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PREFACE

This report provides comprehensive background information on each of over 50 tax sources utilized
by state or local governments in Washington. The report was prepared by the Research Division of
the Washington State Department of Revenue. It updates a similar synopsis of taxes last published

by the Department in January 2007.

The Tax Reference Manual provides a general description and historical information on these tax
sources. It is not intended to be a guide to taxpayers for reporting any tax liability. Thus, it
contains neither legal interpretations of state tax law nor instructions to taxpayers. In particular,
taxpayers are cautioned that tax laws and tax rates can change; the information provided
herein should not be utilized for reporting any tax liability.

An outline format is used to present the information in a way that will facilitate location of
particular data by the reader and make the report easy to use. The intention is to cover those
questions which are most frequently asked about taxes (e.g. RCW citations, advantages and
disadvantages of various tax sources, recent collection figures, etc.), while keeping the text as short

as possible. For each particular tax that is described in Part Il, there are nine items included in the
discussion. Each of these categories is described below:

Tax Base
The initial section explains what is taxable, i.e., the measure of the tax.
Tax Rate
The rate is the percentage or fixed dollar amount which determines the amount of the tax

liability. When the tax rate is multiplied by the tax base, the product is the amount of tax
that is due.

Levied By

This indicates which governmental jurisdictions are authorized to impose the tax. In most
instances, an attempt is made to indicate which of these are actually levying the tax.

Recent Collections

The amount of revenue collected, net of credits and refunds, is shown by fiscal year (ending
June 30) for each state tax for the latest ten-year period. For most sources, the figures
represent cash collections during the fiscal year; some data reflect accrued liability (i.e., on



the basis of GAAP - generally accepted accounting principles). The annual rate of change
and the percentage of all general state taxes are indicated. The source of the state collection
figures is the state agency which collects the tax. Detailed data are not available for all local
tax sources, but in some instances distributions of tax receipts to local jurisdictions are
indicated. Local tax collections for calendar year 2008 are the latest available via the Local
Government Financial Reporting System (LGFRS) administered by the State Auditor.

Administration

The administering state or local agency is indicated, along with a brief description of who
pays the tax and in what manner.

Distribution of Receipts

This section describes the utilization of the revenues produced by each tax, including any
dedicated revenues to specific funds.

Exemptions

Items which reduce the tax liability for particular types of taxpayers through exemptions,
deductions, and credits are listed. This report does NOT list every possible tax exemption,
but it does indicate the general types of tax preferences which are provided by state law.
The source for most of this information is the study of tax exemptions conducted by the
Department every four years.

History
A brief historical development of the tax is provided, including the year of initial imposition
and major changes in tax rates and the tax base. Also, a short history of the overall state tax
system appears in Part I.

Discussion/Major Issues

The final section discusses features of the tax which may be of interest to certain readers. A
very brief discussion of the "pros™ and "cons" of the tax is given in some instances. It must
be emphasized that, in providing this discussion of taxes, the statements do not
represent the Department’s position on the various sources, and it should not be
inferred that the Department favors or opposes any particular tax or any alternatives
to existing taxes. Instead, this section simply represents some of the general comments
which have been expressed about the advantages and disadvantages of certain taxes.

It should be noted that previous editions of the manual included a “Boxing and Wrestling” tax.
This was a tax instituted in 1933 which applied to promoters of such events pursuant to chapter
67.08 RCW. The tax rate was 5 percent of the gross proceeds of the event, and the typical annual
yield was less than $100,000. Legislation enacted in 2009 changed the nature of this revenue



source, so that it is now more similar to the other professional and occupational licenses that are
administered by the Department of Licensing. Designated now as an “event fee,” the proceeds no
longer go to the general fund but are deposited into the business and professions account which is
used by DOL for administrative costs of their licensing programs. Accordingly, it was decided to
discontinue listing the event fee as a “tax” and it no longer appears in this manual.

In preparing this report the Research Division would like to acknowledge the assistance and
information provided by many persons, including staff of the following state agencies:

Department of Labor and Industries
Department of Licensing

Department of Transportation
Employment Security Department
Gambling Commission

Horse Racing Commission

Liquor Control Board

Office of Financial Management
Office of the Insurance Commissioner
Office of the State Auditor

Staff of several legislative committees, particularly the Senate Ways and Means Committee and the
House Finance Committee, provided valuable insights. Many persons throughout the Department
of Revenue assisted in completing the project; their expert assistance is gratefully acknowledged.
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OVERVIEW OF THE WASHINGTON TAX SYSTEM

State and Local Government Revenues

According to the latest survey data compiled by the Census Bureau of the U.S. Department of
Commerce, total revenues received by Washington state and local jurisdictions amounted to $72.3
billion during Fiscal Year 2007 (see Table 1).

"General" revenues accounted for 69 percent of the total revenues in Washington. The expenditure
of these revenues is typically determined by the legislative bodies of the various governmental
jurisdictions (State Legislature, County Commissioners, City Councils, etc.) via the annual or
biennial budget process. Taxes are the most important of the general revenue sources for the state
and second to intergovernmental revenues for local governments; they represent 38 percent of total
revenues. Other significant revenue sources are charges for services and federal grants; each
account for about 12 percent of total revenues. Intergovernmental transfers, including state-shared
tax revenues, are especially important for local jurisdictions.

