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I. INTRODUCTION 

The Department of Revenue has estimated that up to 

1,470,000 legal entities, estates, trusts, and individuals benefit 

from the investment income deduction in RCW 

82.04.428l(l)(a). Under the Court of Appeals' erroneous 

interpretation of "investments," most of these investors will 

become subject to business and occupation (B&O) tax on their 

investment income. 

The impact of this case is much greater than the taxation 

of private investment funds ( although that alone would warrant 

this Court's review and reversal). The Court of Appeals' 

decision effectively eliminates the deduction historically 

enjoyed by all collective investment vehicles, including mutual 

funds and family offices. Even more significantly, the decision 

potentially subjects thousands of individual Washingtonians to 

the obligation to register with the Department of Revenue and 

report and pay B&O tax on their investment income. This is not 

what the legislature intended when enacting a deduction for 
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"[a]mounts derived from investments" and excluding only 

"banking, lending, [ and] security business[ es]" from the 

benefit. RCW 82.04.4281. 

II. IDENTITY AND INTEREST OF AMICI 

Amici consist of The Private Investor Coalition, Inc.; 1 

Family Office Exchange LLC;2 and Policy and Taxation 

Group.3 Each of their members include family offices and high

net-worth individuals with collective investment vehicles that 

would be impacted by the Court of Appeals' narrow 

interpretation of the investment income deduction.4 

III. ISSUES ADDRESSED BY AMICI 

Amici will address the substantial importance of this case 

to individual Washington investors and the investment funds 

and family offices through which they often invest. Amici will 

1 
See https://privateinvestorcoalition.com/. 

2 
See https://public.familyoffice.com/. 

3 
See https://policyandtaxationgroup.com/. 

4 A family office is traditionally an entity established by a high-net-worth 
individual to manage the family's assets with investment management 
constituting a key purpose. Oftentimes, its sole source of revenue is from 
investments. 
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also address the importance of the Legislature's definition of 

"security business," which neither the parties nor the Court of 

Appeals addressed. 

IV. STATEMENT OF THE CASE 

Amici adopts the Court of Appeals' description of the 

facts. Most relevant, "the [petitioner] LLCs are investment 

funds and ... all revenue that the LLCs receive is investment 

income." Antio, LLC v. Dep 't of Revenue, 26 Wn.App.2d 129, 

131-32, 527 P.3d 164 (2023). 

V. ARGUMENT WHY REVIEW SHOULD BE 
GRANTED 

The Court of Appeals' decision is (1) contrary to the 

plain language of the deduction statute, (2) renders the 

Legislature's 2002 clarifications to the statute a nullity, and (3) 

will subject thousands of Washington residents, family offices, 

and investment funds to a tax that the Legislature did not 

intend. For these reasons, this case "involves an issue of 

substantial public interest that should be determined by the 
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Supreme Court." RAP 13 .4(b )( 4). 

A. The Decision Is Contrary to the Plain Language 
of the Deduction Statute. 

RCW 82.04.428l(l)(a) provides a B&O tax deduction 

for "[a]mounts derived from investments." There are two 

limitations to this deduction. First, amounts received from most 

loans and extensions of credit are not deductible. RCW 

82.04.4281(2)(a). Second, "banking, lending, or security 

business[ es]" cannot take the deduction. RCW 

82.04.4281 (2)(b ). 

As the Court of Appeals acknowledged, "All of the 

LLCs' income is derived from investments. [RCW 

82.04.428l(l)(a)] does not state or even suggest that the 

deduction is unavailable if the main purpose of the business is 

investments." Antio, 26 Wn.App.2d at 137. The Department of 

Revenue does not appear to dispute that the taxpayers in this 

case are not "banking, lending, or security business[ es]" or that 

their investment income is not received from loans or 
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extensions of credit. RCW 82.04.4281 (2). This should resolve 

the case. 

Instead, the Court of Appeals relied on this Court's 

decision in O'Leary v. Dep't of Revenue, 105 Wn.2d 679, 717 

P.2d 273 ( 1986), to limit the investment income deduction to 

investments "'incidental' to the main purpose of a business." 

Antio, 26 Wn.App.2d at 137-38. Contrary to the Court of 

Appeals' decision, 0 'Leary did not provide a judicial definition 

of "investments," but instead provided a limitation on the types 

of investments that were deductible: "Whether an investment is 

'incidental' to the main purpose of a business is an appropriate 

means of distinguishing those investments whose income 

should be exempted from the B & 0 tax ofRCW 82.04.4281." 

