19-08 FINAL REPORT:
2019 TAX PREFERENCE PERFORMANCE
REVIEWS

Overview

December 2019
2019 Reviews

In 2019, JLARC staff reviewed 17 preferences compiled into nine reports below (similar
preferences may be combined into one report).

View a more detailed summary of all the preferences

The Citizen Commission for Performance Measurement of Tax Preferences also considers
preferences based on information provided by the Department of Revenue. View the 2019
expedited preference report (PDF). Table below lists estimated beneficiary savings and
legislative auditor's conclusion for each preference reviewed.

Committee Action to Distribute Report

On December 4, 2019 this report was approved for distribution by the Joint Legislative Audit
and Review Committee.

Action to distribute this report does not imply the Committee agrees or disagrees with the
Legislative Auditor recommendations.

Aerospace Tax Preferences $569 million in the 2021 - 23 biennium

The aerospace industry remains in Washington, offering wages and benefits above the state
average. The preferences improved competitiveness by reducing the industry's effective tax
rate by 50%. Employment has declined from its 2013 level, but it is unclear to what extent
the preferences prevented greater job loss.

Legislative Auditor's Recommendation
Clarify

Commissioners' Recommendation
Endorsed with
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file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/summary.html
http://www.citizentaxpref.wa.gov/documents/reports/2019ExpeditedReport.pdf
file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/Aerospace/pf_ii/default.html#commissionerrec
http://leg.wa.gov/jlarc/taxReports/2019/Aerospace/f_ii/default.html
https://www.youtube.com/watch?v=p9Mc7ewanTo&feature=youtu.be
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/AerospaceTwoPage.pdf

Aircraft Part Prototypes $0

The preference has not been claimed and does not contribute to the public policy objectives,
so the Legislative Auditor continues to recommend termination.

Legislative Auditor's Recommendation
Terminate

Commissioners' Recommendation
Endorsed

Commercial Airplane Parts: Place of Sale  $620,000

While the preference clarifies place of sale of certain airplane parts, it appears to conflict
with policy objectives by providing more advantageous tax treatment to out-of-state
manufacturers of airplane parts than to in-state manufacturers.

Legislative Auditor's Recommendation
Review and clarify

Commissioners' Recommendation
Endorsed with

$186,000 to

Commuter Air Carrier Airplanes (Property Tax) $254,000

The preference streamlines tax reporting for one of three commuter air carriers in
Washington. However, the qualifying carrier is paying an estimated 50%to 63% less in excise
tax than it would have paid in property tax.

Legislative Auditor's Recommendation
Modify

Commissioners' Recommendation
Endorsed with
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http://leg.wa.gov/jlarc/taxReports/2019/Prototypes/f_ii/default.html
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/AircraftPartPrototypes.pdf
file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/PlaceofSale/pf_ii/default.html#commissionerrec
http://leg.wa.gov/jlarc/taxReports/2019/PlaceofSale/f_ii/default.html
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/AircraftPlaceofSale.pdf
file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/CommuterAirProp/pf_ii/default.html#commissionerrec
http://leg.wa.gov/jlarc/taxReports/2019/CommuterAirProp/f_ii/default.html
https://youtu.be/IeHY8csUqH0
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/CommuterAirCarrierAirplanes.pdf

Commuter Air Carrier Airplanes (Sales and Use Tax) $447,000

Since 2009, the number of commuter air carriers has increased by one. There has been no
change in the total number of small or rural airports served, but service has increased in some
locations and ended in others.

Legislative Auditor's Recommendation
Clarify expectations for levels of service and
locations served

Commissioners' Recommendation
Endorsed with

Financial Institutions' Income from

in Ai 2.1 million - $3.4 milli
Certain Airplane Loans $2.1 million - $3.4 million

The preference provides targeted financial relief to one commercial airline headquartered in
Washington. The Legislature should add a performance statement to clearly state the public
policy objective.

Legislative Auditor's Recommendation
Clarify the intent and duration

Commissioners' Recommendation
Continue and clarify intent only

Hog Fuel to Produce Energy  $5.6 million

The Legislature should continue this preference because beneficiaries are exceeding the goal
of retaining 75% of the jobs at participating facilities.

Legislative Auditor's Recommendation
Continue if facilities keep achieving the75%
job retention goal

Commissioners' Recommendation
Endorsed with
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file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/CommuterAir/pf_ii/default.html#commissionerrec
http://leg.wa.gov/jlarc/taxReports/2019/CommuterAir/f_ii/default.html
https://youtu.be/XlavXJeiFzs
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/CommuterAirCarrierAirplanesSalesandUse.pdf
http://leg.wa.gov/jlarc/taxReports/2019/FinancialInst/f_ii/default.htm
https://youtu.be/FW6aKwI3-nQ
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/FinancialInstitutions.pdf
file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/HogFuel/pf_ii/default.html#commissionerrec
http://leg.wa.gov/jlarc/taxReports/2019/HogFuel/f_ii/default.html
https://www.youtube.com/watch?v=SQt_Hn-1TKY
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/HogFuel.pdf

Modifying Large Private Airplanes Owned by $11.6 million
Nonresidents

The preference has likely resulted in new jobs and increased state tax revenues by $1.8
million to $3.3 million annually. It has had a negligible impact on Washington's aerospace
manufacturing industry.