Nongeneral revenue sources represent the remaining 31 percent of total revenues; these revenues
are usually not available for general programs but are often dedicated to specific purposes.
Examples include enterprise funds received for municipal utility functions, profits derived from
liquor sales, payroll taxes that are dedicated for workers' compensation programs, and employee
contributions for pensions.

Taxes can be defined as compulsory payments to a governmental entity in which the amount paid is
not directly related to the cost of or benefits received from a service provided by the public
jurisdiction. Examples of items which are directly related to a specific service and which are not
considered as general taxes include benefit assessments for local improvement districts and payroll
taxes levied upon employers for compensation to unemployed or injured workers.

The Census Bureau figures indicate that Washington state and local taxes totaled $27.5 billion for
Fiscal Year 2007. By far the largest source was the general sales and gross receipts tax category,
which represented 47.5 percent of all state and local taxes in Washington. In addition to the state
and local retail sales/use taxes, this category includes the state business and occupation (B&O) tax
and municipal business taxes since they are generally based on gross sales. (Few other states levy
taxes measured by gross receipts, so the Census Bureau groups these with the sales taxes, rather
than as a separate category.) The property tax was Washington's second largest tax source,
representing 26.8 percent of all state and local taxes; it remains by far the most important local
revenue source, accounting for 57.8 percent of all local tax receipts.

State taxes accounted for 64 percent of all state/local taxes in Washington; local government taxes
comprised the remaining 36 percent. Washington's ratio of state taxes is higher than many states
(compared with 59 percent nationally) because Washington finances a greater proportion of
governmental services at the state level, particularly funding of public K-12 and vocational schools,
community colleges, public assistance programs, and criminal justice expenditures.



TABLE 1

REVENUE OF STATE AND LOCAL GOVERNMENTS IN WASHINGTON!
Fiscal Year 2007 (Dollars in Millions)

Source of Revenue

Taxes:
Property taxes
General sales taxes®
Motor fuel taxes
Liquor taxes
Tobacco taxes
Utility taxes
Other sales taxes
Vehicle license taxes
Other taxes

Taxes - Subtotal

Current Charges:
Education
Hospitals
Sewerage/garbage
Other charges for service

Federal Grants

State and Local Inter-
governmental Transfers

Interest Earnings
Other General Revenue

Non-General Revenue:
Utility operations
Liquor store revenue
Insurance trust revenue:
Employee retirement
Unemployment and
workers compensation

TOTAL REVENUE

State Level

$1,688.5
10,861.3
1,128.8
253.2
444.7
444.1
719.7
459.2
1,693.2

17,692.8
2,026.3
900.4
8.1
547.6

7,547.7

311.2
799.3
1,340.1
1.3
503.7
11,424.2
3,888.4

$46,991.1

Local Level

$5,684.1
2,225.2

474.7
535.3
321
888.9
9,840.3
339.8
1,568.9
1,983.0
1,986.6

1,329.8

9,048.4

952.6
1,279.9
5,801.9

514.3

$34,645.5

Total

$7,372.6
13,086.5
1,128.8
253.2
4447
918.8
1,255.1
491.3
2,582.0

27,533.0
2,366.1
2,469.3
1,991.1
2,534.2

8,877.5

1,751.9
2,620.1
5,803.2
503.7
11,938.5
3,888.4

$72,277.0*

!Source: Bureau of the Census, U.S. Department of Commerce, State and Local Government Finances, 2006-07.
%Includes gross receipts business taxes which are generally measured by sales.
*Duplicative intergovernmental transactions are excluded.



There are three general types of taxes: property, income, and excise. Property taxes consist of
annual payments by owners of real property (land and structures) and personal property (tangible
and intangible). Property taxes are measured by the value of the property - i.e., ad valorem tax -
determined either by the fair market value or a statutory assessment formula. Property taxes are the
oldest form of general taxation in this country and are levied in all states.

Income taxes include the federal, state, and local taxes measured by the annual income of
individuals and corporations. Washington is one of seven states that does not levy a personal
income tax upon households and one of only five states — the others are Nevada, South Dakota,
Texas, and Wyoming - that does not impose any form of income tax (Alaska and Florida have
corporate income taxes but not a personal income tax).

Excise taxes include virtually every other type of tax. Although there is not a single definition of
excise taxes, generally these refer to a specified type of transaction or privilege. In Washington
most excise taxes are measured by the selling price or some other measure of sales such as gross
receipts. The retail sales tax is the single largest excise tax levied in this state. The major business
tax is the business and occupation tax; although measured by gross "income," it is levied on the
privilege of engaging in business and is categorized by the Census Bureau as an excise tax rather
than an income tax. Other excise taxes include the selective sales taxes on specific products
(cigarettes, gasoline, etc.) and the various taxes which are levied in lieu of property tax (e.g.,
harvested timber, leaseholds, etc.).

For more details on tax collections in various states, see the Census Bureau web site:

www.census.gov/govs/estimate. Also, see the next to last section in this chapter for comparisons of
tax burdens among the states.

State Government Revenues and Expenditures

Data compiled by the Office of Financial Management (OFM) and published in its Comprehensive
Annual Financial Report form the basis for the state revenue and expenditure information shown in
the following charts; local governments are not included in these data. It should be noted that
accounting differences may exist between the OFM figures indicated here and those reported by
various tax collecting agencies in the remainder of this book. The first set of charts reflects the
revenues and expenditures for all state government funds; the following page shows the state
general fund. The general fund is the source of funding for most programs which are not financed
by dedicated revenue sources. Most transportation expenditures (and the fuel taxes and federal
revenues which fund transportation) are outside of the general fund. Likewise, workers'
compensation programs, which provide benefits to employees who become injured or unemployed,
and pension programs of public employees are financed outside of the general fund.