0 'Leary, l 05 Wn.2d at 682. In other words, "investments" 

could be either taxable or exempt (deductible) depending on 

whether they were "'incidental' to the main purpose of a 

business." 
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This "incidental" limitation to the deductibility of 

investment income was rooted in this Court's earlier decision in 

John H Sellen Constr. Co. v. Dep 't of Revenue, 87 Wn.2d 878, 

588 P.2d 1342 (1976) ("Sellen"). Indeed, O'Leary cites Sellen 

as the sole authority for the "incidental" limitation. Sellen did 

not address the definition of "investment," but, rather, the 

definition of "other financial institutions," which were formerly 

denied the investment income deduction. In Sellen, this Court 

rejected the Department's argument that "equate[d] investing 

any income with being a financial business," which "in 

effect . . .  render[ed] the statute a nullity." Id. at 883. Instead, 

this Court concluded that an "other financial business" was "a 

business whose primary purpose and objective is to earn 

income through the utilization of significant cash outlays." Id. 

at 882. Thus, taxpayers making incidental investments were not 

"other financial businesses" and were entitled to deduct their 

investment income. 
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In sum, relying on a flawed reading of O'Leary, the 

Court of Appeals created a narrow definition of "investments," 

which is contrary to the plain language of RCW 

82.04.4281(1)(a), which says nothing about "incidental" 

investments. 

B. The Decision Renders the 2002 Clarifications to 
the Deduction Statute a Nullity. 

In 2001, this Court held that a holding company that 

invested its subsidiaries' surplus funds was an "other financial 

business" and, accordingly, was not entitled to the investment 

income deduction. Simpson Inv. Co. v. Dep 't of Revenue, 141 

Wn.2d 139, 164, 3 P.3d 741 (2000). 

In response to Simpson and Department of Revenue 

audits of several investment funds, the Legislature amended 

RCW 82.04.4281 in two significant ways. First, the Legislature 

extended the investment income deduction to "other financial 

business."5 After this amendment, everyone was entitled to 

5 The 2002 amendments were the culmination of a year-long effort by 
stakeholders spurred on by strenuous reaction in the business community to the 
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deduct "amounts derived from investments" except for 

specifically defined "banking, lending, or security 

business[es]." See RCW 82.04.4281. Second, the Legislature 

added definitions for those businesses that were not entitled to 

the deduction. While the Petitioner has rightly focused on the 

importance of the Legislature's elimination of the "other 

financial business" limitation, neither the parties nor the Court 

of Appeals discuss the importance of the Legislature's 2002 

definition of "security business." 

In defining "security business" the Legislature 

specifically excluded "any company excluded from the 

definition of broker or dealer under the federal investment 

company act of 1940 or any entity that is not an investment 

company by reason of sections 3(c)(l) and 3(c)(3) through 

3(c)(14) thereof." RCW 82.04.4281(3)(d). This provision 

removes investment companies (e.g., mutual funds) and most 

Simpson case. More than 20 years after the passage of legislation aimed at "fix
ing" Simpson, not even Simpson would qualify for the investment income deduc
tion under the Court of Appeals' decision. 
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private investment funds (i.e., entities that are not investment 

companies by reason of§ 3(c)(l) and (7) of the Investment 

Company Act of 1940) from the definition of "security 

business" and, thus, enables them to deduct "amounts derived 

from investments." 

The Court of Appeals' decision would render this portion 

of the definition of security business a nullity. An "investment 

company" under the Investment Company Act of 1940 ( 1940 

Act) is, by definition, an entity that "is or holds itself out as 

being engaged primarily, or proposes to engage primarily, in 

the business of investing, reinvesting, or trading in securities." 

15 U.S.C. § 80a-3(a)(l)(A) ( 1940 Act,§ 3). If "investment" 

meant investments "incidental to the main purpose of the 

business," then the Legislature would not have carved 

investment companies and most private funds out of the 

definition of "security business." Under the Court of Appeals' 

interpretation, investment companies and private funds would 

never have "investment income" to deduct since their primary 
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business is investing. However, "the legislature does not engage 

in unnecessary or meaningless acts . . . .  " Sellen, 87 Wn.2d at 

883. 

The Legislature's 2002 amendments removed the "other 

financial business" limitation and specifically confirmed that 

mutual funds and private investment funds-entities primarily 

engaged in the business of investing-were entitled to the 

deduction by excluding them from the definition of "security 

business." 

C. The Decision Creates Significant Unintended 
Consequences for Funds, Family Offices, and 
Individual Investors. 

The Court of Appeals' decision will have significant 

B&O tax consequences to investors located in Washington and 

the funds and investment vehicles in which they invest. 

