state to gain the benefit of more favorable labor costs, while still benefiting from the tax
preferences. However, the establishment of verifiable metrics will need to balance compliance and monitoring costs with the benefits received by the
firms. Testimony noted that firms may forego taking advantage of tax preferences with onerous reporting standards, possibly to the detriment of
economic development in the state.

In addition to compliance and monitoring costs, it is challenging to determine how to measure whether employment objectives are being met over time.
Some employment changes may not be related to the tax preferences. For example, depending upon the industry, technological change can be a
significant driver of changes in employment. To isolate the impact of a tax preference on employment levels, changes in technology need to be taken into
consideration.

Finally, as with most tax preferences, there is also lack of transparency on how the preferential benefits should be established. Although making all
discussions between the state and the industry public is not practical for a variety of reasons, there is still a public interest in additional transparency in
how the state and industry determine the preferential benefits. The public should be given information about why a particular preferential benefit
structure was chosen. This might include information on costs and competitive pressures faced by an industry, or the influence of competing preferential
benefits offered by other states. Given the amounts involved in the aerospace preferences, all of these issues deserve careful consideration by the
Legislature. It would be helpful to examine how other states are structuring preferences and performance metrics to achieve public policy objectives.

In addition to Commission comments, one minority report was submitted

Commissioner Bueing voted in opposition to the comment adopted by the Commission and after the meeting provided the following minority report:

Minority Comment: The Legislature should avoid establishing specific economic development metrics to measure progress towards public policy
objectives and ensure that reporting mechanisms are targeted and reasonable. The Legislature should revise its definition of “tax preferences” to avoid
labeling anomalies under a gross receipts tax as preferences.

Minority Rationale: In an ever evolving marketplace, technological change, market forces and economic trends make it virtually impossible to establish
specific economic development metrics. The same specific economic metric cannot reasonably be used to measure the effectiveness of job creation in a
growing economy as is used in a recessionary economy. Yet it is impossible for the Legislature to accurately measure the future course of the economy.
Instead, rigorous economic analysis is necessary to reasonably and accurately measure the benefit of an incentive. Simplistic, specific economic metrics
make the process of measuring progress much easier, but at the expense of creating any useful analysis.

Rigorous economic analysis is also necessary to reasonably and accurately measure the cost of an incentive. Quantification of the costs associated with a
“tax preference” is extremely difficult when a reasoned observer must necessarily take into account the potential for relocation of activities. It is also
necessary to look at the specific effect of gross receipts tax on a particular industry to accurately measure whether a rate differential is actually a preference
or is instead recognition of the unique effects of the Washington B&O tax within a particular industry.
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Summary of Audit Reviews Including JLARC Addenda and Citizen Commission Comments

Summary of 2014 Tax Preference Performance Reviews
Accordingly, the Legislature should also reconsider and revise its definition of “tax preferences” to recognize the complex realities associated with the
Washington B&O tax and allow for accurate analysis of not only the benefit, but also the cost of an incentive.

For example, in the case of manufacturers in the aerospace industry, the Washington B&O tax is an unapportioned tax levied on 100% of the gross
receipts from the sale of such manufactured products even though the aerospace products are sold throughout the world. The clear trend in state taxation
for the last 30 or more years has been a move to marketplace apportionment. Washington sources virtually all business activity to the place where the
product or service is delivered except for manufacturing.

It is no wonder that a highly desirable industry, such as the aerospace industry, that provides significant above average wage jobs would seek relief from an
unapportioned gross receipts tax. Instead of relying on a simplistic, overly broad and fictitious definition of “tax preference” the Legislature should direct
JLARC to analyze whether deductions, exemptions, deferrals and rate differentials are actually tax preferences or simply necessary adjustments within the
context of a gross receipts tax in order to equalize tax burdens between disparate industries and activities.
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Summary of Audit Reviews Including JLARC Addenda and Citizen Commission Comments

Summary of 2014 Tax Preference Performance Reviews

What the Preference Does

Public Policy Objective

Est. Beneficiary

Legislative Auditor

Savings Recommendation
Aerospace Product Development (B&O Tax) RCW 82.04.290(3) Detail begins on page 32

Provides a preferential B&O tax
rate of 0.9 percent to businesses that
research, design, or engineer
aerospace products for commercial
airplanes for others to manufacture.

The Legislature stated the public policy objectives:

e To encourage the continued presence of the
aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

$6.5 million in
the 2015-17
Biennium.

Review and clarify: Because providing
additional detail in the tax preference
performance statement such as a
measure of the desired increase in jobs
would facilitate future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing - Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

n Aerospace Product Development Expenditures B&O Tax Credit

Aerospace Product Development Expenditures (B&O Tax)

RCW 82.04.4461

Detail begins on page 32

Provides a B&O tax credit equal to
1.5 percent of qualifying
expenditures for businesses that
develop aerospace products.
Qualifying expenditures include
wages and benefits, supplies, and
computer expenses, but not capital
costs and overhead.

The Legislature stated the public policy objectives:
e To encourage the continued presence of the
aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

$197.9 million in
the 2015-17
Biennium.

Review and clarify: Because providing
additional detail in the tax preference
performance statement such as a
measure of the desired increase in jobs
would facilitate future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

JLARC Report: 14-2: 2014 Tax Preference Performance Reviews
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What the Preference Does

Summary of 2014 Tax Preference Performance Reviews

Public Policy Objective

Est. Beneficiary
Savings

Legislative Auditor
Recommendation

Aerospace Product Development Computer Expenditures Sales and Use Tax Exemptions

Aerospace Product Development Computer Expenditures (Sales and Use Tax)

RCWs

82.08.975;82.12.975

Detail begins on page 32

Provides sales and use tax
exemptions for sales of computer
hardware, computer peripherals,
and software used primarily in
developing, designing, and
engineering aerospace products and
providing aerospace services.

The Legislature stated the public policy objectives:

e To encourage the continued presence of the
aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

$13.6 million in
the 2015-17
Biennium.

Review and clarify: Because
providing additional detail in the tax
preference performance statement
such as a measure of the desired
increase in jobs would facilitate
future reviews of these preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Aerospace B&O Tax Credit for Property/Leasehold Excise Taxes Paid and Superefficient Airplane Facility Leasehold
Excise Tax/Property Tax Exemptions

Commercial Airplane Manufacturing — Credit for Taxes Paid (B&O Tax)

RCW 82.04.4463

Detail begins on page 32

Provides a B&O tax credit for
property taxes or leasehold excise
taxes paid on property used
exclusively in manufacturing
aerospace products or at aviation
repair stations. The credit applies to
new buildings, the land on which
the buildings are located, and on the
increase in assessed value from
renovations and expansions. The
credit is also available for property
taxes paid on certain personal

property.

The Legislature stated the public policy objectives:

e To encourage the continued presence of the
aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

$31.6 million in
the 2015-17
Biennium.

Review and clarify: Because
providing additional detail in the tax
preference performance statement
such as a measure of the desired
increase in jobs would facilitate future
reviews of these preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.
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Summary of 2014 Tax Preference Performance Reviews

What the Preference Does Public Policy Objective Est. Ben.eflaary Legislative Aud'ltor
Savings Recommendation
Superefficient Airplane Production Facilities (Leasehold Excise Tax) RCW 82.29A.137 Detail begins on page 32

Provides a leasehold excise tax
exemption to the manufacturer of a
“superefficient airplane” (Boeing
787) for a facility located on port

property.

The Legislature stated the public policy objectives:

e To encourage the continued presence of the
aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

$0 million in the
2015-17 Biennium.
Boeing located the
787 facility on
private property
instead of port
property.

Review and clarify: Because
providing additional detail in the tax
preference performance statement
such as a measure of the desired
increase in jobs would facilitate
future reviews of these preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Superefficient Airplane Production Facilities (Property Tax)

RCW 84.36.655

Detail begins on page 32

Provides a property tax exemption
for all personal property such as
equipment and computers to the
manufacturer of a “superefficient
airplane” (Boeing 787) at a facility
located on port property.

The Legislature stated the public policy objectives:

e To encourage the continued presence of the
aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

$0 million in the

2015-17 Biennium.

Boeing located the
787 facility on
private property
instead of port
property.

Review and clarify: Because
providing additional detail in the tax
preference performance statement
such as a measure of the desired
increase in jobs would facilitate
future reviews of these preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing - Preferential Rate (B&O Tax) above.
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What the Preference Does

Summary of 2014 Tax Preference Performance Reviews

Public Policy Objective

Est. Beneficiary

Savings

Legislative Auditor
Recommendation

H Commercial Airplane Production Facilities Sales and Use Tax Exemptions

Commercial Airplane Production Facilities (Sales and Use Tax)

RCWs 82.08.980; 82.12.980

Detail begins on page 32

Provides an exemption from sales
and use taxes on labor, services, and
materials to construct new buildings
used exclusively for manufacturing
superefficient airplanes.

Contingent on the siting of the 777X,
the exemption is expanded to new
buildings for manufacturing any
commercial airplane, the wings, or
the fuselage.

The Legislature stated the public policy objectives:

e To encourage the continued presence of the
aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry compared
to locations in other states; and

e To provide jobs with good wages and benefits.

$0 million in the
2015-17
Biennium.

If the
contingency is
met, beneficiary
savings are
estimated at
$12.7 million in
the 2015-17
Biennium.

Review and clarify: Because providing
additional detail in the tax preference
performance statement such as a
measure of the desired increase in jobs
would facilitate future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing - Preferential Rate (B&O Tax) above.

Other Aerospace

Certified Aircraft Repair Firms (B&O Tax)

RCW 82.04.250(3)

Detail begins on page 65

Provides a preferential tax rate of
0.2904 percent to federally certified
aviation repair stations.

The Legislature stated the public policy objectives:

e To encourage the continued presence of suppliers
and vendors that support the Washington
aerospace industry;

e To reduce the cost of doing business in
Washington for aerospace suppliers and vendors;
and

e To provide jobs with good wages and benefits for
aerospace suppliers and vendors.

$1.3 million in
the 2015-17
Biennium.

Review and clarify: Because providing
additional detail in the tax preference
performance statement such as a
measure of the desired number of jobs
would facilitate future reviews of the
preference.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.
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Summary of Audit Reviews Including JLARC Addenda and Citizen Commission Comments

Summary of 2014 Tax Preference Performance Reviews

Est. Beneficiary

Legislative Auditor

by an out-of-state manufacturer if
they are sold to a Washington
manufacturer of a commercial
airplane.

this exemption:

e To encourage the continued presence of suppliers
and vendors that support the Washington

aerospace industry;

e To reduce the cost of doing business in
Washington for aerospace suppliers and vendors;

and

e To provide jobs with good wages and benefits for

aerospace suppliers and vendors

beneficiaries are
not required to
report amount
of exemption
claimed.

What the Preference Does Public Policy Objective . .
Savings Recommendation
Commercial Airplane Part Place of Sale (B&O Tax) RCW 82.04.627 Detail begins on page 75
Provides a B&O tax exemption for The Legislature stated the public policy objectives in | Unknown Review and clarify: Because it seems
sales of certain airplane parts made a larger package of aerospace preferences containing | because to run counter to the Legislature’s

stated policy objective of reducing the
cost of doing business in Washington
compared to locations in other states.

In addition, the Legislature may want
to consider adding reporting or other
accountability requirements that
would provide better information on
out-of-state manufacturers’ use of this
preference.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Aircraft Part Prototypes (Sales and Use Tax)

RCWs 82.08.02566; 82.1

2.02566

Detail begins on page 83

Provides sales and use tax
exemptions for sales of materials
incorporated into a prototype for
aircraft parts, auxiliary equipment, or
modifications.

The Legislature stated the public policy objectives:

e To encourage, develop, and expand opportunities
for family wage employment in manufacturing

industries;

¢ To solidify and enhance the state’s competitive

position.

$0 million in the
2015-17
Biennium

No taxpayers are
claiming the
preference.

Terminate: Because the tax
preferences are not being used and
have not contributed to the stated
public policy objectives.

Commission: Endorse without comment
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Summary of Audit Reviews Including JLARC Addenda and Citizen Commission Comments

Summary of 2014 Tax Preference Performance Reviews

Public Policy Objective ESt'ge“_ef'C'ary
avings

Fresh Food Processing Preferences

What the Preference Does

Dairy Product Processors—Deduction (B&O Tax) and
Dairy Product Ingredient Sales - Deduction (B&O Tax)

RCW 82.04.4268

Legislative Auditor
Recommendation

Detail begins on page 89

Provides a B&O tax deduction to

dairy product processors for:

e Manufacturing activities for
certain dairy products;

o Sales of dairy products (wholesale
or retail) by the processor to
purchasers that receive the
products in-state and transport
them outside the state; and

e Wholesale sales of dairy products
by the processor for use as an
ingredient to manufacture dairy
products.

Expires July 1, 2015.

The Legislature did not explicitly state a public
policy objective for this preference in 2006 when it
enacted the preference or when it extended it in
2012. JLARC staff infer the public policy objective
was related to jobs.

In 2013 when the preference was expanded to
wholesale dairy product sales for use as an ingredient
in manufacturing dairy products, the Legislature
specifically stated it intended to provide incentives to
create additional jobs in Washington’s dairy industry
and related dairy-based product manufacturing
industry, and specifically to encourage infant
formula producers to locate new facilities or expand
existing ones in the state.

Additionally, the Legislature noted that the actual
fiscal impact of the expanded deduction should
substantially conform with the fiscal note estimate.

$8.9 million in
the 2013-15
Biennium.

Review and clarify: Because the
Legislature indicated extension of the
expiration date was directly related to
jobs but has not yet identified job-
related performance metrics, the
Legislature should: 1) identify
performance targets and metrics for
the number and quality of jobs in the
dairy processing industry; and 2)
establish criteria for when to transition
from the deduction to the preferential
rate.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these preferences. Although the preference appears to
be meeting its public policy objective, the dairy industry is subject to technological change that reduces the need for labor. Therefore, the Legislature
should not limit its review to the number of jobs created, but should also consider other factors such as locational choice.
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What the Preference Does

Summary of 2014 Tax Preference Performance Reviews

Est. Beneficiary
Savings

Public Policy Objective

Legislative Auditor
Recommendation

Dairy Product Processors — Preferential Rate (B&O Tax) and

Dairy Product Ingredient Sales - Preferential Rate (B&O Tax)

RCW 82.04.260(1)(c)

Detail begins on page 89

Effective July 1, 2015, provides a
preferential B&O tax rate (0.138
percent) to dairy processors for:

e Manufacturing activities for
certain dairy products;

o Sales of dairy products (wholesale
or retail) by the processor to
purchasers that receive the
products in-state and transport
them outside the state; or

e Wholesale sales of dairy products
by the processor for use as an
ingredient to manufacture dairy
products.

The wholesale sales for use as an

ingredient portion of the preference

expires July 1, 2023.

When the Legislature first enacted a preferential B&O tax
rate for dairy processors prior to establishing an
exemption, the stated public policy objective was to
provide a tax rate consistent with the rate provided to
other fresh food processors.

In 2013 when the preference was expanded to wholesale
dairy product sales for use as an ingredient in
manufacturing dairy products, the Legislature specifically
stated it intended to provide incentives to create
additional jobs in Washington’s dairy industry and
related dairy-based product manufacturing industry, and
specifically to encourage infant formula producers to
locate new facilities or expand existing ones in the state.
Additionally, the Legislature noted that the actual fiscal
impact of the expanded deduction should substantially
conform with the fiscal note estimate.

$9.1 million in
the 2015-17
Biennium.

Review and clarify: To clarify,
before the preference takes effect,
whether the Legislature intends
there to be parity among all the
different food processor
manufacturing and sales activities.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these preferences. Although the preference appears to

be meeting its public policy objective, the dairy industry is subject to technological change that reduces the need for labor. Therefore, the Legislature
should not limit its review to the number of jobs created, but should also consider other factors such as locational choice.
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Summary of 2014 Tax Preference Performance Reviews

What the Preference Does Public Policy Objective Est.gae‘zzgzlary Legislative Auditor Recommendation
Fruit and Vegetable Processors — Exemption (B&O Tax) RCW 82.04.4266 Detail begins on page 107
Provides a B&O tax exemption to fruit The Legislature did not explicitly state a | $39.3 million in Review and clarify: Because the Legislature
and vegetable processors for: public policy objective for this the 2013-15 indicated extension of the expiration date
e Manufacturing activities for fresh fruit preference in 2005 when it first enacted | Biennium. was directly related to jobs but has not yet
and vegetable products, or the preference or when it extended it in identified job-related performance metrics,
e Wholesale sales of fruit or vegetable 2012. JLARC staff infer the public the Legislature should: 1) identify
products by the processor to purchasers policy objective was related to jobs. performance targ.ets an'd mettrics for t'he
that receive the products in-state and number and quality of jobs in the fruit and
transport them outside the state. vegetable processing industry; and 2)
establish criteria for when to transition
from the deduction to the preferential rate.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these preferences. Although the preference appears to
be meeting its public policy objective, the fruit and vegetable industry is subject to technological change that reduces the need for labor. Therefore, the
Legislature should not limit its review to the number of jobs created, but should also consider other factors such as locational choice.

Fruit and Vegetable Processors — Preferential Rate (B&O Tax) RCW 82.04.260(1)(d) Detail begins on page 107
Effective July 1, 2015, provides a The Legislature did not explicitly statea | $30.8 million in Review and clarify: To clarify, before the
preferential B&O tax rate (0.138 percent) | public policy objective for this the 2015-17 preference takes effect, whether the
to fruit and vegetable processors for: preference. JLARC staff infer the policy | Biennium. Legislature intends there to be parity
e Manufacturing activities for fresh fruit | objective is to treat fruit and vegetable among all the different food processor

and vegetable products, or processors consistently with other fresh manufacturing and sales activities.

e Wholesale sales of fruit or vegetable food processors.

products by the processor to purchasers
that receive the products in-state and
transport them outside the state.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these preferences. Although the preference appears to
be meeting its public policy objective, the fruit and vegetable industry is subject to technological change that reduces the need for labor. Therefore, the
Legislature should not limit its review to the number of jobs created, but should also consider other factors such as locational choice.
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Summary of 2014 Tax Preference Performance Reviews

Est. Beneficiary

What the Preference Does Public Policy Objective Savings Legislative Auditor Recommendation
Seafood Product Processors and Certain Sellers — Exemption (B&O Tax) RCW 82.04.4269 Detail begins on page 127
Provides a B&O tax exemption to the The Legislature did not explicitly statea | $4.4 million in the | Review and clarify: Because the Legislature
seafood industry for: public policy objective for this 2013-15 Biennium. | indicated extension of the expiration date
e Manufacturing activities for certain preference. JLARC staff infer that the was directly related to jobs but has not yet

seafood products; or policy objective was related to jobs. identified job-related performance metrics,

the Legislature should: 1) identify
performance targets and metrics for the
number and quality of jobs in the seafood
processing industry; and 2) establish criteria
for when to transition from the deduction
to the preferential rate.

e Sales of certain seafood products (retail
or wholesale) to purchasers that receive
the products in-state and transport
them outside the state.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these preferences. Although the preference appears to
be meeting its public policy objective, the seafood product industry is subject to technological change that reduces the need for labor. Therefore, the
Legislature should not limit its review to the number of jobs created, but should also consider other factors such as locational choice.

Seafood Product Processors and Certain Sellers — Preferential Rate (B&O Tax) RCW 82.04.260(1)(b) Detail begins on page 127
Effective July 1, 2015, provides a The Legislature did not explicitly statea | $3.5 million in the | Review and clarify: To clarify, before the
preferential B&O tax rate (0.138 percent) | public policy objective for this 2015-17 Biennium. | preference takes effect, whether the
to the seafood industry for: preference. JLARC staff infer the policy Legislature intends there to be parity among
e Manufacturing activities for certain objective is to treat seafood processors all the different food processor

seafood products; or consistently with other fresh food manufacturing and sales activities.
e Sales of certain seafood products (retail | PTOCESSOIS.

or wholesale) to purchasers that receive

the products in-state and transport

them outside the state.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these preferences. Although the preference appears to
be meeting its public policy objective, the seafood product industry is subject to technological change that reduces the need for labor. Therefore, the
Legislature should not limit its review to the number of jobs created, but should also consider other factors such as locational choice.
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Summary of Audit Reviews Including JLARC Addenda and Citizen Commission Comments

What the Preference Does

Miscellaneous Preferences
Electric Power Exported or Resold (Public Utility Tax) and

Summary of 2014 Tax Preference Performance Reviews

Public Policy Objective Est.:en.eflqary
avings

RCWs 82.16.050(11) 82.04.310(2)

Electricity Sales for Resale (B&O Tax)

Legislative Auditor
Recommendation

Detail begins on page 145

These two preferences provide: | The Legislature did not state the public policy objectives for
Public utility tax deductions | the public utility tax (PUT) deductions to L&P businesses
for four types of electricity sales | for four types of electricity sales or the B&O tax exemptions
made by light and power (L&P) | for non-L&P businesses for two types of electricity sales.

businesses: JLARC staff infer the public policy objectives were
e Direct (to end user) sales PUT deductions:
delivered out-of-state; o Direct sales delivered out-of-state - to ensure the state
e Wholesale sales between complied with federal limitations on taxing goods in
L&P businesses delivered interstate commerce.
in-state; e In-state wholesale sales between L&P businesses — to
e Wholesale sales to non-L&P ensure the PUT did not pyramid, while facilitating
businesses delivered in- transfers of electricity between L&P companies to help
state; and meet customer demand.
e Wholesale sales delivered e In-state wholesale sales to non-L&P companies - to
out-of-state. provide consistent PUT treatment for wholesale sales
B&O tax exemptions for non- by L&P companies regardless of the purchaser.
L&P businesses for wholesale e Out-of-state wholesale sales - to provide consistent tax
electricity sales delivered in- treatment with wholesale sales delivered in-state to
state and out-of-state. comply with federal requirements.
B&O tax exemptions:

e In-state sales - to provide similar tax treatment to
wholesale electricity sales by non-L&P businesses as to
L&P businesses, and to keep electricity marketers from
moving outside the state; and

e  Out-of-state wholesale sales — to provide consistent tax
treatment for wholesale electricity delivered in-state
and out-of-state to comply with federal requirements.

PUT deductions:
$111.9 million in the
2015-17 Biennium
B&O tax
exemptions:

Cannot be reliably
estimated

PUT deductions:

Continue: Because the
preference is achieving the
inferred public policy objectives.

B&O tax exemptions:

Review and clarify: Because:

1) the Legislature may want to
consider adding reporting or
other accountability
requirements to provide better
information on use of the
preference; 2) it is unclear
whether the preference is still
needed to keep electricity
marketers from moving out-of-
state due to 2010 changes in how
service businesses calculate their
taxable income; and 3) it is
unclear whether the Legislature
intended the preference to apply
to commission or fee income
from electricity brokering.

Commission: Endorse without comment.
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Summary of 2014 Tax Preference Performance Reviews

Est. Beneficiary

What the Preference Does Public Policy Objective Savings Legislative Auditor Recommendation
International Investment Management (B&O Tax) RCW 82.04.290(1) Detail begins on page 163
Provides a preferential B&O The Legislature did not state the public policy $26.6 million in the | Review and clarify: To determine if the
tax rate (0.275 percent) to objective for this preference. JLARC staff infer the | 2015-17 Biennium. | preference is still necessary, since
businesses conducting preferential B&O tax rate has two public policy Washington’s 2010 adoption of an
international investment objectives: economic nexus and apportionment
management services. 1) To reduce a perceived competitive standard has reduced the competitive

disadvantage for IIMS businesses located in disadvantage for international investment
Washington; and management businesses located in-state as

2) To attract new international trade and finance compared to those located out-of-state.

business to the state. If the Legislature determines it wants to
maintain this tax preference, then the
Legislature should consider clarifying the
law to identify which businesses qualify
for the preference and what income is
subject to the preferential rate.

JLARC Addendum: The Committee recommends continuation of the IIMS tax rate. Further, because we believe this review is premature, we
recommend completion of the Department of Revenue’s regulatory process that is underway prior to any further review.