For Fiscal Year 2009 total state revenues for all state government funds, excluding enterprise
activities, amounted to $30.7 billion. Taxes accounted for $15.4 billion or 50.0 percent of the total.
Receipts from the federal government constitute the other major category of state revenue; federal
grants equaled $10.5 billion and represented 34.3 percent of the total. Education, including support



WASHINGTON STATE FINANCES
Fiscal Year 2009
All State Funds ($ in millions)

Revenue - $30,748
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WASHINGTON STATE FINANCES
Fiscal Year 2009
State General Fund ($ in millions)

Revenue - $21,587
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for K-12 schools and expenditures for public colleges and universities, accounts for 39.1 percent of
all state expenditures. The other major state expenditure category was for human service programs;
these represented 37.2 percent of state expenditures from all funds.

Washington State's general fund revenues amounted to $21.6 billion for Fiscal Year 2009. Tax
revenues accounted for 59.3 percent of the total, while federal grants represented 38.5 percent of all
general fund revenues. Within the tax category, the retail sales/use tax represented by far the largest
source, accounting for 33.5 percent of state general fund revenues. Two other major state taxes
were the business and occupation tax and the state property tax levy; these produced 11.7 and 7.1
percent respectively of state general fund revenues. Human services represents 53.7 percent of
general fund expenditures, while education comprises 40.8 percent of general fund programs. The
cost of operating general state government--including most executive branch agencies, the
Legislature, state judicial expenses, licensing and regulation activities, financial administration, and
a variety of other administrative functions--amounted to 3.3 percent of general fund expenditures.

Net Washington State Tax Collections

Further detail on taxes collected for state purposes is shown in Table 2, according to information
compiled by the various tax-collecting agencies. The data in this table are consistent with the
amounts indicated for each particular state tax source in the body of this report; however, the
figures may be slightly different than those reported by the Office of Financial Management or by
the Census Bureau due to differences in definitions (e.g., the Census Bureau includes a variety of
license fees as miscellaneous tax revenues) and because some of the reported revenues may be on
the basis of cash collections and others may represent accrued tax liability (GAAP basis).

The total of all state taxes covered in this manual for Fiscal Year 2009 was $15.49 billion,
compared with $16.81 billion the previous year. Washington’s present tax system was basically
established by the Revenue Act of 1935. In the intervening 73 years until Fiscal Year 2009, total
state revenue collections increased nearly every year, with an average annual growth of 8.72
percent. Prior to the current year, collections declined only four times — three times due to
economic conditions and once in 1985 due to a change in the accounting rules. Each of these four
decreases in state tax receipts was relatively small — three were less than 1 percent. In contrast,
Fiscal Year 2009 recorded by far the largest decline in total Washington State tax receipts since
1935, with a year-over-year reduction of 7.8 percent.

DECLINE IN TOTAL STATE TAX RECEIPTS
SINCE REVENUE ACT OF 1935

Fiscal Year Percentage Decline
1938 (1.73)%
1950 (0.85)
1985 (0.45)
2002 (0.30)
2009 (7.82)



TABLE 2
NET WASHINGTON STATE TAX COLLECTIONS*
Fiscal Years 2008 and 2009 ($ in thousands)

2009
Tax Source Fiscal 2008 Fiscal 2009 % Change % of Total
General/Selective Sales Taxes
Retail sales $7,747,276 $6,903,654 (10.9)% 44.6%
Use 517,979 465,418 (10.1) 3.0
Cigarette 421,138 392,429 (6.8) 2.5
Tobacco products (8,669) 30,278 0.2
Liquor sales 91,798 96,592 5.2 0.6
Liquor liter 122,554 125,116 2.1 0.8
Wine 21,339 21,736 1.9 0.1
Beer 31,517 32,415 2.8 0.2
Motor vehicle fuel 949,099 956,761 0.8 6.2
Special fuel 230,282 213,699 (7.2) 14
Aircraft fuel 2,995 1,999 (33.3) 0.0
Convention center 61,463 57,253 (6.8) 0.4
Solid waste collection 32,751 32,480 0.8) 0.2
Wood stove 299 320 7.0 0.0
Brokered natural gas 41,154 46,730 135 0.3
Rental car 24,207 22,768 (5.9 0.2
Enhanced 911 telephone 18,856 20,192 7.1 0.1
Telephone assistance (WTAP) 5,551 4,988 (10.1) 0.0
Telephone relay (TRS) 4,576 4,554 (0.5) 0.0
Replacement tire fee 3,802 3,602 (5.3) 0.0
Tribal cigarette tax 5,206 5,614 7.8 0.0
General/Selective Business Taxes
Business & occupation 2,874,339 2,650,526 (7.8) 17.1
Public utility 380,538 386,101 15 2.5
Insurance premiums 415,028 408,464 (1.6) 2.6
Food fish/shellfish 2,567 1,963 (23.5) 0.0
Hazardous substance 130,189 127,055 (2.4) 0.8
Soft drinks syrup (1,305) 8,365 0.1
Petroleum products (416) 609 0.0
Oil spill 4547 4,966 9.2 0.0
Litter 9,133 8,848 (3.1) 0.1
Pari-mutuel 1,832 1,547 (15.6) 0.0
IMR 9,873 9,931 0.6 0.1
Property & In-lieu Taxes
State levy 1,741,819 1,785,323 25 115
Aircraft excise 287 285 0.7 0.0
Watercraft excise 17,648 17,192 (2.6) 0.1
Timber excise 6,515 4,630 (28.9) 0.0
PUD privilege 41,677 42,175 1.2 0.3
Leasehold excise 21,707 25,613 18.0 0.2
Other Taxes
Real estate excise 716,680 426,048 (40.6) 2.8
Estate & transfer 109,192 137,116 25.6 0.9
TOTAL $16,807,023 $15,494,356 (7.8)% 100.0%

