WHY I-1098 IS RIGHT FOR W ASHINGTON

for change

BLUEPRINT

By Marilyn Watkins, Ph.D.
Summary: Initiative 1098 will reduce taxes for most Washington households by
cutting property taxes and exempting small businesses from the business and
occupation tax. I-1098 will also raise new revenue dedicat ed to education,
health and long-term care by adding a modest tax on the wealthiest 1.2% – the
group that is now paying the lowest proportion of income in state and local
taxes.
Washington has fallen behind in providing the education system and public
servi ces our peopl e and businesses need to thrive in the global economy. The
state struggled to fund upgrades to education and health care even before the
recession. Budget cuts of the last two years have pushed us further behind.
I-1098’s reforms lay the foundations for stronger economic growth and great er
opportunity for all people in Washington.

SIX REASONS WHY I-1098 IS RIGHT FOR WASHINGTON
Reason 1: We’re Falling Behind in K-12 Education
Washington has been losing ground in funding high priority public services for
two decades. From the 1991-92 school year to 2005-06, Washington’s rank
among all the states in funding K-12 education fell from 17t h to 37t h on a per
pupil basis. Then the legislature increased allocations to education, including
fully funding the Student Achievement Fund. That pushed Washington’s rank in
per pupil spending up to 33rd in 2007-08. Relative to the state’s personal wealth,
however, the state’s decline has been rel entless. According to that measure,
our rank fell from from 24t h in 1991-92 to 47t h in 2007-08. 1
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Budget cuts of the last two years undermine hard-won gains for Washington kids.
Voters created the Student Achievement Fund in 2000 with the passage of
Initiative 728 to reduce class size, provide extended learning opportunities, offer
preschool to help prepare children for kindergarten, and provide other supports
to students. Each school district decides with citizen input which of the authorized
uses best suit the needs of its students.2
However, I-728 has always depended on the state general fund. 3 In good
economic times, the legislature is able to appropriate sufficient general revenues.
Between 2005-06 and 2007-08, the legislature increased the per student
allocation for student achievement from $300 to $450, accounting for
Washington’s climb in the national rankings. But because of the deep recession,
the I-728 allocation will fall from $458 in 2008-09 to zero in 2010-11. That cut alone
will drop Washington back from 33rd to 38t h in per pupil funding, behind Alabama
and just ahead of Montana. 4
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The reduction in Student Achi evement funding is only one of many cuts to K-12
education in Washington. The legislature also suspended voter-approved teacher
cost-of-living adjustments, reduced levy equalization for property-poor districts,
and made other cuts in the 2009-11 state budget. 5 New policy advances that will
help provide real educational opportunity to all our state’s kids also remain
unfunded, including full-day kindergarten, additional preschool availability, and
more rigorous high school requirements.

Reason 2: Higher Education Is Moving Out of Reach
Washington is lagging behind other states in awarding college degrees. Among
the 50 states, we rank 37t h in awarding bachelor degrees and 39t h in graduate
degrees as a percentage of our young adult population. 6 Compared to our key
economic competitor states, the “global challenge states,” Washington is last in
awarding graduate degrees and 7t h out of 10 in bachelor degrees. 7
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Meanwhile, the traditional college-age population has been growing faster than
overall population growth, and more older adults are seeking job retraining. The
state’s strategic plan calls for expanding the total number of degrees,
certificates, and apprenticeships by 40% over two decades. 8 But instead of
expanding, the 2009-11 state budget cut higher education funding by $560
million.9
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A portion of those cuts is being made up by heft y tuition increases. The 2009-11
state budget raised tuition by 30% over two years at the state’s universities, and
by 14% at community and technical colleges. Funding for financial aid rose too,
but the number of students receiving state need grants increased by just 2% from
2008-09 to 2009-10, while the number of eligible but not served students increased
by more than 50%. 11
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These tuition increases are onl y the most recent in a thirty year history of shifting
the cost of college education from the state to students and their families. 12 As a
result, tuition has soared relative to family income, pushing college increasingly
out of reach for middle-income families.