Legislative Auditor's Recommendation
Continue and clarify the objective

Commissioners' Recommendation
Endorsed with

Property Tax Exemption for Multifamily = $262 million in CY
Housing in Urban Areas 2022-23

Developers have created housing using the Multifamily Housing Tax Exemption. It is
inconclusive whether this use represents a net increase in development. Cities have
opportunities to maximize the impact of the exemption and improve reporting on results.

Legislative Auditor's Recommendation
Modify

Commissioners' Recommendation
Endorsed with
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file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/NonRes/pf_ii/default.html#commissionerrec
http://leg.wa.gov/jlarc/taxReports/2019/NonRes/f_ii/default.html
https://www.youtube.com/watch?v=x6Pokr4YyU8
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/MFTEOnePageOverview.pdf
file://LEGWBOLYFRMDEV1/CitizenTaxPrefDev$/TaxReportTesting/2019-Admin%20Only/MFTE/pf_ii/default.html#commissionerrec
http://leg.wa.gov/jlarc/taxReports/2019/MFTE/f_ii/default.html
https://www.youtube.com/watch?v=wc33AYr08nY&feature=youtu.be
http://leg.wa.gov/jlarc/taxReports/2019/OnePage/MFTEOnePageOverview.pdf

More about 2019 reviews

Study questions

The Citizen Commission selected the following tax preferences for a performance review by
JLARC staff in 2019:

e Aerospace Tax Preferences (B&O Tax) | 82.04.625 | 2006

e Aircraft Part Prototypes (Public Utility Tax) | 82.16.300 | 2007

e Commercial Airplane Part Place of Sale (Sales and Use Tax) | 82.82.020 | 2008

e Commuter Air Carrier Airplanes (Property Tax) | Ch. 84.14 RCW:; 84.14.040(1) | 2014
e Commuter Air Carriers Paying Aircraft Excise Tax (B&O Tax) | 82.04.4277 | 2011

o Financial Inst Commercial Air Loan Interest/Fees (Sales and Use Tax) | 82.60.040;
82.60.049 | 1985

e Hog Fuel to Produce Energy (Aircraft Excise Tax) | 82.48.100(8) | 2010

¢ Modifying Large Private Airplanes Owned by Nonresidents (Property Tax) | 84.36.575
2010

o Property Tax Exemption for Multifamily Housing in Urban Areas (Use Tax) | 82.12.225
2013

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

1. Academic Transcripts (B&O Tax) | 82.04.399 | 1996
2. Academic Transcripts (Sales and Use Tax) | 82.08.02537; 82.12.0347 | 1996

Aircraft Testing or Crew Training (Aircraft Fuel Tax) | 82.42.030(9)-(10); 82.42.230(2)-(3)
1967

Cargo Containers (Property Tax) | 84.36.105 | 1975

Child Care (B&O Tax) | 82.04.2905 | 1998

Child Care Resource and Referral (B&O Tax) | 82.04.3395 | 1995

Church Child Care (B&O Tax) | 82.04.339 | 1992

Commercial Air Operations (Aircraft Fuel Tax) | 82.42.030(4)-(5) | 1967
Computers Donated to Schools (Use Tax) | 82.12.0284 | 1983

10. Driver Training Vehicles (Use Tax) | 82.12.0264 | 1955

11. International Charter and Freight Brokers (B&O Tax) | 82.04.260(6) | 1979

w

W o N o u A
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http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQAerospace.pdf
http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQPartPrototypes.pdf
http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQPlaceofSale.pdf
http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQcommuterairplanes.pdf
http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQcommuterairplanesproptax.pdf
http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQhogfuelfinal.pdf
http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQNRAirplanes.pdf
http://citizentaxpref.wa.gov/documents/scopeandobjectives/2019TaxPrefPSQ/PSQMFTE.pdf
http://www.citizentaxpref.wa.gov/documents/reports/2019ExpeditedReport.pdf
http://www.citizentaxpref.wa.gov/documents/reports/2019ExpeditedReport.pdf

12. Interstate Transportation Equipment (Sales Tax) | 82.08.0262 | 1949

13. Interstate Transportation - In-State Portion (Public Utility Tax) | 82.16.050(6) | 1935
14. Interstate Transportation - Shipments to Ports (Public Utility Tax) | 82.16.050(9) | 1937
15. Interstate Transportation - Through Freight (Public Utility Tax) | 82.16.050(8) | 1937
16. Items Used in Interstate Commerce (Sales Tax) | 82.08.0261 | 1949

17. Log Transportation Businesses (Public Utility Tax) | 82.16.020(1)(h) | 2015

18. Motorcycles Used for Rider Training (Sales and Use Tax) | 82.08.870; 82.12.845 | 2001
19. Nonprofit Educational Foundations (Property Tax) | 84.36.050(2) | 2001

20. Nonresident Keeping Aircraft In-State (Aircraft Excise Tax) | 82.48.100(7) | 1999

21. Nonresidents' Rental Cars (Sales Tax) | 82.08.0279 | 1980

22. Private Kindergartens (B&O Tax) | 82.04.4282(7) | 1965

23. Returned Motor Vehicles (Sales Tax) | 82.32.065 | 1987

24. Student Loan Organizations (B&O Tax) | 82.04.367 | 1987

25. Student Loan Organizations (Property Tax) | 84.36.030(6) | 1987

26. Tuition and Fees (B&O Tax) | 82.04.4282(5) | 1935

27. Tuition Fees - Foreign Degree-Granting Institutions (B&O Tax) | 82.04.4332 | 1993
28. Urban Transportation (Public Utility Tax) | 82.16.020(1)(d) | 1935

