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SUBJECT

A briefing and panel discussion on the City of Seattle’s high income earners tax.


SUMMARY:

The City of Seattle passed on July 14, 2017 an income tax on high-income households[footnoteRef:1]. The tax would have applied to income received after January 1, 2018 and would have first been collected in 2019.  On Nov 22, 2017 the King County Superior Court ruled that the tax was invalid.  At the time of this writing, it is expected that the City of Seattle will appeal the decisions made in the case. Further discussion of the Court’s findings can be found below. [1:  Seattle City Council Ordinance 125339] 


Eligibility for the tax would be based on total income as reported on federal income tax returns. The 2.25% tax would have applied only to income above $250,000 per year for single filers (including those filing as Single, Married Filing Separately, Qualifying Widow(er) with Dependent Child, or Head of Household) or income above $500,000 per year for married couples filing jointly. Examples of the tax owed by various income levels are shown in the tables below.

City of Seattle staff estimated that the tax would raise approximately $140 million in the first year. According to City of Seattle documents[footnoteRef:2], the use of revenues from the tax would be restricted to: (1) lowering the property tax burden and the impact of other regressive taxes, including the business and occupation tax rate; (2) addressing the homelessness crisis; (3) providing affordable housing, education and transit; (4) replacing federal funding potentially lost through federal budget cuts, including funding for mental health and public health services, or responding to changes in federal policy; (5) creating green jobs and meeting carbon reduction goals; and (6) implementing and administering the new City income tax. [2:  City of Seattle Central Staff Report – June 21, 2017 (See Attachment 2) and Seattle City Council Ordinance 125339 (Attachment 1)] 


Today, the Committee will hear a staff overview of the tax and a panel presentation from representatives of the Economic Opportunity Institute and the Washington Policy Center.

BACKGROUND: 

According to information provided by the Tax Foundation[footnoteRef:3], local income taxes arose during the Great Depression when declining property tax revenues caused by rising foreclosures forced local governments to look for other ways to raise revenue.   [3:  https://taxfoundation.org/] 


A 2011 study by the Tax Foundation indicates that most U.S. cities and counties do not impose a local income tax, but they are imposed by 4,943 jurisdictions in 17 states, encompassing  over  23  million  Americans.  The largest number of taxing jurisdictions can be found in Pennsylvania (approximately 3,000) and Ohio (Approximately 800).  Tax rates vary from less than 1%  in  several  states  to  an  average  1.55%  in Maryland (see Table 1), these taxes provide a long-standing and significant source of revenue to many cities.  There are seven states where an income tax is prohibited, both at the state and local levels: Alaska, Florida, Nevada, S. Dakota, Texas, Washington and Wyoming.

According to the Tax Foundation, income and wage taxes are generally applied to those who live or work in a jurisdiction. Unlike property taxes, local income taxes can also be applied to nonresidents.  Local income taxes appear under a variety of designations: wage taxes, income taxes, payroll taxes, local services taxes, and occupational privilege taxes. They are generally paid by the employee but withheld by the employer, although in some cases, such as in San Francisco, California and Portland, Oregon, they are paid directly by the employer. Some are imposed as a percentage of salaries or wages, while others are levied as a percentage of federal or state tax, and still others are flat amounts charged to all workers.  Like federal and state income taxes, some local wage taxes have provisions for exemption, such as excluding military income or low-income individuals.






















Table 1: Local Income Tax Collections as a Percent of State Personal Income[footnoteRef:4]    [4:  Local Income Taxes: City- and County-Level Income and Wage Taxes Continue to Wane: Joseph Henchman and Jason Sapia 2011
] 


[image: ]

(a) Collections from limited local income taxes in California, Colorado, Kansas, New Jersey, Oregon, and West Virginia are either not reported to the U.S. Census Bureau as local income taxes and/or amount to less than 0.01% of state personal income. San Francisco, California imposes a payroll tax of 1.5% on approximately 6,000 businesses with payrolls of larger  than $250,000; the tax collected $342 million in 2010. In Colorado, Denver and two other municipalities impose charges of $2 to $4 per month per employee.Kansas local income taxes are limited to interest, dividend, and securities transaction income. New Jersey has only one local income tax in Newark. Three municipalities in West Virginia impose service taxes of $2 to $3 per week per employee.

City of Seattle’s Proposed Income Tax

The City of Seattle passed on July 14, 2017 an income tax on high-income households. The tax would have applied to income received after January 1, 2018 and would have first been collected in 2019.  On Nov 22, 2017 the King County Superior Court ruled that the tax was invalid.  At the time of this writing, it is expected that the City of Seattle will appeal the decisions made in the case. Further discussion of the Court’s findings can be found below.

[bookmark: _GoBack]Eligibility for the tax would be based on total income as reported on federal income tax returns. The 2.25% tax would have applied only to income above $250,000 per year for single filers (including those filing as Single, Married Filing Separately, Qualifying Widow(er) with Dependent Child, or Head of Household) or income above $500,000 per year for married couples filing jointly. Examples of the tax owed by filing status and income levels are shown in the tables below.