Reason 3: We’re Not Investing Enough for a Healthy Population
In 2008, over 800,000 Washington residents lack ed health insurance. 13 Since then,
the ranks of the unemployed have increased while health care costs have
continued to soar, adding many more to the uninsured. 14 Yet state budget
deficits have forced suspension of state funding for children’s vaccines, cuts in
services for fragile elderl y and disabled people, and a 43% reduction in funding
for the Basic Health Plan (BHP) for low income working adults. 15 The BHP cuts
mean that 40,000 fewer Washingtonians have health coverage, and many of
those remaining on the plan have higher premiums. By late August 2010, BHP’s
waitlist represented more than 120,000 individuals. 16
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Budget cuts have also resulted in cuts to services that help Washington’s seniors
and people with disabilities stay as healthy and live as independentl y as possibl e.
In-home care hours, adult day health programs, information and referral services
and nursing home funding have all been cut. 17 Looking ahead, the number of
seniors over age 85 is expected to increase more than twice as fast as the
general population in coming years, increasing the need for long term care and
other services – and the pressure on the state budget. 18
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Reason 4: Our Current Tax Structure Is Unfair
Washington over-taxes low and middle income residents and under-taxes our
wealthiest citizens. The lowest income 20% of non-elderly taxpayers pay over 17%
of their income in state and local taxes, while those in the middle pay about 11%
and the wealthiest 1% pay less than 3%. Repeated studies have found that
Washington’s tax system is the most regressive in the nation. 19
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Washington’s tax system also disadvantages small and new businesses. Small
businesses pay a higher percentage in taxes than mid-size or large companies. 20
And because the business and occupation tax is on gross receipts, firms have to
pay it even when they make no profit.
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Reason 5: Our Current Tax Structure is Out-of-Date
Other states have surpassed Washington in funding education and have less
regressive tax systems, because most have an income tax. Washington is one of
only seven states with no income tax. The other seven (Alaska, Florida, Nevada,
South Dakota, Texas and Wyoming) have other sources of revenue, including
from oil, minerals, gambling and tourism. On average among the states,
individual income taxes contribute about one-third of General Fund revenues. 21
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Income taxes help other states keep up with the demand for services because
personal incomes grow at the same rate as overall economic growth. In contrast,
the sales tax, which provided 56.5% of Washington’s General Fund in the 2007-09
biennium, is growing much more slowly. From 2000 to 2009, personal income in
Washington grew by 45.2%, but sales tax revenues grew by onl y 27.3%. 22 This is
because people are spending more on services on which sales tax is not
charged, for example, health care, beauty salons, and attorneys. People are also
buying more goods over the internet – often without paying sales tax.

PERCENTAGE INCREASE IN WASHINGTON SALES TAX REVENUE
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Reason 6: Washington State Budget Cuts $5.2 Billion – And Counting
Over 3 budget years from 2009 to 2011, Washington State has dealt with a $12
billion shortfall between the projected need for public services and state
revenues – which have plunged because of the recession. Federal stimulus
money and the rainy day fund made up some of the difference, and the state
raised $918 million with tighter standards and new taxes. Still, Washington’s
legislature has cut $5. 2 billion, impacting schools, childcare centers, health clinics,
assisted living facilities, families, and individuals across the state.
Despite continued population growth, inflation, and increased needs caused by
the recession, Washington’s 2-year General Fund budget for 2009-11 is barel y
above the 2005-07 level and $2.7 billion below the amount originally budgeted
for 2007-09 – an 8% drop. 23
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More budget cuts are being made. Recovery from the national recession slowed
over the summer. As a result, state tax receipts have continued to fall below
expectations. Revenues for the 2009-11 budget, which runs through June 2011,
now are project ed to be $770 million less than expected last spring. 25 The state
will have to cut – or raise – an additional $516 million in the current budget to
prevent a deficit. 26 Governor Gregoire has ask ed all state agencies to prepare to
implement further across-the-board cuts of 6.3% October 1, 2010.
The 2011-13 budget which the legislature will adopt when it returns to Olympia in
January 2011 is expected to have a hole of $4.5 billion in addition to all of the
reductions already made. 27
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WASHINGTON’S GENERAL FUND SPENDING BY CATEGORY, 2009-11
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General government cuts include: 28
•

$428 million in staff reductions, travel and hiring freezes, mandatory
unpaid furloughs, and efficiencies