29. Vehicles Used in Interstate Commerce (Use Tax) | 82.12.0254 | 1937

30. Vehicles in Interstate Commerce (Sales Tax) | 82.08.0263 | 1949

31. Vehicles Sold to Nonresidents (Sales Tax) | 82.08.0264 | 1935

32. Wholesale Auto Auctions (B&O Tax) | 82.04.317; 82.04.422(1) | 1997
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Aerospace Tax Preferences

2019 JLARC TAX PREFERENCE REVIEW

Estimated 2021-23 beneficiary savings: $569 million

Nine tax preferences for businesses that
manufacture commercial airplanes, develop
aerospace products, or repair aircraft. e

The preferences are scheduled
to expire July 1, 2040.

The preferences reduce the cost

Multiple taxes

They include:
.{3) preferential business and occupation (B&O) tax rates
(2) B&O tax credits
(2) sales and use tax exemptions
() property tax exemption
() leasehold excise tax exemption

of doing business and improve

competitiveness with other states
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Note: Graph shows results for a hypothetical large aerospace firm.
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According to an independent
consultant's tax accounting analysis,
the preferences cut the effective
tax rate for hypothetical large and
small aerospace manufacturing
firms by over 50% and improve
Washington's competitive position.

8.5%
10.0%

WA

i

*Effective tax rate is the estimated reduction in rate of return due to state and local taxes.

Washington'’s aerospace industry leads the nation in output and

employment

In addition, employees of tax preference beneficiaries earn wages above the state average and are provided

benefits.

WA MANUFACTURING INDUSTRY

BENEFICIARIES

The complete report is on the JLARC web site: www.leg.wa.gov/jlarc
For more information, contact: Keenan Konopaski, Washington State Legislative Auditor

keenan.konopaski@leg.wa.gov e (360) 786-5187
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Aerospace employment is lower

2018
than it was in 2013, but higher . “and Boeing employment
than in 2003 -56%?/\ remained 38% and 29% above

2003 levels, respectively.
Unclear whether employment changes meet

the public policy objective to maintain and

|
|
grow aerospace industry jobs. [ 38%
: 29%
\ . .
| |
I |
I |
| |
Preference enacted in[2003 Preference extended in|2013 2018
grew from Employment declined from

2003 through 2012 led by job growth at Boeing. 2012 through 2018.

It is unclear whether the preferences prevented greater job losses

If the preferences led Boeing to remain in Washington, they may have kept the state from losing more jobs. If not,
they reduced government spending and may have contributed to job losses.

THREE HYPOTHETICAL SCENARIOS
modeled what could have happened if the preferences were not extended.

SCENARIO 1

Boeing locates 777X production Boeing locates all future production Boeing locates 777X production

outside WA outside WA in WA without preferences

Washington aerospace Washington aerospace Increase in employment from

employment declines by over employment declines by over government spending offsets

13,000, with statewide job losses 68,000, with statewide job losses minor aerospace job losses

of over 71,000. of over 360,000. resulting in an economy-wide
increase of 4,700 jobs.

The effect of the preferences on aerospace employment depends on whether they influenced Boeing's
decision to keep production in Washington.

LEGISLATIVE AUDITOR’S RECOMMENDATION
Clarify

The Legislature should clarify its expectations for the level of aerospace industry employment. Providing

additional detail in the tax preference performance statement such as a baseline level of employment would
facilitate future reviews of these preferences.

PAGE 2 OF 2
The complete report is on the JLARC web site: www.leg.wa.gov/jlarc © Follow us on Twitter | = =
For more information, contact: Keenan Konopaski, Washington State Legislative Auditor @WalegAuditor
keenan.konopaski@leg.wa.gov e (360) 786-5187 July 2019
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19-08 FINAL REPORT:

2019 TAX PREFERENCE PERFORMANCE
REVIEWS

Aerospace Tax Preferences

LEGISLATIVE AUDITOR’S CONCLUSION:

The aerospace industry remains in Washington, offering wages
and benefits above the state average. The preferences improved
competitiveness by reducing the industry's effective tax rate by
50%. Employment has declined from its 2013 level, but it is

unclear to what extent the preferences prevented greater job loss.
December 2019

Review focuses on nine tax preferences intended to benefit the
aerospace industry

In 2013, the Legislature expanded a package of aerospace Estimated Biennial Beneficiary

tax preferences that was initially enacted in 2003. The Savings
preferences include three preferential business and $569 million in the 2021-23
occupation (B&O) tax rates, two B&O tax credits, two sales Biennium

and use tax exemptions, a property tax exemption, and a

leasehold excise tax exemption. Detail is provided in Tax Types

Business and Occupation Tax,

Appendix A.

Sales and Use Tax, Leasehold
To claim a preference, a business must perform at least one Excise Tax, Property Tax
of these activities: Multiple RCWs

L Applicable Statutes
1. Manufacture commercial airplanes.

2. Develop aerospace products (e.g., airplanes, components, repair equipment, and tooling).
3. Repair aircraft.

The preferences are scheduled to expire July 1, 2040.

The preferences lower the cost of doing business. The aerospace

industry remains in Washington, and its employees earn wages
above the state average and are provided benefits.

