JLARC Proposed Final Report: 2016 Tax
Preference Performance Reviews

Overview

Overview

JLARC staff reviewed 22 tax preferences in 2016, which are organized into 14 reports below. View a
more detailed summary of all the preferences here.

The Citizen Commission for Performance Measurement of Tax Preferences adopted the same position
as the Legislative Auditor on all of the recommendations, with the exception of one (Rural Electric
Cooperative Finance Organizations). Click here to view the letter summarizing their comments.

The Citizen Commission for Performance Measurement of Tax Preferences also considers
preferences based on information provided by the Department of Revenue. View the 2016 expedited
preference report here (PDF).

Seven of this year’s reviews identify problems with the accuracy of information reported to DOR on
the use of the preferences, particularly sales tax preferences. JLARC staff are working with staff from
the Department of Revenue and the legislative fiscal committees to achieve more accurate reporting in
future years.
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Clay Targets Unknown Review and Clarify Endorsed
Custom Software $269.3 million Continue Endorsed
Customer-Generated $55 million Review and Clarify Endorsed
Power
¢ Overview
Data Center Equipment $111.6 million Continue Endorsed

¢ Overview
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Flavor-Imparting Items Unknown Review and Clarify Endorsed

Fuel Used By Mint $210,000 Allow to Expire Endorsed
Growers

Nonresident Large Unknown Review Prior to Continue
Private Airplanes Expiration in 2021

Rural Electric Unknown Modify the Did not endorse
Cooperative Finance Preference

Organizations

Self-Service Laundry $11.9 million Continue Endorsed
Semiconductor Materials ~ Not Disclosable  Review and Clarify Endorsed
Manufacturing (2); (2);

Preferences $3.2 million (1); Terminate (6)

(8 preferences) Not in Use (6)

Solar Energy and Silicon $1.1 million Review and Clarify Endorsed
Product Manufacturers

Preferences

Syrup Taxes Paid $10 million Repeal Endorsed
¢ Overview

Timber and Wood $30.6 million (1); Review and Clarify Endorsed
Products (2 preferences) $978,000 (1) (1);

¢ Overview Continue (1)

Trade-Ins $591.4 million Review and Clarify Endorsed
¢ Overview

How We Do Reviews

What Is a Tax Preference?

Tax preferences are defined in statute (RCW 43.136.021) 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 (RCW
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43.136).

Statute assigns specific roles in the process to two different entities.

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

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

Citizen Commission Sets the Schedule

The Legislature directed the Commission 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 may also exclude
preferences from review that the Commission determines are a critical part of the tax structure.

The Commission conducts its reviews based on analysis prepared by JLARC staff. In addition, the
Commission may elect to rely on information supplied by the Department of Revenue.

In 2016, JLARC staff completed 22 preference reviews (similar preferences may be combined into
one report). The Commission's website includes analysis of preferences completed in previous years:
See http://www.citizentaxpref.wa.gov/.

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))


http://apps.leg.wa.gov/rcw/default.aspx?cite=43.136
http://www.citizentaxpref.wa.gov/

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
fulfilling its public policy, this question is skipped.

JLARC Staff’'s Analysis Process
JLARC staff carefully analyze a variety of evidence in conducting these reviews:

 Legal and public policy history of the tax preferences;

Beneficiaries of the tax preferences;
Government and other relevant data pertaining to the utilization of these tax preferences

Economic and revenue impact of the tax preferences; and

Other states’ laws to identify similar tax preferences.

Key: Understanding the Purpose

The Legislature now requires that when it creates a new preference, or expands or extends an existing
preference, a tax preference performance statement is to be included. 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).

Since the performance statement requirement was first established in 2013, most of the preferences
included in this report were passed before this requirement was established. When a preference’s
purpose or objective is identified in statute, staff are able to affirmatively state the public policy
objective. If not in a tax preference performance statement, the objective may be found in intent
statements or in other parts of statute.
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However for many 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 staff review the following:

Legislative history, including

o Final bill reports for any statements on the intent or public policy objectives

o Bills prior to the final version and legislative action on bills related to the same topic
o Bill reports and testimony from various versions of the bill

o Records of floor debate

o Relevant court cases that provide information on the objective.

o Department of Revenue information on the history of tax preferences, including rules,
determinations, appeals, audits, and taxpayer communication.

 Press reports during the time of the passage of the bill which may indicate the intention of the
preference.

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

JLARC staff 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.

If there is sufficient information in this evidence to infer a policy objective, JLARC staff state that in

the reviews. In these instances, the purpose may be a more generalized statement than can be made
compared to instances that have explicit statutory language.