Commission Comment: The Commission endorses the Legislative Auditor recommendation for this preference. The Legislature in its review of this
preference should take into consideration the Department of Revenue’s findings from its review of approximately 70 refund requests, which will take
some time to complete. In addition, the Legislature should consider the financial and competitive impact this preference has on beneficiaries resulting
from the typical business structure involving use of multiple affiliates in the international investment management services business.

Rationale: The Department of Revenue issued an Excise Tax Advisory on International Management Services on February 28, 2014, which clarifies the
Department’s position on eligibility and what income is taxable. The Department is currently reviewing approximately 70 refund requests and has
completed one-third of these reviews. It will take additional time to complete the remaining reviews and determine the viability of these refunds under
existing rules. The conclusions reached by the Legislative Auditor based on the existence of these refunds and the timing of the economic nexus and
single sales factor apportionment standards are premature given the status of the current refund request reviews. While the Excise Tax Advisory
addresses many of the issues revolving around who is eligible for the preferential rate and the Department of Revenue has a position on what income is
taxable, not all taxpayers agree.

The Commission received testimony from a beneficiary that described how the B&O tax, which applies both to inter-affiliate transactions as well as to the
gross receipts of the parent company, poses an undue tax burden compared to taxation methodologies in other states. This burden arguably could be
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reduced by merging affiliates; however, the affiliate business structure is a standard feature of businesses involved in international investment
management services that is generally required by state and federal securities regulations. In states that tax income rather than receipts, the income of the
parent is typically taxed, not the income of each individual affiliate. This issue arises from the structure of the B&O tax and is not unique to the
international investment management services business. However, the B&O tax structure frequently results in a larger B&O tax burden for international
investment services businesses located in Washington than for such businesses located outside of Washington.

Summary of 2014 Tax Preference Performance Reviews

What the Preference Does Public Policy Objective Est. : er!ef|C|ary Legislative Aud-ltor
avings Recommendation
Sales Subject to Public Utility Tax (Sales Tax) and . .
Electricity and Steam (Sales and Use Tax) RCWs 82.08.0252, 82.08.950, 82.12.950 Detail begins on page 173
Two tax preferences provide: The Legislature did not state the public policy $1.85 billion in the Continue: Because the preferences are
e A sales tax exemption for any objective for this preference. JLARC staff infer: 2015-17 Biennium. meeting the inferred public policy
income from activities e The public policy objective for the sales tax objectives of avoiding double taxation
specifically taxed under public exemption was to avoid double taxation by and ensuring Washington tax statutes
utility tax (applies to electricity, ensuring that sales or distribution of items conform with the National
water, and natural or defined as “tangible personal property” that are Streamlined Sales and Use Tax
manufactured gas); and taxed under public utility tax are not also Agreement.
e A more narrow sales and use subject to sales tax.
tax exemption for sales of ¢ The public policy objective for the more narrow
steam, electricity, or electrical sales and use tax preference was to ensure
energy. Washington tax law conformed with National

Streamlined Sales and Use Tax Agreement.

Commission: Endorse without comment.

24 JLARC Report: 14-2: 2014 Tax Preference Performance Reviews


http://apps.leg.wa.gov/RCW/default.aspx?cite=82.08.0252
http://apps.leg.wa.gov/RCW/default.aspx?cite=82.08.950
http://apps.leg.wa.gov/RCW/default.aspx?cite=82.12.950

AEROSPACE INDUSTRY TAX PREFERENCES (B&O, SALES
AND USE, PROPERTY, AND LEASEHOLD EXCISE TAXES)

Report Summary

Aerospace Industry Preferences

.\ Commercial Airplane Products and Services B&O Tax Preferential Rates

Commercial Airplane Manufacturing - Preferential Rate (B&O Tax)

Provides a preferential The Legislature stated the public policy $238.5 Review and clarify:
B&O tax rate of 0.2904 objectives: million in the | Because providing
percent to manufacturers | o To encourage the continued presence 2015-17 additional detail in the
and processors for hire of of the aerospace industry in Biennium. tax preference
commercial airplanes and Washington; performance statement

such as a measure of
the desired increase in
jobs would facilitate
future reviews of these
preferences.

their components and to
manufacturers of tooling
specifically designed for
use in manufacturing
aerospace products.

e To reduce the cost of doing business in
Washington for the aerospace industry
compared to locations in other states;
and

e To provide jobs with good wages and
benefits.

JLARC Addendum: The Committee recommends that the Legislature add language to the aerospace preferences
that includes: a) a requirement for five year review as to whether the preference is costing the State more revenue
than the incentive generates in revenues from the intended encouraged economic activity; b) a tax incentive
statement of intent with measurable goals of job creation or maintenance; and, c) a requirement that businesses
claiming a tax preference with the intent to create jobs must certify with the Department of Revenue the number
of jobs created from the use of the tax preference, based on measurable employment or other criteria stated in the
intent. This will not create onerous new reporting requirements, as employment levels, wages and hours are
reported to the State.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these
preferences. The Legislature should establish specific economic development metrics and reporting mechanisms
that facilitate determination of whether the intended public policy objectives are being met.

Rationale: The competition for Washington’s aerospace firms is intense. Given this intensity, and the state’s
need to maintain its job base following the Great Recession, these preferences mitigated some near- and medium-
term risk for Washington’s economy. However, testimony indicated that these preferences suffer from some
significant long-run “moral hazard” problems. Moral hazard problems occur when the recipient of an economic
benefit is incented to behave in a way inconsistent with the welfare of those granting the benefit. For example,
this is common with deposit insurance. Evidence suggests that deposit insurance (an insurance benefit) in the
absence of bank examinations (i.e. prudential supervision) encourages banks to take excessive risk since bank
owners and depositors are, to varying degrees, insulated from the bank’s lending decisions. In effect, without
bank examinations, risk is shifted to agents such as the bank’s employees, creditors, and ultimately taxpayers.

In the case of the aerospace industry, the lack of verifiable metrics that measure the extent to which the public

policy objectives of the tax preference are being met may encourage firms to move employment out of state to
gain the benefit of more favorable labor costs, while still benefiting from the tax preferences. However, the
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establishment of verifiable metrics will need to balance compliance and monitoring costs with the benefits
received by the firms. Testimony noted that firms may forego taking advantage of tax preferences with onerous
reporting standards, possibly to the detriment of economic development in the state.

In addition to compliance and monitoring costs, it is challenging to determine how to measure whether
employment objectives are being met over time. Some employment changes may not be related to the tax
preferences. For example, depending upon the industry, technological change can be a significant driver of
changes in employment. To isolate the impact of a tax preference on employment levels, changes in technology
need to be taken into consideration.

Finally, as with most tax preferences, there is also lack of transparency on how the preferential benefits should be
established. Although making all discussions between the state and the industry public is not practical for a
variety of reasons, there is still a public interest in additional transparency in how the state and industry
determine the preferential benefits. The public should be given information about why a particular preferential
benefit structure was chosen. This might include information on costs and competitive pressures faced by an
industry, or the influence of competing preferential benefits offered by other states. Given the amounts involved
in the aerospace preferences, all of these issues deserve careful consideration by the Legislature. It would be
helpful to examine how other states are structuring preferences and performance metrics to achieve public policy
objectives.

In addition to Commission comments, one minority report was submitted

Commissioner Bueing voted in opposition to the comment adopted by the Commission and after the meeting
provided the following minority report:

Minority Comment: The Legislature should avoid establishing specific economic development metrics to
measure progress towards public policy objectives and ensure that reporting mechanisms are targeted and
reasonable. The Legislature should revise its definition of “tax preferences” to avoid labeling anomalies under a
gross receipts tax as preferences.

Minority Rationale: In an ever evolving marketplace, technological change, market forces and economic trends
make it virtually impossible to establish specific economic development metrics. The same specific economic
metric cannot reasonably be used to measure the effectiveness of job creation in a growing economy as is used in
a recessionary economy. Yet it is impossible for the Legislature to accurately measure the future course of the
economy. Instead, rigorous economic analysis is necessary to reasonably and accurately measure the benefit of an
incentive. Simplistic, specific economic metrics make the process of measuring progress much easier, but at the
expense of creating any useful analysis.

Rigorous economic analysis is also necessary to reasonably and accurately measure the cost of an incentive.
Quantification of the costs associated with a “tax preference” is extremely difficult when a reasoned observer must
necessarily take into account the potential for relocation of activities. It is also necessary to look at the specific
effect of gross receipts tax on a particular industry to accurately measure whether a rate differential is actually a
preference or is instead recognition of the unique effects of the Washington B&O tax within a particular industry.

Accordingly, the Legislature should also reconsider and revise its definition of “tax preferences” to recognize the
complex realities associated with the Washington B&O tax and allow for accurate analysis of not only the benefit,
but also the cost of an incentive.

For example, in the case of manufacturers in the aerospace industry, the Washington B&O tax is an
unapportioned tax levied on 100% of the gross receipts from the sale of such manufactured products even though
the aerospace products are sold throughout the world. The clear trend in state taxation for the last 30 or more
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years has been a move to marketplace apportionment. Washington sources virtually all business activity to the
place where the product or service is delivered except for manufacturing.

It is no wonder that a highly desirable industry, such as the aerospace industry, that provides significant above
average wage jobs would seek relief from an unapportioned gross receipts tax. Instead of relying on a simplistic,
overly broad and fictitious definition of “tax preference” the Legislature should direct JLARC to analyze whether
deductions, exemptions, deferrals and rate differentials are actually tax preferences or simply necessary
adjustments within the context of a gross receipts tax in order to equalize tax burdens between disparate
industries and activities.
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Aerospace Product Development (B&O Tax)

Provides a preferential
B&O tax rate of 0.9
percent to businesses that
research, design, or
engineer aerospace
products for commercial
airplanes for others to
manufacture.

The Legislature stated the public policy

objectives:

e To encourage the continued presence
of the aerospace industry in
Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry
compared to locations in other states;
and

e To provide jobs with good wages and
benefits.

$6.5 million
in the 2015-
17 Biennium.

Review and clarify:
Because providing
additional detail in the
tax preference
performance statement
such as a measure of
the desired increase in
jobs would facilitate
future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing - Preferential Rate (B&O Tax) above.

n Aerospace Product Development Expenditures B&O Tax Credit

Aerospace Product Development Expenditures (B&O Tax)

Provides a B&O tax credit
equal to 1.5 percent of
qualifying expenditures
for businesses that
develop aerospace
products. Qualifying
expenditures include
wages and benefits,
supplies, and computer
expenses, but not capital
costs and overhead.

The Legislature stated the public policy
objectives:

e To encourage the continued presence
of the aerospace industry in
Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry
compared to locations in other states;
and

e To provide jobs with good wages and
benefits.

$197.9
million in the
2015-17
Biennium.

Review and clarify:
Because providing
additional detail in the
tax preference
performance statement
such as a measure of
the desired increase in
jobs would facilitate
future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.
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Exemptions

Aerospace Product Development Computer Expenditures Sales and Use Tax

Aerospace Product Development Computer Expenditures (Sales and Use Tax)

Provides sales and use tax
exemptions for sales of
computer hardware, computer
peripherals, and software used
primarily in developing,
designing, and engineering
aerospace products and
providing aerospace services.

The Legislature stated the public

policy objectives:

e To encourage the continued
presence of the aerospace
industry in Washington;

¢ To reduce the cost of doing
business in Washington for the
aerospace industry compared to
locations in other states; and

e To provide jobs with good wages
and benefits.

$13.6 million
in the 2015-17
Biennium.

Review and clarity:
Because providing
additional detail in the
tax preference
performance
statement such as a
measure of the desired
increase in jobs would
facilitate future
reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing - Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Aerospace B&O Tax Credit for Property/Leasehold Excise Taxes Paid and
Superefficient Airplane Facility Leasehold Excise Tax/Property Tax Exemptions

Commercial Airplane Manufacturing — Credit for Taxes Paid (B&O Tax)

Provides a B&O tax credit for
property taxes or leasehold
excise taxes paid on property
used exclusively in
manufacturing aerospace
products or at aviation repair
stations. The credit applies to
new buildings, the land on
which the buildings are
located, and on the increase in
assessed value from
renovations and expansions.
The credit is also available for
property taxes paid on certain
personal property.

The Legislature stated the public

policy objectives:

e To encourage the continued
presence of the aerospace
industry in Washington;

e To reduce the cost of doing
business in Washington for the
aerospace industry compared to
locations in other states; and

e To provide jobs with good wages
and benefits.

$31.6 million
in the 2015-17
Biennium.

Review and clarify:
Because providing
additional detail in the
tax preference
performance
statement such as a
measure of the desired
increase in jobs would
facilitate future
reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.
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Superefficient Airplane Production Facilities (Leasehold Excise Tax)

Provides a leasehold
excise tax exemption to
the manufacturer of a
“superefficient airplane”
(Boeing 787) for a
facility located on port

property.

The Legislature stated the public policy
objectives:

¢ To encourage the continued presence of
the aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry
compared to locations in other states;
and

e To provide jobs with good wages and
benefits.

$0 million in
the 2015-17
Biennium.
Boeing
located the
787 facility on
private
property
instead of

port property.

Review and clarify:
Because providing
additional detail in the
tax preference
performance statement
such as a measure of
the desired increase in
jobs would facilitate
future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Superefficient Airplane Production Facilities (Property Tax)

Provides a property tax
exemption for all
personal property such
as equipment and
computers to the
manufacturer of a
“superefficient airplane”
(Boeing 787) at a facility

located on port property.

The Legislature stated the public policy

objectives:

e To encourage the continued presence of
the aerospace industry in Washington;

e To reduce the cost of doing business in
Washington for the aerospace industry
compared to locations in other states;
and

¢ To provide jobs with good wages and
benefits.

$0 million in
the 2015-17
Biennium.
Boeing
located the
787 facility on
private
property
instead of

port property.

Review and clarify:
Because providing
additional detail in the
tax preference
performance statement
such as a measure of
the desired increase in
jobs would facilitate
future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.
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Sl Commercial Airplane Production Facilities Sales and Use Tax Exemptions

Commercial Airplane Production Facilities (Sales and Use Tax)

Provides an exemption
from sales and use taxes on
labor, services, and
materials to construct new
buildings used exclusively
for manufacturing
superefficient airplanes.
Contingent on the siting of
the 777X, the exemption is
expanded to new buildings
for manufacturing any
commercial airplane, the
wings, or the fuselage.

The Legislature stated the public policy

objectives:

¢ To encourage the continued presence
of the aerospace industry in
Washington;

e To reduce the cost of doing business
in Washington for the aerospace
industry compared to locations in
other states; and

e To provide jobs with good wages and
benefits.

$0 million in
the 2015-17
Biennium.

If the
contingency is
met,
beneficiary
savings are
estimated at
$12.7 million
in the 2015-17
Biennium.

Review and clarify:
Because providing
additional detail in the
tax preference
performance statement
such as a measure of
the desired increase in
jobs would facilitate
future reviews of these
preferences.

JLARC Addendum: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.

Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.
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AEROSPACE INDUSTRY TAX PREFERENCES (B&O, SALES
AND USE, PROPERTY, AND LEASEHOLD EXCISE TAXES)

Introduction

This review covers a package of tax preferences for the aerospace industry. The preferences are
grouped under the following five headings:

A | Commercial Airplane Products and Services B&O Tax Preferential Rates

These are two tax preferences for businesses that manufacture aerospace products or provide
aerospace services.

B | Aerospace Product Development Expenditures B&O Tax Credit

This is one tax preference for businesses that develop aerospace products.

Aerospace Product Development Computer Expenditures Sales and Use Tax

S Exemptions
This is a set of tax preferences for businesses that develop aerospace products or provide
aerospace services.

D Aerospace B&O Tax Credit for Property/Leasehold Excise Taxes Paid and Superefficient

Airplane Facility Leasehold Excise Tax/Property Tax Exemptions

These three tax preferences relate to the location of an aerospace facility. The preferences are
based on whether the facility is on private or public port property.

E | Commercial Airplane Production Facilities Sales and Use Tax Exemptions

This is a set of tax preferences related to construction of a new aerospace manufacturing facility.

The Preferences Share Common Definitions

Statute defines a “commercial airplane” as an airplane certified by the Federal Aviation
Administration for transporting persons or property, and any military derivative of a commercial
airplane. Private airplanes, helicopters, and military fighter aircraft do not qualify for the preferences.
Qualifying components must be federally certified for installation or assembly into a commercial
airplane.

The statute defines a “superefficient airplane” as a twin aisle airplane that uses 15 to 20 percent less
fuel than similar airplanes on the market. The statute also includes specifications that uniquely
describe Boeing’s 787 line of commercial airplanes.

Statute defines “aerospace products” as:

e Commercial airplanes and their components;

e Machinery and equipment designed and used primarily for the maintenance, repair, overhaul,
or refurbishing of commercial airplanes or their components by federally certified aviation
repair stations; and

e Tooling specifically designed for use in manufacturing commercial airplanes or their
components.
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Generally, the preferences that apply to airplane manufacturers also apply to “processors for hire.”
A processor for hire is a business that manufacturers products from materials owned by another
business.

The Preferences Share a Common Expiration Date

Currently the aerospace preferences expire on July 1, 2024. In 2013, the Legislature extended the
expiration dates for the preferences to July 1, 2040, if a new commercial airplane manufacturing
program is sited in Washington by June 30, 2017.

The Preferences Share Common Accountability Reporting

Beneficiaries of the aerospace tax preferences must file an annual report with the Department of
Revenue (DOR) providing information on employment and wages. The annual reports are
disclosable, but the amount of preference taken by an individual taxpayer is confidential.

Additional Aviation Tax Preferences Reviewed in 2014

In addition to the package of aerospace preferences reviewed here, the 2014 tax preference report
also includes separate reviews of other preferences with an aviation connection: sales and use tax
exemptions for aircraft part prototypes; a preferential B&O tax rate for services provided at federally
certified aviation repair stations; and a B&O tax exemption for commercial airplane parts made by
out-of-state manufacturers.

Current Law

A | Commercial Airplane Products and Services B&O Tax Preferential Rates

Current law provides reduced business and occupation (B&O) tax rates for businesses that
manufacture qualifying aerospace products and provide qualifying aerospace services as follows:

® Manufacturers and processors for hire of commercial airplanes and their components, and
manufacturers of tooling specifically designed for use in manufacturing aerospace products
are taxed at the aerospace manufacturing B&O tax rate of 0.2904 percent. When the
manufacturer sells the product either at wholesale or retail in-state, the manufacturer owes
aerospace retailing or wholesaling B&O tax at the same preferential rate of 0.2904 percent.
In general, manufacturers, wholesalers, and retailers of interstate transportation pay B&O
tax at the rate of 0.484 percent.

e Non-manufacturers that research, design, or engineer aerospace products for commercial
airplanes for others to manufacture are taxed at 0.9 percent. Firms providing research,
design, and engineering services for others are generally taxed at the rate of 1.5 percent.
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Exhibit 1 below compares how general industry-wide rates and aerospace preferential rates differ.

Exhibit 1 - General B&O Tax Rates Compared to Preferential Aerospace Rates

Beneficiaries Preferential General General
Rate Classifications Rate

Manufacturing and Selling

Manufact'urer's or processors for hire of 0.2904% Man'ufacturmg,‘ . 0.484%

commercial airplanes and components wholesaling, or retailing

Manufacturers of tooling for use in Manufacturin

manufacturing commercial airplanes 0.2904% ) g,‘ ) 0.484%
wholesaling, or retailing

and components

Providing Services

Researchers, designers, and engineers 0.9% Service and other 1.5%

of aerospace products

Source: JLARC staff analysis of tax law.

B | Aerospace Product Development Expenditures B&O Tax Credit

Current law provides a B&O tax credit equal to 1.5 percent of qualifying expenditures for businesses
that develop aerospace products. Qualifying expenditures include wages and benefits, supplies, and
computer expenses, but not capital costs and overhead, such as expenses for land, structures, or
depreciable property. The credit must be taken in the year in which the qualifying expenditures
occur, except for credits earned before July 1, 2005 which can be carried over and used at a later
date. If the amount of credit exceeds tax liability, the credit cannot be carried over to reduce tax
liability in subsequent years, and cannot be refunded.

Aerospace Product Development Computer Expenditures Sales and Use Tax

< Exemptions

Current law provides sales and use tax exemptions for sales of computer hardware, computer
peripherals, and software used primarily in developing, designing, and engineering aerospace
products and providing aerospace services. Aerospace services are defined in statute as
maintenance, repair, overhaul, or refurbishing of commercial airplanes or their components by
federally certified repair stations. Sales of or charges made for labor and services for installing the
computer hardware, computer peripherals, and software are also exempt.

Aerospace B&O Tax Credit for Property/Leasehold Excise Taxes Paid and Superefficient

2 Airplane Facility Leasehold Excise Tax/Property Tax Exemptions

Under current law, certain property owned or leased by aerospace businesses is eligible for a B&O
tax credit or a leasehold excise tax exemption. In general, all real property and personal property
are subject to property tax unless a specific exemption is provided by law. Private lessees of
government property are subject to the leasehold excise tax in place of the property tax.
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The aerospace business is eligible for the credits or exemptions depending on the type of plane and
the type of property on which the manufacturing facility is located.

1) For any commercial airplane facility located on private property, businesses that are eligible
for the B&O aerospace preferential rate may receive a B&O tax credit for property or
leasehold excise taxes paid on new buildings and the land on which the new buildings are
located, and on the increase in assessed value from renovations and expansions. The credit
is also available for property taxes paid by manufacturers on certain personal property;

2) For a “supereftficient airplane” (Boeing 787) facility located on port property, the
manufacturer may receive:

0 A leasehold excise tax exemption that applies to facilities located on port property;
and

0 A property tax exemption for all personal property, including machinery,
equipment, and computers.

To receive the B&O tax credit, buildings must be used exclusively in manufacturing commercial
airplanes or their components, or tooling specifically designed for use in manufacturing. The credit
may also be claimed for new buildings and land, renovations, and expansion for facilities used for
aerospace product development and for maintenance, repair, overhaul, or refurbishing commercial
airplanes or their components by federally certified aviation repair stations.

The B&O tax credit provided to aerospace businesses applies to manufacturing machinery and
equipment, computer hardware, computer peripherals, and software if these items are exempt from
sales and use taxes. The B&O tax credit for manufacturing machinery and equipment is calculated
based on a firm’s aerospace product income as a percentage of its total manufactured goods income.

The B&O tax credit cannot be claimed until the real and personal property taxes have been paid. If
the credit exceeds B&O tax owed, it may be carried forward one year. Unused credits are not
refundable.

Boeing chose to build its 787 final assembly facility on private property rather than property leased
from a port.

E | Commercial Airplane Production Facilities Sales and Use Tax Exemptions

Current law provides an exemption from sales and use taxes on labor, services, and materials to
construct new buildings used exclusively for manufacturing superefficient airplanes. The
exemption also includes labor and services for installation of fixtures during construction of the new
building. The exemption applies to either a manufacturer of superefficient airplanes or a port
district leasing property to a manufacturer of superefficient airplanes.

Boeing retooled an existing facility at its manufacturing site in Everett, and did not construct a new
facility.
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Legal History

This section of the review provides the legal history for the package of aerospace preferences. The
color markers and letters from the previous section serve as a guide to identify the preferences
involved in any given year.

What this history illustrates is that the Legislature has expanded the beneficiaries of the aerospace
tax preferences over time:

2003

The original package applied to manufacturers or processors for hire of commercial
airplanes and their components and to retailing and wholesaling activities of the
manufacturer.

The Legislature then expanded the pool of beneficiaries to include non-manufacturers that
research, design, or engineer aerospace products for others to manufacture.

The Legislature once again expanded the pool of beneficiaries to include manufacturers that
supplied aerospace tooling and providers of services at federally certified aviation repair
stations.

Legislature Established the Package of Aerospace Tax
Preferences
The original package benefited manufacturers or processors for hire of commercial
airplanes and their components and to retailing and wholesaling activities of the
manufacturer. The Legislature chose a July 1, 2024, expiration date for the package.