The Legislature stated three public policy objectives when the preferences were initially enacted
in 2003, and added a fourth policy objective when extending the preferences in 2013.

19-08 Final Report | 2019 Tax Preference Performance Reviews 9



Objectives (Stated) Results

Reduce the cost of doing Met. The preferences save beneficiaries more than $500 million
business in Washington for the | per biennium. They improve the state’s competitive position by
aerospace industry compared to | cutting the industry’s effective tax rate by at least 50%, making

other states. the rate lower than 5 out of 13 competitor states. (Tab 1)
Encourage the continued Met. Aerospace continues to be a major industry in Washington.
presence of the aerospace However, it is unclear to what extent the preferences

industry in Washington. influenced location decisions. (Tab 2)

Provide jobs with good wages Met. Aerospace industry employees earn wages and benefits
and benefits. well above the state average. (Tab 3)

However, aerospace employment is lower than it was in 2013. It is
unclear whether the preferences prevented greater job losses.

Obijectives (Stated) ‘ Results
Maintain and grow Unclear. Washington aerospace employment is lower than it was in
Washington's aerospace 2013, but higher than when the preferences were first enacted in
industry workforce. 2003. (Tab 3)

If the preferences led Boeing to remain in Washington, they may
have kept the state from losing more jobs. If not, they reduced
government spending and may have contributed to job losses. (Tab
4)

Recommendations

Legislative Auditor's Recommendation: Clarify

The Legislature should clarify its expectations for the level of aerospace industry employment.
Providing additional detail in the tax preference performance statement such as a baseline level
of employment would facilitate future reviews of these preferences.

More information is available on the Recommendations Tab.

Commissioners' Recommendation

The Commission endorses the Legislative Auditor's recommendation with comment. The tax
preference continues to meet the majority of stated objectives. However, the employment
objectives are ambiguous. The commission recommends the Legislature clarify its position on
employment levels.

Regardless of how the Legislature clarifies this issue, the Legislature must be very cautious in
how it interprets and responds to employment changes as a factor in the preference’s efficacy.
The industry, like manufacturing in general, are rapid adopters of new technology that enhances
productivity. This has the potential to significantly lower the labor input over time. Also, business
cycle events, which are outside the industry’s control, may lead to significant declines in

19-08 Final Report | 2019 Tax Preference Performance Reviews 10



employment that can persist for several years. In addition, the Legislative Auditor’s research and
aerospace industry testimony shows that the industry provides above-average investment
spending, wages and benefits, and workforce training. None of these areas can be captured by
an analysis of changes in employment.

Given the above, employment changes by themselves are insufficient for evaluating the
preference’s efficacy. Therefore, the commission recommends that the Legislature continues to
evaluate the preference on a regular cycle using a range of objectives, with employment levels
being only one of the considerations. The current JLARC process, based on multiple objectives,
provides the most transparent and valid method for determining the degree to which the
majority of objectives are met and whether or not the Legislature needs to adjust the preference.

Committee Action to Distribute Report

On December 4, 2019 this report was approved for distribution by the Joint Legislative Audit
and Review Committee.

Action to distribute this report does not imply the Committee agrees or disagrees with the
Legislative Auditor recommendations.

REVIEW DETAILS

1. Preferences reduce costs and improve competitiveness

The preferences improved Washington's competitive
position by cutting the industry’s effective tax rate by at
least 50%

Over 600 beneficiaries have claimed seven of nine preferences

In 2003, the Legislature approved a package of aerospace tax preferences. In 2013, it extended
the preferences' expiration date from 2024 to 2040. The preferences include:

e Three preferential business and e One property tax exemption
occupation (B&O) tax rates. (unclaimed).
e Two B&O tax credits. e One leasehold excise tax

- exemption (unclaimed).
e Two sales and use tax exemptions P ( )

(expanded in 2013). See Appendix A for details.

19-08 Final Report | 2019 Tax Preference Performance Reviews 11



The tax preferences reduce the cost of doing business for the
aerospace industry and other beneficiaries

A business may claim one or more of these preferences if it manufactures commercial airplanes,
develops aerospace products?, or repairs aircraft. Businesses in the aerospace industry were the
primary beneficiaries, although firms in related industries also claim the preferences.

e The aerospace industry includes businesses that file taxes under North American Industry
Classification System (NAICS) code 3364--Aerospace Product and Parts Manufacturing.
Boeing is the largest aerospace business in Washington, and the state's largest private
employer.

o Related industries include architectural and engineering services, durable goods
wholesaling, and fabricated metal product manufacturing.

From fiscal year 2014 through fiscal year 2017, 664 businesses saved $1.1 billion by claiming the
preferences. Beneficiaries in the aerospace industry claimed 93% of the savings. Detailed savings
estimates for each preference are in Appendix A.

Exhibit 1.1: Beneficiaries save more than $500 million per biennium

. Estimated Fiscal Year | Estimated Biennial
Fiscal Year . . . . . .
Beneficiary Savings Beneficiary Savings

2013-2015 2014 $223 million $528 million
7/1/13-6/30/15

2015 $305 million
2015-2017 2016 $304 million $543 million
7/1/15-6/30/17
2017 $239 million
2017-2019 2018 $246 million $501 million
7/1/17-6/30/19
2019 $255 million
2019-2021 2020 $267 million $545 million
7/1/19-6/30/21
2021 $278 million
2021-2023 2022 $282 million $569 million
7/1/21-6/30/23
2023 $287 million

Source: JLARC staff analysis of tax return data - total savings may not equal sum of detailed estimates due to
rounding.