About This Year's Reviews

Contact

Authors of these Reviews

Dana Lynn, Research Analyst, 360-786-5177

Eric Whitaker, Research Analyst, 360-786-5618
Rachel Murata, Research Analyst, 360-786-5293
Pete van Moorsel, Research Analyst, 360-786-5185
John Woolley, Audit Coordinator

Keenan Konopaski, Legislative Auditor
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Audit Authority

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

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

The statutory authority for JLARC, established in Chapter 44.28 RCWV, requires the Legislative
Auditor to ensure that JLARC studies are conducted in accordance with Generally Accepted
Government Auditing Standards, as applicable to the scope of the audit. This study was conducted in
accordance with those applicable standards. Those standards require auditors to plan and perform
audits to obtain sufficient, appropriate evidence to provide a reasonable basis for findings and
conclusions based on the audit objectives. The evidence obtained for this JLARC report provides a

reasonable basis for the enclosed findings and conclusions, and any exceptions to the application of
audit standards have been explicitly disclosed in the body of this report.
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Non-voting Members

John Braun, JLARC Chair

Troy Kelley, State Auditor

JLARC Members on Publication Date

Senators Representatives
Randi Becker Jake Fey

John Braun, Chair Larry Haler
Sharon Brown Christine Kilduff

Annette Cleveland Drew MacEwen
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Scope & Objectives

Why a JLARC Study of Tax Preferences?

Engrossed House Bill 1069 (2006) established the Citizen Commission for Performance
Measurement of Tax Preferences and directed it to develop a schedule for periodic review of the
state’s tax preferences. The bill directed the staff of the Joint Legislative Audit and Review
Committee (JLARC) to conduct the periodic reviews.

Background

Tax preferences include: exemptions, exclusions, or deductions from the base of a state tax; credits
against a state tax; deferrals of a state tax; or preferential state tax rates. As of the 2015 legislative
session, JLARC staff estimate the state has 632 tax preferences.

Recognizing the need to assess the effectiveness of these tax preferences through an orderly process,
the Legislature established the Citizen Commission for Performance Measurement of Tax
Preferences. One of the Commission’s roles is to develop a schedule for the orderly review of all tax
preferences at least once every ten years. The ten-year schedule is to be revised annually.

Omitted from review are several categories of tax preferences identified by statute (e.g., tax
preferences required by constitutional law). Any tax preference the Commission determines is critical
to the structure of the tax system may also be omitted. Additionally, the Commission may
recommend an expedited process for any tax preference.

JLARC staff are to review tax preferences according to the schedule developed by the Commission.
For each tax preference the Commission selects for a performance review, JLARC staff are to
provide a recommendation to either: (1) continue; (2) allow to expire; (3) continue and modify the
expiration date; (4) review and clarify; or (5) terminate the preference.

Study Scope

The Citizen Commission selected the following tax preferences for a performance review by JLARC
staff in 20156

: - o Year
Brief Description and Tax Type RCW Citation

1. Solar Energy and Silicon Product Manufacturers(B&O Tax) 82.04.294 2005

2. Nonresident Large Private Airplanes (Sales and Use Tax) 82.08.215; 2013
82.12.215

3. Flavor-Imparting Items (Sales and Use Tax) 82.08.210; 2013
82.12.210

4. Clay Targets (Sales and Use Tax) 82.08.205; 2013



82.12.205

5. Rural Electric Cooperative Finance Organizations (B&O Tax) 82.04.43394 2013
6.  Fuel Used by Mint Growers (Sales and Use Tax) 82.08.220; 2013
82.12.220
7.  Data Center Equipment (Sales and Use) 82.08.986; 2010
82.12.986
8.  Semiconductor Materials Manufacturing — Gases and Chemicals  82.08.9651; 2006
(Sales and Use Tax) 82.12.9651
9.  Semiconductor Materials Manufacturing — Preferential Rate 82.04.2404 2006
(B&O Tax)
10. Customer-Generated Power (Public Utility Tax) 82.16.130 2005
11. Timber and Wood Products (B&O Tax) 82.04.260(12) 2006

The Citizen Commission also identified the following additional tax preferences for a performance
review by JLARC staff in 2016, if staff resources are available.

Brief Description and Tax Type RCW Citation

12.. Trade-Ins(Sales Tax) 82.08.010(1)(a) 1984
13.. Custom Software (Sales and Use Tax) 82.04.050(a)(i)-(if) 1998
14.  Syrup Taxes Paid (B&O Tax) 82.04.4486 2006
15. Boarding Homes (B&O Tax) 82.04.2908 2004
16.  Self-Service Laundry Facilities (Sales and Use Tax) 82.04.050(2)(a) 1998
17.  Boarding Home Medicare Income (B&O Tax) 82.04.4437 2004
18.  Electric Power Sold in Rural Areas (Public Utility Tax) 82.16.053 1994
19. Professional Employer Organization Wages (B&O Tax)  82.04.540 2006
20. RTA Maintenance Contracts (Sales and Use Tax) 82.04.050(13) 2005

In addition, using the expedited process, the Commission will consider the following tax preferences.
The expedited process is primarily based on information published by the Department of Revenue in
its most recent statutorily required tax exemption study.

: - . Year
Brief Description and Tax Type RCW Citation

1. Minimum Taxable Threshold (Estate Tax) 83.100.020(1) 2005

2. Marital Deduction (Estate Tax) 83.100.047 2005

3. Nonprofit Organization Government Grants (B&O Tax) 82.04.4297 1979



10.
11.
12.
13.