•

$430 million in deferred public emplo yee pension contributions

•

$123 million in criminal justice consolidations and alternative sentencing

•

$56 million from recreation and natural resource management

Education cuts include:
•

$632 million in higher education

•

$479 million in I-728 student achievement funding

•

$369 million in I-732-approved teacher cost of living adjustments

•

$127 million in learning improvement days and professional development

Health cuts include:29
•

$236 million from the Basic Health Plan for low income working adults –
reducing enrollment by 40,000

•

$33 million in nursing home and personal care services

•

$75 million in hospital reimbursement rate decreases

•

$44.5 million in mental health reductions

•

$54 million in children’s vaccines.
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HOW I NITIATIVE 1098 WILL AFFECT WASHINGTON STATE
Initiative 1098 will appear on the November 2010 ballot in Washington. If
approved by voters, it will cut taxes for the majority of families and businesses,
and strengthen Washington’s tax structure by reducing both the structural deficit
and regressivity. I-1098 will raise about $2 billion in net new revenue per year,
dedicat ed to education and health care.
I-1098 proposes: 30
•

Reducing the state portion of the property tax by 20%;

•

Eliminating or reducing B&O taxes for 157,000 small businesses by raising
the small business credit from $420 to $4,800 per year; 31

•

Adding an income tax on the adjusted gross income of couples (married
and registered domestic partners) with incomes above $400,000 and
singles over $200,000 – 1.2% of state taxpayers;

•

Dedicating net new revenues to education (70%) and health (30%);

•

Requiring regular reporting on how revenues are spent and requiring that
future changes in the income tax be approved by a vote of the people.

$111
AVERAGE
HOMEOWNER
PROPERTY TAX
CUT UNDER I-1098

ESTIMATED ANNUAL REVENUE CHANGE FROM INITIATIVE 1098, 2013
Annual Re venue Change
Income tax: 5% over $200,000 singles/$400,000 couples
9% over $500 ,000 singles/$1 million couples

$2,937 million

Property tax: Reduce state portion 20%

($393 million)

B&O tax: Increase credit from $420 to $4,800 annually

($259 million)

Net New Reve nue

$2,285 million

Source: Washington Office of Financial Management, Fiscal Impact of Initiative 1098.
Property tax cuts | Two-thirds of Washington households own their homes. These
households will receive a direct reduction of 20% of the state portion of the
property tax. Currently, on average, 21% of total property taxes go to the state.
The remainder stays in local communities and includes voter-approved school
levies and support for other local services. 32 The 20% reduction in the state
property tax translates into an annual tax savings of $170 for the average
homeowner in Seattle where the average residence value in 2010 is $448,500. 33 In
Pierce County, the annual savings would be $103, in Spokane County $66, and
statewide $111. 34 Because the cost of property tax is typi cally included in rent,
renters over time will also likely save. Businesses of all sizes will also benefit from the
property tax cut.

1.2%
PERCENTAGE OF
TAXPAYERS WHO
WILL PAY INCOME
TAX UNDER I-1098

B&O tax cuts | Under I-1098, 80% of state businesses will be exempt from the
business and o ccupation tax (B&O) and an additional 12% will receive a tax cut.
I-1098 raises the small business tax credit from $420 to $4,800 per year. Retail
businesses with gross receipts up to $1 million will be exempt from B&O taxes
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under I-1098, and those up to $2 million will see their taxes reduced. According to
the Office of Financial Management, 118,000 businesses will be newly exempt
from B&O taxes, nearl y doubling the current number. An additional 39,000
companies will receive a tax reduction. 35

EFFECTS OF I-1098 ON BUSINESS TAXES
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Income tax | The tax reform proposed by I-1098 will lower taxes for most
Washington residents and raise taxes for 1.2% of the state’s wealthiest residents –
38,400 taxpayers. Couples will pay 5% on income between $400,000 and $1
million and 9% on income over $1 million. Individuals will pay 5% on income over
$200,000 and 9% above $500,000.
Washington’s wealthiest now pay a far lower share of their income to support
public services than do middle- and lower-income families, and far l ess than their
counterparts in almost every other state. 36 The wealthiest households have also
enjoyed the fast est growth in incomes over the past decade. 37
Washington residents paying the new tax would be able to deduct it from their
federal taxable income. In states with an income tax, wealthy residents typi cally
take far higher federal deductions than residents of non-income tax states. As a
result, under our current system Washington State is contributing more than its
share to federal revenues, compared to other states.38

EFFECTS OF INITIATIVE 1098 ON WASHINGTON HOUSEHOLDS39
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New revenues for education and health care | Seventy percent of new revenues
will be dedicated to the Education Legacy Trust Account – about $1.6 billion
annually. The Education Legacy Trust Account, created in 2005, provides
dedicat ed funding for: 40
•

Expanding access to higher education through funding for new
enrollments and financial aid.