A B C D E

The Legislature enacted this package of aerospace preferences contingent on the siting of a
facility for assembling a superefficient airplane in Washington. On December 19, 2003,
Governor Locke signed an agreement with The Boeing Company to build the 7E7 airplane
in Everett, which met the conditions for the preferences to become effective.

Phasing in the B&O Preferences A B C
The Legislature phased in the B&O preferential rate for commercial airplane products and
services as follows:

e On October 1, 2005, the tax rate dropped from 0.484 percent to 0.4235 percent; and
e OnJuly 1, 2007, the tax rate dropped to 0.2904 percent.
With regard to the B&O tax credit for aerospace product development expenditures,
businesses could earn credits beginning December 1, 2003, and could claim those credits

beginning July 1, 2005. After July 1, 2005, credits had to be taken in the calendar year in
which they were accrued.

The sales and use tax exemptions for sales of computer hardware, computer peripherals, and
software became effective December 1, 2003.

Uncertainty over Location for the 7E7 Facility D E

At the time the Legislature was crafting the package of aerospace preferences, Boeing had
identified a number of sites in other states and two sites in Washington as potential locations
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for its 7E7 manufacturing facility. The two options in Washington were 1) the retooling of
an existing Boeing manufacturing plant at Everett, or 2) construction of a new facility on
property owned by the Port of Moses Lake.

The aerospace package adopted by the Legislature included preferences for airplane
manufacturers that covered either of the Washington options:

For a facility located on private property, an airplane manufacturer would receive a B&O tax
credit for property taxes paid;

For a facility located on port property, a manufacturer of superefficient airplanes would
receive both a leasehold excise tax exemption and a personal property tax exemption.

In addition, if the choice was to build a new facility (at the Port of Moses Lake), the
manufacturer of superefficient airplanes would receive sales and use tax exemptions for
material and labor services used in constructing the new building.

Boeing eventually chose to retool an existing facility on private property it owned in Everett,
a location qualifying for the B&O tax credit for property taxes paid. The pair of preferences
associated with the facility being located on port property and the sales and use tax
exemptions associated with building a new facility did not apply to the Everett property.

2005 Narrowing the B&O Tax Credit for Property Taxes Paid D

The Legislature limited the B&O tax credit for property taxes paid to apply only to land and
buildings used “exclusively” for manufacturing airplanes. For property taxes paid on
manufacturing machinery and equipment, the B&O credit applied based on the
“proportion” used for manufacturing airplanes.

2006 Expansion of the B&O Tax Credit for Property Taxes Paid D

The Legislature enacted a bill expanding the B&O tax credit for property taxes paid to
include leasehold excise taxes paid. The B&O tax credit for leasehold excise taxes applied
broadly to all manufacturers of airplanes and their components, not just manufacturers of
superefficient airplanes.

First Expansion of Preferences to Non-Manufacturers B C

The Legislature expanded the pool of beneficiaries for the aerospace product development
expenditures B&O tax credit and the computer expenditure sales and use tax exemptions to
non-manufacturers. The new beneficiaries were non-manufacturers that designed or
engineered aerospace products for commercial airplanes and components that others
manufacture.

2008 Expansion of B&O Preferential Rate to Non-Manufacturers A

As it had in 2006 for two of the other aerospace preferences, the Legislature expanded the
commercial airplane products and services preferential B&O rate to non-manufacturers that
research, design, or engineer aerospace products for commercial airplanes but do not
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2013

manufacture the products themselves. The non-manufacturers received a preferential rate
of 0.9 percent, rather than the regular service rate of 1.5 percent.

Expansion of Preferences to Suppliers A B C D

The Legislature expanded the pool of beneficiaries of these preferences to include
manufacturers that supplied related aerospace products. The Legislature defined these
related products as:

e Tooling specifically designed for use in manufacturing commercial airplanes and
their components; and

e Machinery and equipment designed and used primarily for maintenance, repair,
overhaul, or refurbishing of commercial airplanes or their components by federally
certified aviation repair stations.

Legislature Extends Expiration Date of Aerospace Package A B C D E

The Legislature extended the expiration date for the whole package of aerospace preferences
from July 1, 2024, to July 1, 2040. The extension is contingent on a significant commercial
airplane manufacturing program being sited in Washington by June 30, 2017. A “significant
program” includes the manufacture of a new or variation of an existing airplane, the
fuselage, and the wings. Press releases indicate the legislation was intended to ensure the
777X project will be built in Washington.

The 2013 legislation requires the Department of Revenue to determine whether the
contingency occurs and a project has been sited. As of July 2014, DOR has not made such a
determination, and the new expiration date is not in effect.

Special Provision for the Preferential B&O Rate A

The 2013 bill provides that the preferential B&O rate for manufacturing and selling
commercial airplanes expires on July 1 of the year that any final assembly or wing assembly
of a “significant airplane” is sited outside of Washington. The other preferences in the
aerospace package would continue until the 2040 expiration date.

Special Provision for Airplane Facilities Sales and Use Tax

Exemptions E

In addition, the 2013 bill extended the exemption from sales and use taxes on labor, services,
and materials to construct new buildings to any manufacturer of commercial airplanes, or
their fuselages or wings. A port district, municipal, or other political subdivision could also
construct the facility for the manufacturer and receive the exemptions. The bill did not
specify what kind of commercial airplane qualified for the tax preferences as it had done in
2003 for the superefficient airplanes.
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Other Relevant Background

Events prior to enactment of the 2003 tax preferences had an impact on Washington’s aerospace
industry and its largest employer, the Boeing Company. In 1997, Boeing merged with McDonnell
Douglas and acquired employees in California and Missouri. In September 2001, Boeing moved its
corporate headquarters from Seattle to Chicago. Then, after the terrorist attacks in the same month,
Boeing announced it would lay off up to 30,000 employees due to the resulting decline in airline
travel.

In 2003 and 2013, Boeing announced its intentions to manufacture new lines of commercial
airplanes. Subsequently, in both years, the Legislature passed tax preferences for the aerospace
industry. In 2003, Boeing announced Everett as the location of the 787 assembly facility, and plans
are in place to expand that facility to build the 777X.

Public Policy Objectives

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

The Legislature stated public policy objectives in 2003 when it adopted the original package of tax

preferences for manufacturers and processors for hire of commercial airplanes and components and
again in 2008 when it expanded the tax preferences to suppliers of aerospace-related products:

1) To encourage the continued presence of the aerospace industry in Washington;

2) To reduce the cost of doing business in Washington for the aerospace industry compared to
locations in other states; and

3) To provide jobs with good wages and benefits.

The Legislature stated that the 2008 expansion of the preferences to suppliers recognized that “key
elements of Washington’s aerospace industry cluster were afforded few, if any, of the aerospace tax
incentives enacted in 2003 and 2006” (RCW 82.08.975).

In 2013, with the extension of the aerospace tax incentives to July 1, 2040, the Legislature added to
the previous public policy objectives. The Legislature included a performance statement as required
under ESSB 5882 (2013, 2nd sp. Sess.) and declared its “specific public policy objective is to
maintain and grow Washington’s aerospace industry workforce.”

What evidence exists to show that the tax preferences have contributed to the
achievement of any of these public policy objectives?
Evidence indicates that the original public policy objectives are being achieved. JLARC staff do not

assert whether there is a causal relationship between these outcomes and the package of tax
preferences.

JLARC staff interviewed private and public sector economists familiar with Washington’s aerospace
industry to determine the feasibility of conducting an evidence-based analysis to identify whether
there is a causal relationship between the preferences and the achievement of the public policy
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objectives. The consensus of the economists was that it would be difficult to isolate the influence of
any one factor, such as the aerospace tax preferences, on achieving the public policy objective of
encouraging a continued aerospace presence, and in particular, on Boeing’s decision to locate in
Washington.

The Legislature enacted the 2003 aerospace tax preferences as part of the effort to win the
competition between a number of sites in other states for Boeing’s final assembly facility for the 787
airplane. According to the economists, other factors in location decisions include availability of a
skilled labor force, the need to reduce its costs, and the risks associated with concentrating its
operations in any one state.

In addition, when considering the extent to which the tax preferences influence business decisions,
the amount of the tax preference savings should be considered in relation to gross sales of the
business. Beneficiaries of the tax preferences reported $60 billion in gross sales in 2012 and claimed
$190 million in taxpayer savings. The aerospace tax incentives were 0.3 percent of total beneficiary
sales in 2012.

1) Continued presence of aerospace industry and suppliers supporting the industry

Evidence shows that Washington’s aerospace industry has maintained a continued and a growing
presence in terms of employment. Positive indicators include:

e Aircraft and parts manufacturing employment in Washington in proportion to other states;
and

e Washington’s share of Boeing employment relative to other locations where Boeing
operates.

A way to illustrate aerospace presence in Washington is to measure industry employment
concentration in Washington compared to other states. JLARC staff measured employment
concentration for aircraft and parts manufacturing by using Bureau of Labor Statistics location
quotients. Location quotients compare a state’s share of employment in an industry to the total
national share of employment in that industry. A location quotient of 1.0 means an industry is
equally concentrated in the state as in the nation.

Exhibit 2 below shows five states with the nation’s highest aircraft and parts manufacturing location
quotients from 2001 through 2012 and one state, South Carolina, which has a growing location
quotient and contains Boeing facilities. Washington’s location quotient has grown since 2003 while
location quotients for the other highest states have declined or remained stable. South Carolina’s
location quotient has grown but is still below the national average.
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Exhibit 2 - WA Concentration of Aircraft and Parts Manufacturing Is Growing
Relative to Other States and National Average, 2001-2012
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Source: Bureau of Labor Statistics location quotient calculator.

Another approach to check for a continued aerospace presence is to review change over time in the
share of Boeing employment in Washington compared to other locations where Boeing operates.

Exhibit 3 on the following page illustrates a continued Boeing presence in Washington. The exhibit
shows change in employment share from 1999 through 2013 for three states with the highest share
of Boeing employment: Washington, California, and Missouri, and all other locations combined. As
of December, 2013, Boeing employed 82,000 workers in Washington. Employment percentage is
shown for the year aerospace preferences were enacted in 2003 and 2013.
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Exhibit 3 - WA Share of Boeing Employment Has Grown
Relative to Other Locations Worldwide Where Boeing Operates, 1999-2013
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Source: JLARC staff analysis of data made available by The Boeing Company.

2) Cost of doing business in Washington compared to locations in other states

The tax preferences have reduced the cost of doing aerospace business in Washington. According
to a recent study by the Washington Aerospace Partnership, a non-profit organization including
business and government representatives, the entire package of aerospace preferences enacted in
2003, 2006, and 2008 is estimated to have reduced tax liability by $1.2 billion over a nine-year
period ending in 2012. According to the study, the closest competitor in amount of incentives
offered is South Carolina with aerospace industry preferences totaling an estimated $0.54 billion
over the same time period.

The Aerospace Partnership study did not look at the amount of tax paid by aerospace businesses or
other costs of doing business in competitor states. JLARC staff analysis cannot determine if
Washington’s cost of doing business is the least of the states because of the complexity of
determining variation in all the factors that contribute to costs such as regulation, energy,
transportation, labor, and infrastructure.

3) Jobs with good wages and benefits

This section reviews evidence of whether aerospace beneficiaries offer jobs with “good” wages and
benefits. The exhibits provide information on the number of jobs, average wages, and the extent to
which employees of the aerospace beneficiaries are offered medical and retirement benefits. The
comparisons in the exhibits are made to the manufacturing sector as a whole because the aerospace
industry is contained within the manufacturing sector.

42 JLARC Report: 14-2: 2014 Tax Preference Performance Reviews



Aerospace Industry Tax Preferences

Exhibit 4 below shows that employment grew for both aerospace beneficiaries and the
manufacturing industry as a whole. Average wages are higher for the aerospace beneficiaries as
compared to wages for all manufacturers. Additional data will be needed to determine if the one-
year decrease in beneficiaries” average wages in 2012 indicates a downward trend.

Exhibit 4 — Aerospace Beneficiaries’ and All Manufacturers’
Employment Grew, 2010-2012

Calendar Aerospace Beneficiaries All Manufacturers
Year Employment Average Wage Employment Average Wage
2010 89,728 $89,195 254,853 $64,925
2011 95,100 $94,147 265,669 $68,065
2012 98,186 $91,318 277,366 $69,306

Source: JLARC staff analysis of Employment Security Department employment and wage data, Department of
Revenue Annual Reports, and Bureau of Labor Statistics data. Limitations in the data do not allow comparable
analysis of years 2009 and earlier.

Medical coverage provided by beneficiaries of the tax preferences is similar to coverage provided by
the manufacturing industry as a whole based on two measures: 1) the percent of employees offered
coverage, and 2) the percent of firms offering coverage. While the percentage offering health
insurance is similar, beneficiaries offer retirement coverage to a higher percentage of their
employees using both measures compared to the manufacturing industry. See Exhibit 5 below.

Exhibit 5 - Aerospace Beneficiaries Provide Medical Benefits to a Similar
Percentage of Employees and Retirement Benefits to a Higher Percentage of
Employees Than All Manufacturers, 2012

Beneficiaries All Manufacturers
Medical Benefits
Percent of Employees Offered Health Insurance 96% 97%
Percent of Firms Offering Health Insurance 69% 69%
Retirement Plans
Percent of Employees Offered Retirement Plans 95% 86%
Percent of Firms Offering Retirement Plans 61% 47%

Source: JLARC staff analysis of DOR Annual Reports and ESD 2012 Employee Benefits Survey.
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Exhibit 6 below shows that the percentage of beneficiary employees receiving medical and
retirement coverage has remained about the same (between 93 percent and 96 percent) over a three-
year period, 2010 through 2012. Additional years of data will be needed to determine if the three-
year decline in the percent of firms offering coverage in 2012 indicates a downward trend.

Exhibit 6 - Percentage of Beneficiary Employees Offered
Benefits Over Time Shows Little Change, 2010-2012

2010 2011 2012
Medical Benefits
Percent of Employees Offered Medical Benefits 96% 93% 96%
Percent of Firms Offering Medical Benefits 71% 71% 69%
Retirement Plans
Percent of Employees Offered Retirement Plans 96% 92% 95%
Percent of Firms Offering Retirement Plans 66% 65% 61%

Source: JLARC staff analysis of DOR annual reports and tax returns. Limitations in the data do not allow
comparable analysis of years 2009 and earlier.

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

Evidence shows that the original public policy objectives are being achieved. However, JLARC staff
do not assert whether there is a causal relationship between these outcomes and the tax preferences.
As explained earlier, economists familiar with Washington’s aerospace industry advised JLARC staff
that it would be difficult to isolate the influence of any one factor, such as the aerospace tax
preferences, on aerospace business decisions. Therefore, it is not known if continuation of the tax
preferences will contribute to the public policy objectives.

Beneficiaries
Who are the entities whose state tax liabilities are directly affected by the tax
preference?
The beneficiaries of the package of aerospace preferences are:
e Manufacturers or processor for hire (also manufacturers) of commercial airplanes and their
components;
e Non-manufacturers that research, design, or engineer aerospace products;
e Manufacturers that supply tooling; and

e Providers of services at federally certified aviation repair stations.

A total of 435 firms took one or more of the aerospace industry tax preferences in 2012.
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In terms of which preferences the aerospace businesses are using, Exhibit 7 below shows that 435
firms took the preferential rate available to manufacturers, non-manufacturers that develop
aerospace products, and suppliers of aerospace-related tooling and repair services. Some of the 435
firms also took B&O tax credits: 68 firms took the product development credit, and 17 firms took a
credit for property taxes or leasehold excise taxes paid. The number of beneficiaries of the sales and
use tax exemptions for computers is unknown because taxpayers are not required to report the

amount of sales or use tax savings.

Exhibit 7 - 435 Aerospace Beneficiaries Took the Preferential Tax Rate in 2012,
While Fewer Took B&O Tax Credits

B&O Tax B&O Product B&O Credit
Preferential | Development for Property
Rate Credit Taxes Paid

Manufacturers of commercial airplanes 260 24 17
and components
Non-manufacturers that develop products 92 38 0
Suppliers that manufacturing tooling and 83 6 0
provide repair services
Totals 435 68 17

Source: JLARC staff analysis of Department of Revenue Tax Returns and Annual Reports.

Information is also available on the relative size of the businesses using the aerospace preferences.
Exhibit 8 on the following page shows that in 2012, of the firms claiming the aerospace industry
preferences, 303 reported employees to the Employment Security Department. Of these, 197 firms
employed 50 workers or fewer, and 106 firms employed more than 50 workers.
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Exhibit 8 - Number of Aerospace Firms With 50 or Fewer Employees
Exceeds Number of Firms With Greater Than 50 Employees, 2012
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Source: JLARC staff analysis of DOR tax returns and Employment Security Department employment
data. Firms not reporting employees may include sole proprietorships or partnerships without
employees, or out-of-state firms selling into Washington but having no in-state employees.

Revenue and Economic Impacts

What are the past and future tax revenue and economic impacts of the tax
preferences to the taxpayer and to the government if they are continued?
Beneficiaries of aerospace industry tax preferences claimed a total of $120.9 million in taxpayer
savings during Fiscal Year 2013, the latest year for which data is available. Total beneficiary savings
from the aerospace tax preferences are estimated at $500.8 million in the 2015-17 Biennium.
Estimates of future tax savings are based on the DOR fiscal note on ESSB 5952 (2013, 3rd sp. sess.)
which used proprietary information. See Exhibit 9 on the following page.
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Exhibit 9 - Estimated 2015-17 Beneficiary Savings for
Aerospace Industry Tax Preferences ($Millions)

B&O Tax B&O Tax Sales & Use Tax
Preferential Rates Credits Exemptions
Fiscal Year Non . Total
Manu- Prod. Dev. Prop. Airplane
Manu- . Computers .
facturers P Computers Tax Paid Facilities
acturers
2013 $101.2 $1.3 Not disclosable $13.7 $4.8 $0.0 $120.9
2014 $88.9 $2.4 $73.7 $11.8 $5.1 $0.0 $181.9
2015 $101.3 $2.8 $84.1 $13.4 $5.8 $0.0 $207.4
2016 $113.8 $3.1 $94.4 $15.1 $6.5 $12.7 $245.6
2017 $124.7 $3.4 $103.5 $16.5 $7.1 $0.0 $255.2
2015-17 Bien. $238.5 $6.5 $197.9 $31.6 $13.6 $12.7 $500.8

Source: Department of Revenue tax returns and Fiscal Note on ESSB 5952 (2013, 3" sp. sess.).

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

For those preferences enacted for economic development purposes, what are
the economic impacts of the tax preferences compared to the economic impact
of government activities funded by the tax?

This section of the chapter responds to both of these questions:

The economic effects on the current beneficiaries and the economy if the preferences were to be
terminated: It is not known whether the termination of the tax preferences would drive decisions
about locating aerospace production outside of Washington State. JLARC staff modeled the impact
of a scenario that was provided to the Legislature by the Office of Financial Management (OFM) at
the time that the 2003 statute was being considered. In this scenario, Boeing reduces 2003 level
employment by 80 percent over a period of years. Staff estimated a long-run economy-wide
employment loss of 190,790 jobs for this scenario.

The economic impacts of the tax preferences compared to the economic impact of government
activities funded by the tax: JLARC staff also modeled the impacts of two scenarios where the
Legislature provided aerospace tax incentives and reduced state spending by the same amount.
Depending upon the scenario, JLARC staff estimated a long-run economy-wide employment impact
ranging from an increase of 14,603 jobs to a decrease of 4,641 jobs. The likelihood that either of
these scenarios occurred as a result of the 2003 tax preferences is unknown.
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Tool to Review Economic Impact of Economic Development Tax Preferences

In 2003, the Legislature faced a number of uncertain outcomes regarding Boeing’s proposed 787
assembly facility, including:

1) Washington could lose existing aerospace employment and future generations of Boeing
commercial airplanes to other states;

2) A package of aerospace industry tax incentives might secure the 787 production line and
generate new jobs specifically associated with the facility; or

3) A package of aerospace tax incentives might be passed without generating the new
employees associated with the 787 production line.

JLARC staff used a model developed for Washington by Regional Economic Models, Inc., (REMI)
to estimate the economic impacts for these three possible outcomes.

The REMI model is used by 30 state governments and a number of private sector consulting firms
and research universities. The model incorporates aspects of four major modeling approaches:
input-output, general equilibrium, econometric, and economic geography. The model is based on a
complex set of mathematical equations designed to capture the interrelationships between sectors of
Washington’s economy including private industry, consumers, and government. The model can be
used to estimate the direct, indirect, and induced effects of a policy change as these effects spread
through the state’s economy. The impact is measured as the difference between the baseline
economic output and the estimated economic output after the policy change.

The REMI model includes features that make it particularly useful for this analysis:

e In consultation with staff from OFM, REMI staff customized the model to reflect the
economy of Washington;

e The REMI model contains 170 industry sectors and forecasts effects multiple years into the
future; and

e The REMI model includes state and local government as a sector within the model. This
ability to estimate government’s impact on the economy is a special feature of REMI.

Using the Tool to Analyze Three Scenarios

JLARC staff used key assumptions in the REMI model to analyze scenarios related to the three
possible outcomes:

Scenario 1

Boeing builds the 787 production line and other new commercial airplane lines
in other states.

JLARC staff modeled this scenario by removing 48,000 jobs (or 80 percent of Boeing employment in
2003) from the aerospace sector over 15 years. At the time the Legislature was considering the
initial tax preference package, OFM estimated that, if Boeing built the 787 and other new
generations of airplanes elsewhere, Washington could lose 48,000 direct aerospace jobs. Further
evidence that the state faced competition for Boeing jobs comes from testimony in 2003 indicating
Boeing had invited 14 states to submit proposals for the 787 assembly facility.
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Scenario 2

The Legislature enacts a package of aerospace tax preferences, Boeing builds the 787
production line in the state, and generates new jobs.

This scenario assumes that government spending is reduced by the amount of the tax preference
package provided to aerospace businesses. This scenario also assumes:

e Aecrospace businesses create an additional 4,600 direct jobs, OFM’s estimate of new jobs
associated with the proposed 787 facility at full production. In fact, it is possible Boeing
could shift employment from existing production lines without creating new jobs (see
Scenario 3 below).

e Aerospace businesses would use tax preference revenues to reduce their in-state production
costs. In fact, aerospace businesses could also spend new revenues for out-of-state purposes
or for increasing shareholder returns.

e Government would respond to the revenue loss by reducing spending in the same
proportions as current government spending. In fact, legislators could also target reductions
in government funding to certain activities or raise other revenues.

Scenario 3

The Legislature enacts a package of aerospace tax preferences, Boeing builds the 787
production line in the state without generating new jobs specifically for new line.

Similar to Scenario 2, this scenario assumes that government spending is reduced by the amount of
the tax preference package provided to aerospace businesses. It also assumes that aerospace
businesses would use tax preferences to reduce their in-state production costs.

In contrast with Scenario 2, this scenario assumes that Boeing does not hire new employees in
connection with the 787 production line, because of one of the following assumptions:

e The 787 production line is built by shifting employment from other production lines
without adding new employees; or

e Growth in the employment would have occurred in Washington anyway, without regard to
the 2003 package of aerospace tax preferences.

Results of Scenario 1

Boeing Builds the 787 and Other Facilities Elsewhere: Long-Term Job Loss Estimated at
199,790 and GDP Decline at $46 Billion

Exhibit 10 on the following page shows the employment estimates of Scenario 1, where Boeing
builds facilities for assembling the 787 and other new generations of airplanes elsewhere. The
exhibit includes four lines. One line shows the changes in the number of jobs in the aerospace
sector. Another line shows employment changes for private, non-farm industries excluding
aerospace. A third line shows employment changes in the state and local government sector. The
line labeled as “Total Net Employment” combines all job losses for a total.
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Exhibit 10 - Scenario 1: Loss of 47,977 Direct Aerospace Jobs
Results in Estimated 190,790 Loss in Economy-Wide Jobs
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Source: JLARC staff analysis using REMI. Farm and federal government gross domestic product is not included
because the model estimates no impact on these sectors.