*Excludes local taxes, general penalties and interest, and state payroll taxes for workers' compensation programs.



By far the largest state tax source in Washington is the retail sales tax; it totaled $6.9 billion in
Fiscal Year 2009. Together with its companion use tax, the retail sales/use tax represents 47.6
percent of total state tax collections. In second place was the business and occupation tax with 17.1
percent of the total. The third largest state source was the state property tax levy; it produced 11.5
percent of state tax revenues. In fourth place among state tax sources was the motor vehicle fuel
tax; together with the special fuel tax, the fuel taxes produced 6.2 percent of total state taxes.

Limits on State Expenditures and Tax Increases; Rainy Day Fund

In November 1993 the voters of Washington approved Initiative 601 (chapter 43.135 RCW). This
measure limits the amount which state government may spend from the general fund and also
imposes a supermajority voting requirement on increases in state taxes. It replaced another
limitation mechanism, Initiative 62, which had been approved by the voters in 1979; this had
limited the rate of growth in state revenues to the growth in state personal income.

SPENDING LIMITATION

The 1-601 spending limitation prohibits the expenditure of state general fund revenues above a
certain level that is determined by formula. The expenditure limit became effective on July 1,
1995. OnJuly 1, 2007, the spending limitation was revised to apply not only to the general fund,
but also to related “near-general fund” accounts as well. These include the Health Services
Account, the Violence Reduction and Drug Enforcement Account, the Public Safety and Education
Account, the Water Quality Account, and the Student Achievement Account.

The limit is based on actual state general fund expenditures for the previous year multiplied by the
fiscal growth factor which is calculated as the average growth in state personal income over the
prior ten years. The growth factors for the two years of the 2009-11 Biennium have been
determined to be 5.20 and 4.17 percent respectively.

Because the expenditure limit applies on a fiscal year basis, determining the amount of
appropriations within the biennial state budget must now be done on an annual basis so that the
limit for individual fiscal years is not exceeded. Each November, the Expenditure Limit Committee
- consisting of the Director of the Office of Financial Management, the Attorney General, and the
chairs and ranking minority members of the Senate Ways and Means and House Appropriations
committees - adjusts the limit for the previous fiscal year to reflect the actual level of expenditures
which occurred. The Committee then forecasts the limit amount for succeeding years. The
expenditure limits for each year of the 2009-11 Biennium and the 2011-13 Biennium are:

Fiscal Year 2010 $15,836.1 million
Fiscal Year 2011 $17,577.1 million
2009-11 Biennium  $33,413.1 million

Fiscal Year 2012 $18,325.9 million (projected)
Fiscal Year 2013 $19,181.7 million (unofficial)
2011-13 Biennium  $37,507.5 million



If legislation shifts programs or funding sources into or out of the general fund or related accounts,
then a commensurate change must be made to the expenditure limit. Likewise, Initiative 601
requires that local governments be compensated by the state for any new programs or expanded
services they are required to perform by the Legislature. If program responsibility is shifted to or
from the state to local jurisdictions or the federal government, the state expenditure limit must be
revised accordingly.

VOTING REQUIREMENTS FOR TAX INCREASES

Initiative 601 also limits the manner in which state revenue may be increased. After July 1, 1995,
any measure which increases state revenues or results in revenue-neutral tax shifts may only be
adopted if two-thirds of the members of both houses of the Legislature approve. (This requirement
was "lifted" by the Legislature in 2005 for the period between April 18, 2005, and June 30, 2007.)
Further, the increased revenues must not result in expenditures above the spending limit. If the
additional revenues will cause the limit to be exceeded, then the measure must also be approved by
a simple majority vote of the statewide electorate. The initiative allows temporary tax increases to
combat the effects of natural disasters for up to 24 months upon declaration of an emergency by the
Governor and a two-thirds vote of the Legislature; no referral to the voters is required for such
emergencies.

In November 2007, the voters approved Initiative 960 which contains additional requirements
relating to increased taxes. Section 2 of the measure, RCW 43.135.031, requires public notification
about any bill introduced in the Legislature which would raise taxes or increase fees. Within ten
days, the Office of Financial Management must provide a ten-year analysis of the impact of the bill
to all legislators, the media, and the public. The notification includes names and contact
information for sponsors of the legislation. Similar reporting is required whenever a committee
schedules a hearing on or passes such bills.