Table 2. Single Filers: (includes Married Filing Separately and Qualifying Widow(er))

	Total Income
	Tax-free Income
	Taxable Income
	Tax Owed
	Tax as %
of Total Income

	Up to $250,000
	$250,000
	$0
	$0
	$0

	$275,000
	$250,000
	$25,000
	$563
	$0.002

	$500,000
	$250,000
	$250,000
	$5,625
	$0.011

	$1,000,000
	$250,000
	$750,000
	$16,875
	$0.017



Table 3. Joint Filers:

	Total Income
	Tax-free Income
	Taxable Income
	Tax Owed
	Tax as % of Total Income

	Up to $500,000
	$500,000
	0
	0
	0

	$550,000
	$500,000
	$50,000
	$1,125
	$0.002

	$750,000
	$500,000
	$250,000
	$5,625
	$0.008

	$1,000,000
	$500,000
	$500,000
	$11,250
	$0.011



Seattle’s estimates[footnoteRef:5] indicate that the tax could raise approximately $140 million in the first year. According to City of Seattle documents, the use of revenues from the tax would be restricted to: (1) lowering the property tax burden and the impact of other regressive taxes, including the business and occupation tax rate; (2) addressing the homelessness crisis; (3) providing affordable housing, education and transit; (4) replacing federal funding potentially lost through federal budget cuts, including funding for mental health and public health services, or responding to changes in federal policy; (5) creating green jobs and meeting carbon reduction goals; and (6) implementing and administering the new City income tax.[footnoteRef:6] [5:  City of Seattle Fiscal Note – Attachment 5 – Revenue estimates from 2014 IRS Data]  [6:  Seattle City Council Ordinance 125339] 


Only residents with qualifying high incomes (high enough to owe tax) would be required to file with the City. Seattle’s Department of Financial and Administrative Services (FAS) would be responsible for administering the tax, including the development of more detailed rules for implementation.  

City Methodology for Determining “High Income”

City documents indicate that although there is no single accepted definition of high income, measures of income distribution, average household expenditures, and cost-of-living standards in Seattle serve to establish a framework for identifying levels of income that reasonable people would consider to be high. The City notes that the high-income thresholds are three to nine times that of median household income, self-sufficiency standards, and average household expenditures. Those who would be subject to the tax have incomes in the top three percent of all Seattle households.  The City has indicated that at these levels, it is confident that those subject to the tax would be “high-income” households.

The City would tax total income, which is a slightly broader tax base (by approximately 1.5%) than Adjusted Gross Income (AGI). Using the thresholds proposed by the City for a tax on high-income households, approximately 8,493 tax filers would be affected, which is about two percent of all filers. In 2014, 1.4 percent of single filers had income above the  $250,000 threshold, which is over three times higher than median household income in Seattle. Similarly, 3.3 percent of all joint filers had an income above the $500,000 threshold, which is over six times the median household income.[footnoteRef:7] [7:  Figures represent Adjusted Gross income or AGI.  See attachment 3.] 


The City’s proposal is designed to tax both wages and salaries as well as unearned income, which is typically defined as income from investments like dividends, interest, and capital gains. For all returns with income lower than $100,000, 82 percent of AGI was from wages and salaries. For returns with income above $200,000, 53 percent of AGI came from wages and salaries.[footnoteRef:8] City documents indicate that IRS data shows that as incomes rise households receive an increasingly larger share of their income from unearned sources. [8:  Figures represent Adjusted Gross income or AGI.  See attachment 3.] 


Income Tax Ordinance Ruled Invalid

On November 22, 2017 King County Superior Court Judge John Ruhl ruled that Seattle’s income tax was not authorized by state law and is prohibited by RCW 35.65.030.  Below is a summary of the court’s reasons for the Judge’s conclusion.  The Judge’s full decision can be found in Attachment A.


Summary of the Court’s Reasoning: 

1. The trial court relied upon the State Supreme Court’s prior decisions that a local taxing district has no authority to impose an income tax unless the legislature has expressly granted the authority to impose the tax.
  
1. The trial court reviewed and rejected the statutes identified by Seattle as the authority for the income tax.

1. RCW 35.22.280(32) and RCW 35A.82.020:

Although these statutes authorize an excise tax, the judge concluded the income tax imposed by Seattle does not meet the definition of an excise tax and does not provide the authority to impose an income tax.

1. RCW 35A.11.020

This statute is general in nature as to a local jurisdiction’s taxing authority. The judge concluded that this statute, by itself, does not grant the City the authority to impose an income tax.  

1. The trial court reviewed RCW 36.65.030 and determined it prohibits the City’s income tax on net income.
	
RCW 36.65.030 prohibits a city from levying a tax on net income. The trial court concluded that the income taxed under the city’s ordinance falls within the definition of net income in the statute and therefore is prohibited.

1. The trial court rejected an argument that RCW 36.65.030 was unconstitutional.

The state constitution requires that a state statute have a single subject and that the bill title identify the subject.  The trial court rejected that RCW 36.65.030 violated these constitutional requirements and upheld the validity of this statute that prohibits a city from imposing an income tax.

Two additional constitutional arguments were raised by the parties challenging the city’s income tax ordinance [a violation of the uniformity clause and a violation of the equal protection clause], however, the trial court did not consider them or base his decision on them, instead ruling the ordinance was invalid based on the statutory grounds above.

Today, the Committee will hear a staff overview of the tax and a panel presentation from representatives of the Economic Opportunity Institute and the Washington Policy Center.

ATTACHMENTS:

1. City of Seattle Ordinance 125339
2. City of Seattle Central Staff Report – June 21, 2017
3. Seattle Income Tax Threshold Information Sheet - June 30, 2017
4. King County Superior Court Summary Judgement 17-2-18848-4 SEA
5. City of Seattle Fiscal Note
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Average Local Income Taxes

State as a percent of total income

Alabama 0.07%

California (a)

Colorado (a)

Delaware 0.16%

Indiana 0.25%

Iowa 0.07%

Kansas (a)

Kentucky 0.76%

Maryland 1.55%

Michigan 0.13%

Missouri 0.16%

New Jersey (a)

New York 1.01%

Ohio 1.01%

Oregon (a)

Pennsylvania 0.77%

West Virginia (a)
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