The REMI model estimates the total net job loss at 190,790 by Year 20, including direct, indirect,
and induced jobs. The decline in the number of jobs in the aerospace sector is magnified by the

decline in non-aerospace private sector employment, due to the multiplier effect of the aerospace
job loss.

Another measure of economic impact is the change in the state’s gross domestic product. State
gross domestic product (GDP) represents the total dollar value of all the goods and services
produced in the state over a one-year period. GDP is measured by the sum of household spending,
business investment including construction and equipment, government spending, and net exports.

Using REMI, JLARC staff modeled the contribution of the private sector and the state and local
government sector to Washington’s GDP. Exhibit 11 on the following page shows the change in
Washington GDP from the job loss simulated in Scenario 1. Both the private non-farm and the
state and local government sectors’ contributions to GDP decline in Year 1 and continue to decline

over 20 years. Total decline in GDP is estimated to be $46.2 billion in Year 20 from the loss of the
Boeing employment.
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Exhibit 11 - Scenario 1: Loss of 48,000 Direct Aerospace Jobs
Results in Estimated $46.2 Billion Decline in GDP

Year 1 Year 20
Private Non-Farm Sector -$1.4 billion -$42.9 billion
WA State and Local Government Sector -$112 million -$3.3 billion
Change in State GDP -$1.5 billion -$46.2 billion

Source: JLARC staff analysis using REMI. Farm and federal government gross domestic product is not included
because the model estimates no impact on these sectors.

Results of Scenario 2

The Legislature Enacts Aerospace Tax Preferences, Boeing Builds the 787 Facility in the

State and Creates New Jobs: Long-Term Job Gain Estimated at 14,603 and GDP Increase at
$4.1 Billion

Exhibit 12 below shows the employment estimates of Scenario 2, where the Legislature enacts a
package of aerospace tax preferences, removes a corresponding amount of funding from

government spending, and Boeing creates an additional 4,600 direct jobs associated with the 787
assembly line.

Exhibit 12 - Scenario 2: Gain of 4,600 Direct Aerospace Jobs
Results in Estimated 14,603 Gain in Economy-Wide Jobs
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Source: JLARC staff analysis using REMI. Farm and federal government gross domestic product is not included
because the model estimates no impact on these sectors.
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The Scenario 2 simulation shows employment growing in the aerospace sector and the non-
aerospace private sector. State and local government employment declines. Total net employment
increases by 14,603 jobs in the long run.

Exhibit 13 below illustrates that while the private sector’s contribution to GDP increases, the state
and local government sector’s contribution declines. The net result is an increase in state GDP of
$4.1 billion in the long run.

Exhibit 13 - Scenario 2: Gain of 4,600 Direct Aerospace Jobs
Results in Estimated $4.1 Billion Increase in GDP

Year 1 Year 20
Private Non-Farm Sector +$1.8 billion +$4.3 billion
WA State and Local Government Sector -$90 million -$178 million
Change in State GDP +$1.7 billion +$4.1 billion

Source: JLARC staff analysis using REMI. Farm and federal government gross domestic product is not included
because the model estimates no impact on these sectors.
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Results of Scenario3

Boeing Does Not Add the Expected 787 Production Line Jobs: Long-Term Job Loss
Estimated at 4,641 and GDP Decline at $494 Million

Exhibit 14 below shows the employment estimates of Scenario 3, where the Legislature enacts a
package of aerospace tax preferences, but Boeing does not create new 787 production line jobs.

Exhibit 14 - Scenario 3: Aerospace Preferences Without Associated New 787
Production Line Jobs Result in Estimated 4,641 Loss in Economy-Wide Jobs
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Source: JLARC staff analysis using REMI. Farm and federal government gross domestic product is not included
because the model estimates no impact on these sectors.

The Scenario 3 simulation shows employment growing in the aerospace sector due to reduced
production costs resulting from the tax preference, but this growth is more than offset by
government sector job losses. Total net employment declines by 4,641 jobs in the long run.
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Exhibit 15 below illustrates that the net result of the Scenario 3 simulation is a decline in in state
GDP of $500 million in the long run.

Exhibit 15 - Scenario 3: Aerospace Preferences Without Associated New 787
Production Line Jobs Result in Estimated $500 Million Decline in GDP

Year 1 Year 20
Private Non-Farm Sector -$168 million +$15 million
WA State and Local Government Sector -$252 million -$509 million
Change in State GDP -$420 million -$494 million

Source: JLARC staff analysis using REMI. Farm and federal government gross domestic product is not included
because the model estimates no impact on these sectors.

Scenario 3 includes both private and public sector employment and shows a net loss of jobs for the
following reasons:

e A reduction in spending results in greater job loss in labor-intensive sectors than in less
labor-intensive sectors. Direct state and local government jobs are more labor intensive than
aerospace jobs. For example, schools and prisons are less able to substitute machinery and
equipment for teachers and prison guards. In contrast to government sector jobs, aerospace
jobs are more capital intensive.

e In general, state and local government expenditures are made in Washington and these
expenditures contribute to the state’s economy. In contrast, the REMI model estimates
aerospace product manufacturers import 50 percent of their component parts and materials
from other states and nations.

e State and local government spending on goods and services creates jobs in the private sector,
such as construction jobs through funding for the building of roads and schools. Reductions
in government spending may result in private sector job losses in sectors that sell goods and
services to government.

e Induced job effects occur as workers spend their job compensation on other purchases such
as in retail stores and restaurants. The magnitude of induced job effects in response to
changes in direct and indirect spending depends in part on how much of the expenditures in
a given sector are used for employee compensation. REMI estimates that 56 percent of
spending in the Washington state and local government sector is on employee
compensation, compared to 34 percent in the aerospace industry.

The economists interviewed by JLARC staft advised us to consider sensitivity analysis on the impact
of the preferences on reducing aerospace production costs. JLARC staff modeled two such
alternatives, one where the impact of the preferences on reducing production costs are double what
the original model simulation estimates, and a second where the aerospace sector responds to the
reduced production costs by increasing business activity gradually over time.

These alternate scenarios also result in an increase in aerospace jobs and a decrease in economy-
wide jobs resulting from the effects of government spending reductions without an increase in 787
jobs. In both cases, economy-wide employment declined, ranging from a loss of 1,500 jobs to a loss
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of 6,500 jobs over the long run. More details on these two alternatives can be found in the
Supplement to Aerospace Industry Tax Preference Economic Impact Analysis which follows this
chapter.

Conclusion of the REMI Analysis

Scenario 2 represents the JLARC staff’s best estimate of what would have happened to the state’s
economy if the tax reductions resulted in new in-state jobs for the 787 production line. Scenario 3,
where Boeing builds the 787 production line in Washington without creating new jobs, may have
also been a plausible outcome at the time. Boeing has increased its Washington employment since
2003, but JLARC staff cannot determine if those jobs are a direct cause of the tax preferences. We
are not able to determine the likelihood that Scenario 1, the loss of 80 percent of Boeing
employment over time, would have occurred in the absence of the tax preferences.

Other States

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

JLARC staff based the analysis of other states’ tax preferences on states with a location quotient
ranking in the top five nationwide, as well as other states with Boeing employment. These seven
states—Alabama, Arizona, California, Connecticut, Kansas, Missouri, and South Carolina-provide
tax preferences broadly to all manufacturers including aerospace manufacturers. Washington
provides tax preferences targeted to the aerospace industry.

Exhibit 16 on the following page shows that four comparison states provide tax credits for capital
costs, including manufacturing facilities and machinery and equipment. All comparison states
except Alabama offer tax credits for research and development expenses by manufacturers. All
states offer property tax preferences to manufacturers except Arizona and Missouri. Kansas and
California provide property tax relief only to firms that create jobs. All states except California
exempt manufacturing machinery and equipment from sales and use taxes. Two states including
Washington provide some sales and use tax exemptions for computers, while two states exempt
construction. Kansas and South Carolina have the ability to offer direct cash subsidies which
Washington’s constitution forbids.

The preferential B&O tax rates for manufacturing aerospace products or providing aerospace
services are not included in the exhibit because of the lack of comparable corporate net income tax
data on the aerospace industry in other states.
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Exhibit 16 - Washington’s Tax Preferences Target Aerospace Industry

Other States’ Tax Preferences Apply Broadly to All Manufacturing

Tax Credits Property Tax Preference Sales Tax Exemptions Cash Grants
i Machiner No Interest
States Capital R&D New Duration Type of.Pro.perty / : y Other
Costs Expenses Jobs Criteria Equip. Loans
LB Yes ] g(e V;r,:i?:: ;:Z:,\;;J;;Oﬂ Yes Computers MEClRE
(aerospace) 7/1/2024 pe ! ", P (Unconstitutional)
equipment, computers
Alabama Plapt and Yes 10 years New investment Yes Fac1l1t1e§ Not offered
equipment construction
Arizona Yes Yes Yes Not offered
. . Machinery Personal property/
California . Yes 5 years ) , Not offered
equipment job creation
Machi .
Connecticut achiniery Yes Yes 5 years Mach{nery and Yes Not offered
equipment equipment
Real 1 h
Kansas Plapt and Yes 10 years cal and per.sona / Yes Construction C,as grants
equipment Job creation No interest loans
Missouri Yes Yes Yes Not offered
South . .
Carolina Yes Yes 5 years Relocation, expansion Yes Computers Cash grants

Source: JLARC staff analysis of other states tax laws.
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Comparing the total tax burden for the aerospace industry in other states is not possible. This is
because JLARC staff do not have access to other states’ tax records. Without these records, JLARC
staff would need to make assumptions about many factors related to the nature and behavior of the
aerospace industry across the seven states. The uncertainty related to these assumptions would
make tax burden estimates unreliable. Factors impacting tax burdens include, among others:
income apportionment across the states, magnitude of specific activities and investments in each
state, total deductions available for determining income, and the amount of offsetting grants or
loans.

Legislative Auditor Recommendation

There is evidence that the original public policy objectives the Legislature established for these
preferences are being achieved:

o There is a continued presence of the aerospace industry and suppliers and vendors that
support the aerospace industry;

o There has been a reduction in the cost of doing business in Washington for beneficiaries of
these tax preferences; and

e Beneficiaries are providing jobs with good wages and benefits.

JLARC staft do not assert whether there is a causal relationship between these outcomes and the tax
preferences.

In 2013, the Legislature specified a new public policy objective for these preferences: to maintain
and grow Washington’s aerospace industry workforce. The Legislature also directed JLARC to
review these aerospace tax preferences in 2019 and every five years thereafter.

The Legislature would facilitate these future reviews by providing additional detail within the tax
preference performance statement for these preferences. This additional detail would be consistent
with the Legislative Auditor’s January 2014 guidance for drafting performance statements in tax
preference legislation. This additional detail would include:

o Identification of the tax preference logic chain and the specific target level the Legislature
wants JLARC staff to use in future evaluations of the effectiveness of these preferences, such
as a specific number or percentage increase in aerospace and support industry jobs;

e Direction to JLARC staff whether to evaluate the preferences’ effectiveness based on
achieving targets or determining causality. It is much more likely that an evaluation will
have a conclusive answer to whether a target was achieved than an answer to whether there
was a causal relationship between a tax preference and a target.

Legislative Auditor Recommendation: The Legislature should review and clarify tax preferences
for the aerospace industry and their suppliers because providing additional detail in the tax
preference performance statement such as a measure of the desired increase in jobs would
facilitate future reviews of these preferences. The Legislative Auditor’s guidance document for
drafting performance statements provides information on what additional detail to include.

Legislation Required: Yes.

Fiscal Impact: Depends on legislative action.

JLARC Report: 14-2: 2014 Tax Preference Performance Reviews 57



SUPPLEMENT TO AEROSPACE INDUSTRY TAX PREFERENCE
ECONOMIC IMPACT ANALYSIS

This supplement provides technical information about the economic analysis of the aerospace tax
preferences reviewed in the main body of this report. Topics addressed in this supplement include:

1) Explanation of the process JLARC staff followed to develop the economic impact analysis,
including soliciting advice from economists knowledgeable of the aerospace industry;

2) Selection of an appropriate economic model;

3) Details on the sensitivity analysis of the impact of the tax preferences on reducing aerospace
production costs; and

4) Information on employment multipliers for the aerospace industry and for state and local
government.

Process for Developing Economic Impact Estimates

JLARC staft included the following steps to analyze the aerospace tax preferences:

e Researched whether a causal analysis of the influence of taxes on aerospace industry location
was feasible;

e Estimated economic impacts using the REMI model;

e Convened several private sector and government economists for advice on methodology and
comments on preliminary results; and

e Measured opportunity costs of the tax preference by comparing the economic impact of the
tax preferences to the economic impact of government spending.

JLARC staft first analyzed whether a causal analysis was feasible. In this instance, the causal analysis
would seek to determine whether a statistically valid relationship existed between the tax preference
and the Legislature’s stated goal of maintaining an aerospace presence in Washington.

Expert economists advised us that it would be difficult to establish a causal relationship between the
aerospace tax preferences and any economic outcomes because these outcomes were highly
dependent on the Boeing Company’s “yes or no” decision to build the 787 production line in
Washington. The economists advised us that many indeterminate and unquantifiable factors
entered into this location decision which, among others, includes the availability of a skilled labor
force, the need to reduce costs, and the risks of concentrating the company’s operations in any one
state.

After further consultation, JLARC staff determined that a sound approach would be to model the
economic impacts to the state using the REMI model, which is widely used by other state
governments and research organizations, and contains private industry sectors as well as the state
and local government sector. We convened the economists in a second round to comment on
preliminary results from the REMI model. The economists advised us to consider sensitivity
analysis, which is described in a subsequent section of this supplement.
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Specifically, we wish to acknowledge the insightful comments and feedback provided by Timothy
Bartik, the Upjohn Institute; Bob Baker and Fanny Roberts, Office of Financial Management; Dick
Conway, Dick Conway & Associates; Steve Lerch, Economic and Revenue Forecast Council; Rick
Peterson, Office of the State Treasurer; Steve Smith, Department of Revenue; Kriss Sjoblom,
Washington Research Council; and Cathy Carruthers, consultant. In addition, we also thank
consulting economist Greg Weeks for his ongoing assistance and contributions throughout this
process.

Selection of an Economic Model

When conducting economic impact analysis, statute directs JLARC staff to use a model used by the
Oftice of Financial Management (OFM). OFM currently uses two models to estimate the economic
impacts of policy choices: REMI and the Washington Input/Output model. JLARC staft selected
REMI for the following reasons:

e REMI contains 170 industry sectors compared to only 62 sectors for the WA I/O model.

e REMI includes state and local government as an industry sector within the model and
measures its purchases of goods and services and supplies of goods and services to other
industries using methods similar to other private sector industries. The WA I/O model does
not treat the government sector the same as other sectors.

e REMI estimates numerous economic effects, including changes in economy-wide
employment, personal and disposable income, migration, output, gross domestic product
(GDP), and the value added of each sector including government. WA I/O only estimates
employment, income, and output.

e REMI is widely used by other state governments and well-regarded research organizations.
It is employed by 30 state governments across the nation, as well as numerous institutions of
higher education and consulting firms.

e REMI uses multiple economic analysis methods in determining its estimates. These include
aspects of four major modeling approaches: input-output, general equilibrium, econometric,
and economic geography.

Sensitivity Analysis of the Impact of the Preferences on Production Costs

As described in the body of the report, REMI Scenario 3 simulates the aerospace industry response
to the tax preferences by reducing aerospace production costs by an estimate of Washington’s
aerospace tax preferences. In this scenario, Boeing does not add the 4,600 jobs in connection with
the 787 production line. The scenario includes the assumption that government spending is
reduced by the same amount as the tax preferences.

REMI defines production costs as costs that are undertaken in Washington, such as labor
compensation and capital costs. In REMI, reductions in production costs increase in-state business
activity.

JLARC Report: 14-2: 2014 Tax Preference Performance Reviews 59



Supplement to Aerospace Industry Tax Preference Economic Impact Analysis

JLARC staff tested the sensitivity of Scenario 3 by modeling two alternatives. The alternatives
assume two different industry responses to reduced production costs, as follows:

Alternative The aerospace response to reduced production costs is double what the original

One model simulation estimates. That is, for every dollar the state forgoes in tax revenue,
aerospace business activity increases by two dollars. Simultaneously, this alternative
reduces state and local government spending by the amount of the tax preference.

Alternative The aerospace industry responds to reduced production costs by increasing business

Two

activity gradually over time. This alternative draws on economic research that
estimates a 10 percent reduction in business costs due to a tax cut increases business
activity by 2 percent in the long run.! Simultaneously, this alternative reduces state
and local government spending by the amount of the tax preference.

Exhibit 17 below shows that Scenario 3 and the two sensitivity alternatives all result in a long-run
net decrease in economy-wide jobs. The job gains related to the reduction in aerospace production
costs are more than offset by the simultaneous job loss of reduced government spending. Net
employment losses range from 1,500 jobs under Sensitivity Analysis Alternative 1 to 6,500 jobs

under Sensitivity Analysis Alternative 2 over the long run. The sensitivity analysis supports the
overall conclusion that Scenario 3 results in net job losses.

Exhibit 17 - Sensitivity Tests of Change in Total Net Jobs (Private and Public)
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Source: JLARC staff analysis using REMI.

! Timothy Bartik & George Erickcek, The Employment and Fiscal Effects of Michigan’s MEGA Tax Credit Program,
Upjohn Institute Working Paper, (2010)
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Employment Multipliers

The estimated economic impacts shown for the various scenarios in the aerospace economic
analysis depend in part on the effects of employment multipliers. Employment multipliers measure
the direct, indirect, and induced jobs in the economy for each direct job in a given industry. Asan
example using the aerospace industry:

e A direct job is a worker assembling an airplane,
e Anindirect job is an employee of an airplane design firm or a tire manufacturer, and

e Aninduced job is generated when direct and indirect workers spend their wages purchasing
in the retail, service, real estate, or other sectors of Washington’s economy.

Exhibit 18 below shows estimates of employment multipliers for the aerospace sector using REMI
and Washington Input-Output (WA I/O). The most current version of REMI also includes an
employment multiplier for state and local government.

Aerospace industry employment multipliers shown in Exhibit 18 range from a high of 3.96 in the
2009 REMI model to a low of 2.7 in the 2007 version of WA I/O. A multiplier of 3.96 means that for
every one direct job, an additional estimated 2.96 indirect or induced jobs are also created within the
state.

REMI employment multipliers for the industry tend to be higher than WA I/O multipliers. The

2014 REMI model used in the JLARC staff analysis also includes a multiplier for the government
sector that is lower than the aerospace industry multiplier, meaning that a direct government job
generates fewer indirect and induced jobs in the economy than an aerospace sector job.

Exhibit 18 - Multipliers Vary Depending on Type of Model Used
and Year the Model was Developed

2014 REMI 2009 REMI 2007 WA /O | 2002 WAI/O
Aerospace Industry 3.5 3.96 2.7 2.814
State and Local 20 NA NA NA
Government

Source: JLARC staff using REMI and Washington Alliance for a Competitive Economy? and Community Attributes,

Inc.,? data.

? Washington Alliance for a Competitive Economy, What if Boeing Left Washington? (2009)

3

Economic Impact (2013)

Community Attributes, Inc., for the Washington Aerospace Partnership, Washington State Aerospace Industry:
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CERTIFIED AIRCRAFT REPAIR FIRMS (B&O TAX)

Report Summary

Certified Aircraft Repair Firms (B&O Tax)

Provides a preferential | The Legislature stated the public policy | $1.3 millionin | Review and clarify:

tax rate of 0.2904 objectives: the 2015-17 Because providing
percent to federally e To encourage the continued presence | Biennium. additional detail in the
certified aviation repair of suppliers and vendors that support tax preference

stations. the Washington aerospace industry; performance statement

such as a measure of the
desired number of jobs
would facilitate future
reviews of the
preference.

e To reduce the cost of doing business
in Washington for aerospace
suppliers and vendors; and

e To provide jobs with good wages and
benefits for aerospace suppliers and
vendors.

Commission Comment: Same as Commercial Airplane Manufacturing - Preferential Rate (B&O Tax) above.
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CERTIFIED AIRCRAFT REPAIR FIRMS (B&O TAX)

Current Law

Under current law, federally certified aviation repair stations are taxed at a preferential business and
occupation (B&O) tax rate of 0.2904 percent on sales of repair services and component parts. Other
interstate transportation equipment repair services and parts are taxed at the B&O rate of 0.484
percent.

For aviation repair stations to qualify for the preferential B&O tax rate, they must be certified by the
Federal Aviation Administration (FAA) to perform maintenance, repair, and overhaul of aircraft
and aircraft products. The repair services and component parts must be for transportation
equipment used in interstate or foreign commerce or intrastate air transportation by a common
carrier.

This tax preference and the other aerospace tax preferences expire on July 1, 2024. The expiration
date is extended to July 1, 2040, if a significant commercial airplane manufacturing program is sited
in Washington by June 30, 2017. A significant program includes the manufacture of a new or
variation of an existing airplane, the fuselage, and the wings.

Certified aircraft repair stations also qualify for other aerospace tax preferences that are reviewed
separately in this 2014 report:

1) Retail sales and use tax exemptions for computer hardware, peripherals, and software used
in providing aerospace services (RCWs 82.08.975 and 82.12.975);

2) A B&O tax credit for aerospace product development expenditures (RCW 82.04.4461); and

3) A B&O tax credit for property or leasehold excise taxes paid on new buildings, renovations,
and expansions and on computers and peripherals (RCW 82.04.4463).

Services and parts for aviation repair and repair of other interstate transportation equipment are
also exempt from sales and use taxes. For details on these exemptions, see the 2010 JLARC review
of Interstate Transportation Equipment (Sales Tax).

See Appendix 3 for the current statute, RCW 82.04.250(3).

Legal History

2003 The Legislature provided a lower B&O tax rate of 0.275 percent to a limited class of federally
certified aviation repair stations. Without the preference, these repair stations would have
paid at a rate of 0.484 percent. According to the fiscal note, two aviation repair stations in
Washington qualified for the tax preference. The bill required beneficiaries to report
employment information each quarter to the Department of Revenue (DOR), but it did not
require the agency to report on the performance of the tax preference. The lower tax rate
took effect August 1, 2003, and was set to expire on July 1, 2006.

In the same year, the Legislature enacted a package of tax preferences for manufacturers of
commercial airplanes or their components.
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2006 The Legislature extended the expiration date of the preferential rate to July 1, 2011, as part of
a larger bill benefiting the aerospace industry. The preferential rate was increased to 0.2904
percent to match the existing rate for commercial aircraft manufacturing, wholesaling, and
retailing. The new rate became effective July 1, 2006, and was set to expire on July 1, 2011.

2008 The Legislature expanded the preferential rate to include all federally certified aviation
repair stations. In the same bill, the Legislature extended three existing aerospace tax
preferences adopted in 2003 to aviation repair stations: sales and use tax exemptions for
computer expenditures, a B&O tax credit for product development expenditures, and a B&O
tax credit for property and leasehold excise taxes paid.

The legislation also required beneficiaries to file annual reports detailing employment, wage,
and benefit information. The Legislature initially required the legislative fiscal committees
to study the incentive by December 2010, but it later eliminated the study provision before
the due date when it repealed studies duplicated by JLARC’s reviews of tax preferences.

2010 The Legislature extended the expiration date of the preferential rate for aviation repair
stations to July 1, 2024, the same expiration date as other aerospace incentives.

2013 In the third special session, the Legislature extended the expiration dates to July 1, 2040, for
several aerospace tax preferences, including the certified aviation repair station preferential
tax rate, contingent on the siting of a significant commercial airplane manufacturing
program in Washington by June 30, 2017. A significant program includes the manufacture
of a new or variation of an existing airplane, the fuselage, and the wings. The legislation
requires JLARC to conduct reviews of the aerospace incentives every five years beginning
December 1, 2019.

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?

In 2008, when the Legislature expanded eligibility for the preferential B&O rate to all federally
certified aviation repair stations and provided them the same tax treatment as other aerospace
industry tax preferences first adopted in 2003, the Legislature’s stated objectives for the preferences
were:

1) To encourage the continued presence of suppliers and vendors that support the Washington
aerospace industry;

2) To reduce the cost of doing business in Washington for suppliers and vendors that support
the Washington aerospace industry compared to locations in other states; and

3) To provide jobs with good wages and benefits for suppliers and vendors that support the
Washington aerospace industry.