•

Student achi evement under I-728 41:

•



Reduce class sizes in grades K-4;



Mak e sel ected class size reductions in grades 5-12;



Provide extended learning for students in K-12;



Provide additional professional development for educators;



Provide early learning for children who need pre-kindergarten support;



Provide improvements or additions to school facilities directly related
to class size reductions and extended learning opportunities.

Other educational improvements.

Thirty percent of net new revenues from I-1098 – about $700 million annually – will
be dedicated to the Basi c Health Plan, state and local public health services,
and long term care for seniors and disabled people.
Accountability | I-1098 requires the state to prepare and post annual reports
summarizing how funds are spent and the number of state residents benefited, as
well as monthly reports on deposits, withdrawals, and fund balances. I-728
already requires school districts to provide for citizen comment on planned
distributions of student achi evement funds and to report annually on how funds
were used. I-1098 also requires any income tax rate increases to be approved by
a vote of the people.

HOW I-1098’ S I NCOME T AX COMPARES TO OTHER STATES

$1.6
BILLION
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Washington’s tax rates will be well within the norm of other states. Top state rates
range from 3% in Illinois to 11% in Hawaii and Oregon. Five states have top rates
above 9%, and an additional 4 have rates above 8% in 2010. 42 Because of our
exceptionally high exemption threshold, Washington’s average effective tax rate
for the top 1% of filers will rank 26t h out of 44 states. 43
Most state income taxes are general, appl ying to all income and most
households. Federal adjusted gross income (AGI) is the common starting point.
AGI includes income from wages and salaries, interest, dividends, capital gains,
businesses, and most other sources. States usuall y either allow taxpayers to take
the same deductions from AGI allowed on federal returns, or apply their own
exemptions and deductions. The exceptions are Tennessee, which onl y taxes
interest and dividend income, and New Hampshire, which taxes income from
interest, dividends, and S corporations. 44
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Washington, like most states, will start with federal AGI. We will differ in having a
far higher exemption – completel y excluding the first $200,000 of an individual’s
income and the first $400,000 for couples.

EFFECTIVE STATE INCOME TAX RATE ON TOP 1% OF FILERS UNDER I-1098
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What I-1098 Means for Washington’s Businesses
Main Street businesses struggling to survive the recession are among I-1098’s
biggest benefi ciaries. Many of them will be exempt from the B&O tax. Most
businesses of all sizes will also realize savings from the property tax cut, which
applies not only to real property, but also to the personal property tax that
companies pay on tools, trucks, computers, and other equipment.
The state’s wealthiest business owners with incomes over the $200,000
individual/$400,000 coupl e exemption may find themselves paying income tax on
the portion of business profits that flows to them as personal income. However,
business expenses and investments are fully deductible before an individual’s
business income is cal culated, whether the business is organized as a sole
proprietorship, partnership, LLC, or S corporation. Moreover, federal rules that
govern the calculation of AGI allow business losses to be carried backward and
forward over multiple years, to the taxpayer’s advantage. 45 Therefore, a business
owner who saves profits from one year to invest later will not pay any “ extra”
taxes in the long run.
Businesses thrive and investment occurs in the 43 states with a state income tax
now. The same will be true in Washington. I-1098’s new investments in education
and health care will also help address two of the biggest concerns for
Washington businesses coming out of the recession: a well educated workforce
and escalating health care costs.

157
THOUSAND
NUMBER OF SMALL
BUSINESSES WITH
AN EXEMPTION
FROM OR
REDUCTION IN

B&O TAXES
UNDER I-1098

CONCLUSION
Initiative 1098 will be a big step in the right direction for all the people of
Washington. It will provide $650 million in tax cuts annuall y – money that middle
class families and small businesses can turn around and spend to stimulate the
local economy. It will create a more fair and balanced tax system, while
providing badly needed revenue to build the comprehensive education system
and health services that Washington needs for a more prosperous future.
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