14.

15.
16.
17.
18.
19.

20.

21.

22.
23.
24,
25.
26.
217.
28.
29.
30.
31.

Bad Debts (Sales and Use Tax)

Public Corporations (Property Tax)

Donations to Nonprofits and Government Grants (Use Tax)
Conditioned Seed Wholesaling (B&O Tax)

Tribal Lands Used for Government Purposes (Property Tax)
Sellers With Limited Washington Connection (B&O Tax)
Neighborhood Revitalization (Multiple Tax)

Fund-Raising Sales of Magazines (Sales Tax)

Food and Beverages Consumed On-Site (Litter Tax)

Camps for Disabled Persons (Leasehold Excise Tax)

Computers for Publishers

Legal Services for Low-Income Persons (B&O Tax)
Standing Timber (Real Estate Excise Tax)

Federal Small Business Innovation Grants (B&O Tax)
Salmon Habitat Restoration Grants (B&O Tax)

Direct Mail Delivery (Sales and Use Tax)

Parking and Business Improvement Areas (B&O Tax)

Housing for Youth in Crisis (Sales and Use Tax)

Nonprofit Boarding Homes (B&O Tax)
Child Care Resource and Referral (B&O Tax)
Amphitheatre (Leasehold Excise Use Tax)

Historic Property (Leasehold Excise Tax)

Federal Small Business Technology Transfer Grants (B&O Tax)

Treating Chemical Dependency (B&O Tax)

Direct Mail Delivery (B&O Tax)

Veteran Widows and Widowers (Property Tax)

Nonprofit Fundraising for Individual Artists (Property Tax)

Catering (Litter Tax)

82.08.037;
82.12.037

35.21.755
82.12.02595
82.04.331
84.36.010(1)
82.04.424
82.73.030
82.08.02535
82.19.050(4)

82.29A.130(13)

82.08.806;
82.12.806

82.04.635
82.45.195
82.04.4261
82.04.4339

82.08.807;
82.12.807

82.04.4267

82.08.02915;
82.12.02915

82.04.4264

82.04.3395

82.29A.130(18)

82.29A.130(17)

82.04.4262
82.04.2906
82.04.4272
84.39.010
84.36.650
82.19.050(5)

1982

1974
1995
1987
2004
2003
2005
1995
2003
1995

2004

2009
2007
1994
2004
2005

2005
1995

2005
1995
2005
2005
2004
2003
2005
2005
2003
2005



32. Liquefied Gasses (Petroleum Products Tax) 82.23A.010(1) 2004
33. Natural Gas Not Delivered Via Pipeline (Use Tax) 82.12.022(3) 1994

34. Sellers With Limited Washington Connection (Sales and Use Tax) 82.08.050(11); 2003
82.12.040(5)

35. Semiconductor Materials Manufacturing After $1 Billion 82.08.965; 2003
Investment — Construction Costs (Sales and Use Tax) 82.12.965

36. Semiconductor Materials Manufacturing After $1 Billion 82.08.970; 2003
Investment — Gases and Chemicals (Sales and Use Tax) 82.12.970/td>

37. Semiconductor Materials Manufacturing After $1 Billion 84.36.645 2003
Investment — Machinery and Equipment (Property Tax)

38. Semiconductor Materials Manufacturing After $1 Billion 82.04.448 2003
Investment — New Jobs Credit (B&O Tax)

39. Semiconductor Materials Manufacturing After $1 Billion 82.04.240(2) 2003
Investment — Preferential Rate (B&O Tax)

40. Semiconductor Microchip Manufacturing after $1 Billion 82.04.426 2003
Investment (B&O Tax)

41. Grocery Distribution Co-ops (B&O Tax) 82.04.298(2) 2001

42. Job Training Services (B&O Tax) 82.04.4333 1996

43. Tobacco Settlement Authority (B&O Tax) 82.04.311 2002

44. Fuel Previously Taxed (Aircraft Fuel Tax) 82.42.020 1967

45.  Fuel Previously Taxed (Fuel Tax) 82.38.030(7)(d); 1923

82.38.032

46. Hazardous or Toxic Waste (Sold Waste Collection Tax) 82.18.010(3) 1986

47. Nonprofit Fundraising (Use Tax) 82.12.225 2013

48. Nonprofit R&D (B&O Tax) 82.04.260(3) 1965

49. Recycling or Salvage Materials (Solid Waste Collection Tax) 82.18.010(3) 1986

Study Objectives

In response to the legislative directive, each performance review may answer questions relevant to
the tax preference from the following list of questions.

