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With the Ohio legislature in the final stages of deliberation on the state budget, policymakers
are faced with a revenue decline of historic proportions. Tax revenues for Fiscal year 2010 are
forecasted to fall $3.5 billion below their 2008 level — a drop of 18 percent.! Even with a
revenue loss of such magnitude that Ohioans face potentially crippling cuts in vital services,
House Bill 1 - the budget legislation — includes new tax breaks that will lower revenue even
further. Existing tax credits and exemptions are projected to cost the state approximately $15
billion over the FY 2010-2011 budget biennium.?

One of the proposed new tax breaks is directed to the movie-making industry. Under a
proposal included in H.B. 1, Ohio would join 41 other states that offer preferential tax treatment
in the hope of luring film production to the state. The aim is not that someone in Cleveland or
Chillicothe can see a snippet of their neighborhood on the big screen with a famous actor
walking down the street. Supporters of these credits contend that the economic activity, and
resulting tax revenue, that a movie production brings would far exceed the cost to the state of
giving away tax breaks.

But these credits have become controversial in many states because the reality is that they do
not work as advertised. The film industry generally does not create permanent jobs and
imports much of its highly paid labor from out-of-state. The pressure for states to compete for
film production has become extremely intense, leading to a bidding war. Michigan, for
example, will pass out $99 million in film tax credits this fiscal year and $198 million next year.?

The bottom line is that they are a net loss to state treasuries even when the film industry grows.
That, in turn, means that state services or programs must be cut — or taxes raised -- to keep the
budget in balance due to the loss from tax credits.

An analysis by the Federal Reserve Bank of Boston summarized the issue this way:

The little evidence available suggests that film tax credits do attract film
production and create jobs in states that have little or no film industry.
However, they also cost states considerable foregone tax revenue. The film
production stimulates little additional economic activity in other industries.



Consequently, film tax credits do not “pay for themselves” by indirectly generating
additional corporate income, sales, and property tax revenue.* [emphasis added]

Given the state's fiscal condition and the actual impact of film credits, it is clear that Ohio would
be better off without a film production tax credit. There are better, if less glamorous, uses for
economic development resources that will have a more positive effect on growth far into the
future — like workforce training and programs to help companies adopt new technologies.

Fiscal Effects of Film Tax Credits in Other States

All of Ohio’s surrounding states have some form of film tax credit. A survey by the Associated
Press found the 41 states with subsidies for the movie industry committed $1 billion in 2008.
Some states, particularly Louisiana and New Mexico, actually have boosted the presence of the
movie industry within their borders, though not necessarily to their economic benefit. As more
states adopt a credit their value to each state declines as the bidding for movies becomes more
intense and film producers adeptly shop around for the best deal.®* New York, for example,
recently felt compelled to triple its credit.”

Film production tax credits have been analyzed in several states. As Ohio Tax Commissioner
Richard Levin, citing studies of New Mexico and Louisiana film tax credits testified to the Ohio
legislature, “...the anticipated payback in terms of state tax revenues is only 14%-20% of the
credit cost.”® The summary of studies from other states follows:

Connecticut. The state Department of Economic and Community Development analyzed one
year’s worth of film productions and found new revenues only covered about 20 percent of the
amount the tax credits. ° Connecticut Voices for Children, a non-profit group, this year
reported a negative return on state investment, in part because Connecticut law allows products
and services purchased out-of-state to be eligible for the credit.’® The Voices for Children’s
report estimated that the state might get back as little as four cents for each dollar of tax credit
invested, and no more than 20 cents on the dollar if very generous assumptions were used.!!

