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Exempt From Scrutiny: Tax Breaksin Ohio

EXECUTIVE SUMMARY

Tax expenditures — exemptions, deductions and credits that cause taxes not to be paid
when they would be otherwise — often are overlooked in state budget deliberations. Y et
as the Ohio Department of Taxation has noted, they have the same fiscal impact as direct
expenditures. The taxation department estimated in its regular report on tax expenditures
two years ago that they would total $6.27 billion in fiscal 2006 and $7.12 billion this
fiscal year. Though the major tax reform enacted in 2005 changed the value of many
exemptions, such expenditures are a significant element in Ohio’ s state budget, compared
with actual state tax revenue of $20.8 billion in FY 06. They should be considered in the
budget process.

Ohio’ s tax expenditures not only affect a very substantial share of the state’ s tax base.
Aside from abiennial review of state revenue |osses, they receive no regular scrutiny
though many have been in effect for decades. Since 1963, brewers and beer importers
have gotten a credit on beer and malt beverage taxes for paying part of them afew weeks
in advance. The largest tax expenditure, estimated to be worth more than $2 billion a
year, exempts machinery, equipment, supplies and fuel used in manufacturing from sales
and use taxes. It was last overhauled in 1990. Many tax expenditures like the
manufacturing exemption have a reasonable basis, but still need aregular review.

Numerous tax expenditures are aimed at economic development, yet we have little idea
of who is getting them or whether they are providing the benefits one would demand of a
grant or other outright expenditure. These include a sales and use tax exemption for
equipment used in warehouses when the product is primarily shipped out of Ohio to
certain customers, worth an estimated $6.9 million thisfiscal year. In 2003, the General
Assembly also capped at $800 the amount of salestax paid on each jet aircraft purchased
in fractional shares by wealthy Ohioans. These and other tax expenditures should find
their way into the unified budget for economic development that Gov. Ted Strickland
promised in his campaign. The budget should require disclosure of who is benefiting
from these expenditures and what beneficiaries provide in return over time.

Some tax expenditures provide an advantage to one industry or even one company, which
may disadvantage other companies or industries. For instance, products sent to
distribution centers with more than $500 million in annual supplier costs that ship at |least
half their product out of state are exempt from the new Commercial Activity Tax. Just
one distribution center has claimed the exemption. A cap on the amount of corporate
franchise tax paid under the net-worth formulais available only to companies with $37.5
million or more in net worth. Smaller companies need not apply.

The CAT tax was supposed to be an antidote for the two taxes it is replacing, the
loophole-ridden corporate franchise tax and the often-abated tangible personal property
tax. But while the disappearance of these two taxes does mean loopholes will disappear
with them, the General Assembly added or extended more than a dozen exemptions or
creditsto the CAT that will be worth more than $200 million ayear. That does not
include tax credits worth hundreds of millions of dollars over 20 years for unused net
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operating loss deductions against the corporate franchise tax. These credits will be
available only to companies with large | osses.

A number of other states go further than Ohio and include in their tax expenditure reports
the purpose of each expenditure, analysis of the effectiveness with which that purposeis
being accomplished, and data on the number and type of taxpayers who are benefiting.
Others review how much certain tax expenditures benefit taxpayers according to their
income level. The Ohio Department of Taxation should receive additional funding in the
budget to hire research staff and closely analyze tax expenditures on each of these issues,
going beyond the report it will release as a part of the governor’ s proposed budget.

The Strickland administration should ask for recommendations from the taxation
department and other departments on which tax expenditures no longer serve Ohio and
should be slated for elimination in the upcoming FY 2008-2009 budget. The General
Assembly should also schedule hearings on tax expenditures as part of its consideration
of the upcoming budget. Existing and new tax expenditures should be subject to a limited
term and aregular review.

