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Testimony Regarding
S.B. No. 249, An Act Concerning The Film Production Tax Credit

Testimony of Dr. Douglas Hall
To the Commerce Committee
March 3, 2009

Senator LeBeau, Representative Berger, and distinguished Members of the Commerce Committee,

We submitted testimony in suppott of SB 249 at the public hearing of this Committee on March 3t
(http://www.ctkidslink oreftestimony/021009_com_sh249_filmtax.pdf). At that time we expressed support for the
two primary provisions of the bill. The first provision attempted to ensure that firms receiving the
film production tax credits “conduct at least fifty-percent of the total production in studios located
in Connecticut,” while the second proposed “placfing] a cap on the total annual amount of film
production tax credits available.”

Today’s Committee Bill no longer contains a provision capping the amount of the film production
tax credit. We strongly utge this Committee to revisit this issue, and we urge this Committee to
restrict use of the film production tax credit to its original recipient. Allowing the transfer of credits
moves beyond the otiginal intent of this legislation, and provides unintended support for
cotporations in often unrelated sectors of the economy.

Attached to my testimony today is a copy of a report on Connecticut’s film tax credits, prepated by
the Federal Reserve Bank of Boston’s New England Public Policy Center.

This report finds in part that:

e The credit does not “pay for itself.”

® The economic benefits generated by the credit are likely to be short-lived.

¢ [A] rough comparison of evidence across studies [shows] that the film tax credit may be less
cost-effective than certain other business tax incentives offered by the state such as the
research and experimental expenditures credit.

e Connecticut faces a lot of competition for film production activity. Connecticut’s film tax
credit is generous—30 percent of in-state production expenses—but the state faces serious
competition. About 40 U.S. states currently offer significant incentives to the film industry.
With the potential for 2 “race to the bottom,” it may be difficult for the state to establish a
sustainable film industry with sustainable employment opportunities for Connecticut
residents.

! Memorandum to Ellen Scalettar, Director of Policy, Research and Legisiation for the Connecticut Senate Democrats,
from Jennifer Weiner, Policy Analyst, (Federal Reserve Bank of Boston, New England Public Policy Center, January
2009).
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FEDERAL RESERVE

BANK OF BOSTON MEMORANDUM
GO0 ATLANTIC AVENUE » BOSTON MA D210
WHW. B 05 FRE.ORG MEW ENGLAND PURBLIC POLICY CENTER

This memorandum is preliminary in nature and subject to revision and review. Any views expressed are not
necessarily those of the Federal Reserve Bank of Boston or of the Federal Reserve System.

To:  Ellen Scalettar, Director of Policy, Research & Legislation for the Connecticut Senate
Democrats '

From: Jennifer Weiner, Policy Analyst

Date: January 19, 2009 _

Re:  Cost-benefit analysis of Connecticut’s film tax credit

You expressed interest in a cost-benefit analysis of Connecticut’s tax expenditures, with a particular
emphasis on corporate tax credits and other business benefits. This memorandum focuses on one of
Connecticut’s most prominent corporate tax credits, the film and digital media production credit
(“film tax credit” or “film credit”).’

Major points

e The state is devoting considerable public resources to the film tax credit. According to the
state’s 2008 tax expenditure report, the estimated cost of the film tax credit for fiscal year 2009
(FY 2009) will be $90 million—higher than estimates for any other corporate tax expenditure
for this fiscal year including tax credits for fixed capital investment ($60 million), research and
experimentation ($10 million), and general job creation ($10 million).

¢ The economic benefits of the film tax credit extend beyond the film industry, but are
offset to some degree by reductions in government spending necessary to keep the
state’s budget balanced. As film production companies spend money in Connecticut new
dollars are injected into the state’s economy leading to increased income for individuals and
businesses. These individuals and businesses will, in turn, spend some of this additional
income in Connecticut, re-injecting dollars into the state economy and starting another round
of what 1s known as the “muluplier” or *ripple” effect. Government spending also has positive

multplier effects. Because of this, any reductions in government spending necessary to
maintain a balanced budget will offset some of the credit’s economic benefits.

e The credit does not “pay for itself.” Increases in economic activity spurred by the film credit
generate some additional tax revenue for the state from a variety of tax sources. This additional
revenue is likely to offset some, but not all, of the initial cost of the credit. Increased economic
activity may also reduce government spending if it resules in less need for government
services. A study undertaken by Connecticut’s Department of Economic and Communirty
Development (DECD) estimated that in 2007 each initial dollar of film tax credit granted by
the state was offset by about seven cents in new tax revenue and by about thirteen cents in
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2009 budget appropriation for the DECD, the state’s lead agency for attracting and retaining
businesses and jobs.” These numbers certainly suggest that Connecticut has made attracting the film
industry to the state an important priority.