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))
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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(q))

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 impact of government activities
funded by the tax? (This analysis involves conducting an economic impact study using OFM’s
input-output model.) (RCW 43.136.055(}))

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))

Timeframe for the Study

A preliminary audit report will be presented at the July 2016 JLARC meeting and at the August 2016
meeting of the Commission. A final report will be presented to JLARC in January 2017.
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Summary of 2016 Tax Preference Reviews

Clay Targets
Estimated
Biennial
Tax Beneficiary
The Preference Provides Type Savings
A sales and use tax exemption for nonprofit gun clubs on their Sales & Unknown
purchases of clay targets when they are used for target shooting Use (Range
activities and when participants pay to participate. RCWs estimated
82.08.205; between
The preference is scheduled to expire July 1, 2017. 82.12.205  $48,000 -
$144,000)

Public Policy Objective

The Legisature did not state a public policy objective for this preference. JLARC staff infer the
objective was to provide tax relief to nonprofit gun clubs on purchases of clay targets used to
provide recreational shooting activities to customers or members for afee.

The Legislature made two specific intent statements for this preference:

o The Legislature intended the preference to be temporary so the Legislature could assess if the
actual fiscal impact reasonably conforms with the Department of Revenue fiscal estimate; and

e TheLegidature said it did not intend to establish a broad policy of providing sales and use tax
exemptions for business consumabl es.

Recommendations

L egidative Auditor’s Recommendation

Review and Clarify: While the preference is achieving the inferred objective of providing tax
relief to nonprofit gun clubs, it isunclear if the actual fiscal impact reasonably conforms to the
2013 fiscal estimate.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.


http://leg.wa.gov/jlarc
http://leg.wa.gov/jlarc/auditandstudyreports
http://publicsitestaging/jlarc/taxReports/2016/defaultf.htm

Asthe Legidature reviews this preference related to the actual fiscal impact, they should also
review whether non-profit gun clubs are facing financial distress. If not, the tax preference may no
longer be necessary. The rationale for most tax preferences can be linked to clear instances of
industry stress, competition, or tax structure issues. No such stresses or issues were identified by
the preference or the JLARC staff.

Custom Software

Estimated
Biennial
Tax Beneficiary
The Preference Provides Type Savings
A sales and use tax exemption for buyers of custom softwareand Sales & $269.3 million
customization of prewritten software. Use Tax
RCWs
Sellers of custom software and customization of prewritten 82.04.050
software are subject to the service B& O rate of 1.5 percent, ©)(@)()-
rather than the retailing B& O tax rate of 0.471 percent. (i)

The preference has no expiration date.

Public Policy Objective

When enacting the tax preference in 1998, the Legidature stated the public policy objectiveisto
make the tax treatment of software clear and certain for developers, programmers, and
consumers. The Legisature found that certainty of tax treatment is essential to the industry and
consumers. This preference was enacted prior to the Legislature’ s requirement to provide a
performance statement for each preference.

Recommendations

L egislative Auditor’s Recommendation

Continue: The Legislature should continue the custom software tax preference becauseit is
achieving the stated public policy objective of making the tax treatment of software clear and

certain for developers, programmers, and consumers.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation without comment.

Customer -Gener ated Power ¢

Estimated
Biennial


http://publicsitestaging/jlarc/taxReports/2016/CustomerGeneratedPower/documents/overview.pdf

Tax Beneficiary

The Preference Provides Type Savings
A tax credit to utilities to offset a portion of the public utility taxes Public $55 million
they owe on their total annual sales. Utilities are eligible for the Utility

credit if they administer a program that provides payments to their Tax

customers who produce their own power with renewable energy RCW

systems. The tax credit is equal to the amount the utilities pay their ~ 82.16.130
customers for the power they generate, regardless of whether they
use the power or it flows back into the power grid.

The preference is scheduled to expire June 30, 2021.

Public Policy Objective

The Legislature stated its intent for this preference was to provide incentives for:

e The greater use of locally created renewable energy technologies; and

e Supporting and retaining existing local industries, and creating new opportunities for renewable
energy industries to develop in Washington.

Recommendations

L egidative Auditor’s Recommendation

Review and Clarify: While there has been growth in locally made systems and associated
opportunities for businesses, this growth is concentrated in a small number of solar energy system
manufacturers. As part of the clarification, the Legislature should include targets for how many
new local renewable energy systemsit hopes to create and how much power capacity it hopesto
generate through the use of this preference, as well as which local industriesit would like to
support.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.

The Legislature should more clearly define targets for install ations and generation. This would
include targets for both residential, commercial, and community solar installations. In addition,
based on written testimony from Inland Power and Light (a cooperative headquartered in Spokane
County), the Legislature may want to consider a utility’ s administrative costs related to managing
customer-installed solar panels. The testimony from Inland Power and Light indicates
administrative costs are not fully compensated under the current tax preference.

Data Center Equipment ¢

Estimated
Biennial


http://publicsitestaging/jlarc/taxReports/2016/DataCenterEquipment/documents/overview_revised11-8.pdf

Tax Beneficiary

The Preference Provides Type Savings
A sales and use tax exemption to qualifying businesses (data Sales & $111.6 million
center owners) and tenants located in an eligible data center on Use Tax
their purchases of: RCWs
82.08.986,
and
e Origina server equipment; 82.12.986

o Replacement server equipment;
o Server installation labor and repair services;

» Power infrastructure, which includes the equipment and fixtures
necessary to transform, distribute, and manage the electricity
required to operate the server equipment; and

o Labor and services required to construct, install, repair, alter, or
improve the power infrastructure.