Ohio’s biennial tax expenditure report is a useful tool for understanding the tax system
and its exemptions, credits and deductions. However, this tool needs to be sharpened and
used more effectively.
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INTRODUCTION

As Ohio produces its biennial budget this year, there will be months of deliberations over
how much the state should spend on education, health care, prisons and dozens of other
programs. This report examines amajor class of expenditures that often is overlooked in
the budget deliberations: Tax expenditures. These are exemptions, deductions and credits
that cause taxes not to be paid when they would be otherwise. As the Ohio Department of
Taxation (ODT) noted in its last official report on the subject, “atax expenditure has the
same fiscal impact as a direct government expenditure,” since it reduces the funds
available for other government programs.*

Two years ago, as required under statute, the taxation department estimated the effect of
eliminating 135 different tax expenditures, ranging from the $20 personal exemption
credit individuals receive on their state income tax to the sales tax exemption on property
used to prepare eggs for sale.? The department concluded in the biennial report that if the
state were to repeal all of these exemptions, credits and deductions, the state would take
in an additional $6.27 billion in FY 06 and $7.12 billion in thisfiscal year.?

The major tax reform enacted later in 2005 changed the value of many exemptions, since
it called for phasing out or reducing some taxes and increasing others.* A new tax
expenditure report, to be released with the executive budget, will estimate the cost of

! State of Ohio Executive budget, Fiscal Y ears 2006 and 2007, Book Two, Tax Expenditure Report,
Prepared by the Department of Taxation and Submitted to the 126" General Assembly by Governor Bob
Taft, February 2005, p. 1. See

21bid, p. 1. “The report includes the legal citation, date of enactment, a description of the tax expenditure,
and estimates the revenue impact from repealing the tax expenditure for fiscal 2006 and 2007.” It covers
eight General Revenue Fund taxes; other taxes that do not provide revenue to the GRF, such as the motor
vehicle fuel tax and the horse racing tax, are not covered. The ODT used four criteriain defining tax
expenditures. 1) Theitem reduces, or has the potential to reduce, one of the state's General Revenue Fund
taxes, 2) The item would have been part of the defined tax base, 3) The item is not subject to an aternative
tax, and 4) Theitem is subject to change by state legidative action and is listed as an exemption, deduction
or credit in the Ohio Revised Code. See p. 2-3 of the report for more description.

% The report estimated the revenue gain for the General Revenue Fund and other funds, primarily local
government funds, in each of the two fiscal years asif the tax expenditure were repealed on July 1, 2005.
This means most of the FY 2006 figures reflect less than afull year’s gain, since tax increases can't be
imposed retroactively. The ODT included in its estimates potential taxpayer changes in behavior in
response to the repealed tax expenditure, and factored out the effect of overlapping tax expenditures when
two different tax provisions might exempt the same activity. It provided separate figures on the value of
each tax expenditure when these two factors were ignored. Policy Matters Ohio uses the former number —
the estimated amount the state would gain if the tax expenditure were repealed — in this report unless
otherwise noted. Thisis the more conservative estimate.

* The phase-out of the corporate franchise tax and reduction in the individual income will reduce the value
of exemptions against those taxes, while the increase in the sales tax compared to the permanent 5.0 percent
rate used for the last tax expenditure report will boost the value of sales-tax exemptions. Meanwhile, new
exemptions have been created for the newly created commercial activity tax. Numerous effective
exemptions are excluded from the report; for instance, Ohio’s sales tax does not cover nuMerous services,
but these are not included in the report as they are not considered part of the base. See Taxing Issues,
Implications of Tax Expenditures on Ohio’s Revenue System, by Richard G. Sheridan, David A. Ellisand
Richard Marountas, Federation for Community Planning, October 2002, p. 2.
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such exemptions, deductions and creditsin FY 08-09. Many of the estimates are
approximations, based on ODT analysis of available statistics and reasonable
assumptions. However, in comparison with overall tax revenue of $20.8 billion in FY 06,
such expenditures are obviously a significant element of Ohio’s state budget.”

Ohio’ stax expenditures not only affect a very substantial share of the state’ s tax base,
they receive no regular scrutiny by the General Assembly, though many have been in
effect for decades. Many are aimed at economic development, yet we have little idea of
who is getting them or whether they are providing the benefits one would demand of a
grant or other outright expenditure. Some tax expenditures provide an advantage to one
industry or even one company, which may disadvantage other companies or industries.
And though a substantial number of tax loopholes are being phased out together with the
state’ s corporate franchise tax, the General Assembly added numerous other tax breaks
when it created the commercia activity tax.