1Airplanes, airplane components, airplane repair equipment, and tooling used in manufacturing commercial airplanes
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Independent consultant's tax accounting analysis concludes that
the preferences improved Washington’s competitiveness relative

to other states

JLARC staff hired Ernst & Young to
evaluate the business tax climate for
the aerospace industry across
Washington and 13 other benchmark
states. Benchmark states include
those with the highest concentration
of aerospace employment and those
identified as leading states by recent
studies of aerospace competitiveness.
The analysis considers statutory
incentives (including Washington's
aerospace tax preferences),
negotiated incentives, and cash grants
provided to the aerospace industry.
Appendix B has additional detail
about the analysis and a link to the full
report.

According to the analysis:

e For the hypothetical large
firm>, the incentives reduce
the effective tax rate from
20.9% to 10.0%. This improves
the state's competitive ranking
from thirteenth to ninth out of
14 states with a large
aerospace presence (see
Exhibit 1.2).

4.

Four steps in Ernst & Young analysis to evaluate
business tax climate

1.

Estimate the rates of return and all taxes? paid by
hypothetical small and large aerospace firms that
invest in new manufacturing facilities.

Estimate the reduction in rate of return due to
taxes. As shown in the hypothetical example
below, the reduction due to taxes is the difference
between the pre-tax and after-tax rates of return.

Pre-tax rate of return 5%

After-tax rate of return 4%
Reduction due to taxes 1%

Express the reduction as an effective tax rate.
Reduction due to taxes 1%

Pre-tax rate of return 5%

— 20% ETR

Estimate the reduction in ETR due to statutory
incentives® and negotiated incentives®. If
incentives reduce taxes in the above example by
half, the effective tax rate would be reduced to
10%.

Reduction due to
taxes after incentives 0.5%

— (o)
Pre-tax rate of return 5% 10% ETR

o For the small firm¢, the incentives reduce the effective tax rate from 15.8% to 6.1%. This
improves the state's competitive ranking from eleventh to eighth place (see Appendix B).

2|ncluding all state and local taxes a business may pay, including sales, property, and B&O or income tax as applicable

3Examples: preferential B&O rates, sales and use tax exemptions

4Examples: tax abatements, cash grants
5A firm with 10,000 employees
A firm with 50 employees
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In Washington, statutory incentives reduce the effective tax rate
more than negotiated incentives. Other states use more
negotiated incentives.

For this study, the effective tax rate (ETR) includes all state and local taxes a business may pay,
including sales, property, and B&O or income tax as applicable.

Washington's statutory incentives lower the ETR for large firms by 9.4 percentage points (from
20.9% to 11.5%). Negotiated incentives reduce the ETR another 1.5 percentage points - from
11.5% to 10.0%. Cash grants are prohibited by the state constitution.

Several of the benchmark states offer significant negotiated incentives and cash grants that
enhance their competitiveness compared to Washington.

e When only statutory incentives are applied, Washington ranks fourth out of the 14 states
for large firms.

e When all types of incentives are considered, Washington places ninth for large firms.

Exhibit 1.2: Washington's tax preferences improve its tax competitiveness
PRE-Incentive POST-Incentive

EFFECTIVE STATE & LOCAL TAX RATES* | STATE | RANKING RANKING | STATE |EFFECTIVE STATE & LOCAL TAX RATES*

9.9% NC 1 -5.5%

2 2.0% ‘ For firms with 10,000 employees ‘

-

3 OH M 1.1%

d
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5 SC R
6 GA
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Note: Post-incentive ETR includes statutory incentives, negotiated incentives, and cash grants.

Source: Ernst & Young analysis.
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2. Aerospace remains a major Washington industry

Aerospace continues to be a major industry in
Washington. However, it is unclear to what extent the
preferences influenced location decisions.

Economic and employment data show that the aerospace industry
has continued its presence in Washington

Data from the Bureau of Economic Analysis
(BEA) indicates that: gross domestic product

BEA aggregates industries when measuring

* Nationally, the Other Transportation The aerospace industry includes businesses

Equipment Manufacturing industry, which that file taxes under North American
includes aerospace, contributed $148 Industry Classification System (NAICS) code
billion to the gross domestic product in 3364--Aerospace Product and Parts

2017. Washington's contribution - $32.4 Manufacturing.

. o . Other Transportation Equipment
billion - was 22% of the national total Manufacturing includes the aerospace

and more than any other state. NAICS group and three other industry

groups related to the manufacture of
* Inthe 4th quarter of 2018, 198 railroad rolling stock, ships and boats, and

businesses in the Aerospace Products and other transportation equipment.

Parts Manufacturing industry (NAICS

3364) employed 85,900 workers in

Washington. Although employment has declined in recent years (see Tab 3), it continues
to be larger than in any other state, representing 17% of national industry employment.

e The concentration of aerospace value and jobs in Washington (location quotient)” is
greater than the national average. In 2017, the value of goods and services made by
Washington's Other Transportation Equipment Manufacturing industry, as a portion of the
state's economy, was 8.2 times greater than the national average. In 2018, the relative
concentration of aerospace industry jobs in the state was 7.3 times the national average.