The effective expiration date of the preference is 2026.

Public Policy Objective

The Legislature established a specific public policy objective for this preference: to improve
industry competitiveness through increased investment in data center construction in rural
Washington counties. The legisation provided metrics for JLARC staff to analyze:
 Investment in data center construction in rural counties,

e Resulting changes to state and local property tax values; and

e Resulting changes to the rural county tax collections.

The Legislature also included this direction: if areview findsthat therural county tax baseis

increased as a result of the construction of data centerseligible for the preference, the
L egidlatureintendsto extend the expiration date of the preference.

In addition, the Legislature included a“claw back” mechanism so that beneficiaries of the
preference must create family-wage jobs or pay back the exempted sales or use taxes.

Recommendations

L egidative Auditor’s Recommendation

Continue: The Legislature should continue the data center sales and use tax exemption because the
stated public policy objectives of increased rural property values and rural property taxes from

investment in data center construction in rural Washington counties are being achieved.

It istoo early to tell whether data center businesses will comply with their job creation
requirements.



Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.

JLARC staff’ s research confirms that this preference is currently meeting its intent. However, in
light of competition to attract this industry, the Legislature should periodically evaluate whether
the economic benefits of the data centers really exceed the cost of the tax incentives required over
the long term to attract them. Other regions offering competing tax incentives admit uncertainty
regarding whether or not the long-run benefits exceed the costs. However, local pressure to
increase employment in the face of weak economic growth may override the ability of policy
makers to pause to consider longer-run cost issues.

Flavor-Imparting Items

Estimated
Biennial
Tax Beneficiary
The Preference Provides Type Savings
A sales and use tax exemption to restaurant ownerson purchases Sales & Unknown
of certain items that impart flavor during the cooking process. Use
The preference only applies to items that are: RCWs
82.08.210;
e Completely or mostly consumed by combustion during the 82.12.210

cooking process (e.g., wood chips, charcoal); or

o Fully made from wood and support the food during cooking
(e.g., cedar grilling planks).

The preference is scheduled to expire July 1, 2017.

Public Policy Objective

The Legislature stated the public policy objective for this preference was to provide tax relief to the
restaurant industry for specific business inputs that cannot be reused and that are used in the
cooking process to impart flavor to food.

The Legislature also stated it intended:

e To provide the preference in afiscally responsible manner where the actual revenue impact
substantially conforms to the 2013 fiscal estimate; and

o For the preference to be temporary so it could assess the actual fiscal impact of the preference
and assess if the items exempted were being used in a manner consistent with an ingredient or
component that becomes part of the end product sold.

Recommendations

L egidative Auditor’s Recommendation



Review and Clarify: While the preference is achieving the stated objective of providing tax relief
to restaurant owners, it isunclear if the actual fiscal impact substantially conforms to the 2013
fiscal estimate.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.

While the stated objective of this preference was to provide tax relief, it also avoided a tax dispute
between the Washington Department of Revenue and taxpayers regarding the application of the
ingredients exemption to the retail salestax. Asthe Legislature reviews the actual fiscal impact of
this preference, it should also consider continuing it as a clarification of longstanding sales tax
principles.

Fuel Used by Mint Growers

Estimated

Biennial

Beneficiary
The Preference Provides Tax Type Savings

A sales and use tax exemption for purchases of propane  Sales& Use $210,000
or natural gas used by mint growersto distill mint on a

farm. RCWs
82.08.220;
The preference is scheduled to expire July 1, 2017. 82.12.220

Public Policy Objective

The Legidlature stated the public policy objective was to provide an incentive for mint growers to
transition from using diesel to cleaner fuels (specifically propane and natural gas) for distilling
mint. The Legislature noted this transition, though costly, would improve air quality.

Recommendations

L egidative Auditor’s Recommendation

1. Allow to Expire: Asscheduled on July 1, 2017, because it is likely not providing enough of
an incentive for mint growers to convert the remaining six stills from diesel fuel to cleaner
fuels.

2. If the Legidature wants to create an incentive for the remaining six mint stills to convert to
one of the cleaner fuels, it may want to consider different types of tax preferences that can
apply to both propane and natural gas.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation without comment.



Nonresident Large Private Airplanes

Estimated

Biennial

Beneficiary
The Preference Provides Tax Type Savings

A sales and use tax exemption for nonresidentson their Sales& Use  Unknown
purchases in Washington of:

RCWs
o Large private airplanes; and 82.08.215;

« Labor and services performed in Washington to 82.12.215

repair, clean, alter, or improve large, private
airplanes they own.

The preference is scheduled to expire July 1, 2021.

Public Policy Objective

The Legidlature stated the public policy objective was to promote the economic devel opment of
Washington’ s aerospace cluster and increase collected tax revenues through promoting a
competitive marketplace for storing and modifying unfurnished, noncommercial aircraft.