In 2013, with the extension of the aerospace tax incentives from 2024 to 2040, the Legislature added
to the previous public policy objectives. The Legislature included a performance statement as
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required under ESSB 5882 (2013, 2" sp. Sess.) and declared its “specific public policy objective is to
maintain and grow Washington’s aerospace industry workforce.”

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

Evidence shows that the 2008 public policy objectives are being met. However, JLARC staff do not
assert whether there is a causal relationship between these outcomes and the tax preference.

1) Continued presence of suppliers and vendors that support aerospace industry

Evidence on employment concentration shows that aviation maintenance and repair firms have
maintained a continued presence in Washington. JLARC staff measured the employment
concentration by using Bureau of Labor Statistics location quotients. Location quotients
compare a state’s share of employment in an industry to the total national share of employment
in that industry. A location quotient of 1.0 means an industry is equally concentrated in the
state as in the nation.

Location quotients are available for the aviation repair and other aviation support industries
which is representative of aviation repair stations qualifying for the tax preference.
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Exhibit 19 below shows location quotients for four states from 2001 through 2012.
Washington’s location quotient for aviation repair and support services employment has
remained close to the national average and has remained stable since 2005. Oklahoma and
Alaska are included in the exhibit because these two states rank the highest in the nation of
aviation repair and support employment. Missouri is included in the Exhibit because it shows
how a location quotient can change over time. Missouri had an above average concentration of
industry employment in 2001, but it had a below average industry concentration by 2012.

Exhibit 19 - Stability of Washington’s Aviation Repair and Support Employment Is

Location Quotient
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Source: Bureau of Labor Statistics location quotient calculator.

Cost of doing business in Washington compared to locations in other states

The preferential B&O tax rate reduced the cost of doing business for aviation repair stations in
Washington by reducing the industry’s Washington tax liability. Before the 2003 preferential
tax rate became effective, certified aviation repair stations paid the same B&O tax rate as other
retailers of interstate transportation equipment of 0.484 percent. Currently, beneficiaries of the
preferential rate pay a B&O tax rate of 0.2904 percent, a 40 percent reduction in tax.

Other states may be offering tax or cash incentives to the industry that may exceed taxpayer
savings from Washington’s preferential B&O rate, but this is difficult to quantify because of the
differences in state tax systems and the types of incentives. Also, there are other factors that
contribute to costs and that differ between states such as regulation, energy, transportation,
infrastructure, and labor availability.
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3) Jobs with good wages and benefits

Beneficiaries reported on the DOR annual report that the number of employees grew from 2,241
to 2,893 from 2009 through 2012, a 30 percent increase. Exhibit 20 below shows beneficiaries
paid higher average wages than the transportation and warehousing industry as a whole during
the same time period. The transportation and warehousing industry was chosen for this
comparison because it is the industry classification that includes aviation repair stations.

Exhibit 20 - Beneficiaries Pay Higher Average Wages Than
the Transportation & Warehousing Industry as a Whole, 2009-2012

Average Wages Paid by:
Calendar
Year Aviation Repair Station Transportation & Warehousing
Beneficiaries Industry as a Whole
2009 $57,479 $46,524
2010 $59,291 $47,742
2011 $60,868 $49,628
2012 $67,095 $50,877

Source: Employment Security Department quarterly employment. For the four-year period, JLARC staff found a
97 percent match between beneficiary employment reported to the Department of Revenue on the Annual
Report and employment reported to ESD.

Exhibit 21 below shows that beneficiaries of the tax preference provided medical and retirement
benefit coverage to a higher percentage of their employees than the transportation and warehousing

industry as a whole in 2012.

Exhibit 21 - Beneficiaries Provide Benefits to a Higher Percentage of Employees

Than the Transportation and Warehousing Industry, 2012

Transportation &

Beneficiaries Warehousing
Medical Benefits
Percent of Employees Offered Health Insurance 96% 80%
Percent of Firms Offering Health Insurance 81% 54%
Retirement Plans
Percent of Employees Offered Retirement Plans 89% 81%
Percent of Firms Offering Retirement Plans 62% 37%

Source: JLARC staff analysis of Department of Revenue Annual Reports and Employment Security Department

2012 Employee Benefits Survey.
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To what extent will continuation of the tax preference contribute to these public
policy objectives?
While evidence is consistent with a finding that the 2008 public policy objectives are being achieved,

JLARC staft do not assert whether there is a causal relationship between these outcomes and the tax
preference.

Beneficiaries

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

In 2013, Washington had 113 federally certified aviation repair stations. Of these, 35 benefited from
the tax preference in Fiscal Year 2013. Not all certified aviation repair stations qualify for the
preferential rate because some provide services for private airplanes not used in interstate or foreign
commerce. Beneficiaries of the preference saved $480,000 in FY 2013 and paid $50 million in
wages, or a savings equal to 1 percent of wages.

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?
Beneficiaries of the preferential tax rate for federally certified aviation repair stations saved $480,000

in Fiscal Year 2013, the most recent year for which tax return data is available. They are estimated
to save $1.3 million in the 2015-17 Biennium. (See Exhibit 22 below.)

Exhibit 22 - Estimated 2015-17 Beneficiary Savings from
the Preferential Tax Rate for Aviation Repair Stations

Fiscal Year Beneficiary Preferential
B&O Tax Rate Savings
2013 $480,000
2014 $503,000
2015 $563,000
2016 $625,000
2017 $682,000
2015-17 Biennium $1,307,000

Source: JLARC staff analysis of Department of Revenue Tax Returns. Fiscal Years
2014-2017 are estimates.
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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 tax preference were terminated, the B&O tax rate for certified aviation repair stations would
revert to the previous rate of 0.484 percent. Beneficiaries would have a 40 percent increase in their
tax liability. Costs would increase depending on the extent to which beneficiaries absorb the tax
increase or pass it on to their customers.

Some firms may qualify for the preferential B&O tax rate for manufacturers, wholesalers, or retailers
of commercial airplanes or component parts (a different preference).

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?
JLARC staff found four states other than Washington that provide tax benefits specifically directed
at aviation repair stations:
e Colorado provides a $1,200 income tax credit for each new employee of an aviation repair
firm that employs at least ten full-time workers located in an aviation development zone.

e Oklahoma provides a package of benefits to aviation repair firms that is similar to
Washington’s. These include a sales tax exemption for computers and a property tax
exemption for new buildings and expansions. Oklahoma also provides an income tax credit
for new jobs for up to ten years.

e Missouri recently offered cash awards to a Washington certified aviation repair station
planning to create 500 jobs in Kansas City.

e New Mexico allows aircraft manufacturers or affiliates to deduct receipts from sales of
services performed on aircraft or parts from its gross receipts tax.
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Legislative Auditor Recommendation

There is evidence that the public policy objectives the Legislature established for this preference in
2008 are being achieved: a continued presence of the aerospace industry and suppliers and vendors
that support the aerospace industry; a reduction in the cost of doing business in Washington for
beneficiaries of the tax preference; and those beneficiaries providing jobs with good wages and
benefits. However, JLARC staff do not assert whether there is a causal relationship between these
outcomes and the tax preference.

In 2013, the Legislature specified a new public policy objective for this preference: to maintain and
grow Washington’s aerospace industry workforce. The Legislature also directed JLARC to review
this and other aerospace tax preferences in 2019 and every five years thereafter.

The Legislature could facilitate these future reviews by providing additional detail within the tax
preference performance statement for this preference. This additional detail would be consistent
with the Legislative Auditor’s January 2014 guidance for drafting performance statements in tax
preference legislation. This additional detail would include:

o Identification of the tax preference logic chain and the specific target level the Legislature
wants JLARC staff to use in future evaluations of the effectiveness of this preference, such as
a specific number or percentage increase in aerospace and support industry jobs;

e Direction to JLARC staff whether to evaluate the preference’s effectiveness based on
achieving targets or determining causality. It is much more likely that an evaluation will
have a conclusive answer to whether a target was achieved than an answer to whether there
was a causal relationship between a tax preference and a target.

Legislative Auditor Recommendation: The Legislature should review and clarify the
preferential B&O tax rate for certified aviation repair stations because providing additional
detail in the tax preference performance statement such as a measure of the desired number of
jobs would facilitate future reviews of the preference. The Legislative Auditor’s guidance
document for drafting performance statements provides information on what additional detail to
include.

Legislation Required: Yes.

Fiscal Impact: Depends on legislative action.
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Report Summary

Commercial Airplane Part Place of Sale (B&O Tax)
Provides a B&O tax The Legislature stated the public Unknown Review and clarify:
exemption for sales of | policy objectives in a larger package of | because Because it seems to run
certain airplane parts aerospace preferences containing this | beneficiaries are | counter to the
made by an out-of-state | exemption: not required to Legislature’s stated policy
manufacturer if they are | o To encourage the continued report amount of | objective of reducing the
sold to a Washington presence of suppliers and vendors exemption cost of doing business in
manufacturer of a that support the Washington claimed. Washington compared to
commercial airplane. aerospace industry; locations in other states.
e To reduce the cost of doing In addition, the
business in Washington for Legislature may want to
aerospace suppliers and vendors; consider adding
and reporting or other
e To provide jobs with good wages accogntability
and benefits for aerospace suppliers requirements that would
and vendors provide better
information on out-of-
state manufacturers’ use
of this preference.
Commission Comment: Same as Commercial Airplane Manufacturing — Preferential Rate (B&O Tax) above.
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COMMERCIAL AIRPLANE PART PLACE OF SALE (B&O TAX)

Current Law

Sales of certain airplane parts made by out-of-state manufacturers are exempt from business and
occupation (B&O) tax if they are sold to a Washington manufacturer of commercial airplanes.
Statute accomplishes this by defining where the sale of these parts is considered to take place.
Liability for B&O taxation of these airplane parts occurs at the place of final testing or inspection. If
this final testing or inspection occurs outside Washington, the sale is exempt from B&O tax.

In order to qualify for the exemption, the airplane parts must be tested and inspected as part of a
production or quality control system required and approved under Federal Aviation Administration
(FAA) regulations. The exemption applies to parts such as propellers and engines where the FAA
must approve the design and the manufacturing and quality control processes. The preferential tax
treatment does not apply to standard parts such as nuts and bolts, to parts that are tested and
inspected in Washington, and to parts for which FAA certification or approval is not required.

The buyer of the parts must be an in-state manufacturer of commercial airplanes. Statute defines a
commercial airplane as an airplane certified by the FAA for transporting persons or property and
any military derivative of such an airplane.

See Appendix 3 for the current statute, RCW 82.04.627.

Legal History

B&O tax liability for out-of-state manufacturers depends on whether the sale of their goods is
considered to take place in-state or outside of Washington. If the sale is considered to take place in
Washington, the out-of-state manufacturer owes B&O tax, unless some other preference applies.
This section traces the legal history on the determination of “place of sale” for goods in general and
for airplane parts in particular. Sales of airplane parts were treated the same as goods in general
until 1999, when DOR began treating the sale of airplane parts differently.

Pre-
1992 Prior to a rule change in 1992, the courts and the Department of Revenue (DOR)
determined the “place of sale” of goods originating outside the state to be in Washington if:

e The goods are delivered to the buyer in Washington; and
o The seller has nexus “essential to the completion of the sale.”
Nexus exists when the seller carries on activities in Washington significantly associated with

the seller’s ability to establish or maintain a market for its products. A seller may establish
nexus by means such as maintaining a place of business or soliciting orders in this state.

As with goods in general, this pre-1992 determination of place of sale meant that an airplane
parts manufacturer located out of state and selling to a Washington commercial airplane
manufacturer paid Washington’s B&O tax if it met both of these conditions.
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1992

1999

2003

2008

DOR changed its interpretation of “place of sale” in a new rule (WAC 458-20-193). The
change was to add consideration of where the buyer inspected the goods and where final
acceptance of the goods took place. Under the new rule, delivery was considered to take
place out of state and was not taxable in Washington if the buyer’s employee or agent at the
out-of-state site had “express written authority to accept or reject the goods for the
purchaser with the right of inspection.” This rule exempted sales originating from out of
state if the buyer’s agent or employee conducted the inspection at the site of the out-of-state
manufacturer.

Consistent with its 1992 rule, DOR determined that an out-of-state seller is taxable when the
seller’s employee inspects and accepts goods on behalf of a Washington buyer if the buyer
reserves the right to final inspection in this state. The determination noted that it left
undecided the situation where the seller’s employee conducts a final inspection and accepts
the goods at an out-of-state site on behalf of the buyer.

Following the 1999 decision, DOR began treating out-of-state sales of airplane parts
differently than goods in general. For sales of airplane parts, DOR began exempting these
parts in specific circumstances where the buyer designated the seller’s employee to inspect
and accept parts at the manufacturing site and the inspection followed FAA approved
methods.

The Legislature enacted a package of tax preferences targeting manufacturers of commercial
airplanes and their components. The tax package included a preferential B&O rate for
wholesale sales of commercial airplane parts that applied to both in-state and out-of-state
manufacturers. However, the preferential rate did not apply to out-of-state manufacturers if
the sale took place at an out-of-state location because DOR treated these sales as exempt
from B&O tax.

The preferential B&O tax rate for sales of airplane parts is reviewed separately in this 2014
report.

The Legislature expanded the 2003 aerospace tax preferences in a bill that included this tax
preference. The bill did not specifically require an agent or a designee to inspect and accept
the parts on behalf of the buyer, but it did provide that the production and quality control
system must be one that requires approval by the FAA.

According to DOR and the chair of the House Finance Committee, the provision clarified
the Department’s existing interpretation of “place of sale” tax law.
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Other Relevant Background

This tax preference results in preferential tax treatment for out-of-state manufacturers of certain
airplane parts when compared to in-state manufacturers of these parts. Exhibit 23 below illustrates
the different tax treatment using the example of a $1 million sale of airplane parts.

Exhibit 23 - Example of Different Tax Treatment on Sale of Parts to Washington
Commercial Airplane Manufacturer Depending on Place of Sale

Place of Sale Value of Sale B&O Tax Rate B&O Tax Owed
In-state o Tax = Preferential rate of
manufacturing site $1 miltion 0.2904% X value of the sale $2,904
Out-of—statg . $1 million Exempt $0
manufacturing site

Source: JLARC staff analysis of tax law.

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?

JLARC staft found two potential public policy objectives for this preferential tax treatment for sales
of parts originating from an out-of-state manufacturer to a Washington manufacturer of a
commercial airplane.

1) The Legislature stated broad public policy objectives that applied to the entire 2008 package
of aerospace tax preferences. This package extended existing aerospace tax preferences to
additional suppliers and vendors. The objectives are to encourage the continued presence of
the aerospace industry for this new group of suppliers, to comprehensively address the cost
of doing business in Washington compared to locations in other states, and to provide well-
paying jobs.

2) JLARC staff infer from public testimony that the Legislature wanted to clarify DOR’s
existing interpretation of “place of sale” for sales of commercial airplane parts by out-of-
state manufacturers.

What evidence exists to show that the tax preference has contributed to the
achievement of any of these public policy objectives?
1) Broad Policy Objectives

The public policy objectives stated in 2008 applied to a number of tax preferences for aerospace
suppliers excluded from previously enacted aerospace preferences:

...the Legislature recognizes that key elements of Washington’s aerospace industry
cluster were afforded few, if any, of the aerospace tax incentives enacted in 2003 and
2006.
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By making reference in its intent statement to the “Washington’s aerospace industry cluster” and
“well-paying jobs,” the Legislature indicated its intention to benefit in-state suppliers. The
Legislature also stated the objective of reducing the cost of doing business for Washington suppliers
that support the state’s aerospace industry compared to locations in other states.

As illustrated in Exhibit 23 above, the tax preference is not directly contributing to the stated public
policy objectives because it provides greater tax advantages to out-of-state airplane part
manufacturers than to in-state manufacturers.

A Washington commercial airplane manufacturer could benefit indirectly to the extent that the out-
of-state parts manufacturer chooses to pass on its taxpayer savings to the buyer.

2) Clarifying Existing Interpretation of “Place of Sale” for Airplane Parts

JLARC staff infer from testimony that another public policy objective was to clarify DOR’s existing
interpretation of tax law.

This tax preference legislation followed 50 years of attempts by the courts and DOR to define “place
of sale” for sales originating from out of state for purposes of state taxation. WAC 458-20-193
published in 1992 changed previous interpretations by exempting sales where the buyer’s agent had
inspected the goods at the seller’s manufacturing site. Beginning in 1999, DOR began exempting
sales of airplane parts sold into Washington where a buyer designated a seller’s employee to conduct
the inspection as long as the inspection followed FAA-approved methods.

In public testimony, the chair of the House Finance Committee and DOR called the 2008 legislation
a clarification of existing DOR interpretation and practice. However, unlike the DOR
interpretation, the statute is silent about who inspects and accepts the goods.

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

Continuation of the preference will continue to provide greater tax advantages to out-of-state
airplane part manufacturers than to in-state manufacturers.

Beneficiaries

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

Beneficiaries of this preference are out-of-state manufacturers of certain airplane parts that sell these
parts to a Washington manufacturer of commercial airplanes. It is not possible to identify the
specific beneficiaries of the tax preference because beneficiaries are not required to report to DOR.
Beneficiaries are located out of state and may not be registered with DOR. Unless the Legislature
requires beneficiaries to register and report, they cannot be identified.
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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?

Taxpayer savings due to the preference cannot be estimated because beneficiaries are not required
to report the amount of the exemption they are taking. Unless the Legislature requires beneficiaries
to report the amount of exemption claimed, taxpayer savings cannot be determined.

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 tax preference were terminated, “place of sale” for sales of airplane parts originating out of
state to a commercial airplane manufacturer would be determined according to DOR’s 1992 rule
(WAC 458-20-193). The rule addresses “place of sale” for all sales originating from out of state and
does not explicitly recognize different treatment for sales of parts to a commercial airplane
manufacturer.

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?

Unlike Washington, no other state provides a tax exemption for the income from sales originating
from out of state to a commercial airplane manufacturer.

Most states impose net income taxes that ensure at least a portion of sales into their state is taxed.
Income tax states apportion out-of-state manufacturing income to their state according to one or
more factors including payroll, property, and sales. States that conform to uniform standards of
apportionment (under the Uniform Division of Income for Tax Purposes Act or UDITPA),
apportion manufacturing income to the ultimate destination of the sale without regard to who pays
shipping costs or other conditions of the sale. Currently, 23 states conform to UDITPA standards
for sales factor apportionment.

Legislative Auditor Recommendations

When the Legislature expanded aerospace preferences to in-state suppliers in 2008, it explicitly
stated its intent to more comprehensively address the cost of doing business in Washington
compared to locations in other states. In contrast, with the preference under review here, the
Legislature has provided out-of-state manufacturers of airplane parts with more advantageous tax
treatment than the in-state manufacturers supplying these parts.
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Legislative Auditor Recommendations:
The Legislature should review and clarify the preferential tax treatment provided to out-of-state

manufacturers because it seems to run counter to the Legislature’s stated policy objective of
reducing the cost of doing business for Washington compared to locations in other states.

In addition, the Legislature may want to consider adding reporting or other accountability
requirements that would provide better information on out-of-state manufacturers’ use of this
preference.

Legislation Required: Yes.

Fiscal Impact: Depends on the legislation.
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Report Summary

Aircraft Part Prototypes (Sales and Use Tax)

Provides sales and use tax | The Legislature stated the public $0 million in Terminate: Because
exemptions for sales of policy objectives: the 2015-17 the tax preferences are
materials incorporated e To encourage, develop, and expand | Biennium not being used and
into a prototype for opportunities for family wage No taxpayers | have not contributed
aircraft parts, auxiliary employment in manufacturing are claiming to the stated public
equipment, or industries; the preference. | policy objectives.
modifications. e To solidify and enhance the state’s

competitive position.

Commission: Endorse without comment

JLARC Report: 14-2: 2014 Tax Preference Performance Reviews 81



Aircraft Part Prototypes

82

JLARC Report: 14-2: 2014 Tax Preference Performance Reviews



AIRCRAFT PART PROTOTYPES (SALES AND USE TAX)

Current Law

Current law provides sales and use tax exemptions for sales of materials incorporated into a
prototype for aircraft parts, auxiliary equipment, or modifications. The statutes also exempt sales of
materials that are later destroyed in the testing or development of the prototype. Prototype is not
defined in statute. According to a dictionary definition, a prototype is an original or first model of
personal property from which the ultimate product is copied or developed.

Qualifying businesses must have annual taxable income of $20 million dollars or less, and the
amount of tax exemption including state and local taxes is capped at $100,000 per taxpayer per
calendar year. The businesses must first pay the tax and then apply for refunds from the
Department of Revenue (DOR).

See Appendix 3 for the current statutes, RCWs 82.08.02566 and 82.12.02566.

Legal History

1996 As part of a larger bill expanding the 1995 exemptions for manufacturing machinery and
equipment (M&E), the Legislature enacted sales and use tax exemptions for materials used
in designing and developing aircraft parts, auxiliary equipment, or modifications. The
exemptions could only be taken by businesses with gross income less than $20 million a year
and for exemption amounts no more than $100,000 a year.

DOR interpreted the $100,000 cap to apply to the amount of sales exempted rather than the
amount of sales or use tax exempted. Under this interpretation, the maximum sales tax
exemption would be calculated as the state and local sales tax rate times the $100,000 in sales
(for example, $100,000 sales X 8 percent state and local sales tax rates = $8,000 cap).

1997 The Legislature amended the language of the exemption to apply more specifically to
materials incorporated into prototypes and specified that the $100,000 cap applied to the
amount of the tax, not the amount of sales. This increased the maximum amount of
exempted tax from $8,000 to $100,000 per year.

The limit on beneficiary earnings changed from less than $20 million to $20 million or less.

2003 As part of the multi-state Streamlined Sales and Use Tax Agreement (SSUTA), the
Legislature amended the aircraft part prototype exemptions so that the businesses
purchasing materials for prototypes were required to pay sales or use taxes on purchases,
and then apply to DOR for a refund of the amount of tax paid.

Since the 2004 refund requirement became effective, DOR has had no applications for
rebates for the aircraft prototype tax preferences.
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Other Relevant Background

In the same 1996 bill, the Legislature adopted these sales and use tax exemptions, expanded other
existing sales and use tax exemptions, and provided an intent statement for the legislation in its
entirety. The Legislature intended the exemptions to benefit firms conducting research and
development that could result in new products to be manufactured. However, the exemptions
applied to different types of purchases, as follows:

1) The new sales and use tax exemptions applied to materials incorporated into prototypes
for aircraft parts, auxiliary equipment, or modifications (the preferences in this review);
and

2) The existing sales and use tax exemptions for manufacturing machinery and equipment
(M&E) was expanded to apply to M&E for research and development and for testing
operations conducted for a manufacturer (RCWs 82.08.02565 and 82.12.02565).

Unlike the aircraft prototype preferences, the manufacturing M&E exemptions are only available to
manufacturers, processors for hire, and firms conducting testing operations for a manufacturer.
The M&E must be used for research or for testing a product and cannot be a prototype (original or
first model) of the ultimate product. The M&E must be used directly in a manufacturing process or

must be integral to the research operation, and must have a useful life of a year or more. The
exemption is administered by the seller who receives an exemption certificate from the buyer and
does not charge the sales tax.

Exhibit 24 below explains the differences in criteria for qualifying for both types of exemptions.
DOR has provided detailed written guidance to taxpayers on what types of machinery and

equipment qualify for the manufacturing M&E exemption.