Mutual funds, venture capital funds, private equity funds, 

hedge funds, and other collective investment vehicles (most of 

which the Legislature excluded from the definition of "security 

business" in 2002) have historically not reported and paid B&O 
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tax.6 Under the Court of Appeals' decision, these funds will be 

subject to B&O tax on their investment income because their 

primary or exclusive activity is investing and the resulting 

investment income is not "incidental to the main purpose of 

their businesses." See Antio, 26 Wn.App.2d at 138. This new 

tax will add costs and reduce returns to mutual and other funds 

that Washingtonians rely on for their retirement and economic 

security.7 

In addition to funds, family offices commonly conduct 

investment activities for a family through an entity (e.g., LLC 

or trust) that does not directly conduct another business. Unless 

a family office directly conducts another operating business, its 

investment activity would not be "'incidental' to the main 

6 In contrast to the funds themselves, investment fund managers and 
advisors have long been subject to B&O tax on their management or advisory 
fees apportioned to Washington based on the location of the investor in the fund. 
See WAC§ 458-20-19402(304)(d) (example 32) (concluding that the fees 
received by the manager of a mutual fund are attributable to "where the investors 
are located"). 

7 This point was forcefully made in testimony to the Legislature. See 

H.B. 1853 (2001), H. Fin. Comm. Hr'g (Feb. 20, 2001) at 2:41 :41 to 3:15:00, 
https://tvw.org/video/house-finance-38/. 
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purpose of a business" and would be taxable under the Court of 

Appeals' decision. Id. at 13 7. 

The most significant potential impact is on the thousands 

of individual investors with investment income greater than 

Washington's small business credit (RCW 82.04.4451). The 

Court of Appeals decision has created great uncertainty about 

the B&O tax treatment of individual investors. Except 

individuals conducting other business as a sole proprietorship, 

individual investors will rarely have investment income 

'"incidental' to the main purpose of a business" and, thus, 

would not be entitled to the investment income deduction if this 

Court does not accept review. 

While individual investors might reasonably assume that 

their investment activity is not subject to B&O tax because they 

are not "engaged in business," individuals are specifically 

included in the definition of "person" in the B&O tax chapter, 

and "business" is broadly defined as "all activities engaged in 

with the object of gain, benefit, or advantage to the taxpayer or 
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to another person or class, directly or indirectly." RCW 

82.04.030, 82.04.140. 

The Department of Revenue has described the investment 

income deduction as the reason individuals are not subject to 

B&O tax on investment income. In a 2016 tax exemption study, 

the Department estimated that 1,470,000 taxpayers benefited 

from the deduction and that, if repealed, "[t]he investment 

income of [resident] individuals would be taxed in 

Washington." App. at MEMAPP2-3.8 An earlier 2012 study 

concluded that 49 .2 percent of the beneficiaries of the deduction 

were individuals. App. at MEMAPP5. If individual investors 

were not "engaged in business," the repeal of the deduction 

would have no impact on individual investors. Likewise, the 

Legislature's Joint Legislative Audit and Review Committee 

reviewed the investment income deduction in 2009 and 

concluded that without the investment income deduction "[i]t 

8 The Department's 2020 report reaches a similar conclusion, although 
the report reduces the number of beneficiaries to 1 1 9,000. 
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would be more difficult for individuals to avoid a tax on 

investment earnings in Washington" without changing their 

domicile. App. at MEMAPP15. 

VI. CONCLUSION 

The Court of Appeals' decision in this case renders the 

Legislature's 2002 amendments a nullity and threatens to 

subject thousands of Washington residents and the funds and 

collective investment vehicles through which they invest to 

B&O tax. This was not the Legislature's intention. 

This Court should accept review and reverse the Court of 

Appeals. 

This document contains 2,075 words, in compliance with 

RAP 18 .17 (b ), and complies with the applicable word-count 

limits set forth in RAP 18.17(c). 
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M EMAPP 1  

20 1 6  Tax Exemption Study 

A Study of Tax Exemptions, Exclusions or 

Deductions From the Base of a Tax; a Credit Against 
a Tax; a Deferral of a Tax; or a Preferential Tax Rate 

As Authorized by RCW 43.06.400 

Vikki Sm ith , D i rector 
Wash i ngton State Department of Reven ue 

R
Depa rtment of ((4 
evenue 
Washington State 



MEMAPP2 

82 .04 .4281 ( a )  - I nvestments by nonfi n a nc i a l fi rms 

Description 

Pu rpose 

Taxpayer 

savings 

Repea l of 

exemption 

Potentia l 

revenue ga ins 

from fu l l  repea l 

Assumptions 

Bus i nesses q u a l ify fo r a B&O ded uct ion fo r i nvestment i n come p rovided they a re 

not engaged i n  ban k ing, l e nd i ng o r  secu rity bus i nesses . 

Recogn izes that i nvestment  i ncome fo r nonfi na ncia l bus i nesses does not constitute 

bus i ness i ncome .  

($ in millions): 

FY 2016 FY 2017 FY 2018 FY 2019 

I State Taxes $307.000 $325 .000 $342 .000 $357 .000 

I Loca l Taxes $0 .000 $0.000 $0 .000 $0 .000 

Repea l i ng  th i s  exem pt ion wou l d  i nc rease revenues; howeve r, most i nvestment 

i n come cou l d  move out  of Wash i ngton .  Al so, locat ing a l l  taxpaye rs with  taxa b le  

i n come may be d ifficu lt .  