Initiative 960 also established a new procedure for review by the voters of any tax increases adopted
by the Legislature; this is codified as RCW 43.135.041. If legislation raises taxes as defined in
RCW 43.135.035 and it is either blocked from a public vote (e.g., contains an emergency clause) or
is not referred to the electorate for their approval, then an advisory vote by the people is required at
the next general election.

RAINY DAY FUND

Another budgetary program was also approved at the November 2007 election. A constitutional
amendment — ESSJR 8206 — added a new Section 12 to Article VII of the State Constitution. Two
statutes, RCWSs 43.79.490 and .495, implement the program, which establishes a Budget
Stabilization Account, commonly referred to as a “rainy day fund,” effective July 1, 2008. The
program requires that at the end of each fiscal year an amount equal to 1 percent of total state
general revenues for that year be deposited into the budget stabilization account. The Constitution
allows for expenditure of funds from the Budget Stabilization Account under three circumstances:



e If the Governor declares a state of emergency due to a catastrophic event, then funds may be
appropriated by the Legislature with a simple majority vote of each House.

e |f the employment growth forecast by the Economic and Revenue Forecast Council
indicates a growth of less than one percent in statewide employment, then funds may be
appropriated by the Legislature with a simple majority vote of each House.

e Any other expenditure from the Budget Stabilization Account may be made with a
favorable vote of at least 60 percent of each House.

Tax Comparisons with Other States

Probably the most unique feature of Washington’s tax system is its heavy reliance on sales taxes.
On the per capita basis, Washington ranks first in the nation in general sales taxes at $2,029 per
person, according to 2007 Census Bureau figures. This statistic is largely affected by inclusion of
the B&O tax in this category. (The Census Bureau includes Washington's B&O tax in the general
sales category, since it is measured by gross sales. In terms of economic effect, the B&O tax
operates like a sales tax, and much of the impact is passed on to purchasers, as with a sales tax.)
Washington’s reliance on general sales taxes is more than twice the national average - see Table 3
below. Including selective sales taxes on specific goods, the overall general sales tax category
accounts for 62 percent of state and local taxes in Washington.

In addition to inclusion of the B&O tax in the general sales tax category, there are other reasons that
explain Washington’s high ranking in general and selective sales taxes:

e The base of the retail sales tax is relatively broad and includes expenditures such as repair of
tangible personal property, labor associated with construction, and some personal services.

e The state/local sales tax rate (up to 9.5 percent) is very high; among large cities, the rate in
Seattle is exceeded only by Chicago, two cities in Alabama and a dozen California cities.

e The state gas tax rate is presently the highest in the nation.
Liquor taxes are very high; industry data rank Washington at the top in taxes on spirits.
Washington’s cigarette tax rate is exceeded by only six other states.

Despite the high rankings in sales taxes, total state and local taxes in Washington are NOT
considered as high; as seen below the total tax burden ranks only 26th in relation to personal
income. Balancing the heavy reliance on sales taxes is the absence of an individual or corporate net
income tax in Washington. Income taxes generate more than one-quarter of state/local tax revenues
nationally, but none in this state. The other major category of taxes - property taxes - is utilized
only moderately in this state. Property taxes represent 26.8 percent of total taxes in Washington;
the national average reliance is 30 percent.

Table 3 illustrates the utilization of major state and local tax sources in Washington compared with
the national average for the latest year that comparable data are available.
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TABLE 3
PERCENTAGE RELIANCE ON MAJOR STATE/LOCAL TAXES
Washington State and National Average
Fiscal Year 2007

Tax Source Washington All States
General sales taxes* 47 5% 23.5%
Selective sales taxes 14.5 10.9
Property taxes 26.8 30.0
Income taxes 27.4
All other taxes 11.2 8.2
TOTAL 100.0% 100.0%

*Includes retail sales/use and gross receipts taxes.
Source: State and Local Government Finances in 2006-07, Bureau of the Census.

There are two principal methods for measuring tax burdens among the states. The first simply
divides the total tax collections by the population of a state to obtain a per capita figure. (The
calculation usually includes taxes paid by businesses, since it is not possible to separately identify
business tax payments for all tax sources. In any case, these are often assumed to be passed on to
individual consumers.) Based on the latest available data (Fiscal Year 2007), Washington state and
local taxes per capita amounted to $4,269. This statistic ranked 15th from the highest among all
states in tax burden and was just slightly above the national average of $4,234.

However, because there are significant differences among individual residents of the state, the per
capita method only produces meaningful data for persons who are "average" in terms of income and
other relevant criteria such as age, family size, geographical location, etc. For example, the
household tax burden for a very large family may not simply be the statewide per capita amount
multiplied by the number of persons in the family, since the tax burden attributable to children is
likely somewhat lower than for adults. Likewise, actual taxes might be higher for persons during
their household formation years (making purchases of a residence, household goods, etc.) than in
retirement years. Further, there are significant differences in personal income among states, and
hence they do not all have the same ability to finance government services.