Exhibit 24 - Exemption Criteria Differ for Aircraft Part Prototypes and
Manufacturing Machinery and Equipment (M&E)

. N . . Eligible Use of | Administration
Exemptions Beneficiaries | Eligible Property 9 .
Property of Exemption
Firms with $20 | Materials Prototype for Buyer pays sales
Aircraft Part million or less incorporated into a | aircraft parts, tax and files for
Prototype in gross annual | prototype auxiliary refund
Exemption income equipment, or
modifications
Manufacturers, | Materials M&E used Buyer provides
processors for incorporated into directly in exemption
. hire, or a firm M&E, or M&E manufacturing or | certificate to
Manufacturing . ) . .
M&E conducting tests | itself; useful life of a | integral to a seller; seller does
. fora year or more; research not collect the
Exemption ] )
manufacturer cannot be a operation; testing | sales tax
prototype of an fora
ultimate product manufacturer

Source: JLARC staff analysis of tax law.
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Public Policy Objectives

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

The Legislature stated public policy objectives when it enacted the tax preferences in 1996. The
objectives applied to the entire legislation which included exemptions for manufacturing M&E used
in research and development and testing operations. These objectives are to:

e Encourage, develop, and expand opportunities for family wage employment in
manufacturing industries;

e Solidify and enhance the state’s competitive position.

The Legislature stated it wanted to accomplish these objectives by extending the current
manufacturing machinery and exemptions to include machinery and equipment used for research
and development with potential manufacturing applications.

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

Since the change in law to conform to the SSUTA beginning July 1, 2004, DOR reports that no one
has applied for a refund for taxes paid on prototypes, and there is no evidence of beneficiaries
mistakenly taking the exemption directly from the seller rather than paying the tax and filing for a
refund. Before July, 2004, there was no reporting, so it is not possible to track which taxpayers
benefited from the tax preferences before this time.

Two Washington companies, the Soloy Corporation of Olympia and Rocket Engineering of
Spokane, are on record as supporting the tax preference. These firms made prototypes of aircraft
and aircraft parts, or modifications of aircraft that may not have qualified for the 1996 expanded
M&E exemptions because they were models for the ultimate product for sale.

JLARC staff contacted both the Soloy Corporation and Rocket Engineering. Both firms indicated
they have not been claiming the tax preferences.

To what extent will continuation of the tax preferences contribute to these
public policy objectives?
Businesses that sought to receive the tax preferences are still in business and have not claimed the

tax preferences. Because there is no evidence of beneficiaries claiming the tax preferences to date,
continuation of the preferences may have no effect.

Beneficiaries

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

No beneficiaries are using these tax preferences.
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The fiscal note on the 1997 legislation assumed that the aircraft part prototype exemptions would
apply to 103 firms, but that only two firms would take the maximum amount of exemption.
Beginning July 1, 2004, the Legislature required beneficiaries to pay the sales or use tax and apply to
DOR for a refund. This would allow DOR to track the number of firms actually qualifying for the
tax exemptions. DOR indicated that there have been no beneficiaries.

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

There is no revenue and economic impact because there are no current beneficiaries.

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

There would be no negative effects of terminating the tax preferences.

Other States

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

No other state provides sales and use tax exemptions specifically targeted for materials incorporated
in aircraft and aircraft part prototypes. However, Alabama, Florida, and Michigan provide broader
sales and use tax exemptions for prototypes used in research and development.

Legislative Auditor Recommendation

The Legislature should terminate the sales and use tax exemptions for prototypes for aircraft
parts, auxiliary equipment, and modifications because the tax preferences are not being used
and have not contributed to the stated public policy objectives to:

e Encourage, develop, and expand opportunities for family wage employment in
manufacturing industries;

¢ Solidify and enhance the state’s competitive position.

Legislation Required: Yes.

Fiscal Impact: No impact.
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DAIRY PRODUCT PROCESSORS - B&O TAX DEDUCTION
AND PREFERENTIAL RATE

Report Summary

Dairy Product Processors — Deduction (B&O Tax) and Dairy Product Ingredient Sales — Deduction (B&O Tax)

Provides a B&O tax

deduction to dairy product

processors for:

e Manufacturing activities
for certain dairy
products;

e Sales of dairy products
(wholesale or retail) by
the processor to
purchasers that receive
the products in-state and
transport them outside
the state; and

e Wholesale sales of dairy
products by the
processor for use as an
ingredient to
manufacture dairy
products.

Expires July 1, 2015.

The Legislature did not explicitly
state a public policy objective for this
preference in 2006 when it enacted
the preference or when it extended it
in 2012. JLARC staff infer the public
policy objective was related to jobs.

In 2013 when the preference was
expanded to wholesale dairy product
sales for use as an ingredient in
manufacturing dairy products, the
Legislature specifically stated it
intended to provide incentives to
create additional jobs in
Washington’s dairy industry and
related dairy-based product
manufacturing industry, and
specifically to encourage infant
formula producers to locate new
facilities or expand existing ones in
the state.

Additionally, the Legislature noted
that the actual fiscal impact of the
expanded deduction should
substantially conform with the fiscal
note estimate.

$8.9 million in
the 2013-15
Biennium.

Review and clarify:
Because the Legislature
indicated extension of
the expiration date was
directly related to jobs
but has not yet
identified job-related
performance metrics,
the Legislature should:
1) identify performance
targets and metrics for
the number and quality
of jobs in the dairy
processing industry;
and 2) establish criteria
for when to transition
from the deduction to
the preferential rate.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these
preferences. Although the preference appears to be meeting its public policy objective, the dairy industry is
subject to technological change that reduces the need for labor. Therefore, the Legislature should not limit its
review to the number of jobs created, but should also consider other factors such as locational choice.
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Report Summary

Rate (B&O Tax)

Dairy Product Processors — Preferential Rate (B&O Tax) and Dairy Product Ingredient Sales — Preferential

Effective July 1, 2015,
provides a preferential
B&O tax rate (0.138
percent) to dairy
processors for:

e Manufacturing activities
for certain dairy
products;

e Sales of dairy products
(wholesale or retail) by
the processor to
purchasers that receive
the products in-state
and transport them
outside the state; or

e Wholesale sales of dairy
products by the
processor for use as an
ingredient to
manufacture dairy
products.

The wholesale sales for use
as an ingredient portion of
the preference expires July
1,2023.

When the Legislature first enacted a
preferential B&O tax rate for dairy
processors prior to establishing an
exemption, the stated public policy
objective was to provide a tax rate
consistent with the rate provided to
other fresh food processors.

In 2013 when the preference was
expanded to wholesale dairy product
sales for use as an ingredient in
manufacturing dairy products, the
Legislature specifically stated it
intended to provide incentives to
create additional jobs in Washington’s
dairy industry and related dairy-based
product manufacturing industry, and
specifically to encourage infant
formula producers to locate new
facilities or expand existing ones in
the state.

Additionally, the Legislature noted
that the actual fiscal impact of the
expanded deduction should
substantially conform with the fiscal
note estimate.

$9.1 million
in the 2015-
17 Biennium.

Review and clarify:
To clarify, before the
preference takes effect,
whether the
Legislature intends
there to be parity
among all the different
food processor
manufacturing and
sales activities.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these
preferences. Although the preference appears to be meeting its public policy objective, the dairy industry is
subject to technological change that reduces the need for labor. Therefore, the Legislature should not limit its
review to the number of jobs created, but should also consider other factors such as locational choice.
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AND PREFERENTIAL RATE

Current Law

This review includes the following tax preferences for dairy product processors:

1)

2)

A business and occupation (B&O) tax deduction for:

e Manufacturing activities for certain dairy products, such as manufacturing yogurt or
making cheese;

e Sales of dairy products (wholesale or retail) by the processor to purchasers that
receive the products in-state and transport them outside the state; or

e Wholesale sales of dairy products by the processor for use as an ingredient or
component to manufacture other dairy products.

The B&O tax deduction is scheduled to expire on July 1, 2015.

A preferential B&O tax rate of 0.138 percent for the same dairy product manufacturing
and sale activities noted above, which goes into effect when the B&O deduction expires on
July 1, 2015.

The part of the preferential tax rate that applies to sales for use as an ingredient or
component in manufacturing other dairy products is scheduled to expire July 1, 2023. It is
unclear if an expiration date applies to the parts of the preferential rates for manufacturing
and for sales delivered in-state for transport out-of-state.

A statute enacted in 2013 (ESSB 5882) directs the Department of Revenue (DOR) to notify
the Code Reviser of the expiration date for the remainder of the preference. DOR has yet to
do so as of July 2014. DOR states it is currently developing a framework for determining the
impact that ESSB 5882 has on the expiration of this and other preferences.

Absent these tax preferences, dairy product processors would pay manufacturing B&O tax at a rate
of 0.484 percent on their manufacturing activities. Income from sales of dairy products delivered
in-state would be subject to the wholesaling B&O tax rate of 0.484 percent or the retailing B&O tax
rate of 0.471 percent.

Qualifying “dairy products” are those that are:

Listed in the Code of Federal Regulations under one of three broad categories (milk and
cream, cheeses and related cheese products, and frozen desserts) and include by-products
from manufacturing such items (such as whey and casein), or

Comprised of 70 percent or more of the dairy products listed above when measured by
weight or volume. This includes infant formula and dairy-based nutritional drinks.
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In addition to their manufacturing activity, dairy product processors may also be involved in
different kinds of sales activities. For instance, they may sell dairy products to other businesses that
will in turn resell the product or use it to manufacture another product (subject to wholesaling B&O

tax), or they may sell the product to the end user (subject to retailing B&O tax).

Exhibit 25, below, provides detail on the current and future tax treatment for dairy processors’

various activities under these preferences.

Exhibit 25 - Dairy Product Processors’ B&O Tax Rate
Differs Depending on Customer and Place Delivered

Activity

B&O Tax Rate Through
July 1, 2015

B&O Tax Rate Starting
July 1, 2015

Processor or any other seller
makes sale (wholesale or retail)
delivered in-state

0.484% (wholesale)
0.471% (retail)

0.484% (wholesale)
0.471% (retail)

or retail) delivered out-of-state

(Exempt as an interstate
sale)

Processor makes sale (wholesale None 0.138%
or retail) delivered in-state to (This preference exempts (This preference provides a
take out-of-state this) reduced rate)
Processor makes wholesale sale

. . None
for use as ingredient to (This prefer , 0.138%
manufacture other dairy ks pre ihe.n)ce exempts (Expires 7/01/2023)
products s

None

Processor makes sale (wholesale None

(Exempt as an interstate sale)

Source: JLARC staff analysis of state statutes.

Beneficiaries of the B&O tax deduction must file an Annual Survey with DOR by April 30 each year
based on the previous year’s activity. The survey provides information on: the number of
employees; wages by wage bands; and medical, dental, and retirement benefits. The names of
beneficiaries and the amount of tax exemption taken are publicly disclosable. If a beneficiary fails to
file a survey for a previous year, DOR may assess taxes and interest on the amount of exemption
taken for that year. Beginning July 1, 2015, beneficiaries of the preferential B&O tax rate must also

file an Annual Survey.

In addition to the preferences covered in this review, dairy product manufacturers may be eligible
for several other tax preferences, including those noted in Exhibit 26, on the following page.
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Exhibit 26 - Other Tax Preferences Are Available to Dairy Processors

Manufacturers’ Rural County & High Unemployment County
Machinery and Community Sales & Use Tax Deferral/
Equipment Sales & | Empowerment Zone Waiver for Manufacturing
Use Tax (CEZ) New Jobs B&O Tax Facilities
Exemption Credit

Beganin: 1995 1986 1985

Type: Sales & use tax B&O tax credit for Sales & use tax deferral and

exemption

manufacturers and other
businesses that hire workers
in rural counties or CEZs

eventual exemption for
construction and equipment
purchased by new or expanding
businesses in certain counties
and all CEZs

Restrictions | Available to any

Business must be located in

Businesses must be located in a

on Use: manufacturer. Not | rural county or CEZ. county with a high
available for hand- | Business must increase its unemployment rate. Facility
powered tools, items | employment by at least 15% | must stay operational seven
with useful life less | within one year of first years to receive full exemption
than one year, or hiring to take the credit
buildings

Items Purchases of Provides up to a $4,000 Construction of new structures

Impacted: machinery and B&O tax credit for each new | and expansion of existing
equipment used in position created by structures; industrial fixtures,
manufacturing manufacturing and other equipment, and support
process, repair and | businesses that hire workers | facilities integral to the
maintenance work in rural counties or CEZs manufacturing operation

JLARC Staff | None, per RCW Completed in 2013 Scheduled for 2018

Review 43.136.045

Source: JLARC staff analysis of statutes; Department of Revenue Tax Incentives web site.

See Appendix 3 for the current statutes, RCW 82.04.4268 and 82.04.260(1)(c).

Legal History

Over the years, the Legislature has provided preferential B&O tax rates to processors of several fresh
food products. Flour processors received the first preferential B&O rate in 1949, followed by
seafood processors in 1959, fresh fruit and vegetable products processors in 1965, processors of
dried peas and perishable meat products in 1967, and dairy product processors in 2001.

JLARC staft previously reviewed the preference for processors of flour in 2009, the preferences for
dairy product, seafood, and fruit and vegetable processors in 2010, and the preference for meat

processors in 2011.
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Pre-
2001

2001

2005

2006

2010

2012

2013

Dairy product processors and wholesalers paid the general manufacturing and wholesaling
B&O tax rate of 0.484 percent. Dairy product retailers paid the general retailing rate of 0.471
percent.

The Legislature enacted a preferential B&O tax rate of 0.138 percent for dairy product
manufacturing activities or for selling activities (either retail or wholesale) of dairy products
in-state to purchasers that transported the products out-of-state.

The Legislature stated it intended to provide dairy product processors a B&O tax rate on par
with rates provided to other fresh food processors. The Legislature further stated the rate
was intended for processors of dairy products from raw materials, such as fluid or
dehydrated milk or milk byproducts like cream, buttermilk, whey, butter, or casein, and not
intended for processors that used dairy products as an ingredient or component of their
product, such as milk-based soups or pizza. The legislation did not set an expiration date for
the new lower rate for dairy product processing and sales.

The Legislature changed the preferential B&O tax rate for fresh fruit and vegetable
processors and certain wholesale sales by processors to an exemption, effective July 1, 2005.
The B&O tax rate for dairy processors remained at 0.138 percent.

The Legislature replaced the preferential B&O tax rate for dairy product processors and
sellers with a B&O tax exemption. Unlike the fruit and vegetable preference passed in 2005,
the exemption was not limited to sales by the processor. The exemption took effect July 1,
2006, and was set to expire July 1, 2012. Beneficiaries of the exemption were required to file
an Annual Survey with DOR.

The legislation provided that, after the exemption expired, dairy product processors and
sellers would pay the same preferential B&O tax rate (0.138 percent) provided to other fresh
food processors.

In the same bill, the Legislature set the same July 1, 2012, expiration date for the B&O tax
exemption provided in 2005 to fruit and vegetable processors, and to the newly created B&O
exemption for seafood processors and sellers.

JLARC staff issued a performance audit review of the dairy product processors B&O tax
exemption and preferential rate to the Legislature. In the report, the Legislative Auditor
recommendation was to allow the B&O tax exemption to expire as scheduled in 2012 and
the preferential rate to begin. This would have resulted in consistent tax treatment for
processing fresh food products.

The Legislature extended the expiration date for the dairy, fruit and vegetable, and seafood
product processor B&O exemption to July 1, 2015, and adjusted the preferential rate to begin
after the exemption ended.

Effective October 1, 2013, the Legislature made the following changes to the dairy processer
preferences:

e Changed the existing B&O tax exemption for dairy processors to a deduction;
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e Narrowed the preference for all wholesale sales made in-state for delivery outside the
state to apply only to sales by dairy processors delivered in-state for delivery outside the
state; and

e Expanded the preference by providing a deduction and subsequent preferential rate to
wholesale sales by dairy processors for use as an ingredient or component to
manufacture other dairy products. By law, this preferential rate should expire July 1,
2023.

Other Relevant Information

Farmer-owned dairy cooperatives conduct numerous activities for member dairy farmers, including
negotiating prices and assembling, hauling, manufacturing, processing, or marketing milk and dairy
products to wholesalers, retailers, or in their own facilities. Washington’s first dairy cooperatives
began operations in 1898.

Darigold, the state’s largest dairy product processor, began as a cooperative in 1918. It currently
operates six plants in Washington and has over 550 member farms, 350 of which are in Washington.
In 2012, it was the fourth largest dairy cooperative in the U.S. and is a major beneficiary of this
preference.

Public Policy Objectives

What are the public policy objectives that provide a justification for the tax
preferences? Is the purpose or intent of the tax preferences clear?

B&O Tax Deduction
Related to jobs

The Legislature did not explicitly state the public policy objective for the tax preference when it was
first enacted in 2006 or in 2012 when it extended the expiration date for B&O tax exemptions for
dairy, seafood, and fruit and vegetable processors to July 1, 2015. JLARC staff infer the public policy
objective was related to jobs based on member comments during a 2012 Senate floor debate stating
the exemptions were directly related to jobs.

When the Legislature enacted the preference in 2006, it required beneficiaries to file an Annual
Survey with DOR detailing:

e The number of full-time, part-time, and temporary employees;

e The number of employees by wage bands; and

e The extent to which beneficiaries offered medical, dental, and retirement benefits to
employees.

Encouraging infant formula producers to locate new or expand existing facilities in
Washington

In 2013 when the preference was expanded to wholesale dairy product sales for use as an ingredient
in manufacturing other dairy products, the Legislature specifically stated it intended to provide
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incentives to create additional jobs in Washington’s dairy industry and related dairy-based product
manufacturing industry. The Legislature elaborated that its particular objective was to encourage
infant formula producers to locate new facilities or expand existing ones in the state.

A July 2013 Department of Commerce news release stated the expansion was expected to create 25
additional jobs and maintain the 137 current positions at the Sunnyside Darigold processing facility.

B&O Tax Preferential Rate
Provide tax treatment consistent with other food processors

When a preferential B&O tax rate for dairy processors was first enacted in 2001 (prior to
establishment of the exemption), the Legislature stated its public policy objective was to provide a
tax rate for dairy product processors commensurate to the rate imposed on certain other processors
of agricultural commodities.

In 2012, the Legislature extended the B&O exemption expiration date for dairy, seafood, and fruit
and vegetable processors to July 2015. After that time, all three of these types of food processors are
scheduled to pay the same preferential tax rate of 0.138 percent, the tax rate currently paid by
several other food processors.

Legislature Established Measurement of Effectiveness
Provide incentive in a fiscally responsible manner

When the Legislature expanded the preferences to include sales for use as ingredients in
manufacturing other dairy products, the Legislature stated it intended to provide the incentive in a
fiscally responsible manner, where the actual revenue impact of the 2013 expansion “substantially
conforms” with the fiscal note estimate.

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

B&O Tax Deduction

Related to jobs

While the 2012 Senate floor speeches indicated the exemption was directly related to jobs, the
Legislature has not established specific job number or job quality targets to use in assessing
achievement of the jobs-related objective.

There is, however, descriptive information available for the Legislature’s review on jobs in the dairy
product processing industry and job-related information reported by the businesses using the dairy
product processor B&O exemption. This section of the report provides historical trend data on
employment in the dairy product processing industry as a whole (beneficiaries and non-
beneficiaries). It then answers the following four questions using data from self-reported 2009-2012
Annual Surveys filed by the beneficiaries of the preference:

1. What percentage of beneficiaries reported creating new jobs each year?

2. How many jobs are beneficiaries reporting?
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3. What wages do beneficiaries pay their employees?

4. How many beneficiary employees receive health and retirement benefits?

JLARC staft do not assert whether there is a causal relationship between the outcomes shown in this
section and the tax preference.

For Washington’s dairy processing industry as a whole, from 1990 to 2013, there has been a 193
percent reduction in jobs. These figures include businesses that did not or could not use the
preference. See Exhibit 27, below.

Exhibit 27 — Washington Dairy Processing Jobs

0.138%
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NOTE: Employment for creamery butter and dehydrated or dried dairy products as well as ice cream
manufacturing jobs for 2008 through 2010 not reported in Employment Security data due to confidentiality
requirements.

Source: Quarterly Census of Employment of Employment and Wages data, 1990 through June 2013, NAICS 31151
and 31152.

1. What percentage of beneficiaries reported creating new jobs in each year?

Annual Survey data indicates that the number of beneficiaries using the exemption increased from 7
firms in 2009 to 17 firms in 2012. Of these, up to three firms reported creating jobs in any given
year. See Exhibit 28, on the following page.
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Exhibit 28 - Annual Survey Data Reflects While Dairy Industry Beneficiaries
Increased, Few Created Jobs

Calendar Year Nu!r!ber of Firms Numbe.r of Firms Percen.t of Firms
Filing Survey Creating Jobs Creating Jobs
2009 7 1 14%
2010 11 0 0%
2011 16 3 19%
2012 17 3 8%

Source: Department of Revenue Annual Survey data 2009 -2012.

2. How many jobs are beneficiaries reporting?

Annual Survey data for Calendar Years 2009 through 2012 indicates that 93 to 96 percent of dairy
beneficiaries’ employment positions are full-time jobs. See Exhibit 29, below.

Exhibit 29 - Dairy Processing Beneficiaries Provide Predominately Full-Time Jobs

Ca&endar Full-Time | Part-Time | Temporary Total Employees Perce.nt Full-

ear Reported Time
2009 1,094 86 0 1,180 93%
2010 1,172 64 2 1,239 95%
2011 1,309 71 20 1,400 94%
2012 1,315 57 2 1,374 96%

Source: Department of Revenue Annual Surveys, 2009 - 2012.

3. What wages do beneficiaries pay their employees?

The Legislature requires beneficiaries to report the number of Washington employment positions
into one of three wage bands on the Annual Survey. For Calendar Years 2009 through 2012, Annual
Survey data reflects that 56 to 57 percent of dairy processor beneficiary employee wages are in the
$30,000 to $59,999 band, and 27 to 31 percent receive wages of $60,000 or more annually. See
Exhibit 30, below.

Exhibit 30 - Dairy Product Processor Beneficiary Wages

Percent Positions Within Annual Wage Bands
(Per Beneficiary Annual Surveys)
Calendar Year Under $30,000 $30,000 to $59,999 $60,000 or More
2009 17% 56% 27%
2010 14% 57% 29%
2011 13% 56% 31%
2012 13% 56% 31%

Note: Positions include full-time, part-time, and temporary positions.
Source: Department of Revenue Annual Survey data, 2009 - 2012.
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In addition to looking at wages reported by beneficiaries on Annual Surveys, JLARC staff analyzed
state average annual wages for specific manufacturing industry categories as reported by the
Employment Security Department. The industry-wide data (including beneficiaries and non-
beneficiaries) shows that wages paid by dairy product processors are higher than other Washington
food processors, but less than the average wages paid to other manufacturing employees. See
Exhibit 31, below.

Exhibit 31 - Dairy Processing Industry Annual Wages Are Above Food Product
Manufacturing Industry Wages

Average Annual Wages for Selected Industries
(Per State Employment Security Data)

Calendar Dairy Food Product Manufacturing Manufacturing
Year Processing Manufacturing | (Excluding Aerospace) | (Including Aerospace)
2009 $49,464 $40,531 $51,699 $62,931
2010 $49,524 $40,911 $52,991 $64,925
2011 $53,963 $41,682 $54,677 $68,065
2012 $45,178 $42,969 $55,709 $69,306

Note: Positions include full-time, part-time, and temporary positions.
Source: Employment Security Quarterly Census Employment and Wages annual data, 2009-2012.

4. How many beneficiary employees receive health and retirement benefits?

Beneficiaries must also report on the Annual Survey the number of employees receiving medical,
dental, and retirement benefits. See Exhibit 32, below.

Exhibit 32 - Medical, Dental, and Retirement Benefits

Calendar Year Medical Dental Retirement
2009 91% 78% 87%
2010 92% 80% 89%
2011 83% 75% 81%
2012 89% 78% 81%

Source: Department of Revenue Annual Surveys, 2009 — 2012.

Encouraging infant formula producers to locate new or expand existing facilities in
Washington

Information on the expanded use of the preference for sales of dairy products used as ingredients in
manufacturing other dairy products is not yet available. DOR staff stated they will add a deduction
line to the tax return specifically for this activity, beginning with the April 2014 tax return. This will
ensure that future qualifying sales are deducted and that data will be available for future analysis.
According to fiscal note estimates for the expanded exemption, no activity was expected before July
2015.
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Darigold stated it is expanding its production facility in Sunnyside to allow for production of dairy
products for use in producing infant formula. As of May 2014, the facility was in phase one of a
two-phase process, with completion expected by late 2015.