This memorandum secks to accomplish the following:

»  To describe the film credit and the competitive landscape in which it is offered;

*  To discuss the various considerations that should be made when assessing the benefits
and costs of the film credit; and

*  To analyze the findings of a recent DECD evaluation of the film credit in light of
these considerations.

Connecticut’s film tax credit

The Connecticut film tax credit, first enacted in 20086, is one of the most generous film incentives in
the nation. In its current form, the credit equals 30 percent of qualified production expenses incurred
in Connecticut by an eligible production company for a qualified produaction.’ Total qualified
production expenditures must exceed $50,000 in order for the production to be eligible. Certain types
of productions are ineligible (e.g. live programming, news, wearther or financial market reports,
productions used for corporate training, etc.), as are certain types of expenses (e.g. compensation paid
to any individual in excess of $15 million). There are no caps on the amount of film credits—either
per-production or in aggregate—that may be granted in a given year.

The film credit can be applied to a production company’s state corporate business tax or insurance
premium tax liability.’ The credit is non-refundable, meaning that a production company cannot
receive cash back from the state for any portion of a credit that cannot be taken against an existing tax
liability. If a production company’s tax credit tends to exceed the taxes it owes to Connecticut in a
given year it can carry the unused credits forward for up to three years or 1t can “transfer” or sell its
unused credits to other taxpayers. Because of this feature, the inital cost of the film credit exceeds
the lost taxes that production companies would have paid themselves. The purchasers of the credits,
who would have been paying additional state taxes to Connecticut, are instead making payments to
film companies directly. Thus, transferable credits more closely resemble direct appropriations as
compared with credits that are not transferable.

In 2007 the state added separate tax credits for film infrastructure investment and digital animation
production acuvicy. The infrastructure creditis a transferable credit against the corporate business or
insurance premium tax for investments in capital projects such as buildings, facilities, or installations
that the film and digital media industry requires to function in Connecticut. The amount of the credit
ranges from 10 percent of investment for projects costing between $15,000 and $150,000 to up to 20
percent of investment for projects costing over $1 million. These credits may also be carried forward
for three vears.

The digital animation credit is a transferable credit equal to 30 percent of digital animation expenses.
As with the original film credit, a production must have expenses in excess of $50,000 in order to
qualify, but eligibility requirements for the digital animation production company are stricter. For
example, a company must maintain a studio in Gonnecticut and employ at least 200 full-time
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Other potential benefits of film tax credits—such as the effects of increased publicity for the state—
may be difficult to quantify. A 2008 study of Massachuserts’ film tax credit acknowledged the
challenges associated with measuring the impacts of increased publicity: “We are not aware of any
economic model that can project such impacts, which depend on several variables, including how
many people view the films made in Massachusetts, the demographics of the audience, whether
particular motion pictures are set in Massachusetts and include recognizable Commonwealth scenery,
and whether the films portray the state in a positive, negative, or neutral light.”" Any evaluation of
Connecticut’s film tax credit that attempts to measure the economic impact of additional publicity for
the state stemming from filming would also need to take these 1ssues into consideration.

It is also important to consider the impact of Connecticut’s balanced budget requirement on the
benefits of a film tax credit. Under a balanced budget scenario, the state government will have to
either cut spending or increase other taxes to offsct the loss in tax revenues attributable to the credit.
These actions are likely to have negative multiplier effects that offset the economic benefits of the
credit. Government expenditures, like private, generate income which leads to subsequent rounds of
spending by individuals and businesses. When a state government cuts its expenditures, such as by
eliminating state jobs or reducing purchases, the negative impact on the economy will likely exceed
the amount of the initial reduction in government spending because these additional rounds of
economic activity will also be curtailed. Tax increases can also have negative multiplier effects by
reducing disposable personal income which otherwise would be available to cycle through the
economy. '

Choosing an appropriate metric for the benefits of a film tax credit is another key concern. The
number of productions occurring in-state following the enactment of a tax credit or the combined
gross budgets of those productions, while perhaps straightforward to measure, do not necessarily
reflect the credit’s aggregate impact on the state economy. The benefits of film tax credits are
perhaps better captured by changes in broader measures of economic activity that result from new
film activity, such as state output, gross domestic product (GDP), personal income, or total
employment. Employment, in particular, is 2 common metric used in evaluations of tax credits,
perhaps because job creation is a widely-embraced goal of economic development. While the focus
tends to be on the number of jobs created, the quality of those jobs—including whether they are
short-term or permanent—is also important.