Washington's tax system is driven largely by consumption, and consumption depends most directly
upon income. Thus, comparing tax burdens to income yields a more representative tax burden
indicator for most households. Total tax collections divided by a state's aggregate personal income
(a statistic developed by the Bureau of Economic Analysis of the U.S. Department of Commerce)
produces such a comparison. In Fiscal Year 2007 Washington's state and local taxes amounted to
$109.25 per $1,000 of personal income. This was significantly lower than the national average of
$113.32. By this measure Washington ranks 26th from the highest in overall tax burden. The latest
tax burdens for all states are compared graphically in the following chart.
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Comparison of Tax Burdens in All States

State/Local Taxes per $1,000 Personal Income - Fiscal Year 2007
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Impact of the Recession on Tax Revenues

As noted above in Table 2, total state tax collections in Fiscal Year 2009 were lower than the
previous year by 7.8 percent. An across-the-board decline in state revenues of this magnitude is
unprecedented. The last time total state tax receipts failed to record positive growth was in Fiscal
Year 2002 when collections fell by 0.3 percent during an economic downturn. Only one other time
has this occurred in the past 50 years — in 1985 when a major accounting change was made which
counted only 11 months of tax collections in that fiscal year. Even during the last severe recession
of the early 1980s, total state tax collections increased each year because of a variety of tax rate
increases and extension of tax bases.

The largest state tax source is the retail sales tax; local sales taxes are also a major source of funding
for local government jurisdictions. Typically, the base of the sales tax grows each year by about 6
percent. Over the 20-year period from 1988 to 2007, the average annual growth in taxable retail
sales tax was 6.2 percent. For the latest full calendar year, taxable retail sales in calendar year 2008
actually declined by 4.2 percent statewide, as consumers significantly reduced spending on sales-
taxable items.

Another measure of the decline in sales tax revenues is the local sales tax which, in most local
jurisdictions, is the second largest source of tax revenue. The basic 0.5 percent tax is levied in all
cities and counties; distributions of this tax are a good barometer of sales tax activity in the various
local areas. Combined receipts for the county and all cities in the same county fell by 9.3 percent
from Fiscal Year 2008 to 2009, compared with an increase of 4.6 percent the prior year. Only
seven counties experienced positive growth in the basic local sales tax. The remaining 32 counties
suffered large reductions, many in the double-digit range. For example, the basic 0.5 percent local
sales tax fell by 10.9 percent in King County, by 9.9 percent in Pierce County, and by 12.6 percent
in Snohomish County.

To illustrate the difficulty of governmental budgeting during recessionary times, Table 4 traces the
quarterly forecast of state general fund revenues over the past two years. The state budget is
predicated upon the forecast of tax receipts; it is required to be “balanced” since the state cannot
engage in deficit financing for its general operations. This table shows the downward revisions in
the anticipated revenues as the impact of the recession deepened. Initially, state general fund
receipts for the 2007-09 Biennium were predicted to be in excess of $30 billion. Each quarter for
the past two years the estimate was revised lower until the final figures for that period had been
reduced by $2.8 billion to $27.2 billion. Similarly, the anticipated receipts for the current biennium,
2009-11, have declined from $31.9 billion to $28.2 billion — a drop of $3.7 billion.
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TABLE 4
FORECAST OF STATE GENERAL FUND REVENUES
OVER THE PAST TWO YEARS
Quarterly Forecast for 2007-09 and 2009-11 Biennia
Dollars in Millions

Date of Forecast 2007-09 Biennium  2009-11 Biennium
June 2007 $29,419 n.a.
September 2007 30,017 n.a.
November 2007 29,886 n.a.
February 2008 29,463 $31,918
June 2008 29,402 31,755
September 2008 29,129 31,498
November 2008 28,627 30,070
March 2009 27,891 27,945
June 2009 27,706 29,834
September 2009 27,700 29,603
November 2009 27,229 28,208

Source: Office of the Economic and Revenue Forecast Council.

The real estate excise tax is one of Washington’s more volatile tax sources, but it is a good
barometer of the state’s housing market, because the tax applies to the selling price of real estate.
Although the tax includes sales of bare land, farm land, and commercial and industrial property, the
majority of the sales reflect residential property. This tax was one of the harbingers of the current
recession, because housing prices and the volume of sales were among the first economic indicators
to be adversely impacted in Washington. The following chart traces the monthly receipts for the
state general fund portion of the tax for the most recent four-plus fiscal years. Collections have
declined from more than $1 billion in Fiscal Year 2007 ($1,069.4 million) to barely one-third of
that amount in Fiscal Year 2009 ($389.1 million).
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WASHINGTON'S TAX HISTORY

A Brief Overview of the Development of
State and Local Taxes in Washington

Early Tax History

From the establishment of Washington as a territory in 1853 until the Depression years of the
1930s, the property tax was the principal revenue source for both state and local governments.
The property tax was considered to be a good measure of ability to pay during these years which
featured a largely agrarian economy, and most governmental programs directly benefited
property owners. Upon achieving statehood in 1889, a major provision of the state Constitution
required that all taxes on property be applied uniformly. Several other taxes were established
during this early period:

e tax of 2 percent levied on premiums received by insurance companies (1891).

¢ inheritance tax established; rates range from 1 percent to 12 percent, depending upon the
relationship between the beneficiary and the decedent (1901).

e tax on motor vehicle fuel at a rate of 1 cent per gallon (1921).

e poll tax of $5 on each citizen between the ages of 21 and 49 (1921). The tax was so
unpopular that it was repealed by initiative the following year.