($ in millions): 

FY 2016 FY 2017 FY 2018 FY 2019 

I State Taxes $0 .000 $ 162 .000 $ 198.000 $207.000 

I Loca l Taxes $0 .000 $0.000 $0.000 $0 .000 

I nvestment i n come i nc l udes  i nte rest i n come, d ividend  i n come, and  ca p ita l ga i n s  

i ncome .  

Non -fi na nc ia l bus i nesses, trusts, a nd  non-profits owing  tax  of  $20,000 or  more 

on  i nvestment  i n come wou ld  restructu re im med iate ly to ma nage i nvestment  

i n come outs ide of  Wash i ngton a nd  recoup  the cost of  restruct u ri ng  with i n  th ree 

yea rs .  

Estates ca n not restructu re to  ma nage i nvestment  i ncome outs ide of  

Wash i ngton .  

The  i nvestment  i n come o f  i nd ivid ua l s  wou l d  be  taxed i n  Wash i ngton even i f  a 

pe rson created a bus i ness outs ide of Wash i ngton to manage the i nvestment  

i ncome .  

Estates, trusts, non-p rofits, a nd  i nd ivid ua l s  owing tax  on  i nvestment  i n come 

wou l d  ut i l ize the sma l l  bus i ness credit to red uce the tax  they owe .  Non-fi na nc ia l 

bus i nesses e l ig ib le  fo r the sma l l  bus i ness credit use the credit aga i n st i ncome 

taxa b le  under  cu rrent l aw .  

I nte rest i n come and  d ividend i ncome grow at the nat iona l  rate of growth for 

these types of i n come as fo recasted by the G loba l  I n s ights Div is ion of I HS, I nc .  

Ca pita l ga i n s  i n come grows at the rate of growth for rea l persona l  i ncome as  

fo recasted by the Econom ic a nd  Revenue  Fo recast Cou nc i l  fo r Wash i ngton .  

Continued 

-

2016 Tax Exemption Study 2-145 



MEMAPP3 

82 .04 .4281 ( a )  - I nvestments by nonfi n a nc i a l fi rms 

Assumptions 

(continued) 

Data Sou rces 

Additiona l  

I nformation 

Wash i ngton ' s  port ion of nat iona l  i nvestment  i n come by i n du stry app roximates 

the percentage of em ployment i n  Wash i ngton i n  that i n du stry ve rsus  the 

i ndu stry's nat iona l  emp loyment .  

The Depa rtment  of Revenue  ( Depa rtment )  ca n eas i ly  not ify non-fi na nc ia l fi rms, 

non-p rofits, estates, trusts, and i nd ivid ua l s  of the remova l of th is deduct io n .  

These bus i nesses w i l l  p ay  the tax at a rate of: 
■ 90 pe rcent of revenue  col lect ions i n  F isca l Yea r  2017, a nd  
■ 95 percent of revenue  co l l ect ions  i n  F isca l Yea r  2018 a nd  the reafter .  

The Leg is latu re repea l s  th i s  deductio n effective J u ly 1, 2016 im pact ing 11 

months of co l l ect ions  i n  F isca l Yea r  2017.  

Depa rtment of Revenue  exc ise tax retu rn  data 

I ntern a l  Revenue  Service Statistics of I ncome 

Bu reau  of La bor Stat ist ics Em ployment Data by State 

G loba l I n s ight 's D iv is ion of I H S, I nc 's  Febru a ry 2015 Forecast 

Econom ic a nd  Revenue  Fo recast Cou nc i l ' s  Feb rua ry 2015 Forecast 

Additiona l I nformation 

Category: Tax base 

Year Enacted : 1935 

Primary Beneficiaries: Non-fi n a nc ia l bus i nesses, estates, trusts, non-profits, 

a nd  i n d ivid ua l s  with i nvestments 

Taxpayer Count :  1,470,000 

Program I nconsistency: None 

J LARC Review: J LARC com p leted a fu l l  review in 2009 

-

2016 Tax Exemption Study 2-146 



MEMAPP4 

2012 Tax Exemption Study 

A Study of Tax Exem pt ions, Exc l us ions, 

Deduct io ns, Defe rra ls, Diffe renti a l  Rates and 

Cred its fo r Major  Wash i ngton State and Loca l Taxes 

WASH I NGTON STATE DEPARTM ENT OF REVENUE  

Brad F laherty, Di rector 

Resea rch and Fiscal Analysis Divis ion 

Kathy Ol ine, Assi stant Di rector 

Ana lysis by the Research and Fiscal Ana lys is Divis ion 

Support by the Office of Legis lat ion and Pol icy 

January 2012 



MEMAPP5 

BUSINESS TAXES - DEDUCTIONS 

82.04.4281 INVESTMENT INCOME OF NONFINANCIAL FIRMS 

Description: Deduction is provided for interest, dividends and capital gain income earned by persons who 
are not engaged in banking, loan, security or other financial businesses. 