Exhibit 2.1: Washington's aerospace industry leads nation in contribution to
GDP and industry employment

WASHINGTON 22% U.S. TOTAL INDUSTRY GDP $148 B
($32.4 B) CALIFORNIA 13% TEXAS8% CT OH OTHER STATES
($18.6 B) ($12.6 B) 5% 5% 47% ($69.8 B)

44

Note: “Other transportation equipment manufacturing” includes transportation equipment manufacturing excluding motor vehicles.

A location quotient measures the concentration of a given industry in a given place relative to a larger region such as
the nation

19-08 Final Report | 2019 Tax Preference Performance Reviews 15



. WASHINGTON 17% U.S. TOTAL AEROSPACE EMPLOYMENT 508 K

(86 K) CA 15% TX 9% OTHER STATES 46%
(76 K) (47 K) % % (236 K)

ALR2

Note: Numbers may not equal 100% due to rounding.

Source: Bureau of Economic Analysis, Bureau of Labor Statistics.

On average, beneficiaries provide wages and benefits that meet or
exceed state averages

The preferences aim to provide "good wages and benefits." Since these terms are not defined,
JLARC staff compared wage and benefit data for preference beneficiaries to data from
Washington's manufacturing industry in general.

o Washington's average annual wage for manufacturing is just over $76,000. It is $62,000
for all industries.

o Beneficiaries of the aerospace tax preferences reported to the Department of Revenue
(DOR) that 72% of their employees earned more than $30 per hour (about $62,000
annually) in 2017, and that more than 90% of employees are enrolled in medical, dental,
and retirement plans.

e Employment Security Department (ESD) data shows that between 2016 and 2017,
beneficiaries paid employees an average annual wage greater than $100,000.

This data is consistent with information from the Bureau of Labor Statistics (BLS). According to
BLS, aerospace industry businesses in Washington paid a total of $9.5 billion in wages in 2017,
averaging $114,000 per employee. The average annual wage is the fourth highest of any state in
the country for the industry and is above the U.S. average aerospace wage of $101,000.

Exhibit 2.2: Beneficiaries paid employees more than $108,000 per year in
2017

WA MANUFACTURING INDUSTRY fvzggeoaanum wage

BENEFICIARIES $108,000

average annual wage

Source: JLARC analysis of ESD Data, DOR Tax Return Data, BLS Quarterly Census of Employment and Wages
(QCEW) Data.

Boeing is the largest business in Washington's aerospace industry

Boeing is the largest aerospace business in Washington, and the state's largest private employer.
Boeing reported Washington employment at the end of 2018 was 69,800, representing 46% of
total company employment, more than in any other state. Boeing estimates its supply chain
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network includes 1,500 supplier and vendor businesses in Washington, on which the company
reported spending more than $5 billion in 2017.

Exhibit 2.3: Washington has the nation’s largest share of aerospace and
Boeing jobs
49%

46%

40%

WA share of toI{aI Boeing employment

19%

17% 17%

14%

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Preference enacted Preference extended
in 2003 in 2013

Source: Bureau of Labor Statistics and Boeing.

The company's aircraft deliveries have increased since 2013, and Boeing reported delivering a
record number of aircraft in 2018. Most of the aircraft were assembled in Washington?®. Still,
airplane orders outpaced deliveries, and Boeing states that its order backlog is more than 5,800
aircraft. The company estimates that this backlog represents seven years of airplane production.

Exhibit 2.4: Boeing airplane deliveries have increased

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Source: JLARC representation of Boeing data.

8Boeing assembles all 737, 747, 767, 777, and Boeing Business Jets in Washington. It uses two assembly lines for the
787 - one in Everett, Washington, and one in North Charleston, South Carolina.
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Industry has met statutory contingencies to locate a
manufacturing program in Washington

The 2013 Legislature put two contingencies in the law:

Contingency | Outcome
The preference would not take effect until a The Department of Revenue (DOR) determined
significant commercial airplane manufacturing | that the contingency was satisfied in 2014 after
program was located in Washington. Boeing located the final assembly of the 777X

and its composite wing facility in Everett.

The preferential B&O tax rate ends for the This contingency has not occurred.
products made at the manufacturing site if
DOR determines that any portion of that
program has moved outside Washington.

Influence of preferences on continued presence of industry
unclear

JLARC staff are unable to determine the degree to which the aerospace tax preferences,
particularly their 2013 extension and expansion, contributed to the continued presence of the
aerospace industry in Washington.

To assess the impact of the preferences on employment and presence in the state, it is necessary
to know the extent to which businesses make decisions as a result of the incentive. Boeing's
decision to locate final assembly of the 777X and its composite wing facility in Washington
ensured that the 2013 extension of tax preferences took effect. However, it is unknown
whether the company would have made this location decision even if the preferences had not
been extended.

e Research literature and staff interviews with subject matter experts indicate that taxes -
and the availability of tax incentives - are just one of many factors that influence
business location decisions. Other factors include the quality of transportation
infrastructure, labor costs, workforce quality, and the regulatory environment.

o While some literature indicates that tax preferences influence a minority of business
location decisions, using such a general assumption is not possible when evaluating an
incentive's impact on a single location decision.

e An advisory panel of economic and labor experts convened by JLARC staff agreed with
the staff conclusion that it is not feasible to analytically determine whether one factor
(e.g., tax incentives) led a single business to make a location decision.

For additional analysis of Boeing's potential location decisions, refer to Tab 4.
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3. Jobs above 2003 level, but decline since 2013 highest in

the nation

Washington's aerospace employment is higher than when
the preferences were first enacted in 2003. However,
since 2013, Washington has lost more aerospace jobs
than any other state.