The Depression and the Revenue Act of 1935

As the scope of governmental programs increased during the early part of the 20th Century,
greater reliance was made of the property tax. By 1930 the average property tax rate had reached
2.8 percent of market value (by comparison, the current statewide average effective tax rate is
well below 1 percent at 0.83 percent). Washington's economy was shifting toward an industrial
basis, and the value of property owned was no longer necessarily a good measure of an
individual's wealth. Thus, the property tax increasingly violated the ability-to-pay criterion for a
good tax. With the advent of the Depression, many homeowners had lost their jobs and were not
able to pay their property taxes. On the one hand, government revenues plummeted as property
tax delinquencies grew, while at the same time there was increased need for expanded
governmental services for welfare and relief programs to assist unemployed persons.

Two special tax study groups met during the 1920s and recommended that Washington's tax
structure be broadened so that the reliance on property taxes could be reduced. In the first of
many subsequent instances of citizens attempting to directly influence the tax system, the voters
approved two initiatives in 1932. One imposed a limitation on property tax rates equal to 40
mills (one mill = 0.001). The other established a state personal and corporate income tax. This
was intended to provide more balance to the tax system and reduce property taxes. However, in
a landmark decision handed down in early 1933, the State Supreme Court disallowed the income
tax by interpreting income as constituting property and therefore implying that a tax on income
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would be in violation of the Constitution unless it were applied uniformly. (Because of personal
exemptions and graduated rates, income taxes are rarely uniform.)

In response to the court decision, the 1933 Legislature adopted a temporary gross receipts tax on
business as a stop-gap measure to balance the state budget. This represented Washington's first
excise tax on general business activities.

To address the deepening financial crisis, the Legislature enacted the most comprehensive tax
bill in state history - the Revenue Act of 1935. As a result, the state's principal form of taxation
shifted from property taxes to excise taxation. The term excise refers to a category of taxes that
are generally imposed on or measured by a transaction, e.g., the selling price of an item. The
1935 legislation contained many of the tax sources which today form the basis of Washington's
tax system. In Fiscal Year 2008, Revenue Act taxes generated more than three-quarters of all
state tax receipts supporting the state general fund. These sources included:

Retail sales tax

Compensating (use) tax

Business and occupation tax (replacing the 1933 tax)
Public utility tax

Liquor sales tax

Cigarette tax

The 1935 act also included other taxes which were either vetoed by the Governor, ruled
unconstitutional, or subsequently repealed:

Stock transfer tax*

Radio tax**

Conveyance tax (incorporated with real estate excise tax in 1987)
Admissions tax (became a local tax in 1951)

Fuel oil tax (repealed in 1947)

Toiletries and medicines tax*

Store license tax*

Gift tax* (reimposed in 1941)

Corporate income tax**

*Vetoed.
**Qverturned by court decision.

Subsequent Major Tax Changes

Many of the changes in Washington's taxes over the past 70 years have involved either tax base
revisions - broadening to new areas for existing taxes or reductions in the form of new
exemptions, deductions, credits, etc. - or changes in tax rates. The one-page table at the end of
this chapter contains a summary of the rate changes for several of the principal state taxes.
Adoption of major new taxes and significant tax base changes are noted below:
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1937

1944

1951

1955

1959

1961

1965

1967

1968

1969

1970

1971

1972

1974

Motor vehicle excise tax adopted (previously, vehicles subject to personal property tax).

Two constitutional amendments adopted: (1) 40 mill property tax limit with assessment at
50 percent of true and fair value, and (2) motor vehicle fuel tax earmarked for highways.

Sales tax extended to hotel/motel accommodations. Real estate excise tax of 1 percent on
property that is sold authorized for counties and earmarked for schools; the tax was
shifted to the state level in 1981.

State assistance to counties to bring property valuations up to market value.

Sales tax extended to rental of personal property and certain other services. B&O tax
extended to rental of real estate but was overturned in 1960 by State Supreme Court as
constituting double taxation of property.

Sales tax extended to certain amusement/recreational services. New tax on liquor
measured by volume (originally per ounce, now per liter).

Constitutional amendment allowing property tax exemptions for senior citizens was
approved; the initial exemption program for seniors and disabled homeowners was
adopted in 1967. Manufacturers tax credit allowed B&O tax credit for sales tax paid on
major investments.

First "hotel-motel” tax; King County authorized to receive 2 percent of state sales tax on
lodging for construction of Kingdome.

Constitutional amendment allowing current use assessment of open space, agricultural,
and timber lands for property tax purposes. Program was implemented in 1970.

Court decision required assessment of property at 50 percent of true and fair value.

B&O tax extended to financial institutions, after a change in federal policy allowing
states to tax national banks. Local sales tax of 0.5 percent authorized for cities/counties.

Annual increases in local regular property tax levies limited to 6 percent.

Constitutional amendment limiting regular property tax levies to 1 percent. Timber
excise tax imposed on the stumpage value of timber harvested on private lands. Timber
tax phased in as property tax on timber was phased out.

Phase-out of property tax on business inventories over ten years. An increasing portion

of the property tax on inventories was allowed as a credit against B&O tax until 1984
when inventories were exempted from property tax outright.
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1975

1976

1977

1981

1981

1982

1984

1985

1993

1995

1997

2000

2001

2003

Property assessments increased to 100 percent of true and fair value. Levy rates switched
from mills to dollars per $1,000 with reallocation of levies among state and local taxing
districts designed to meet constitutional 1 percent limit on regular levies.

Leasehold excise tax imposed on leases of publicly-owned property.

Phase-in of limitation on special school levies, equal to 10 percent of the district budget.
Voters approve initiative exempting food for off-premises consumption from sales tax.