Purpose: The B&O tax is intended to apply for the privilege of engaging in business . This deduction 
reflects the perspective that investment income by nonfinancial firms is not considered as engaging in 
business . 

Category/Year Enacted: Tax base. 1935 ;  clarified in 2002. 

Primary Beneficiaries :  Nonfinancial corporations ( 44.2% of the total) ; individuals ( 49 .2% ) ;  and 
partnerships (6.6% ) .  

Possible Program Inconsistency: None evident. 

Taxpayer Savings ($000) 
State tax 
Local taxes - not considered. 

FY 20 12  
$326,200 

FY 20 1 3  
$346,800 

FY 20 14 
$307 , 100 

FY 20 15  
$329,700 

If the exemption were repealed, would the taxpayer savings be realized as increased revenues? Yes, 
although compliance might be problematic . 

82.04.4281 DIVIDENDS FROM SUBSIDIARIES 

Description: A B&O tax deduction is provided for amounts derived as dividends received from 
subsidiaries and interest received on loans to related companies, if the total investment and loan income is 
less than five percent of the firm's annual gross receipts. 

Purpose: To provide a positive environment for capital investment in Washington and to provide 
equivalent treatment for similarly situated taxpayers .  

Category/Year Enacted: Tax base. 1970; clarified in 2002. 

Primary Beneficiaries :  Holding companies of financial institutions and other parent corporations. 

Possible Program Inconsistency: None evident. 

Taxpayer Savings ($000) Indeterminate. Information on these transactions does not appear on 
state excise tax returns or business financial statements .  There is no good way to estimate the impact. 

If the exemption were repealed, would the taxpayer savings be realized as increased revenues? Yes, 
although firms could easily shift such income to affiliated out-of-state entities .  

8 1  



State of Wash i ngton 

Jo i nt Leg i s l at ive Aud it & Review Committee (J LARC) 

2009 F u l l  Tax Preference 

Performance Reviews 

Report 09-1 1 

J anua ry 5, 20 1 0 

Upon request, this document  is available in 
alternative formats for persons with disabilities. 

MEMAPP6 



MEMAPP7 

I NVESTMENTS OF NON F INANCIAL f I RMS DEDUCTION 

FROM 8&0 TAX - SUMMARY 

Cu rrent Law 

Statute provides a business and occupation (B&O) tax deduction for interest, dividends, and 

capital gain income earned by businesses not engaged in banking, loan, or security activities. 

See pages A3-3 and A3-4 in Appendix 3 for the current statute, RCW 82.04.428 1 .  

Legal  H istory and Publ ic Pol icy Objectives 

1 933 Lawmakers adopted a temporary tax imposed on the privilege of engaging in business 

activities, including financial business activities. The tax was to be in place from August 

1 933 through July 1935 .  

1 934 The Legislature amended the 1 933 statute to exempt from the new tax income from 

investment and endowment funds earned by nonfinancial businesses. 

1 935 As part of the 1 935 Revenue Act, the Legislature created the business and occupation tax, 

containing the majority of the business activities included in the 1933 act. The Revenue 

Act also provided a specific deduction from the B&O tax for investment income by 

nonfinancial businesses. The language of this deduction remained essentially unchanged 

until 1 970. 

1 937 The Legislature provided a B&O tax deduction for the income of national and state 

banks, trust companies, mutual savings banks, building and loan, and savings and loan 

associations. 

1 970 The Legislature repealed the B&O deduction for national and state banks, mutual savings 

banks, savings and loan associations and "other financial businesses." The gross income 

from engaging in financial business became subject to the B&O tax under the service 

classification of 1 . 5  percent. 

With the repeal of the bank deduction, issues arose over the distinction between 

nonfinancial business that continued to receive the deduction and financial businesses 

now subject to the tax. For nonfinancial businesses, issues centered on what types of 

investments continued to qualify. 

• What is a "financial business?" The Washington Supreme Court ruled in 1 976 that 

businesses with the primary purpose of earning income through the use of substantial 

funds were "financial businesses" and not entitled to the deduction. 1 1  

1 1  Sellen Construction v. Revenue, 87 Wn.2d 878 ( 1 976) . 
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• What types of investments are taxable?" In 1 986, the Washington Supreme Court 

determined that interest on real estate contracts did not qualify for the deduction 

because the contracts were not incidental investments of surplus funds. 12 

1 995 Following these cases, the Department of Revenue announced a two-part inquiry for 

determining whether a taxpayer was an "other financial business." The Department 

asked: 

1 )  Does a taxpayer's financial activity have the primary purpose and objective of 

earning income through a substantial outlay of funds? In making this 

determination, the Department held that if a taxpayer's financial income was 5 

percent or less of its annual income, such income would be considered incidental, 

and the taxpayer would qualify as a nonfinancial business eligible for the 

deduction. 