Aerospace industry employment trending down, but still above
2003

Since 2003, when the preferences were first enacted, aerospace industry employment followed
two major trends:

1. Statewide aerospace employment (yellow line) grew from 2003 through 2012. From
2003 through 2012, Washington aerospace employment increased by 56%, as the state
added 34,500 jobs. Of these new jobs, 32,400 were at Boeing, which increased its
employment by 60% (blue line).

2. Employment declined from 2012 through 2018. From 2012 through 2018, Boeing
employment in Washington fell by 16,700. This was partially offset by gains by other
aerospace businesses, so Washington's total aerospace employment fell by 10,800.

Despite the decline, statewide aerospace and Boeing employment remained 38% and 29% above
2003 levels, respectively. JLARC staff do not assert a causal relationship between these trends
and legislative action to create the preferences in 2003 and extend them in 2013.

Exhibit 3.1: Both Boeing and statewide aerospace employment trending down
since 2013, but still above 2003 levels

PERCENT ABOVE
2003 EMPLOYMENT

BOEING EMPLOYMENT

\
\

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Preference enacted Preference extended
in 2003 in 2013

Source: Bureau of Labor Statistics and Boeing.
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Washington aerospace employment losses since 2013 lead the
nation

In 2013 the Legislature extended the aerospace tax preferences with the stated public policy
objective to maintain and grow industry employment.

Washington's loss of 8,800 aerospace jobs from 2013 through 2018 was the largest in the U.S.
and nearly four times more than in any other state. This represented a 9% decline, the second
largest percentage decline among states with at least 10,000 aerospace employees in any year
between 2013 and 2018.

e Over the same period, U.S. aerospace employment (excluding Washington) increased 7%
or 27,000 jobs. This cut the state's share of total industry employment from 19% to 17%.

e International aerospace employment increased 6% from 2013-17, according to data from
Deloitte.

Exhibit 3.2: Washington's aerospace employment decline was the largest
among states with a significant aerospace presence

Percent Change in Aerospace Employment, 2013-18 Double-click to view by jobs
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The composition of Washington's aerospace employment has
shifted, as non-Boeing employment grew

From 2013 through 2018, Boeing Exhibit 3.3: Non-Boeing aerospace
employment fell by 12,100 jobs. During this ~ employment grew, capturing a larger
period, non-Boeing aerospace employment  share of thestate's workforce
increased by 3,300 jobs. Boeing's share of
Washington aerospace employment fell from
87% in 2013 to 81% in 2018.

BOEING EMPLOYMENT

Boeing job losses were greater in

Washington than in other states.
Non-Boeing’s share
of WA aerospace
employment
increased from
2013 through 2018.

Boeing's global employment fell by 15,400
from 2013 through 2018, a 9% decline. This
decline disproportionately affected
Washington, which accounted for 79% of job
losses. As a result, the state's share of Boeing
employment declined from 49% to 46%.

Boeing's Washington employment rebounded
from 2017 to 2018, rising 6% to 69,800. Total
company employment also grew in this
period, resulting in a 1-percentage-point 13% NON-BOEING EMPLOYMENT
reduction in Washington's share of company
employment.

2013 2018
Non_tax factors Contribute to Source: Bureau of Labor Statistics and Boeing.

employment changes, but the extent of their effect is unclear

Media coverage of Boeing's wing facility has drawn increased attention to the role of technology
and automation in aerospace manufacturing. From 2003 through 2018, Washington's aerospace
industry saw increases in both output per employee (i.e., labor productivity) and total
employment. Output® per employee increased 83% from $565,000 in 2003 to $1,032,000 in
2018, while employment was up 38%.

However, the effect of labor productivity growth on employment is unclear. Some literature
points to outsourcing, rather than automation, as a driver of manufacturing employment
changes. JLARC staff are unable to quantify the extent to which productivity changes influenced
aerospace employment independent of other factors.

?Measured as gross business income

19-08 Final Report | Aerospace Tax Preferences 13
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It is unclear whether industry employment meets legislative
expectations

Without further information about the Legislature's expectations for aerospace industry
employment, JLARC staff are unable to determine whether recent changes meet the public
policy objective to maintain and grow aerospace industry jobs.

4. Effect of preferences on jobs unclear

If the preferences led Boeing to remain in Washington,
they may have kept the state from losing more jobs. If not,
they reduced government spending and may have
contributed to job losses.

How did extending the preferences affect employment? It
depends on whether they influenced Boeing's decision to remain
in Washington.

In extending the aerospace tax preferences, the Legislature sought to secure final assembly of
the new 777X and the composite wing facility in Washington. As required, Boeing located its
new facility in Washington. It is unclear whether Boeing would have made the same decision if
the preferences had not been extended. Whether Boeing was influenced by the preferences has
direct implications on the effect of the extension on employment.

JLARC staff modeled three hypothetical scenarios of what could
have happened if the preferences were not extended. They
illustrate a range of potential employment outcomes.