Recommendations

L egislative Auditor’s Recommendation (updated October 2016): Review Prior to Expiration
in 2021

It isnot yet possible for JLARC staff to estimate the impact of this preference. There are no formal
records of the use of this preference. However, after this report’sinitial publication, which included
arecommendation to allow the preference to expire in 2021 if it was not being used, and after the
Citizen Commission held two meetings seeking testimony, two companies contacted JLARC staff
indicating they are conducting work that would qualify for this exemption.

Therefore, prior to its July 2021 expiration date, the JLARC staff should review this preference
again to determine the extent of its use and economic impact. The Legislature will then have more
complete information to help determine whether the preference is achieving the stated public
policy objectives.

Commissioner Recommendation:

The Legislature should continue the preference.

While it appears the preference has not been used to date, it provides an opportunity for local
companies to better compete on future bids for this type of work. The Commission believes the

preference should continue at this time and defers a conclusion on the expiration date until it is
reviewed again in 2019.



Note: The Commission’s recommendation was based on the Legislative Auditor’ s initial
recommendation to allow the preference to expire in 2021 should there continue to be no record of
itsuse. Asindicated above, after initial publication, and after the Commission reviewed the
preference, two companies contacted JLARC staff indicating they are conducting work that would
qualify for this exemption. The Legidative Auditor’s recommendation to review the preference in
the future to determine the extent of its use now aligns with the recommendation of the Citizen
Commission.

Rural Electric Cooperative Finance Organizations

Estimated
Biennial
Beneficiary

The Preference Provides Tax Type Savings

A B&O tax deduction for cooperative finance organizations on B&O Unknown

any interest income earned from loansto rural electric RCW

cooperatives or other nonprofit or government utility service 82.04.43394

providers.

The preference is scheduled to expire July 1, 2017.

Public Policy Objective

The Legislature stated the public policy objective was to provide tax relief for customers of rural
electric cooperatives by providing this incentive to finance organizations that lend to rural electric
cooperatives.

Recommendations

L egidative Auditor’s Recommendation

Modify the Preference: As currently structured, there is no guarantee that the savings realized by
finance organizations will be passed on to Washington rural electric cooperatives and their
customers, as the Legislature intended.

Commissioner Recommendation: The Commission does not endorse the Legislative Auditor’s
recommendation. The Legislature should continue the preference.

The organization to which this exemption appliesis afederally chartered organization created to
provide cost effective financing to rural electric cooperatives. Savings due to the preference are
likely passed onto all rural utility customers across the nation through electric rates. To assure that
the benefit of the exemption is solely received by Washington based cooperatives, such
cooperatives must bear the cost of thistax from which they are otherwise exempted by this law.
Accordingly, such aclarification is unnecessary, would force the cooperative to amend its bylaws
and rules for no reason, and will undoubtedly create undue confusion.



Self-Service Laundry

Estimated
Biennial
Beneficiary
The Preference Provides Tax Type Savings
A sales and use tax exemption for people purchasing Sales& Use $11.9 million
services at self-service (coin-operated) laundry facilities.
RCW
82.04.050(2)
The preference has no expiration date. @

Public Policy Objective

The Legislature did not state the public policy objective for this preference. JLARC staff infer two
public policy objectives:

e To provide consistent tax treatment for all self-service laundry operations, regardless of where
the facility islocated, and
e To help people with lower incomes, who may be more likely to use these facilities.

Recommendations

L egislative Auditor’s Recommendation

Continue: It is achieving the inferred public policy objectives of providing consistent tax treatment
to all self-service laundry facilities, and helping people with low incomes who may be more likely
to use these facilities.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.

Testimony from owners of coin-operated laundry operations noted that there is an increasing bias
towards low-income individuals using their services. That is, because laundry hookups are now
standard in many upper- and middle-income apartment units, fewer of these apartment residents
need coin-operated laundromats. This has shifted the customer base to a larger share of low-income
individuals. As aresult, the number of coin-operated laundromats has significantly fallen.

Semiconductor Materials Manufacturing Preferences

Estimated
Biennial



The Preference Provides
For the two preferencesin use:

A reduced business and occupation (B& O) rate for
manufacturing semiconductor materials. Beneficiaries pay arate
of 0.275 percent, compared to the general manufacturing rate of
0.484 percent. This preference is scheduled to expire December
1, 2018.

A sales and use tax exemption for purchases of gases and
chemicals used in specific phases of the semiconductor
production process. This preference is scheduled to expire
December 1, 2018.

For the six Preferences not yet in effect:
(Expiration dates contingent on date exemptions are utilized)

A sales and use tax exemption for the construction of new
buildings used for manufacturing semiconductor materials.

A property tax exemption for machinery and equipment used for
manufacturing semiconductor materials when located in a
building exempted from sales tax.

A B&O tax credit of $3,000 for each manufacturing production
job located in a building exempted from sales tax.

A reduced B& O tax rate for manufacturing semiconductor
materials. Beneficiaries would pay arate of 0.275 percent
compared to the general manufacturing rate of 0.484 percent for
twelve years after its effective date.

A sales and use tax exemption for purchases of gases and

chemicals used in the production of semiconductor materials for
twelve years after its effective date.