2) If the financial income exceeds 5 percent, is the taxpayer's activity comparable to 

those of banking, loan or security businesses? The Department considered such 

factors as the source of the income, frequency of investments, volume of 

investments, percentage of income from investments in relation to the total 

income of the business, and the relationship of the investment income to the other 

activities of the business. 

2000 The issue of which businesses and activities qualified for the deduction again came before 

the Washington Supreme Court in 2000. In that case, the court ruled that Simpson 

Investment Company, a parent holding company for the Simpson lumber companies, 

was an "other financial business" under the statute, and thus its investment income did 

not qualify for the deduction. 13  

200 1 As a result of the Simpson decision, the Legislature directed the Department to work with 

affected businesses to agree on a compromise to provide clarity. The Governor directed 

the Department of Revenue to convene a task force to develop proposed legislation for 

the 2002 Session. 

2002 The Legislature passed the proposed changes eliminating the term "other financial 

business" and providing a deduction for "amounts derived from investments." The 

statute, however, specifically provided that this section did not apply to banking 

businesses, lending businesses, security business, or the extension of credit, revolving 

credit arrangements, installment sales, and the acceptance of payment over time for 

goods or services. 

The public policy objective for this deduction is to avoid taxing the income from investment of 

incidental surplus funds of businesses and the savings of individuals . This activity is not 

engaging in business for the purposes of the B&O tax. 

12  O'Leary v. Revenue, 105 Wn.2d 679 ( 1 986) .  
13  Simpson Investment Co. Revenue, 141 Wn.2d 139 (2000) .  
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Beneficiaries 

Both nonfinancial businesses and individuals benefit from the deduction for investment income. 

Individuals with large investment portfolios could possibly be taxed without the deduction. 

Individuals with large investment portfolios reported over $20 billion in investment income in 

Washington in 2005. Washington's share of nonfinancial investment income received by 

corporations and partnerships was $ 1 5  billion in the same year. 

Revenue and Economic I mpacts 

Nonfinancial businesses and individuals saved an estimated $3 10  million in B&O tax from the 

deduction for investment income in Fiscal Year 2008. This was a 50 percent decline from the 

previous year due to the slowing of the economy. Future taxpayer savings from the deduction for 

investments are expected to continue to decline and are not expected to recover until 20 13 . 14 The 

severe reduction is attributable largely to substantial losses from the sale of capital assets as a 

result of the recent economic downturn. Capital losses can be carried forward to subsequent tax 

years to offset capital gains and are predicted to exceed gains for several years after the economy 

is expected to recover. 

Other States 

Washington's B&O tax is unique in that no other state imposes such a broad-based gross receipts 

tax. The closest comparisons are net income taxes imposed in 45 states and the District of 

Columbia. Interest, dividends, and capital gains are taxed as part of a net income tax structure 

with no distinction between financial and nonfinancial businesses. Five states-Nevada, South 

Dakota, Texas, Wyoming and Washington-lack any form of income tax. 

Recommendation 

The Legislature should continue the deduction for  investment income of  nonfinancial 

businesses, because it is meeting the objective of not treating incidental investment as 

engaging in businesses. 

Leg islation Required: No. 

Fisca l Impact: None - No change from statu s  quo. 

14 Global Insights, March 2009 forecast. 
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I NVESTMENTS OF NON F INANCIAL f I RMS DEDUCTION 

FROM 8&0 TAX - REPORT DETA I L 

Current Law 

Statute provides a business and occupation (B&O) tax deduction for interest, dividends, and 

capital gain income earned by businesses not engaged in banking, loan, or security activities. 

See pages A3-3 and A3-4 in Appendix 3 for the current statute, RCW 82.04.428 1 .  

Legal  H istory 

1 933 Lawmakers adopted a temporary tax imposed on the privilege of engaging in business 

activities, including financial business activities. The tax was to be in place from August 

1 933 through July 1935 .  

1 934 The Legislature amended the 1 933 statute to exempt from the new tax income from 

investment and endowment funds earned by nonfinancial businesses. 

1 935 As part of the 1 935 Revenue Act, the Legislature created the business and occupation tax, 

containing the majority of the business activities included in the 1933 act. The Revenue 

Act also provided a specific deduction from the B&O tax for investment income by 

nonfinancial businesses. The language of this deduction remained essentially unchanged 

until 1 970. 

1 937 The Legislature provided a B&O tax deduction for the income of national and state 

banks, trust companies, mutual savings banks, building and loan, and savings and loan 

associations. 