While much of the discussion thus far has focused on the measurement of benefits, care must also be
taken on the cost side. It is overly simplistic 1o consider only the foregone revenue captured by tax
expenditure estimates when measuring a credit’s cost. While the estimated $90 million tax
expenditure projected for Connecticut’s film credit in I'Y 2009 does, in some sense, represent the
state’s commitment to fostering the film industry, it is a static measure, meaning that it does not take
into account the fiscal implications of changes in economic activity spawned by the credit. For
example, the static revenue loss is not adjusted for increased income tax revenues the state will
receive if new jobs are created or additional sales tax revenues generated by successive rounds of
spending spurred by the multiplier effect. These new revenues would offset the static revenue loss
by some amount.

Ideally, estimates of the net cost of a film tax credit would also account for changes in public spending
resulting from the credit, though it is not possible to predict the net direction of such changes.
Increased economic activity in the state could, for example, lead to fewer Medicaid enrollees and
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expenditures were included, with the rationale being that although these payments were not eligible
for the tax credit, they do still exerr a positive effect on the Connecticut economy and—based on the
anthors’ assumptions—would not have taken place in absence of the credit.

After making these adjustments, the film credit was assumed to inject about $43 million in new
spending into the Connecticut economy, including items for materials, salaries and benefits (except as
excluded above), and travel and living expenses—esscntially “below-the-line” expenditures. The
authors used information from the tax credit applications to apportion these expenditures to the
various sectors of the Connecticut economy (¢.g. wholesale, retail, specialized manufacturing, lodging,
ete.) for input into the REMI model. The authors did not try to capture the economic effects of
increased publicity to the state, though they noted that there could be economic benefits from
increased tourism. In light of Connecticut’s balanced budget requirement, the authors assumed that
the $16.5 million in tax credits would be exactly offset by a $16.5 million reduction in state
government spending,

The DECD authors reported the following outcomes for 2007 and each of the subsequent five years:
state GDP, state disposable personal income, employment, state government revenues and spending,
and population. Alf outcomes were measured as estimated changes from baseline, so as to capture the
incremental effects of the credit. The authors assumed no additional tax credits were granted after
2007; thus projections for 2008 and beyond were meant to jsolate the longer-term effects of the
original credits granted.

DECD findings and their implications

On the benefits side, the REMI model estimated that the film credit resulted in $20.7 million in new
state GDP in 2007, $6.6 million in new disposable personal income and 395 new FTE positions. The
model also projected that these outcomes would dissipate rapidly over the next five years. Itis
important to note that this dissipation occurs because the DECD chose to model the impact of the
credits through a one-time injection into the state economy. If the state continues to attract film
production activity—which has indeed been the case in the time since the study period ended—we
would expect the outcome levels projected by the DECD to be sustained or to grow.

On the cost side, the model estimated that the $16.5 million static revenue loss assoctated with the
credit would be offset by $1.1 million in new state government revenues in 2007 stemming from the
expansion in economic activity. The model also estimated that state government expenditures would
fall in 2007 by $2.2 million beyond the original $16.5 million reduction. The authors inferred that this
reduction is the result of a reduced need for programs such as Medicaid, unemployment insurance,
and retirement benefits in the face of increased employment. Combining the static revenue loss of
$16.5 million with both the incremental increase in revenues and the incremental decrease in state
government spending suggests a net program cost of $13.2 million for 2007. In other words, each
dollar of film tax credit granted cost the state roughly $0.80 on net.

Taken together, the DECD’s results imply that, for 2007, each net dollar spent on the film credit

vields $1.57 in new state GDP and 50 cents in new disposable personal income. The net cost per
FTE job was around $33,500.
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In their report the DECD authors conclude that while the film tax credit does not “pay for itself”—
meaning that there is still a net revenue loss—it does increase economy-wide activity (e.g. state GDP)
by a greater amount than the cost of implementation. But is this the appropriate standard by which to
judge the film credit’s cost-effectivencss? One potential drawback of using state GDP in assessing
cost-effectiveness is that some of the economic benefits associated with the increase in output may
not accrue to state residents, but instead to non-resident owners or workers. Personal income may bea
more appropriate measure for gauging benefits to Connecticut residents because it takes into account
where income recipients live rather than where the income was generated. The DECD authors found
that disposable personal income increased by only about half of the net cost of the credit.