Louisiana. A 2005 report by the Louisiana Legislative Fiscal Office found that while film
production increased significantly in the state, revenue gains only offset about 16 to 18 percent
of the costs of the credit. > The report noted that even if 100 percent of movie production
purchases were made in-state, rather than 40 percent, the state would still only recover 35 to 40
percent of its costs. '3

Massachusetts. The Massachusetts Department of Revenue analyzed the state’s film
production tax incentive applications over a three-year period (2006 to 2008) and estimated that
the state would forego approximately $138 million in tax revenue and collect $18.6 million in
income tax revenue from film productions.’* The report stopped short of drawing final
conclusions about net total economic and tax impacts but noted that the analysis would have to
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take into account lowered state spending as well as multiplier effects on the rest of the economy
from spending by film production companies and their employees.

New Mexico. New Mexico State University, in a study conducted for the state Legislative
Finance Committee, found that $39.2 million in tax rebates given for film production in 2008
yielded just $5.5 million in revenues — a recovery rate of 14 percent. 5

Pennsylvania. The Pennsylvania legislature commissioned a study by Economics Research
Associates, an economic consulting firm,* which found that the state’s program created a net
tiscal loss even if both state and local tax revenues are included.?” State and local governments
were estimated to have gained back only 30.8 percent of the value of the tax credit.

Wisconsin. The Department of Commerce concluded that the Wisconsin film tax production
tax breaks were not cost effective based on actual production costs and tax credit awards from
the major motion picture “Public Enemies.”'® Of the $18 million total production costs, $5
million were spent in Wisconsin. The tax credit amount was $4.6 million, almost completely
subsidizing in-state expenditures. The estimated taxes paid by the production were $270,000,
recovering a paltry 5.9 percent of the original credit amount.’® The legislative Joint Committee
Finance proposed incorporating changes to the credit in the state’s budget bill and limiting new
credits to $1.5 million per year over the next two years.?

Advocates for film tax credits often cite reports showing the benefits of such programs. But
some have been shown to be flawed, as was the case with two studies by Ernst & Young (E&Y)
dealing with New Mexico and New York.? Both studies were sponsored by the film offices of
the respective states. A critique by Jennifer Weiner, of the Federal Reserve Bank of Boston,?
found:

Although some of the methodological choices made by the E&Y authors are
legitimate, there are several problems with the studies that lead us to question the
accuracy their findings. For example neither E&Y study incorporates a balanced
budget requirement (though both states have one), and neither adjusts for salaries
earned by big name actors and other “above the line” personnel who are likely to
reside out of state. Furthermore, both E&Y studies lack explanatory methodological
detail, which makes it difficult to gauge whether their findings are plausible.

Weiner also noted that these studies assumed that all of the production activity receiving credits
would not have occurred in the absence of a credit, and that between 25 and 40 percent of the
economic gains from the film tax credit occurred because of increased tourism after production
was finished. The chief economist of the New Mexico Legislative Finance Committee also
raised concerns about the methodology of the Ernst & Young study, writing in a memo to
legislators that the study had “...overstated the case for the fiscal impact of the film production
tax credit.” 2



The consensus among independent studies of the fiscal returns to film production tax credits is
that these subsidies are net losers for state treasuries, even in states where the level of film
production increased significantly. The economic returns to a state are better to the extent that
more purchases take place in-state and more state residents are hired. Economic effects are
permanent only under certain conditions, such as investments in studios and production
facilities, development of a specialized labor pool, or significantly increased tourism. As other
states’ credit programs become more generous, Ohio’s price of admission to this competition is
increasing. This raises the question of whether it is a price worth paying — especially when the
tradeoff is cuts in state funds available for education, health, and existing economic
development programs. The weight of the evidence is that the state would be better off not
going down this path.

Analysis of Current Ohio Legislation

As H.B. 1 made its way through the General Assembly it became more favorable to the film
industry.?> By the time the bill went through the Senate, the film tax credit had been radically
altered in crucial ways. The legislative conference committee now has the task of reconciling
the House and Senate versions of the bill. The conference committee can choose to adopt either
version, delete it entirely, or modify the program to make it acceptable to both chambers.