L E S

SCENARIO 1 SCENARIO 2 SCENARIO 3
SIMULATED ACTION: SIMULATED ACTION: SIMULATED ACTION:
Legislature did not extend preferences Legislature did not extend preferences Legislature did not extend preferences
in 2013. in 2013. in 2013.
POSSIBLE RESPONSE: POSSIBLE RESPONSE: POSSIBLE RESPONSE:
Boeing locates 777X production and Boeing locates 777X production and Boeing sites 777X production in
composite wing facility outside subsequent generations of airplanes Washington despite the preferences not
Washington. outside Washington. being expanded and extended.
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JLARC staff used REMI'° to model three
hypothetical scenarios that illustrate the
range of what could have happened if the
Legislature had not extended the preferences
in 2013. JLARC staff developed assumptions
based on discussions with an advisory group,
testimony in support of the 2013 legislation
extending the preferences, and estimates of
Boeing's direct 777 workforce. Because REMI
is calibrated to Washington's economy in
2016, the first year of the analysis is 2017.

JLARC staff are not able to determine the
likelihood that any of these scenarios would

have occurred absent the extension of the tax

Reading the results of the economic analysis

Model results are presented as jobs potentially
lost or gained as a result of Boeing's decisions
in the event the preferences had not been
extended.

e Total jobs includes jobs in three
categories: "State and Local
Government," "Aerospace Products
and Parts Manufacturing," and "Private
Nonfarm (Excluding Aerospace)."

The job numbers include direct, indirect, and
induced jobs. See Appendix C for explanations
of these terms.

preferences, or whether one is more likely to have occurred than another. They serve to
illustrate the range of potential outcomes and the large employment multiplier of aerospace jobs

in Washington's economy.

Appendix D provides additional detail about the REMI analysis.

If the preferences led to Boeing's location decision, they may have
prevented greater job losses

Aerospace employment has decreased since 2013 when the preferences were extended (Tab 3).
However, scenarios 1 and 2 model the removal of additional aerospace jobs to simulate Boeing's
decision to move airplane production out of state. The decline in aerospace jobs leads to a much
larger drop in private sector employment, due to the high multiplier effect of aerospace jobs.

¢ In the REMI model, aerospace jobs have a multiplier of over 4, meaning that for every
aerospace job lost, an additional four jobs are lost economy-wide.

e The high multiplier stems from the industry's high wages (e.g., supporting jobs in retail or
construction) and from the number of industries in Washington that supply goods and
services to the aerospace industry (e.g., engineering services and machine shops).

19The Regional Economic Models, Inc. (REMI) model can be used to estimate the effects of a policy change
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Scenario 1: Boeing locates 777X production and the composite wing facility
outside Washington. Boeing's decision to move the 777X out of state has
no bearing on location decisions for future aircraft lines.

Assumptions  The preferences were not extended, and as a result:

e Boeing moves 12,100 employees!! out of state over five years as 777X
production ramps up and production of the old model is phased out.

e Boeing builds the composite wing facility outside Washington, and the
state forgoes the benefits of $1 billion in construction and 500 jobs at the
wing facility.

e State government spending increases beginning in 2025 due to higher tax
revenue as the preferences expire. Beneficiary production costs are
increased by the same amount.

Results The hypothetical loss of the 777X production line results in the loss of 70,400
jobs statewide by 2021 (estimated).
Employment rebounds slightly when the original preferences expire in 2025,
resulting in an increase in revenue collection and government spending.
By 2040, REMI estimates total job losses of 71,600.

Exhibit 4.1: Scenario 1 shows a hypothetical loss of 12,100 Boeing jobs linked
to 777X production could have resulted in loss of an estimated 71,600 jobs
statewide

2021 2040
20% 9 [-8,700] 2023 2025 2027 2029 2031 2033 2035 2037 20j—82700
State and local gov't

Estimated 777X employment

SCENARIO ONE
phased out by 2021.

=0 Other private nonfarm

O \Total
70400

Source: JLARC staff analysis using REMI.

Estimated 777X workforce
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Scenario 2: Boeing locates 777X production and subsequent generations of
airplanes outside Washington.

Assumptions  The preferences were not extended, and as a result:

e Boeing moves 80%12 of its workforce (estimated at 60,500 employees)
out of state over fifteen years, as all new production lines are sited out of
Washington.

e Boeing builds the composite wing facility outside Washington, and the
state forgoes the benefits of $1 billion in construction and 500 jobs at the
wing facility.

e State government spending is increased beginning in 2025 due to higher
tax revenue as the preferences expire. Beneficiary production costs are
increased by the same amount.

Results The hypothetical loss of Boeing jobs results in the loss of 340,600 jobs statewide
by 2031 (estimated).
Total job losses reach an estimated 364,500 by 2040.

Exhibit 4.2: Scenario 2 shows a hypothetical loss of 80% of Boeing jobs for
new production lines could have resulted in loss of an estimated 364,500 jobs

statewide

2031 2040
2 D0TT———202¢ 2023, 2025 2027 2029 |-48,200| 2033 2035 2037 20-54.400
——O— —Q State and local gov't

SCENARIO TWO
Estimated job reductions
phased out by 2031.

=0 Other private nonfarm
-340.600 =0 Total
-364,500

Source: JLARC staff analysis using REMI.

12This scenario was considered by the Office of Financial Management (OFM) in its analysis for the 2003 aerospace
tax preferences and was included in JLARC's 2014 report on the preferences.

19-08 Final Report | 2019 Tax Preference Performance Reviews 25



If the location decision happened regardless of the preferences,
then they reduced overall statewide employment after 2025

Scenario 3, models the effect if Boeing built the 777X and composite wing facility in Washington
without the tax preferences. The implicit assumption is that