B&O Tax Preferential Rate
Provide tax treatment consistent with other food processors

While the future preferential B&O tax rate will provide parity in tax treatment for food product
processing activities (manufacturing), it will not provide parity for various wholesale or retail sale
activities. If tax parity is what the Legislature intended, it will only partly be achieved.

Food tax parity for manufacturing

For the most part, the same preferential rate will apply to food manufacturing activities. The
Legislature granted preferential tax rates to food processors one sector at a time over a period of
years beginning in 1949, and then provided full exemptions to fruit and vegetable, dairy, and
seafood product processors in 2005 and 2006. On July 1, 2015, dairy, fruit and vegetable, and
seafood processors will pay the same preferential B&O tax rate of 0.138 percent that many other
food processors now do. See Exhibit 33 below. It is unclear why the Legislature selected the rate of
0.138 percent to apply to these food processors.

Exhibit 33 - History of Tax Preference for Food Processors

Preferential rate 0.138%
T

| | | | I | | | |
Seafood
1959 2006 2012
Fruit & vegetables
1965 2005 2012
Dairy
2001 2006 2012
| |
Flour
1949 '
Meat & dry peas
1967
| Soybean & sunflower oil
Preferential rate L ; i . i i
; Pearl barley
Exemptfon 1987
Exemption extended Canola oil
1995 | :

1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015
Year

Source: JLARC staff analysis of various food processor statutes.
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Food tax parity for selling

While the Legislature’s actions will result eventually in B&O tax parity among food processors for
their manufacturing activity, the same is not true for their selling activities. Examples of differences
in the application of the preferential rate to sales activities include the following:

e Some food processors receive no preferential rate on any of their sales activities (flour, dried
peas, soybean and sunflower oil, pearl barley, and canola oil processors);

e Some food processors receive the preferential rate on their wholesale sales delivered in-state
but transported outside the state (fruit and vegetable, seafood, and dairy processors);

e Some food processors receive the preferential rate on an additional portion of their sales
activities (seafood and dairy processors for retail sales delivered in-state for transport out-of-
state; and dairy processors for wholesale sales for use as a component in making other dairy

products); and

e Some businesses that are not food processors receive the preferential rate (businesses making
retail or wholesale sales of seafood products delivered in-state for delivery out-of-state,
businesses making wholesale sales of meat products)

The inconsistencies are illustrated in Exhibit 34, below.

Exhibit 34 - Future Preferential B&O Tax Rate Will Provide Tax Parity
for Food Processing Activities but Not for Sales Activities

Will pay preferential B&O rate (0.138%) effective July 1, 2015

Sales delivered in-state

Hany Processing for delivery out-of-state wlﬁ::ltigle

(manufacturing) | sajes by Processor |  Sales by Others sales
Wholesale | Retail | Wholesale | Retail

Seafood

Dairy v

Fruit & Vegetables

Meat W3+

Flour

Dried Peas

Soybean & Sunflower Oil

Pearl Barley

Canola Oil

* Wholesale sales by processor for use as an ingredient in making other dairy product.

** Wholesale sales by any business.
Source: JLARC staff analysis of RCW 82.04.260.
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Legislature Established Measurement of Effectiveness
Provide incentive in a fiscally responsible manner

There is currently no information available to determine actual use of the deduction for sales of
dairy products for use as an ingredient in manufacturing other dairy products. The fiscal note for
the expanded preference assumed that eligible activities would not begin until mid-2015. It is
unknown whether eligible sales might be occurring prior to those anticipated in the fiscal note.

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

It is unclear whether continuing the B&O tax deduction scheduled to expire July 1, 2015, would
contribute to the public policy objective related to jobs. Allowing the deduction to expire and
replacing it with the 0.138 percent preferential B&O tax rate would provide tax parity for several
types of fresh food manufacturing activities. However, the tax treatment provided for various selling
activities of fresh food products would remain inconsistent.

Beneficiaries
Who are the entities whose state and/or local tax liabilities are directly affected
by the tax preferences?

From 2006 through 2012, the number of beneficiaries increased from four to 17 businesses,
according to Annual Survey data.

Darigold, Inc., consistently tops the list of dairy product processor beneficiaries. Four beneficiaries
have accounted for between 95 to 98 percent of the tax preference received from 2009 through 2012.
See Exhibit 35, below.

Exhibit 35 - One Firm Accounts for Close to 90 Percent of the Preference Claimed

Percentage of Total Tax Preference Claimed
Business 2009 2010 2011 2012
Darigold, Inc. 89% 89% 90% 87%
Safeway, Inc. (dairy processing plant) 3% 3% 3% 3%
Safeway, Inc. (ice cream plant) 4% 3% 3% 3%
Anderson Dairy, Inc. 2% 2% 2% 2%
All Remaining Beneficiaries 2% 3% 2% 5%

(3 firms) (7 firms) (12 firms) (13 firms)

Source: Department of Revenue Annual Survey data, 2009 - 2012.

Beginning October 1, 2013, the changes to the preference may impact the number of future
beneficiaries. First, the definition of qualifying dairy products was expanded to include items such
as infant formula and dairy-based nutritional drinks. Second, eligible sales were restricted to only
those made by the manufacturer of the dairy product (previously, qualifying sales could be made by
any business). Finally, qualifying sales were expanded to include sales by the manufacturer for use
in manufacturing other dairy products.
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The four largest dairy product beneficiary businesses employed 86 percent of the total employees
reported by beneficiaries in 2012. See Exhibit 36 below.

Exhibit 36 - In 2012, Most Dairy Product Beneficiary
Employees Work for Larger Businesses

10 Firms have

41 | 24 or fewer employees
3%

3 Firms have
25-74 employees

4 Firms have
75+ employees

1,184

Source: Department of Revenue 2012 Annual Survey data.

Revenue and Economic Impacts

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

Beneficiaries are estimated to have saved $4.5 million in Fiscal Year 2013 due to the preference. The
estimated 2013-15 Biennial savings (prior to the preference’s expiration on July 1, 2015) is nearly $9
million. These estimates are based on the fact that without the preference, these businesses would
likely pay B&O tax at a rate of 0.484 percent. See Exhibit 37, below.

Exhibit 37 - Estimated 2013-15 Beneficiary Savings from B&O Tax
Exemption/Deduction for Dairy Product Processors

Fiscal Year Taxable Gross Income Beneficiary Savings
2012 $875,820,000 $4,239,000
2013 $926,618,000 $4,485,000
2014 $907,159,000 $4,391,000
2015 $946,167,000 $4,579,000
2013-15 Biennium $1,853,326,000 $8,970,000
Exemption scheduled to expire effective July 1, 2015

Source: Department of Revenue Annual Report data for Calendar Year 2012 used for 2012 calculation. Growth
estimated using Economic and Revenue Forecast Council’s actual B&O tax growth for Fiscal Year 2013 and
estimated growth for Fiscal Years 2014 — forward (November 2013 forecast).
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After the deduction expires, it will be replaced by the preferential 0.138 percent tax rate.
Beneficiaries are estimated to save $9.1 million in the 2015-17 Biennium due to the preferential rate.
These estimates are calculated using the difference between the general manufacturing/ wholesaling

B&O tax rate (0.484 percent) and the preferential rate (0.138 percent). See Exhibit 38, below.

Exhibit 38 - Estimated 2015-17 Beneficiary Savings from Preferential B&O Tax
Rate for Dairy Product Processors

Taxable Gross B&O Tax Under B&O Tax Under Beneficiary
Fiscal Year Income General Rate Preferential Rate GoEE
(0.484%) (0.138%)

2012

2013 . .

2014 Preferential rate does not take effect until July 1, 2015.

2015

2016 $1,192,529,000 $5,772,000 $1,646,000 $4,126,000

2017 $1,453,348,000 $7,034,000 $2,006,000 $5,029,000

2015-17

Biennium $2,645,877,000 $12,806,000 $3,651,000 $9,155,000

Source: Department of Revenue Annual Report data for Calendar Year 2012 used as basis for Fiscal Year
calculations. Includes Department of Revenue 2013 fiscal note estimate for ingredients used to manufacture
dairy products. Growth estimated using Economic and Revenue Forecast Council’s estimated B&O tax growth for
Fiscal Years 2016 and 2017 (November 2013 forecast).

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

If the B&O tax deduction (currently scheduled to expire July 1, 2015) and the preferential B&O tax
rate scheduled to begin July 1, 2015, were terminated, dairy processors that now pay no B&O tax
would pay B&O tax and those scheduled to pay a preferential B&O tax rate will pay a higher rate.

The effect of these terminations on employment and the economy would depend on the extent to
which the industry could absorb the increased costs or pass them along to their customers.

Other States

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

JLARC staft reviewed taxation for dairy processors and sellers in states with dairy operations that
were geographically proximate (Oregon, Idaho, and California) and also with major dairy

producing states (Wisconsin, New York, and Pennsylvania). Washington produced 3.3 percent of
the U.S. milk supply in 2012, the last year of data available.

Since none of these competitor states impose a B&O or similar tax, JLARC staff looked to other tax
preferences provided to dairy product processors or sellers. See Exhibit 39 on the following page.
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Exhibit 39 - Tax Preferences Provided in Competing Dairy Production States

2012 Percentage of
. . Tax Preferences Provi
State U.S. Milk Production ax Preferences Provided by State

California 20.87% Sales tax exemption for diesel fuel used in food
processing
State income tax deduction for cooperatives for
income from business for or with members

Wisconsin 13.59% Franchise tax credit for modernization or expansion
of dairy manufacturing facilities
Cooperatives exempt from income tax

ldaho 6.77% Income tax deduction for cooperatives on patronage
income

New York 6.59% No comparable tax preferences found

Pennsylvania 5.24% No comparable tax preferences found

Washington 3.3% B&O tax deduction, followed by preferential rate for
processors for manufacturing, sales for delivery
outside the state, and sales for ingredients in
manufacturing other dairy products

Oregon 1.25% Income tax exemption for cooperatives on
patronage dividends and transactions with members

Source: USDA Economic Research Service data for 2012 for U.S. milk production.

Legislative Auditor Recommendations
B&O Tax Deduction for Dairy Product Processors

Prior to the scheduled expiration of the dairy product processor and seller B&O exemption in July
2012, JLARC staff reviewed this pair of preferences. The Legislative Auditor’s recommendation at
that time was to allow the B&O exemption to expire as scheduled in 2012 and the B&O preferential
rate to begin. This would have resulted in consistent tax treatment for processing food products.

The Legislature chose a different course of action. In the 2012 session, the Legislature extended the
expiration date for the dairy product processor exemption (and the seafood and fruit and vegetable
exemptions) to July 2015, and delayed the effective date of the preferential rate to begin when the
exemption expires. While the legislation did not include a specific statement of intent, floor
speeches indicated extension of the expiration date for the exemptions was directly related to jobs.

In 2013, the Legislature changed the exemption to a deduction and expanded the preference to
include additional dairy products and wholesale sale transactions, and also narrowed it to apply only
to sales by the processor, while maintaining the July 2015 expiration date. Additionally, the
Legislature stated a public policy objective for the expanded deduction and noted that the actual
fiscal impact of the expanded deduction should substantially conform with the fiscal note estimate.
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In light of the Legislature’s actions in 2012 and 2013, the Legislative Auditor is modifying his
recommendations in this 2014 review.

Because the Legislature indicated that the extension of the expiration date for this deduction
was directly related to jobs but has not yet identified job-related performance metrics, the
Legislature should review and clarify this preference to:

o Identify performance targets and metrics for the number and quality of jobs in the dairy
product processing industry; and

o Establish criteria for when to transition from the deduction to the preferential rate.

Legislation Required: Yes.

Fiscal Impact: Depends on Legislation.

Preferential B&O Rate for Dairy Product Processors

The preferential B&O rate for dairy product processors has not yet taken effect, so its performance
cannot be evaluated. However, we note that the Legislature has not made a clear statement on the
public policy objective of the preferential rate beyond the policy objective provided for dairy
products used as ingredients in manufacturing other dairy products. When it originally established
the preferential rate for dairy product processors before replacing it with the exemption, the
Legislature indicated an objective of providing a tax rate commensurate to the rate paid by other
processors of agricultural commodities. The Legislature may intend eventual consistent tax
treatment for all food processors, but there is not a clear statement of this objective, and the
Legislature’s action in 2012 delayed this from happening.

Also, while the preferential rate will make the tax rate of several food processing manufacturing
activities conform, there will not be tax parity among various sales activities of food products.

Because it has an opportunity to do so before the preference takes effect, the Legislature should
review and clarify this preference to clarify whether the Legislature intends there to be parity
among all the different food processor manufacturing and sales activities.

Legislation Required: Yes.

Fiscal Impact: Depends on Legislation.
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FRESH FRUIT AND VEGETABLE PROCESSORS - B&O TAX
EXEMPTION AND PREFERENTIAL RATE

Report Summary

Fruit and Vegetable Processors — Exemption (B&O Tax)

Provides a B&O tax exemption

to fruit and vegetable

processors for:

e Manufacturing activities for
fresh fruit and vegetable
products, or

e Wholesale sales of fruit or
vegetable products by the
processor to purchasers that
receive the products in-state
and transport them outside
the state.

The Legislature did not
explicitly state a public policy
objective for this preference in
2005 when it first enacted the
preference or when it
extended it in 2012. JLARC
staff infer the public policy
objective was related to jobs.

$39.3 million
in the 2013-15
Biennium

Review and clarity:
Because the Legislature
indicated extension of the
expiration date was directly
related to jobs but has not
yet identified job-related
performance metrics, the
Legislature should: 1)
identify performance
targets and metrics for the
number and quality of jobs
in the fruit and vegetable
processing industry; and 2)
establish criteria for when
to transition from the
deduction to the
preferential rate.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these
preferences. Although the preference appears to be meeting its public policy objective, the fruit and vegetable
industry is subject to technological change that reduces the need for labor. Therefore, the Legislature should not
limit its review to the number of jobs created, but should also consider other factors such as locational choice.

Fruit and Vegetable Processors — Preferential Rate (B&O Tax)

Effective July 1, 2015, provides
a preferential B&O tax rate
(0.138 percent) to fruit and
vegetable processors for:

e Manufacturing activities for
fresh fruit and vegetable
products, or

e Wholesale sales of fruit or
vegetable products by the
processor to purchasers that
receive the products in-state
and transport them outside
the state.

The Legislature did not
explicitly state a public policy
objective for this preference.
JLARC staff infer the policy
objective is to treat fruit and
vegetable processors
consistently with other fresh
food processors.

$30.8 million
in the 2015-17
Biennium.

Review and clarify: To
clarify, before the
preference takes effect,
whether the Legislature
intends there to be parity
among all the different
food processor
manufacturing and sales
activities.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these
preferences. Although the preference appears to be meeting its public policy objective, the fruit and vegetable
industry is subject to technological change that reduces the need for labor. Therefore, the Legislature should not
limit its review to the number of jobs created, but should also consider other factors such as locational choice.
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FRESH FRUIT AND VEGETABLE PROCESSORS - B&O TAX
EXEMPTION AND PREFERENTIAL RATE

Current Law

This review includes two tax preferences for fresh fruit and vegetable product processors:
1) A business and occupation (B&O) tax exemption for:

e Manufacturing activities for fresh fruit and vegetable products, such as canning
asparagus or producing apple juice, or

e Wholesale sales of fruits or vegetables by the processor to purchasers that receive the
products in-state and transport them outside the state.

The B&O tax exemption is scheduled to expire July 1, 2015.

2) A preferential B&O tax rate of 0.138 percent for the same fruit and vegetable
manufacturing and wholesaling activities, which goes into effect when the B&O exemption
expires on July 1, 2015.

The preferential tax rate does not have an expiration date.

Absent these tax preferences, fresh fruit and vegetable processors would pay manufacturing B&O
tax at a rate of 0.484 percent on their manufacturing activities. The selling activity would be taxed at
the wholesaling B&O tax rate, which is also 0.484 percent.

Processors are eligible for the tax preferences if they manufacture fresh fruits and vegetables by
canning, preserving, freezing, processing, or dehydrating. In addition to their manufacturing
activity, fruit and vegetable processors may also be involved in different kinds of sale activities. For
instance, they may sell fruit and vegetable products to other businesses that will in turn resell the
product or use it to manufacture another product (subject to wholesaling B&O tax), or they may sell
the product to the end user (subject to retailing B&O tax). Fruit and vegetable processor wholesale
sales qualify for the preferences if the products are delivered in-state to purchasers that then
transport them outside the state.

Exhibit 40 on the following page provides detail on the current and future tax treatment for fruit
and vegetable processors’ various sales activities under these preferences.
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Exhibit 40 - Fruit and Vegetable Product Processor B&O Tax Rate
Differs Depending on Customer and Place Delivered

. B&O Tax Rate
Activity =
Through July 1, 2015 Starting July 1, 2015
W}.lolesale. sale by processor 0.484% 0.484%
delivered in-state
Wholesale sale by processor None 0.138%
delivered in-state to take out-of- (This preference (This preference provides a

state

exempts this)

reduced rate)

Wholesale sale by processor
delivered out-of-state

None
(Exempt as an interstate sale)

None
(Exempt as an interstate sale)

Source: JLARC staff analysis of state statutes.

Beneficiaries of the B&O tax exemption must file an Annual Survey with the Department of
Revenue (DOR) by April 30 each year based on the previous year’s activity. The survey provides
information on: the number of employees; wages by wage bands; and medical, dental, and
retirement benefits. The names of beneficiaries and the amount of tax exemption taken are publicly
disclosable. If a beneficiary fails to file a survey for a previous year, DOR may assess taxes and
interest on the amount of exemption taken for the year. The survey will not be required for

beneficiaries of the preferential rate when it takes effect in July 2015.

In addition to the preferences covered in this review, fruit and vegetable processors may be eligible
for several other tax preferences, including those noted in Exhibit 41, on the following page.
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Exhibit 41 - Other Tax Preferences Are Available to Fruit and Vegetable

Processors

Manufacturers’ Rural County & High Unemployment County
Machinery and Community Sales & Use Tax Deferral/
Equipment Sales & | Empowerment Zone Waiver for Manufacturing
Use Tax (CEZ) New Jobs B&O Tax | Facilities
Exemption Credit
Began in: 1995 1986 1985
Type: Sales & use tax B&O tax credit for Sales & use tax deferral and
exemption manufacturers and other eventual exemption for
businesses that hire workers | construction and equipment
in rural counties or CEZs purchased by new or expanding
businesses in certain counties
and all CEZs
Restrictions | Available to any Business must be located in | Business must be located in a

on Use: manufacturer. Not | rural county or CEZ. county with a high
available for hand- Business must increase its unemployment rate. Facility
powered tools, items | employment by at least 15% | must stay operational seven
with useful life less | within one year of first years to receive full exemption
than one year, or hiring to take the credit
buildings

Items Purchases of Provides up to a $4,000 Construction of new structures

Impacted: | machinery and B&O tax credit for each new | and expansion of existing
equipment used in position created by structures; industrial fixtures,
manufacturing manufacturing and other equipment, and support
process, repair, and | businesses that hire workers | facilities integral to the
maintenance work in rural counties or CEZs manufacturing operation

JLARC Staff | None, per RCW Completed in 2013 Scheduled for 2018

Review 43.136.045

Source: JLARC staff analysis of statutes; Department of Revenue Tax Incentives web site.

See Appendix 3 for the current statutes, RCWs 82.04.4266 and 82.04.260(1)(d).

Legal History

Over the years, the Legislature has provided preferential B&O tax rates to processors of several fresh
food products. Flour processors received the first preferential B&O rate in 1949, followed by
seafood processors in 1959, fresh fruit and vegetable product processors in 1965, processors of dried
peas and perishable meat products in 1967, and dairy product processors in 2001.

JLARC staft previously reviewed the preference for flour processors in 2009, and the preferences for
fruit and vegetable, seafood, and dairy product processors in 2010, and the preference for meat

processors in 2011.

Pre-

1954 B&O tax law classified canning and packing fresh fruits and vegetables as a manufacturing
activity. Processors that prepared and froze fresh fruits and vegetables owed tax as
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1954

1957

1959

1965

1990s

1996

1997

1998

2005

2006

2007

wholesalers. The tax rates for wholesaling and manufacturing were both 0.3 percent in the
early 1950s.

The Tax Commission amended a rule to define canning, preparing, and freezing fresh fruits
and vegetables as a manufacturing process.

The State Supreme Court confirmed that the Tax Commission had the authority to change
the manufacturing definition by rule and that the change did not require legislation.*

The general manufacturing B&O tax rate was increased to 0.44 percent.

The Legislature provided fresh fruit and vegetable processors a preferential B&O tax rate of
0.3 percent. To qualify, a business had to process fresh fruits and vegetables by “canning,
preserving, freezing, or dehydrating.”

All B&O tax rates increased and gradually decreased due to surtax impositions and
expirations.

The Legislature expanded the preferential rate for fruit and vegetable processors to include
in-state wholesale sales by the processor to purchasers that transported the goods out-of-
state. The Legislature also added “processing” fresh fruits and vegetables to the list of eligible
activities of “canning, preserving, freezing, or dehydrating.”

When the last B&O surtax expired on July 1, 1997, the fruit and vegetable processing rate
became 0.33 percent while the general manufacturing rate became 0.484 percent.

The Legislature reduced the fruit and vegetable processing B&O tax rate to 0.138 percent.
The general manufacturing rate remained at 0.484 percent.

The Legislature replaced the preferential B&O tax rate with an exemption effective July 1,
2005.

Additionally, in Agrilink Foods v. DOR, the State Supreme Court granted a preferential B&O
tax rate for processing perishable meat to a chili manufacturer.” DOR interpreted the
decision to also expand this preference so that fresh fruit and vegetable processors might be
granted the preference even though the end product contained only a small portion of fruit
and vegetables.

The Legislature added a July 1, 2012, expiration date for the B&O tax exemption for fruit and
vegetable processors. The legislation provided that after the exemption expired, the industry
would pay a preferential B&O tax rate of 0.138 percent. In the same bill, the Legislature
provided the B&O tax exemption to processors of dairy and seafood products, with the same
expiration date and the same future preferential B&O tax rate.

DOR determined that wineries qualified for the fresh fruit and vegetable processing tax
preference. Wineries that filed claims were entitled to refunds of previously paid B&O taxes
going back to 2003.

* Stokely-Van Camp, Inc. v. Washington, 50 Wn.2d 492 (1957)
> Agrilink Foods, Inc. v. Department of Revenue, 153 Wn.2d 392 (2005)
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2010 Responding to the 2005 Agrilink case, the Legislature approved DOR-request legislation
narrowing the B&O tax exemption for fruit and vegetable processors (and subsequent
preferential B&O tax rate) to apply only if fruit, vegetable, and water comprised at least 50
percent of the ingredients in the end product. The Legislature noted its intent was to avoid
providing the tax preference to processors that only included a small amount of fruit and
vegetables in their end product. The same bill also narrowed the preferential B&O rate for
processors of perishable meat to only apply to specific activities and products.

In November, state voters approved Initiative 1107, which repealed (effective December 2,
2010) several tax measures passed earlier that year by the Legislature, including the changes
made to the B&O tax preferences for fruit and vegetable processors and processors of
perishable meat. Thus the 2010 legislative changes to the fruit and vegetable processor
exemption were in effect only from June 1 through December 1, 2010.

Also in 2010, JLARC staff issued a performance audit review of the fresh fruit and vegetable
processors B&O tax exemption and preferential rate to the Legislature. In the report, the
Legislative Auditor’s recommendation was to allow the B&O tax exemption to expire as
scheduled in 2012 and the preferential rate to begin. This would have resulted in consistent
tax treatment for processing fresh food products.

2012 The Legislature extended the expiration date for the fruit and vegetable, dairy, and seafood
processor B&O tax exemption to July 1, 2015, and adjusted the preferential rate to begin
after the exemption ended.