1 970 The Legislature repealed the B&O deduction for national and state banks, mutual savings 

banks, savings and loan associations and "other financial businesses." The gross income 

from engaging in financial business became subject to the B&O tax under the service 

classification of 1 . 5  percent. 

With the repeal of the bank deduction, issues arose over the distinction between 

nonfinancial business that continued to receive the deduction and financial businesses 

now subject to the tax. For nonfinancial businesses, issues centered on what types of 

investments continued to qualify. 

• What is a "financial business?" The Washington Supreme Court ruled in 1 976 that 

businesses with the primary purpose of earning income through the use of substantial 

funds were "financial businesses" and not entitled to the deduction. 15 

15  Sellen Construction v. Revenue, 87 Wn.2d 878 ( 1 976) . 
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• What types of investments are taxable?" In 1 986, the Washington Supreme Court 

determined that interest on real estate contracts did not qualify for the deduction 

because the contracts were not incidental investments of surplus funds. 16 

1 995 Following these cases, the Department of Revenue announced a two-part inquiry for 

determining whether a taxpayer was an "other financial business." The Department 

asked: 

• Does a taxpayer's financial activity have the primary purpose and objective of 

earning income through a substantial outlay of funds? In making this 

determination, the Department held that if a taxpayer's financial income was 5 

percent or less of its annual income, such income would be considered incidental, 

and the taxpayer would qualify as a nonfinancial business eligible for the 

deduction. 

• If the financial income exceeded 5 percent, is the taxpayer's activity comparable to 

those of banking, loan or security businesses? The Department considered such 

factors as the source of the income, frequency of investments, volume of 

investments, percentage of income from investments in relation to the total 

income of the business, and the relationship of the investment income to the other 

activities of the business. 

2000 The issue of which businesses and activities qualified for the deduction again came before 

the Washington Supreme Court in 2000. In that case, the court ruled that Simpson 

Investment Company, a parent holding company for the Simpson lumber companies, 

was an "other financial business" under the statute, and thus its investment income did 

not qualify for the deduction. 17  

200 1 As a result of the Simpson decision, the Legislature directed the Department to work with 

affected businesses to agree on a compromise to provide clarity. The Governor directed 

the Department of Revenue to convene a task force to develop proposed legislation for 

the 2002 Session. 

2002 The Legislature passed the proposed changes eliminating the term "other financial 

business" and providing a deduction for "amounts derived from investments." The 

statute, however, specifically provided that this section did not apply to banking 

businesses, lending businesses, security business, or the extension of credit, revolving 

credit arrangements, installment sales, and the acceptance of payment over time for 

goods or services. 

16  O'Leary v. Revenue, 105 Wn.2d 679 ( 1 986) .  
1 7  Simpson Investment Co. Revenue, 141 Wn.2d 139 (2000) .  
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Publ ic Pol icy Objectives 

What are the public policy objectives that provide a justification for the tax 

preference? Is there any documentation on the purpose or intent of the tax 

preference? 

The public policy objective is to avoid taxing investment of incidental surplus funds of businesses 

and the savings of individuals because this activity is not engaging in business for the purpose of 

B&O taxation. 

What evidence exists to show that the tax preference has contributed to the 

achievement of any of these public policy objectives? 

By providing this deduction, the Legislature is accomplishing its objective of not taxing 

incidental investment as engaging in business. 

To what extent will continuation of the tax preference contribute to these 

public policy objectives? 

The public policy objective is being fulfilled. 

If the public policy objectives are not being fulfilled, what is the feasibility of 

modifying the tax preference for adjustment of the tax benefits? 

The public policy objective is being fulfilled. 

Beneficiaries 

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

preference? 

Both nonfinancial businesses and individuals benefit from the deduction for investment income. 

Individuals with large investment portfolios could possibly be taxed under the B&O tax were it 

not for the deduction. Individuals with large investment portfolios reported over $20 billion in 

investment income in Washington in 2005 .  Washington's share of nonfinancial investment 

income received by corporations and partnerships was $ 1 5  billion in the same year. 

To what extent is the tax preference providing unintended benefits to entities 

other than those the Legislature intended? 

Some confusion arose in 1 970 after the Legislature repealed the B&O deduction for banks, 

savings and loan associations, and "other financial businesses." Major issues revolved around 

what type of entities qualified as nonfinancial businesses and what constituted a qualifying 

investment. The 2002 tax law changes eliminated the term "other financial business" and 

specifically provided that this deduction does not apply to banking businesses, lending 

businesses, security business, loans or the extension of credit, revolving credit arrangements, 

installment sales, and the acceptance of payment over time for goods or services. The law applies 
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to all investment income from qualifying business activities. These modifications appeared to 

clear up the confusion, and there has not been a significant problem with unintended 

beneficiaries since that time. 