A full B& O tax exemption for manufacturing semiconductor
microchips.

Public Policy Objective

Tax Type

B& O Tax
RCW
82.04.2404

Sales and
Use Tax
RCW
82.08.9651,
82.12.9651

Salesand
Use Tax
RCW
82.08.965,
82.12.965

Property
Tax
RCW
84.36.645

B& O Tax
RCW
82.04.448

B& O Tax
RCW
82.04.240(2)

Sales and
Use Tax
RCW
82.08.970,
82.12.970

B& O Tax
RCW
82.04.426

Beneficiary

Savings
Not

Disclosable

$3.2 million

$0



The Legidlature stated its intent for this preference was to induce significant construction projects,
retain, expand and attract semiconductor businesses, and create family wage jobs.

Recommendations

For thetwo preferencesin use:

Review and Clarify: While there has been one significant construction project, it is unclear what
employment outcomes the L egislature wants to achieve. As part of the clarification, the Legislature
should add uniform reporting requirements and targets for employment growth and wagesto
facilitate future reviews.

For the six preferences not yet in effect:
Terminate: They have not been used in the thirteen years since they were enacted.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.

In addition to JLARC staff’ s research, a recent research paper released by the Congressional
Research Service (CRS) on the U.S. semiconductor industry highlights some important points.
First, the CRS study finds that about 87% of fabrication islocated outside of the U.S. with little
evidence this will change significantly in the future. Second, between 2001 and 2015 U.S.
employment in semiconductor manufacturing has fallen 38%. Third, the decline in employment
reflects both the shift of production to outside of the U.S.; increasing automation of production
facilities, and a shift in favor of U.S. employment focused on semiconductor design work. The
trends laid out by the CRS paper suggest that the current set of preferences will be, for the
foreseeable future, underutilized or not utilized.

Solar Energy and Silicon Product M anufacturers

Estimated
Biennial
Tax Beneficiary
The Preference Provides Type Savings
A reduced business and occupation (B& O) tax rate of 0.275 percent B& O $1.1 million
to manufacturers of certain kinds of solar energy systems and their Tax
components. Without the preference, these manufacturers would RCW
pay aB& O tax rate of 0.484 percent. 82.04.294

The preference is scheduled to expire June 30, 2017.

Public Policy Objective



The Legislature stated in 2013 that the public policy objective was to maintain and grow jobsin the
solar silicon industry.

Recommendations

L egidative Auditor’s Recommendation

Review and Clarify: The intent statement appears narrower than the types of businesses that
qualify for the preference. In clarifying, the Legislature should provide a performance statement
and relevant metrics such as ajobs target to measure the preference’ s effectiveness.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation without comment.

Syrup TaxesPaid ¢

Estimated
Biennial
Tax Beneficiary
The Preference Provides Type Savings
Businesses that sell soft drinks they make using carbonated B&O $10 million
beverage syrup may take a credit against their B& O tax for the RCW
amount of syrup tax they have paid on their purchases of 82.04.4486
carbonated beverage syrup.

The syrup tax rateis $1 per gallon of carbonated beverage syrup.

The preference has no expiration date.

Public Policy Objective

The Legidature did not state the public policy objective for this preference. JLARC staff infer the

public policy objective was to provide tax relief to the restaurant industry by offsetting their syrup

tax liability while maintaining funding for the Violence Reduction and Drug Enforcement (VRDE)
account.

Recommendations
L egislative Auditor’s Recommendation

Repeal: the syrup tax and the associated B& O tax credit should be repealed because:

o The syrup tax preference is not providing all of the intended tax relief for businesses that buy
syrup; and


http://publicsitestaging/jlarc/taxReports/2016/SyrupTaxesPaid/documents/overview.pdf

e The Legidature made policy decisions to eliminate the VRDE account and no longer dedicate
syrup tax revenues to violence reduction and drug enforcement.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.

The Commission recommends repealing the B& O tax credit contingent upon also repealing the
underlying syrup tax.

Timber and Wood Products ¢

The Preference Provides

Thisreview covers two tax preferences:

o A preferential B& O tax rate for various timber industry-
related activities including:

[e]

[e]

Extracting timber;

Manufacturing or processing for hire timber into timber
products or wood products;

Manufacturing timber products into other timber
products or wood products;

Wholesale sales of timber cut by the seller, or certain
timber or wood products manufactured by the seller;
and

Sales of standing timber (but not land) where the timber
is cut within 30 months of the sale.

The applicable B& O tax rate is 0.3424%. Thisrateis
comprised of the preferential B& O tax rate (0.2904%) and a
surcharge (0.052%).

The preference is scheduled to expire July 1, 2024.

o A real estate excisetax (REET) exemption for sales of
standing timber (but not land) to be cut within 30 months
of the sale.

The preference has no expiration date.

Public Policy Objective

Tax Type

B&O
RCW
82.04.260(12)

Real Estate
Excise
RCW
82.45.195

The Legislature did not state the public policy objective for these preferences.