Voters approve initiative repealing inheritance and gift taxes. Estate tax, comprised of
the amount of federal tax credit, remains in place.

Some telephone services shifted from utility tax to B&O and sales tax; expanded to all
telephone service except local residential service in 1983.

Sales tax temporarily re-imposed on food products and a variety of tax rates were
increased during fiscal crisis due to economic recession. Second ("optional™) 0.5 percent
local sales tax authorized for cities and counties.

Voters approve initiative exempting trade-ins from sales tax.

Sales tax deferral for manufacturing investments in economically distressed areas
(became outright exemption in 1995 and changed to rural counties in 1999).

Major increase in B&O tax rates and establishment of new 2.5 percent rate on business
services; these increases were phased down starting in 1994 and eliminated by 1998.
Sales tax deferral for research and development investments by certain high technology
firms. B&O tax credit for R&D expenditures for same firms in 1994.

Sales tax exemption for manufacturing machinery. Local sales tax of 0.5 percent
authorized for food and beverages only in King County to finance construction of a
professional baseball stadium; this represents the first differential sales tax rate upon a
particular type of product.

Referendum approved limiting annual growth in regular property tax levies to rate of
inflation.

Legislature repeals motor vehicle excise tax, leaving $30 license fees. (In 1999, the
voters had approved a similar initiative, but this was ruled unconstitutional.)

Voters approve initiative limiting annual growth in regular property tax levies to 1
percent. \oters approve initiative increasing cigarette tax rate from $0.825 to $1.425.

Additional state sales/use tax of 0.3 percent applied to sales/leases of new or used motor

vehicles; represents first differential state sales tax upon a particular type of product.
Major portions of Streamlined Sales Tax Agreement adopted, making Washington's sales
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2004

2005

2005

2006

2007

2008

2009

tax base more uniform with those of many other states. New nursing home fee of $6.50
per patient per day enacted. Significant new tax incentives for manufacturers of aircraft
and semiconductors.

Extension of tax incentives for high technology firms and certain firms in rural areas;
new incentives for aluminum smelters.

Phased-in increase of gas tax from 28 to 37.5 cents per gallon by 2008. Sixty cent
increase in the cigarette tax from $1.425 to $2.025 per pack. Rollback of tobacco
products tax rate from 129.4 percent to 75 percent of wholesale price. Increase in liquor
liter tax from $2.44 to $3.77 per liter. Phase-out of nursing home fee. New B&O tax
enacted on games of chance and pari-mutuel wagering. New fee of $1.00 on replacement
vehicle tires. Exemption from B&O tax for processors of fresh fruit and vegetables.

Washington's estate tax, which was tied to the federal estate tax credit, was overturned by
the State Supreme Court in February. In response, the Legislature enacted a new stand-
alone estate tax on estates above $2 million (as of 2006); receipts dedicated to a new
education legacy fund.

B&O tax exemption for production of dairy and seafood products. B&O rate reduction
for timber harvesters and manufacturers of timber and wood products; partially offset by
new tax rate to finance fish habitat programs. Daily nursing home fee is repealed.

Adoption of Streamlined Sales Tax Agreement, effective July 1, 2008. Authorization of
new local sales tax for health services authority. New property tax deferral program
enacted; low-income homeowners may qualify with no age restrictions.

Major new program to provide rebates as an offset for retail sales taxes paid by low-
income households that qualify for the federal earned income tax credit. However, the
program has yet to be funded by the Legislature.

Electronic filing and payment of excise taxes required for all taxpayers that file monthly.
Sales tax applied to digital goods — electronic books, music, etc. Resale certificate
replaced by reseller’s permit issued by the Department for wholesale purchasers. Annual
updating of assessed property values required in all counties by 2014.

Local Government Finance

One of the tax areas that has received significant attention in the past three decades is local
government. The revenue sources of cities, counties, and junior taxing districts are strictly
controlled by the Legislature and only specifically authorized taxes can be imposed at the local
level. Traditionally, the property tax has been the mainstay of local government, but its
dominant role has declined somewhat. In 1970 property taxes accounted for 86.5 percent of
local tax revenues; by 2007 that percentage had declined to 57.8 percent.
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Picking up the slack has been a variety of local sales taxes and taxes on lodging. There are
currently 25 different types of local sales taxes; the following lists the maximum rates allowed
by law and the year the tax was first authorized. Ten of these local taxes do not represent
additional taxes for purchasers. Instead, they are credited against the state sales tax, thereby
allowing the state to assist in the financing of certain local programs. The maximum local sales
tax rate currently levied totals 3 percent in portions of southwestern Snohomish County and in all
of the metropolitan areas (within the RTA) of King County. Combined with the state rate of 6.5
percent, Washington's maximum sales tax rate that applies to most taxable items is now 9.5
percent (9.8 percent for motor vehicles).

ENACTMENT OF LOCAL SALES TAX PROGRAMS:

Cities - basic rate of 0.5% (1970) and "optional” rates up to 0.5% (1982).
Counties - basic rate of 0.5% (1970) and "optional” rates up to 0.5% (1982).
Public transit districts - up to 0.9% (1971).

High capacity transit (RTA) - up to 1%, 0.4% actually imposed (1990).
Criminal justice - county tax of 0.1%, receipts shared with cities (1990).
Public facilities - 0.1% tax (1991).

Baseball stadium - 0.017%