Revenue and Economic I mpacts 

What are the past and future tax revenue and economic impacts of the tax 

preference to the taxpayer and to the government if it is continued? 

Nonfinancial businesses and individuals saved an estimated $3 10 . 1 million in B&O tax from the 

deduction for investment income in 2008. This is a 50 percent decline from the previous year. 

Future taxpayer savings from investments are expected to decline by over 50 percent and not 

expected to recover until 20 13 . 18 The severe reduction is attributable largely to substantial losses 

from the sale of capital assets as a result of the recent economic downturn. Capital losses can be 

carried forward to subsequent tax years to offset capital gains. Carry forward losses are predicted 

to exceed gains several years after the economy is expected to recover. 19 

Exh ib it 1 4 - Estimate of B&O Tax Savi ngs for I nvestment I ncome of Nonfi nanc ia l  
Bus inesses and H igh I ncome I nd ivid ua l s  (i n $M i l l ions) 

Year Corporate Partnersh ip Ind ividual  Tota l 

2006 $2 19 .3  $34.3 $327.4 $58 1 . 1  

2007 $238.3 $36.6 $347.8 $622.7  

2008 $207.3 $ 1 3 .9 $88.9 $310 . 1 

2009 $ 1 92 .3 $ 12 .6 $82.6 $287.5 

20 10  $ 1 88.2 $ 1 2 .4 $80.8 $28 1 .4 

20 1 1  $ 1 98.2 $ 1 3 .3  $85.0 $296.4 

Sou rce: I nterna l  Revenue Service, Statistics of I ncome, 2005 and Depa rtment of Revenue. 

Note: Al l  figu res a re est imates projected forwa rd using G loba l  I ns ig hts and Wash i ngton Economic 
and Revenue Counc i l  forecasts. 

If the tax preference were to be terminated, what would be the negative 

effects on the taxpayers who currently benefit from the tax preference and the 

extent to which the resulting higher taxes would have an effect on 

employment and the economy? 

It is unlikely that the full amount of tax savings would be realized if the deduction were repealed 

because certain businesses could avoid the tax by reducing their presence in Washington. 

18  Global Insights, March 2009 forecast. 
19 National figures for corporations and partnerships are allocated to Washington by the ratio of Washington 
employees to U.S. employees by sector. Federal individual tax returns are available for Washington residents. 
Investment income of individuals with less than $200,000 in adjusted gross income is excluded because the average 
investment income per return is less than the $28,000 minimum reporting threshold for B&O tax purposes. 
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Businesses that operate both in Washington and other states could more easily avoid the tax than 

business operating solely in Washington or individuals residing in Washington. 

For example, a business could form a subsidiary in Nevada, a state with no corporate or personal 

income tax. The subsidiary could invest surplus funds of the business and pass the earnings back 

to the Washington parent company in the form of a dividend. Dividends from subsidiaries to 

parent companies are exempt from the business and occupation tax. 

It would be more difficult for individuals to avoid a tax on investment earnings in Washington. 

They could have to create a domicile in another state without an income tax or a with a low rate 

income tax to reduce their liability. 

Impacts would be felt in nonfinancial industry sectors with a higher percentage of earnings in the 

form of interests, dividends, and capital gains from investments. According to Exhibit 1 5  below, 

manufacturing, real estate, and information sectors earn more from investments than other 

sectors. 

Exh ib it 1 5 - I nvestment I ncome as a Percent of Receipts 

Manufactur ing 
.-------. Rea l estate 

6.3% �-� I nformation 
5 .8% 5 .6% 

Ut i l it ies 
2.9% 

Services 
1 .7% 

Trade 

I O 8o1. 
I 
Construction 

• 
70 

I 0.4% 1 
Sou rce: I nterna l  Revenue Service Corporate Tax Retu rns, Statistics of I ncome, 2005. 

Employment in the manufacturing and information sectors makes up about 28 percent of all 

Washington employment. An increase in costs for these sectors would result in either increased 

prices or reduced employment on the margin. Increased revenues due to the elimination of the 

deduction would lead to increases in government spending and shift employment to the 

government sector. 

Other States 

Do other states have a similar tax preference and what potential public policy 

benefits might be gained by incorporating a corresponding provision in 

Washington? 

Washington's B&O tax is unique in that no other state imposes such a broad-based gross receipts 

tax. The closest comparisons are net income taxes imposed in 45 states and the District of 
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Columbia. Interest, dividends, and capital gains are taxed as part of a net income tax structure 

with no distinction between financial and nonfinancial businesses. Five states-Nevada, South 

Dakota, Texas, Wyoming and Washington-lack any form of income tax. 

Recommendation 

The Legislature should continue the deduction for  investment income of  nonfinancial 

businesses, because it is meeting the objective of not treating incidental investment as 

engaging in businesses. 

Leg islation Required: No. 

Fisca l Impact: None - No change from statu s  quo. 
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