2014 The Legislature clarified that marijuana, usable marijuana, and marijuana-infused products
are not considered “fruits” or “vegetables” for the purpose of these tax preferences.

Other Relevant Background

Washington is the leading U.S. producer of apple juice, a leader in grape and berry juice production,
and is the second-largest premium wine producer in the U.S. with more than 750 licensed wineries.
Washington was responsible for 4.6 percent of the value of U.S. manufactured fruit and vegetable
products in both 2010 and 2011. There were a number of processing plant closures in the years
leading up to the 2005 enactment of the tax exemption.
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Public Policy Objectives

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

B&O Tax Exemption
Related to jobs

The Legislature did not explicitly state a public policy objective for the tax preference when it was
first enacted in 2005, or in 2012 when the Legislature extended the expiration date for B&O tax
exemptions for fruit and vegetable, dairy, and seafood processors to July 1, 2015. JLARC staff infer
the public policy objective was related to jobs based on member comments during a 2012 Senate
floor debate, where senators stated the exemptions were directly related to jobs.

A year after the preference was first enacted, the Legislature required beneficiaries to file an Annual
Survey with DOR detailing:

e The number of full-time, part-time, and temporary employees;

e The number of employees by wage bands; and

e The extent to which beneficiaries provided medical, dental, and retirement benefits to
employees.

B&O Tax Preferential Rate
Provide tax treatment consistent with other food processors

The Legislature has not explicitly stated a public policy objective for the preferential B&O tax rate.
JLARC staff infer the public policy objective is to treat fruit and vegetable processors consistently

with other food processors, as reflected in parallel legislative actions for fruit and vegetable, dairy,
and seafood processors.

In its actions in 2005 and 2006, the Legislature established that these food processors would all
eventually pay the preferential B&O tax rate of 0.138 percent, the same rate as many other food
processors. In 2012, the Legislature extended the B&O tax exemption for fruit and vegetable, dairy,
and seafood processors to July 2015. After that time, all three of these types of food processors
currently exempt from the tax are scheduled to pay the same preferential B&O tax rate paid by
several other food processors.

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

B&O Tax Exemption

Related to jobs

While the 2012 Senate floor speeches indicated the exemption was directly related to jobs, the
Legislature has not established specific job number or job quality targets to use in assessing
achievement of the jobs-related objective.

112 JLARC Report: 14-2: 2014 Tax Preference Performance Reviews



Fresh Fruit and Vegetable Processors

There is, however, descriptive information available for the Legislature’s review on jobs in the fruit
and vegetable processing industry and job-related information reported by the businesses using the
fruit and vegetable processor B&O exemption. This section of the report provides historical trend
data on employment in the fruit and vegetable processing industry as a whole (beneficiaries and
non-beneficiaries). It then answers the following four questions using data from self-reported 2009-
2012 Annual Survey filed by the beneficiaries of the preference:

1. What percentage of beneficiaries reported creating new jobs each year?
2. How many jobs are beneficiaries reporting?

3. What wages do beneficiaries pay their employees?

4. How many beneficiary employees receive health and retirement benefits?

JLARC staft do not assert whether there is a causal relationship between the outcomes shown in this
section and the tax preference.

For Washington’s fruit and vegetable processing industry as a whole, employment dropped between
1999 and 2003, but has grown since, largely due to increased employment by wineries. These
tigures include businesses that did not or could not use the preference. See Exhibit 42, below.

Exhibit 42 - Fruit and Vegetable Processing Employment Recovery
Helped by Winery Employment Growth

 Wineries :
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Calendar Year

Source: Quarterly Census of Employment and Wages data, 1990 through 2012.

Monthly state employment data reflects the highly seasonal nature of fruit and vegetable processing
employment, with employment peaking during the summer and fall. Data from January 2009
through June 2013 reflects that job levels are fairly constant during that period. See Exhibit 43, on
the following page.
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Exhibit 43 - Fruit and Vegetable Processing Industry Employment
Continues To Be Highly Seasonal
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Note: Data does not include winery or distillery employment. Source: Employment Security Quarterly Census of
Employment and Wages, Jan. 2009- June 2013 monthly data.

The seasonal employment pattern is mirrored when looking specifically at winery employment.
However, the jobs data reflects an upward trend in winery employment that is not seen in general
fruit and vegetable processing. See Exhibit 44, below.

Exhibit 44 - Winery Industry Employment Follows Cyclical Pattern
but Is Trending Upward

3,500
3,000
2,500
2,000
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Employment

1,000
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Month/Year

Note: Distillery data included beginning January 2013. Source: Employment Security Quarterly Census of
Employment and Wages, Jan. 2009- June 2013 data.
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1. What percentage of beneficiaries reported creating new jobs in each year?

Annual Survey data indicates that the number of beneficiaries using the exemption increased from
95 firms in 2009 to 185 firms in 2012. The number of firms that reported creating jobs increased
from 21 firms in 2009 to 57 firms in 2012. See Exhibit 45, below.

Exhibit 45 - Number of Fruit & Vegetable Processor Beneficiaries Has Increased;
22 Percent to 36 Percent of Firms Reported Creating Jobs

Calendar Year Numbers%f rl;i;;ns Filing Ng::l:teil;‘;f E:sns FirPr:%cCerr:et;t,ifng
obs
2009 95 21 22%
2010 122 28 23%
2011 165 59 36%
2012 185 57 31%

Source: Department of Revenue Annual Surveys, 2009 - 2012.

2. How many jobs are beneficiaries reporting?

While this industry is seasonal, Annual Survey data for Calendar Years 2009 through 2012 indicates
that beneficiaries employed at least 75 to 86 percent of their employees on a full-time basis since
2009. Employment numbers of temporary and part-time workers have varied. See Exhibit 46,
below.

Exhibit 46 - 75 to 86 Percent of Fruit and Vegetable Processor Beneficiary
Employees Work Full-Time

Ca#eer;crlar Full-Time Part-Time | Temporary Em-gl);;lees Perc_rei::: eF alF
Reported
2009 9,027 1,471 1,482 12,020 75%
2010 10,668 1,160 602 12,429 86%
2011 10,409 1,549 1,874 13,832 75%
2012 10,722 878 950 12,550 85%

Source: Department of Revenue Annual Surveys, 2009 - 2012.

3. What wages do beneficiaries pay their employees?

The Legislature requires beneficiaries to report the number of Washington employment positions
into one of three wage bands on the Annual Survey. For Calendar Years 2009 through 2012, Annual
Survey data reflects a movement in beneficiary employee wages, with the percentage of jobs in the
“under $30,000” category decreasing as those in the “$30,000 - $59,999” category increased. See
Exhibit 47, on the following page.
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Exhibit 47 - Fruit and Vegetable Processor Beneficiary Wages

Percent Positions within Annual Wage Bands
(Per Beneficiary Annual Surveys)
Calendar Year Under $30,000 $30,000 to $59,999 $60,000 or More
2009 57% 34% 9%
2010 50% 38% 12%
2011 53% 37% 10%
2012 45% 43% 13%

Note: Positions include full-time, part-time, and temporary positions.
Source: Department of Revenue Annual Survey data, 2009 - 2012.

In addition to looking at wages reported by beneficiaries on Annual Surveys (in Exhibit 3, above),
JLARC staff analyzed state average annual wages for specific manufacturing industry categories as
reported by the Employment Security Department. The industry-wide data shows that wages paid
by the fruit and vegetable processing industry (including beneficiaries and non-beneficiaries) are
lower than other manufacturing industry categories. See Exhibit 48, below.

Exhibit 48 -Fruit & Vegetable Processor Industry Annual Wages Are Below Other
Food Processing and Manufacturing Categories

Average Annual Wages for Selected Industries
(Per State Employment Security Data)

Calendar Fruit & Vegetable Wineries Food Product Manufacturing | Manufacturing
Year Processing Manufacturing (Excluding (Including Aerospace)
(Including Wineries) Aerospace)
2009 $37,892 $28,534 $40,531 $51,699 $62,931
2010 $36,744 $27,981 $40,911 $52,991 $64,925
2011 $37,202 $29,070 $41,682 $54,677 $68,065
2012 $38,884 $28,136 $42,969 $55,709 $69,306

Note: Positions include full-time, part-time, and temporary positions.
Source: Employment Security Quarterly Census Employment and Wages annual data, 2009-2012.

A factor reducing the industry’s average wages are the lower wages paid to winery employees.
From 2009 to 2012, winery beneficiary employees comprised 17 to 20 percent of the employees
included in the broader “fruit and vegetable processing” category.
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4. How many beneficiary employees receive health and retirement benefits?

Beneficiaries must also report on the Annual Survey the number of employees receiving medical,
dental, and retirement benefits. See Exhibit 49, below.

Exhibit 49 - Medical, Dental, and Retirement Benefits

Calendar Year Medical Dental Retirement
2009 60% 58% 55%
2010 58% 56% 67%
2011 61% 53% 62%
2012 63% 60% 49%

Source: Department of Revenue Annual Surveys, 2009 — 2012.

B&O Tax Preferential Rate

Provide tax treatment consistent with other food processors

While the future preferential B&O tax rate will provide parity in tax treatment for food product
processing activities (manufacturing), it will not provide parity for various wholesale or retail sale
activities. If tax parity is what the Legislature intended, it will only partly be achieved.

Food tax parity for manufacturing

For the most part, the same preferential rate will apply to fresh food manufacturing activities. The

Legislature granted preferential tax rates to food processors one sector at a time over a period of
years beginning in 1949, and then provided full exemptions to fruit and vegetable, dairy, and
seafood product processors in 2005 and 2006. On July 1, 2015, fruit and vegetable, dairy, and
seafood processors will pay the same preferential B&O tax rate of 0.138 percent that many other
food processors now do. See Exhibit 50, on the following page. It is unclear why the Legislature
selected the particular rate of 0.138 percent to apply to the food processors.
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Exhibit 50 - History of Tax Preference for Food Processors

Preferential rate 0.138%

T
| | | | I | | | |
Seafood
1959 2006 2012
Fruit & vegetables
1965 2005 2012
Dai
2001 2006 2012
| |
Flour
1949 '
Meat & dry peas
1967
| Soybean & sunflower oil
Preferential rate k2 1 . . | ;
: Pearl barley
Exempt!on 1087
Exemption extended SRS
1995 | :

1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015
Year

Source: JLARC staff analysis of various food processor statutes.

Food tax parity for selling

While the Legislature’s actions will result eventually in B&O tax parity among food processors for
their manufacturing activity, the same is not true for their selling activities. Examples of differences
in the application of the preferential rate to sales activities include the following:

e Some food processors receive no preferential rate on any of their sales activities (flour, dried
peas, soybean and sunflower oil, pearl barley, and canola oil processors);

e Some food processors receive the preferential rate on their wholesale sales delivered in-state
but transported outside the state (fruit and vegetable, seafood, and dairy processors);

e Some food processors receive the preferential rate on an additional portion of their sales
activities(seafood and dairy processors for retail sales delivered in-state for transport out-of-
state; and dairy processors for wholesale sales for use as a component in making other dairy
products); and

e Some businesses that are not food processors receive the preferential rate (businesses making
retail or wholesale sales of seafood products delivered in-state for delivery out-of-state,
businesses making wholesale sales of meat products).

The inconsistencies are illustrated in Exhibit 51, on the following page.
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Exhibit 51 - Future Preferential B&O Tax Rate Will Provide Tax Parity
for Food Processing Activities but Not for Sales Activities

Will pay preferential B&O rate (0.138%) effective July 1, 2015

Sales delivered in-state h
e Processing for delivery out-of-state wlg:leigle
(manufacturing) | s3jes by Processor | Sales by Others sales
Wholesale | Retail | Wholesale | Retail
Seafood
Dairy i
Fruit & Vegetables
Meat w3
Flour
Dried Peas
Soybean & Sunflower Oil
Pearl Barley
Canola Oil

* Wholesale sales by processor for use as an ingredient in making other dairy product.
** Wholesale sales by any business.
Source: JLARC staff analysis of RCW 82.04.260.

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

It is unclear whether continuing the B&O tax exemption scheduled to expire July 1, 2015, would
contribute to the inferred public policy objective related to jobs. Allowing the exemption to expire
and replacing it with the 0.138 percent preferential B&O tax rate would provide tax parity for

several types of food manufacturing activities. However, the tax treatment provided for various
selling activities of food products would remain inconsistent.

Beneficiaries

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

The beneficiaries of the tax preferences are fresh fruit and vegetable manufacturers, including
wineries and distilleries. From 2005 to 2012, the number of beneficiaries increased from 57 to 185.

As shown in Exhibit 52, on the following page, wineries and distilleries have grown faster than other
fruit and vegetable processor beneficiaries.
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Exhibit 52 - Fruit and Vegetable Processor Beneficiary Numbers
Have Increased Over Time
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Source: JLARC staff analysis of Department of Revenue Annual Survey data, 2005 - 2012.

Of the 185 beneficiaries in 2012, 50 percent of the tax preference was used by eight businesses.
Conagra Foods Lamb Weston, Inc. has been the top user of the preference every year from 2009 to

2012. See Exhibit 53, below.

Exhibit 53 - Eight Beneficiaries Receive Half of the Tax Preference Taken in 2012

Percentage of Total Tax Preference Claimed

Business 2012 2011 2010 2009
Conagra Foods Lamb Weston, Inc. 17% 16% 17% 22%
J R Simplot Company 11% 1% Less than 1% 1%
Crunch Pak LLC 6% Less than 1% | Lessthan 1% | Less than 1%
Tree Top, Inc. 5% 7% 7% 9%
St. Michelle Wine Estates LTD 4% 12% 10% 13%
Stockpot, Inc. 3% 3% 13% *
Bybee Foods LLC 2% 6% 4% 6%
Del Monte Corp. 2% 5% 5% 8%
All Remaining Beneficiaries 50% 50% 44% 41%

(177 Firms) | (157 Firms) (114 firms) (87 Firms)

* Did not file Annual Survey for this year. Note: Sorted by top five beneficiaries for each year, 2009 through 2012.
Source: Department of Revenue Annual Survey data, 2009 to 2012.
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Five out of the 185 beneficiaries employed 500 or more people in Calendar Year 2012, but most
beneficiary businesses employ 25 or fewer employees. However, the five beneficiaries with
employment over 500 persons in 2012 employed 52 percent of the total employees reported. See
Exhibit 54, below.

Exhibit 54 - 52% of 2012 Beneficiary Employees
Work for Businesses with 500 or More Employees

127 Firms have
24 or fewer employees

40 Firms have
25-99 employees

2,110
17%

] 3,094

25%

5 Firms have
500+ employees

13 Firms have
100-499 employees

Source: Department of Revenue 2012 Annual Survey Data.

Revenue and Economic Impacts

What are the past and future tax revenue and economic impacts of the tax
preferences to the taxpayer and to the government if they are continued?
Beneficiaries are estimated to have saved $19.6 million in Fiscal Year 2013 due to the preference.
The estimated 2013-15 Biennial savings (prior to the exemption’s expiration on July 1, 2015) is

$39.3 million. These estimates are based on the fact that without the exemption, these businesses
would pay B&O tax at a rate of 0.484 percent. See Exhibit 55, below.

Exhibit 55 - Estimated 2013-15 Beneficiary Savings from B&O Tax Exemption for
Fresh Fruit and Vegetable Processors

Fiscal Year Taxable Gross Income Beneficiary Savings
2012 $3,833,654,000 $18,556,000
2013 $4,056,006,000 $19,631,000
2014 $3,970,830,000 $19,219,000
2015 $4,141,576,000 $20,045,000
2013-15 Biennium $8,112,406,000 $39,264,000
Exemption scheduled to expire effective July 1, 2015

Source: Department of Revenue Annual Survey data for Calendar Year 2012 used for 2012 calculation. Growth
estimated using Economic and Revenue Forecast Council’s actual B&O tax growth for Fiscal Year 2013 and
estimated growth for Fiscal Years 2014 - forward (November 2013 forecast).
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After the exemption expires, it will be replaced by the preferential 0.138 percent B&O tax rate.
Beneficiaries are estimated to save $30.8 million in the 2015-17 Biennium due to the preferential
rate. These estimates are calculated using the difference between the general manufacturing/
wholesaling B&O tax rate (0.484 percent) and the preferential rate (0.138 percent). See Exhibit 56,

below.

Exhibit 56 - Estimated 2015-17 Beneficiary Savings from Preferential B&O Tax
Rate for Fresh Fruit and Vegetable Processors

Taxable Gross B&O Tax Under B&O Tax Under Beneficia
Fiscal Year Income General Rate Preferential Rate Savin sry
(0.484%) (0.138%) 9

2012

2013 ) .

2014 Preferential Rate does not take effect until July 1, 2015.

2015

2016 $4,344,513,000 $21,027,000 $5,996,000 $15,032,000

2017 $4,566,083,000 $22,100,000 $6,301,000 $15,799,000
2015-17
Biennium $8,910,596,000 $43,127,000 $12,297,000 $30,831,000

Source: Department of Revenue Annual Survey data for Calendar Year 2012 used as basis for Fiscal Year
calculations. Growth estimated using Economic and Revenue Forecast Council’s estimated B&O tax growth for
Fiscal Years 2016 and 2017 (November 2013 forecast).

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

If the B&O tax exemption (currently scheduled to expire July 1, 2015) and the preferential B&O tax
rate scheduled to begin July 1, 2015, were terminated, fresh fruit and vegetable processors that now
pay no B&O tax would pay B&O tax at the general manufacturing/wholesaling rate of 0.484 percent.

The effect of these terminations on employment and the economy would depend on the extent to
which the industry could absorb the increased costs or pass them along to their customers.

Other States

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

JLARC staff reviewed states that rank highest in production for some of the same fruit and vegetable

crops as grown and processed in Washington. These include: California, Oregon, Idaho, New York,
Pennsylvania, Michigan, Wisconsin, and Minnesota.
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Since none of these competitor states impose a B&O or similar tax, JLARC staff looked to other tax
preferences provided to fresh fruit and vegetable processors. Preferences provided by other states to
food processors include:

e California provides a sales tax exemption for diesel fuel used in food processing.

e Idaho, Michigan, Oregon, Pennsylvania, and Wisconsin provide income tax exemptions,
deductions, or preferential rates for certain agricultural cooperative organizations.

e Oregon also provides a property tax exemption for equipment used in food processing.

e Wisconsin allows a franchise tax credit for modernizing or expanding food processing
facilities.

Legislative Auditor Recommendations

B&O Tax Exemption for Fruit and Vegetable Processors

Prior to the scheduled expiration of the fruit and vegetable processor B&O exemption in July 2012,
JLARC staff reviewed this pair of preferences. The Legislative Auditor’s recommendation at that
time was to allow the B&O exemption to expire as scheduled in 2012 and the B&O preferential rate
to begin. This would have resulted in consistent tax treatment for processing food products.

The Legislature chose a different course of action. In the 2012 session, the Legislature extended the
expiration date for the fruit and vegetable processor exemption (and the dairy and seafood
exemptions) to July 2015, and delayed the effective date of the preferential rate to begin when the
exemption expires. While the legislation did not include a specific statement of intent, floor
speeches indicated extension of the expiration date for the exemptions was directly related to jobs.

In light of the Legislature’s actions in 2012, the Legislative Auditor is modifying his
recommendations in this 2014 review.

Because the Legislature indicated that the extension of the expiration date for this exemption
was directly related to jobs but has not yet identified job-related performance metrics, the
Legislature should review and clarify this preference to:

o Identify performance targets and metrics for the number and quality of jobs in the fruit
and vegetable processing industry; and

o Establish criteria for when to transition from the exemption to the preferential rate.

Legislation Required: Yes.

Fiscal Impact: Depends on Legislation.

Preferential B&O Rate for Fruit and Vegetable Processors

The preferential B&O rate for fruit and vegetable processors has not yet taken effect, so its
performance cannot be evaluated. However, we note that the Legislature has not made a clear
statement on the public policy objective of the preferential rate. The Legislature may intend
eventual consistent tax treatment for all food processors, but there is not a clear statement of this
objective, and the Legislature’s action in 2012 delayed this from happening.
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Also, while the preferential rate will make the tax rate of several food processing activities conform,
there will not be tax parity among various sales activities of food products.

Because it has an opportunity to do so before the preference takes effect, the Legislature should
review and clarify this preference to clarify whether the Legislature intends there to be parity
among all the different food processor manufacturing and sales activities.

Legislation Required: Yes.

Fiscal Impact: Depends on Legislation.
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SEAFOOD PRODUCT PROCESSORS AND CERTAIN SELLERS -
B&O TAX EXEMPTION AND PREFERENTIAL RATE

Report Summary

Seafood Product Processors and Certain Sellers — Exemption (B&O Tax)

Provides a B&O tax The Legislature did not $4.4 million in | Review and clarify: Because
exemption to the seafood explicitly state a public policy | the 2013-15 the Legislature indicated
industry for: objective for this preference. | Biennium. extension of the expiration date
¢ Manufacturing activities | JLARC staff infer that the was directly related to jobs but
for certain seafood policy objective was related has not yet identified job-
products; or to jobs. related performance metrics,

the Legislature should: 1)
identify performance targets
and metrics for the number and
quality of jobs in the seafood
processing industry; and 2)
establish criteria for when to
transition from the deduction
to the preferential rate.

e Sales of certain seafood
products (retail or
wholesale) to purchasers
that receive the products
in-state and transport
them outside the state.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these
preferences. Although the preference appears to be meeting its public policy objective, the seafood product
industry is subject to technological change that reduces the need for labor. Therefore, the Legislature should
not limit its review to the number of jobs created, but should also consider other factors such as locational
choice.

Seafood Product Processors and Certain Sellers — Preferential Rate (B&O Tax)

Effective July 1, 2015, The Legislature did not $3.5 million in | Review and clarify: To clarify,

provides a preferential explicitly state a public policy | the 2015-17 before the preference takes

B&O tax rate (0.138 objective for this preference. | Biennium effect, whether the Legislature

percent) to the seafood JLARC staff infer the policy intends there to be parity

industry for: objective is to treat seafood among all the different food

e Manufacturing activities | processors consistently with processor manufacturing and
for certain seafood other fresh food processors. sales activities.

products; or

e Sales of certain seafood
products (retail or
wholesale) to purchasers
that receive the products
in-state and transport
them outside the state.

Commission Comment: The Commission endorses the Legislative Auditor recommendations for these
preferences. Although the preference appears to be meeting its public policy objective, the seafood product
industry is subject to technological change that reduces the need for labor. Therefore, the Legislature should
not limit its review to the number of jobs created, but should also consider other factors such as locational
choice.
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SEAFOOD PRODUCT PROCESSORS AND CERTAIN SELLERS -
B&O TAX EXEMPTION AND PREFERENTIAL RATE

Current Law

This review includes two tax preferences for the seafood industry:
1) A business and occupation (B&O) tax exemption for:

e Manufacturing activities for certain seafood products, such as freezing raw salmon
fillets; or

e Sales of certain seafood products (retail or wholesale) to purchasers that receive the
products in-state and transport them outside the state.

The B&O tax exemption is scheduled to expire on July 1, 2015.

2) A preferential B&O tax rate of 0.138 percent for the same seafood product manufacturing
and selling activities noted above, which goes into effect when the B&O exemption expires
on July 1, 2015.

The preferential tax rate does not have an expiration date.

Absent these tax preferences, seafood product manufacturers would pay manufacturing B&O tax at
a rate of 0.484 percent. Sales of seafood products delivered in-state would be subject to the
wholesaling B&O tax at a rate of 0.484 percent or the retailing B&O tax at a rate of 0.471 percent.

To qualify for the preferences, the seafood must remain in a raw, raw frozen, or raw salted state at
the end of the manufacturing process. Seafood product sales, both wholesale and retail, qualify for
the tax preferences if the sale is of qualifying seafood products that are delivered in-state to
purchasers that then transport the products outside the state.

Neither of the preferences applies to:
e Cutting, grading, or ice glazing seafood which has been cooked, frozen, or canned outside of
Washington; or
e Inspecting, testing, labeling, and storing canned salmon owned by another business.
In addition to their manufacturing activity, seafood processors may also co