HOUSE BILL REPORT
HB 1539

As Reported by House Committee On:
Finance

Title: An act relating to narrowing the business and occupation tax deduction, and sales and use
tax credit and refund, for bad debts available to sellers.

Brief Description: Narrowing the business and occupation tax deduction, and sales and use tax
credit and refund, for bad debts available to sellers.

Sponsors. Representative Frame; by request of Department of Revenue.
Brief History:

Committee Activity:
Finance: 3/11/21, 3/31/21 [DP].

Brief Summary of Bill

» Limitsthe bad debts sales and use tax credit and business and occupation
tax deduction to apply only to bad debts incurred as aresult of the
nonpayment to a taxpayer by its customers.

HOUSE COMMITTEE ON FINANCE

Majority Report: Do pass. Signed by 9 members: Representatives Frame, Chair; Berg,
Vice Chair; Chopp, Harris-Talley, Morgan, Orwall, Ramel, Thai and Wylie.

Minority Report: Do not pass. Signed by 7 members: Representatives Walen, Vice
Chair; Orcutt, Ranking Minority Member; Dufault, Assistant Ranking Minority Member;
Chase, Springer, Stokesbary and Vick.

Staff: Nick Tucker (786-7383).

Background:

This analysis was prepared by non-partisan legislative staff for the use of legidative
membersin their deliberations. Thisanalysisis not part of the legislation nor does it
constitute a statement of legidative intent.
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Business and Occupation Tax.

Washington's major business tax is the business and occupation (B& O) tax. The B& O tax
isimposed on the gross receipts of business activities conducted within the state, without
any deduction for the costs of doing business. Businesses must pay the B& O tax even
though they may not have any profits or may be operating at aloss.

A taxpayer may have more than one B& O tax rate, depending on the types of activities
conducted. Magjor B& O tax rates are 0.471 percent for retailing; 0.484 percent for
manufacturing, wholesaling, and extracting; and 1.5 percent (businesses with taxable
income of less than $1 million) or 1.75 percent (businesses with taxable income of $1
million or more) for services and for activities not classified elsewhere. Several preferential
rates also apply to specific business activities. In addition, ataxpayer may be eligible to
utilize other tax preferences, including credits and deductions, to reduce their tax liability.

Retail Sales and Use Tax.

Retail salestaxes areimposed on retail sales of most articles of tangible personal property,

digital products, and some services. A retail saleisasaleto the final consumer or end user
of the property, digital product, or service. If retail salestaxeswere not collected when the
user acquired the property, digital products, or services, then use tax appliesto the value of
property, digital product, or service when used in this state.

Credit, Refund, and Deduction for Bad Debts.

A taxpayer isentitled to a credit or refund for sales or use taxes it previously paid on bad
debts. In addition, bad debts may be deducted from the measure of tax when computing the
B& O tax. For purposes of these credits, refunds, and deductions, "bad debts" has the same
meaning as provided in 26 U.S.C. 8166, for federal tax purposes.

"Bad debts" does not include:

» amounts due on property that remains in the possession of the seller until the full
purchase priceis paid;

» expensesincurred in attempting to collect debt;

 for the B& O tax deduction, sales or use taxes payable to a seller;

 debts sold or assigned by the seller to third parties, where the third party is without
recourse against the seller; and

* repossessed property.

In Lowe's Home Centers, LLC v. Dep't of Revenue, 195 Wn.2d 27 (2020), the Washington
Supreme Court held that ataxpayer is entitled to the bad debt sales and use tax credit and
B& O tax deduction on uncollectible debts from a private-label credit card customer's failure
to pay when the taxpayer contractually guaranteed the private-label credit card's
uncollectible debt up to a certain percentage of the original sale amount. Prior to the Lowe's
decision, the Department of Revenue (DOR) interpreted the bad debt sales and use tax
credit and B& O tax deduction to only apply if the taxpayer itself incurred the loss of the bad
debt from the customer failing to pay the taxpayer, as opposed to a third party incurring the
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|oss.

Summary of Bill:

For purposes of the bad debts sales and use tax credit or refund and the bad debts B& O tax
deduction, the term bad debts is defined to mean a debt obligation unpaid by the debtor, or
that debtor's guarantor, to the taxpayer that:

» qualifiesfor the federal bad debt deduction under 26 U.S.C. §166; and

* has been written off as uncollectible in the taxpayer's books and records.

Amounts paid by a seller to athird-party creditor of the buyer in reimbursement of that
buyer's nonpayment of an obligation to that third-party creditor is excluded from the
definition of bad debt, in conformance with the DOR's historical interpretation of the term.

The provisions of the bill apply only to bad debts that were written off as uncollectible on or
after the effective date of the bill.

Appropriation: None.

Fiscal Note: Available.

Effective Date: The bill contains an emergency clause and takes effect immediately.
Staff Summary of Public Testimony:

(In support) The bill aligns the bad debts credit and deduction with the DOR's historic
interpretation and administration of the law. The bill will improve consistency in the
treatment of taxpayers seeking to claim the credit. Historically, this credit only applied in
cases where the taxpayer remitted sales tax to the DOR, but did not collect that tax from the
customer and likely never will. Additionally, the credit has not historically been applied on
credit card transactions. The Supreme Court decision granted Lowe's the ability to claim
the credit, even though Lowe's received full payment from the credit card provider on the
sale. Thischange will primarily affect those taxpayers using third-party providers of private
label credit cards.

(Opposed) Many businesses are already struggling with lost revenue due to the pandemic
and increases to unemployment taxes. This bill will worsen an already unfair situation that
many businesses find themselvesin. Thisbill impacts businesses other than Lowe's. Those
businesses impacted by this bill are not asking the DOR to reimburse them or to send them
acheck, but are only asking for a credit on future sales taxes. The fiscal note represents a
loss to businesses of around $360 million in product that was sold and much of this product
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isnot returned. Thisisalmost asif atheft occurred. Other states are passing laws that align
with the Supreme Court's interpretation of the credit and it is a matter of fairness. The DOR
should only receive sales taxes on paid consumption. Businesses claiming this credit are
not gaming the system in any way. Ultimately, the consumer will be harmed by this bill
because it will lead to higher prices. The Legislature should focus on economic recovery
and help businesses reopen safely, which will provide far more state revenue in the long
run.

Persons Testifying: (In support) Representative Frame, prime sponsor; and Michael
Bailey, Department of Revenue.

(Opposed) Mark Johnson, Washington Retail Association; and Tommy Gantz, Association
of Washington Business.

Persons Signed In To Testify But Not Testifying: None.
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