Gov. Ted Strickland has said that current estimated spending levels proposed by agencies
under the Taft Administration exceed available revenue growth by $1 billion to $1.5
billion over the next biennium.® This underlines the need to carefully examine tax
expenditures as part of the budget process. This report highlights some of the state' s tax
expenditures and makes recommendations for review of them.

As the Federation for Community Planning (now the Center for Community Solutions)
pointed out in a 2002 report on the subject, there are two types of tax incentives. “Some
are used to encourage business investment in the state or one of itslocalities. Others are
used to promote social policy goals.”” Among the latter, for instance, are the personal
exemption on the individual income tax, which was estimated to cost the state $619.6
million in FY 07, and the sales tax exemption on prescription drugs and medical supplies,
which costs $247.7 million. The exemption of food for off-premises consumption from
the sales tax is not included in the tax expenditure report because it is part of the Ohio
Constitution and cannot be changed simply through legidative action. Thisillustrates that
the curtailment of some of the largest tax expendituresis neither likely nor desirable.
Table 1 liststhe 10 largest tax expenditures in FY 07 as estimated by the taxation
department two years ago:

® L egislative Service Commission, Table 1, GRF, LGF and LPEF Revenue History, FY1975 — 2007. See

ihttp://www .1 bo.state.oh.us/fiscal Tbudget/testimony/126ga/Histori cal Revenue2006-09.pdf, accessed Jan. 30,
2007. This tax revenue figure includes taxes deposited into the GRF and into local government funds.

6 “Strickland Discusses Ohio Budget Redlities,” See

" Taxing I'ssues, Implications of Tax Expenditures on Ohio’s Revenue System, p. 3.
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Table1
Top 10 Tax Expenditures, FY07, by Foregone Revenue

Type of Tax Foregone

Against Which FYO7 revenue

Exemption is Taken Tax Expenditure Description (millions of dallars)
Property used primarily in manufacturing

Sales and Use Tax tangible personal property 2,054.5

Individual Income Tax | Personal exemption deduction 619.6

Sales and Use Tax Packaging and packaging equipment 312.6

Individual Income Tax | Joint filer credit 2731
Sales of prescription drugs and selected

Sales and Use Tax medical supplies 247.7
Sales to churches and certain other types

Sales and Use Tax of non-profit organizations 225.7
Sales of tangible personal property and

Salesand Use Tax services to providers of electricity 2074

Salesand Use Tax Transportation of persons or property 191.3

Individual Income Tax | $20 personal exemption credit 184.1
Social Security and railroad retirement

Individual Income Tax | benefits exemption 182.6

Source: Tax Expenditure Report, Ohio Department of Taxation, February 2005. Amounts reflect revenue
the state General Revenue Fund and other funds, primarily local government funds, would gain if
exemption or credit was repealed as of July 1, 2005.

NO REGULAR SCRUTINY

Once atax expenditure is approved by the General Assembly, it continues indefinitely.
Only rarely is one repealed, such as when the sales and use® tax exemption for investment
metal bullion and coins was wiped out because of the Tom Noe scandal in 2005.
Generally, however, they are not subject to any regular scrutiny by the General
Assembly.® Thus, they represent a privileged state expenditure, unlike spending for
public education, prisons, health care or any other purpose. Though their origins may be
murky, many tax expenditures have continued for decades, draining state revenue,
providing a special advantage, without an accounting for whether they serve their original
purpose or any legitimate purpose at all.

8Use tax is a companion tax to the sales tax. It is due on purchases made out of state but consumed within
the state.

°As the Tax Expenditure Report puts it: “Unlike direct expenditures, tax expenditures are not analyzed and
reviewed as part of the budget process. They may remain in effect indefinitely, with no scrutiny by policy
makers.” Tax Expenditure Report, p. 1.
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