Estimated
Biennial
Beneficiary
Savings

Timber and
Wood Products
Reduced B& O
Tax Rate

$30.6 million

REET
Exemption
$978,000


http://publicsitestaging/jlarc/taxReports/2016/TimberandWoodProducts/documents/overview.pdf

Timber and Wood Products Reduced B& O Tax Rate
JLARC staff infer the public policy objectives were to:

o Reduce the cost of doing business for the timber industry,
o Which would help retain good paying jobsin rural areas, particularly manufacturing jobs; and
e Help the timber industry compete nationally and internationally.

Standing Timber REET Exemption

JLARC staff infer the public policy objective was to help Washington’ s wood products and timber
industry adjust to structural changes in the industry resulting from federal tax treatment changes
and the stock market.

Recommendations

L egislative Auditor’s Recommendations

Timber and Wood Products Reduced B& O Tax Rate

Review and Clarify: Whileit isreducing the cost of business, it is unclear how it is impacting
employment and competitiveness. As part of the clarification, the Legislature should provide a
performance statement identifying the public policy objectives and providing targets and metrics to
measure whether the objectives have been achieved.

Standing Timber REET Exemption
Continue: The exemption is achieving the inferred objective of helping Washington’s wood
products and timber businesses adjust to structural changes in the industry.

Commissioner Recommendations;

Standing Timber REET Exemption
The Commission endorses the L egidlative Auditor’ s recommendation without comment.

Timber and Wood Products Reduced B& O Tax Rate
The Commission endorses the Legidative Auditor’ s recommendation.

The preference for timber and wood products may be helping offset environmental costs not borne
by foreign competitors. The Legislature should review and clarify the preference, to provide a more
measurabl e performance statement. As it undergoes this review, the Legislature should also
measure the tax burden of this extractive and manufacturing industry and consider whether thereis
adisproportionate burden of B& O tax that is not faced by other industries or its competitors in
other taxing jurisdictions.

Trade-Ins ¢

Estimated

Biennial

Beneficiary
The Preference Provides Tax Type Savings


http://publicsitestaging/jlarc/taxReports/2016/TradeIns/documents/overview.pdf

A reduction in the sales and use tax paid when purchasing an Sales& Use $591.4 million
item (e.g., avehicle or boat) if the person tradesin an item of

“likekind” to the seller at the time of purchase. RCW
82.08.010(1)
The reduction is accomplished by subtracting the value of the @

trade-in item when determining the price that is used to calculate
sales or use tax.

The preference has no expiration date.

Public Policy Objective

This preference was enacted via Washington’ s initiative process rather than legidative action. The
initiative language adopted by Washington voters specifically stated the purpose was to reduce the
amount on which sales tax is paid by excluding the trade-in value of certain property from the
amount that is taxable.

JLARC staff infer two additional objectives:

o Make Washington consistent with other states that allowed a trade-in credit; and

o "Stimulate sales' and "offset any possible loss of revenue" caused by the preference (phrases
noted in the 1984 voter’ s pamphlet).

Recommendations

L egislative Auditor’s Recommendation

Review and Clarify: While the preference is achieving the inferred objectives of reducing
consumers’ taxes and making Washington's tax treatment consistent with other states, it is not
achieving the inferred objective of stimulating enough additional salesto replace lost revenue.

Commissioner Recommendation: The Commission endorses the Legidative Auditor’s
recommendation.

Asthe Legidlature reviews this preference, the Commission notes that this tax preferenceis similar
to the tax treatment of trade-ins in many other states, due to concerns of double taxation.
Additionally, the JLARC staff’ s review concludes the $182 million associated with automobile
salesis estimated to only generate $31 million in new sales, causing a net loss of $151 millionin
tax revenue.
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Keenan Konopaski
September 26, 2016
Page 3 of 3

Tax Incentive Review and Enforcement

DOR is in agreement with JLARC staff regarding various existing data reporting issues and the
difficulty this creates when trying to analyze incentive programs. DOR experiences these same
challenges when completing statutorily required reports, such as the Tax Exemption Study.

DOR has proactively developed the following processes to enforce correct tax incentive use through
return and account examination, audits, incentive program oversight, and monitoring of reports as
filed:

Returns are reviewed holistically and include a review of any identified errors or adjustments.

Taxpayer reporting is checked to ensure it is appropriate for the business description and North
American Industry Classification System (NAICS) code.

Deductions, credits and other incentives are reviewed to ensure those taken are appropriate for
the business activity.

An examination may include contact with the taxpayer or a referral for a field audit depending
on circumstances surrounding the account.

Specific resources are dedicated to review certain tax incentive programs that require more
administrative oversight such as applications, monitoring of caps, or an approval process before
the incentive can be used.

Routinely and by special request, reports are generated that identify businesses using certain
incentive programs to ensure use is appropriate for the business activity.

We commend the Commission for its practice of developing a 10-year plan for the review of tax
preferences. This has allowed us to develop processes to ensure we have the most complete data
possible for JLARC staff for their reviews.

Thank you again for the opportunity to review and provide comments on this JLARC report.
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