As mentioned above, job creation is often touted as a key goal of economic development efforts, and
hence is commonly used in cost-effectivencss measures.” While there is no set standard for an
acceptable cost per job created, the federal government has established guidelines for some of its
programs. For example, regulations for the Community Development Block Grant (CDBG) program
administered by the Department of Housing and Urban Development (HUD) set a cap of $35,000
per permanent FTE job created or retained.” At first glance, the $33,500 calculated from the DECD
study would appear to fall within this threshold. However, note that the HUD regulations call for the
creation (or retention) of permanent jobs. In the DECD analysis, the REMI mode! projects that with
no additional tax credits employment will fall back to baseline levels after an-initial spike in the first
year. This is not surprising given the short term nature of many film productions-—the opportunities
for work created by one production can disappear if there is not another production to take its place.”
If additional tax credits are necessary to sustain film production activity and its related employment,
the cost per permanent FTE is likely to exceed $35,000.

As noted, another standard by which any film tax credit can and should be judged is how it compares
to other measures designed to foster economic development. While the DECD study does not
analyze the economic or fiscal impact of alternative programs or policies, findings from a 2005 study
by researchers from the Connecticut Center for Economic Analysis (CCEA) at the University of
Connecticut may serve as rough comparison.”

Employing a variety of assumptions, the CCEA authors used the REMI model to project employment
changes and net costs associated with 27 different tax programs enacted in Connecticut since the early
1990s, including corporate tax rate reductions, tax exemptions, and credits. Of the 27 programs
examined there were eight projected to lead to private sector employment gains of at least 50 FTE
jobs in 2007." Among these eight, the net cost per private sector FTE job ranged from under $6,000
for the research and experimental expenditures credit to nearly $190,000 for the sales tax exemption
on data processing services (See Table 4).” If changes to public sector employment are also taken into
account, only two of these eight programs show positive net employment gains——the research and
experimental expenditures credit (1,029 net FTE jobs at a net cost per job of $6,078) and the
corporate tax rate reduction (4,700 net FTE jobs at a net cost per job of $29,339).”

While the findings from the CCGEA study are interesting and can serve as source of rough comparison,
we recommend caution in using them to judge the relative cost effectiveness of the film tax credit.
There are a varicty factors that may limit the suitability of a direct comparison of the results. For
example, the evaluations were carried out at different points in time, both in terms of calendar years
and in the relative maturity of the programs being assessed. Updates to the REMI model occurring
berween 2005—when the CCEA study was released—and 2008—when the DECD issued its study—
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A 2008 study by the Connecticut DECD estimated the benefits and costs associated with $16.5
million in film tax credits granted during the credit’s first year of existence. The DECD authors
estimated that these credits were responsible for almost 400 new F'T'E jobs in 2007, at a net cost per
job of $33,500—a value in the range of estimates obtained for film tax credits in other states. Although
data are not available to draw definitive conclusions about the film tax credit’s relative cost
effectiveness vis-A-vis alternative policies for cconomic development, a comparison with findings from
a 2005 study by the CCEA suggests that the film credit is likely to be more cost effective than some
tax incentives the state carrently offers, but less cost effective than others.

It worth noting that the recent DECD study is already somewhat outdated; the incentives offered to
the film industry in Connecticut have been expanded and refined since the study period captured by
the DECD, and the magnitude of credits claimed has increased substantially. The competitive
landscape has also changed. For example, other states such as New York and Michigan have increased
the generosity of their credits. With states engaged in a potential “race to the bottom”, film
productions that previously would have gone to Connecticut may choose to go elsewhere, making it
difficult for the state to establish a sustainable industry.

Will Connecticut’s new film infrastructure credit help to combat this? As film credits become
ubiquitous, it may be that only states early to offer incentives—such as Louisiana or New Mexico—
will be successful in building a permanent industry, or it could be that those places that have
traditionally fostered the film industry will reign. An assessment of New York’s film production
industry took the latter view, concluding, “Overall, there is a danger that [film] incentives will be too
much of a good thing. With so many players in the game, the more they spread out the available
action in a few product segments, the less the chance that anyone will build a sustainable industry—
unless they already have one, like Los Angeles, or Canada, or New York.”® On the other hand, plans
for a film studio in Plymouth, Massachusetts are moving forward despite the fact that legislation
designed to grant state-level tax credits for such construction failed to make it through the state
senate.” This highlights the fact that state-sponsored tax breaks are not always the only factor
influencing the decisions of film industry executives.

In the current period of economic stress, policy makers may be inclined to turn to tax incentives such
as film tax credits as a means for creating jobs and spurring investment. Yet the fiscal difficulties that
Connecticut is facing heighten the need for careful examination of the costs and benefits of these
programs. State policy makers should take into account the various issues detailed in this memo when
deciding what level of support to offer the film industry going forward. An updated cost-benefit
analysis—especially one that examines the relative cost effectiveness of alternative economic
development policies using consistent and well-documented methodologies and a range of
assumptions—could be especially useful in informing such decisions.
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be overstated in this analysis.” One would expect estimates of FTEs 1o anderstaze the number of persons emploved, as
multiple individual part-time workers can comprise one FTE.