The original executive proposal would allow the Department of Development to issue up to $20
million in "refundable" tax credits to motion picture production companies over the budget
biennium.?* A refundable credit means that the film production company or its investors would
receive a payment for any amount of the credit remaining after tax liability is reduced to zero.
Both movie and television productions would be eligible for reimbursement, with a long list of
exclusions intended to disqualify shorter productions that did not use many actors or crew
members.” The minimum investment threshold to receive a credit would be $1.2 million with
the actual amount of the credit limited to 25 percent of the original budgeted Ohio expenditures
or actual expenditures, whichever was less.

The executive proposal listed items and services that would count toward the credit and would
have to be purchased and consumed in Ohio. Most importantly, the proposal promoted the
hiring of Ohio residents by limiting non-resident payroll expenses to no more than 10 percent of
the total amount claimed in the application for the credit.?

The House version of the bill lowered the minimum investment amount to $300,000. Instead of
maintaining the cap on claiming non-resident payroll expenses, the House added a higher 35
percent credit for Ohio residents’ payroll. Reimbursement for all other expenditures remained
at 25 percent.



The Senate version of the bill is a reprise of House Bill 196 from the previous legislative session.
Richard Levin, the Ohio Tax Commissioner testified against the bill in both the House and
Senate. His testimony raised three main objections to the bill.?

1. The revenue the state would lose was unacceptably high, even accounting for an
expected increase in economic activity.

2. Economic analyses in other states have shown that the credits do not pay for themselves.

3. The bill created a “bad precedent” by making the tax credit transferable to others not
involved in film production.

Despite the administration’s objections, the General Assembly passed House Bill 196 in
December 2008; the governor vetoed it in January with a message that repeated the Tax
Department’s objections and added that the matter should be dealt with in the budget.*

The reprise of H.B. 196 in the Senate version of the budget would allow $100 million in tax
credits to be issued each year through 2013. This represents an enormous investment. By way
of comparison, the state has issued $50 million in bonds annually to finance the Third Frontier
program, its premiere investment in science and technology. The state had also planned to
invest $50 million per year in an internship and coop program that will now likely be put on
hold because of the budget crunch.

The Senate version has no preferences for hiring Ohio residents. The credit is not refundable,
but becomes transferable to any other taxpayer and can be carried forward for up to 10 years
until it is used up. Taxpayers who purchase the credit do not need to have any relationship to
the original film production activity.

For an investment of $300,000 or more, the credit is 25 percent of the investment amount.
Unlike in the executive or House proposal, goods purchased outside of Ohio are eligible for the
credit.

As the Tax Commissioner noted last year, one of the most troubling provisions of the version
passed by the Senate in H.B. 1 is that it allows the credit to be granted based on estimated
production expenses before the movie is complete. Since estimated costs could be higher than
actual costs, the amount of the credit could exceed the investment amount.3! Under the bill, the
state gives up its recourse to recover disallowed amounts from the owner of the tax credit
certificate, which may be sold to a third party. Instead, the state can seek compensation from an
affiliate of the movie production company that has been previously named for this purpose.
This method for adjusting previously-issued credits is likely to lead to litigation. The entire
situation could be avoided if the credit is issued after production is complete, based on audited
financial statements.



Conclusion

When the governor vetoed last year’s tax credit bill (H.B. 196) his message was that the issue
should be taken up in the context of the budget debate. Since his veto in January, the state’s
fiscal condition has deteriorated to the point that the conference committee is faced with the
prospect of cutting an additional $3.2 billion from the budget unless it takes action to raise
revenue. These cuts will reduce or eliminate vital health and human services programs at a
time when Ohio families need them the most. There could not be a worse time to create a
subsidy that will open another hole in the state budget. A host of studies from other states have
shown that film tax credits do not “pay for themselves.” Because the state must balance its
budget, the revenue lost from a film tax credit will have to be balanced through cuts to state
spending that will reduce jobs and economic activity. The cost of admission to the bidding war
for film production is very high and getting higher. There are other economic development
strategies that are more likely to create permanent jobs and build a comparative advantage for
the state. The film tax credit should be removed from House Bill 1.
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