" Though the employment could suffer from the same drawbacks as state GDP in measuring the benefits of tax credits for
a cost effectiveness evaluation if many of the newly created jobs are filled by non-resident workers.

* 24 CFR 570.209, Subpart B.

* The short term nature of film production employment was acknowledged in the Louisiana study (see endnote 16,
above) as well as in a descriptive analysis by the Massachusetts DOR which found that the average duration for a job
created by production companies taking advantage of the Commonwealth’s film tax credit was 3.2 months and the
weighted average duration was 1.4 months if larger productions are given greater weight. See Massachusetts Department
of Revenue. March 2008. “A Report on the Massachusetts Film Industry Tax Incentives.” Boston, MA.

2 William F. Lott and Stan McMillen. December 2003, “The Economic Impact of Connecticut’®s Corporare Tax Policy
Changes: 1995-2012.” Storrs, CT: Connecticut Center for Economic Analysis, University of Connecticut.

" The CCEA study reports employment estimates in “job-years” which we take to be equivalent to FTEs.
2 (CEA reported net costs in 2001 dollars. Here, costs have been converted to 2007 dollars using the CPI-U.

% T'hese also represent one year net costs per net job and thus also cannot be directly compared to the HUD $35,000/job
threshold.

“ The Massachusetts DOR study assumed that 7.5 percent of film production would have occurred but-for the film tax
credit and that ten percent of above-the-line earnings would stay in the state economy. An analysis of the economic impact
of a film production in the city of Chicago assumed that only 90 percent of below-the-line spending would stay-in the local
economy. See Arthur Andersen LLP. September 1997. “Economic Impact Study for the Chicago Film, Television &
Commercial Economic Development Coalition.” Chicago, IL. While these particular assumptions may not be as
appropriate for an analysis of Connecticut’s film tax credit, they can be used to illustrate the potential sénsitivity of the
DECD findings.

* Susan M. Christopherson, Maria C. Figueroa, Lois Spier Gray, James Parrott, Damone Richardson, and Ned Righror.
August 2006, “New York’s Big Picture: Assessing New York’s Position in Film, Television and Commercial Production.”
A Report to the New York Film, Television and Commercial Initiative. Ithaca, NY: Cornell University and the Fiscal
Policy Institute.

* The legislation in question, House Bill 4784, did pass in the Massachusetts House of Representatives, but was not taken
up by the state senate by the close of the 2008 legislative session.
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Table 3 {continued)

State Rate Requirements Features Caps/Exclusions

New Jersey | 20% > 60% of total project Transferable, Cannot exceed 50
expenses (exclusive of | seven-year carry- | percent of a -
post-production costs) forward. taxpayer's tax
must be for services liability when
performed and/or goods combined with
used or consumed in other credits; total
New Jersey. value all credits

cannot exceed $10
million in any
fiscal year.

New Mexico | 25% No minimum level of Refundable at $5 million credit
expenditures or filming | 100%. cap per production
days. on services

provided by
performing artists.

New York 30% plusan | For films shotin a Refundable at Generally

additional facility: > 75% of facility | 100%. excludes above-

5% for NYC | expenses must be the-line costs.
incurred at a qualified State cap ranges
New York facility; for from $65 million
location work, post in CY 2008 to0 $110
production and other million in CY
non-facility work: > 2013. NYC
75% of location days allocated $30
must be shotin New million per year
York or production must through 2011 for
spend > $3 million in a the additional 5%
qualified faciliry. credit.

Rhode 25% > $300,000 in Rhode Transferable, Total of all credits

Island Island production three-year carry- may not exceed

expenses and > 51% of
principal photography
days must take place in
Rhode Isfand.

forward.

$15 million per
year.
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Table 5 (continued)

Source: McMillen et al., 2008 and author’s calculations.

Notes: The “loss and damages” category is excluded from this calculation.

Estimated outcomes for the alternative scenarios are calculated by multiplying the DECD study outcomes by the
ratio of “net new” Connecticut expenditures assumed to stay in-state for the alternative scenarios to that for the
DECD study (i.e. 44.3/43.0 and 35.8/43.0).

Net cost is caiculated as gross forgone revenue ($16.5 million) minus net new revenues.

FTE = full time equivalent; GDP = gross domestic product; PI = personal income.
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