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Background.

Pursuant to section 4 of chapter 191 of the Acts of 1996, as
amended, the Joint Committee on Taxation was authorized and
directed to review the effectiveness of the investment tax credit,
including, but not limited to the static and dynamic review loss,
increases in capital investment, job creation and fiscal cost per job.

The Joint Committee on Taxation held two hearings on this issue.
The first was held on April 29, 1997 in Gardner Auditorium at the
State House in Boston. The second was held on May 27, 1997 in
Worcester City Hall.

The Issue

Section 31 A of chapter 63 of the General Laws allows a credit
against corporate excise equal to three percent of the cost of
qualifying tangible personal property acquired, constructed, recon-
structed or erected during the taxable year for certain corporations.
Only those corporations engaged in manufacturing, research and
development, agriculture or commercial fishing qualify for this credit.
The qualifying property may be either purchased or leased. 1 This
three percent rate is effective for tax years ending on or after
December 31, 1993. The investment tax credit is scheduled to revert
to one percent for tax years beginning On or after July I, 1999,
(It was extended an additional 1.5 years in section 207 of chapter 151
of the Acts of 1996.)

At issue is whether the investment lax credit should remain perma-
nently at three percent or revert to one percent on July 1, 1999 as
scheduled.

A REPORT ON THE INVESTMENT TAX CREDIT BY
THE JOINT COMMITTEE ON TAXATION.

The credit for certain leased equipment is subject to proration.
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Findings.

At the public hearings, the committee heard testimony predomi-
nantly from business leaders who overwhelmingly support keeping
the investment tax credit at three percent. This testimony was consis-
tent with the results of a recent survey conducted by KPMG and
Associated Industries of Massachusetts in which 87 percent of busi-
ness leaders found the investment tax credit either a very useful or a
useful tax incentive. No empirical data was offered, however, with
respect to the amount by which capital investment increased or the
amount by which employment increased as a result of the more
generous credit established in 1993.

In fact, much of the testimony focused on how the investment tax
credit encourages businesses to invest in Massachusetts thereby fos-
tering economic development and job growth.2 It is unclear, though,
how much of the investment would have occurred anyway due to the
need for new equipment because of advances in technology, expan-
sion, other tax incentives or non-tax related issues.3

; Information was presented by the Director of the Massachusetts Office
of Business Development based on the states Economic Development
Incentive Program regarding the 5% investment tax credit granted to corpo-
rations that participate in certified project in an economic opportunity area
(“EOA”). According to that information, the investment tax credit is directly
responsible for $756 million in new, private investment, has created 5,350
new jobs and retained 14.000 existing jobs. Each new job created by the
investment tax credit generates $3,300 in tax revenue for the commonwealth
while the average cost per job is $1,979. These figures, however, are based
on the credit for EGAs only, they are not reflective of the investment tax
credit in general. Moreover, these figures assume the investment tax credit is
solely responsible for the investment in these EGAs. This does not take into
account the local property tax exemptions that are given, and other non-tax
related factors such as proximity to markets, labor force, or subcontractors
that a business takes into consideration when deciding where to locate a
new plant.

3 According to a study conducted by Robert Tannenwald, a senior econo-
mist at the Federal Reserve Bank of Boston, state tax policies have little
affect on business location decisions. This is consistent with a statement in
the 1997 Multi-State Corporate Tax Guide published by Aspen Publishers,
Inc., which states that many taxpayers tend to ignore state tax credits in their
planning and research.
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The Joint Committee on Taxation heard testimony in opposition
from the Team Equity Alliance of Massachusetts (“TEAM”).
The premise of their opposition is that the industry has offered no
conclusive evidence that the credit fosters economic development.
In addition, TEAM claims that the increased tax credit is not
affordable at this time.

The Taxation Committee was also charged with examining the cost
per job and the dynamic and static revenue impact. Because the
Committee does not have access to tax return information due to its
confidential nature, it requested the Department of Revenue to
conduct an analysis.

According to the Department of Revenue in its report dated
April 28, 1997, the static revenue cost of the increase in the invest-
ment tax credit from one to three percent per year for FY2OOO is $3O
to $4O million. Using a dynamic model, the state would see an
increase of $25 to $3O million in income, sales and corporate tax
revenues. Thus, the net dynamic effect for the Commonwealth would
be a $5 to $lO million revenue loss. This revenue analysis is not
based on actual tax return data because only the 1993 returns were
available for study. Instead, the numbers are based on a computer
model that uses a growth rate of five percent to eight percent per year
in the value of the tax credit between 1993 and 2000. Per the
Department of Revenue, several years of actual data is required
in order to complete a more meaningful analysis.

Moreover, the information provided by the Department of Revenue
on this issue has not been consistent. The estimates provided in House
One for FY1997 states that the cost of the investment tax credit using
the static revenue analysis is $62 million, and using the dynamic
analysis is $24.5 million. The estimates provided in House One for
FY 1998 states that the cost using the static revenue analysis is $6l
million and the cost using the dynamic analysis is $32 million.
Assuming that this amount represents the entire cost of the tax credit
and that each incremental percentage point represents an equal value,
than the static cost of increasing the investment tax credit from one
percent to three percent would be approximately $4O million in both
fiscal year 1997 and 1998. Using the same assumptions, the incre-
mental cost using the dynamic model would be $16.3 million for
FY1997, $21.3 million for FY1998. These figures are significantly
higher than the dynamic revenue estimates for FY2OOO provided in
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DOR's latest report. It is questionable how the dynamic cost can
decrease by more than $l6 million from fiscal year 1998 to 2000
during a time of growth.

The Department of Revenue’s report does not provide an estimate
with respect to the increase in capital investment or the cost per job
associated with the three percent investment tax credit. The report
mentions a 1993 revenue projection which estimated that the
increased investment tax credit would create 5,000 new jobs, how-
ever, the report does not provide a more recent estimate. This absence
may be due, in part, to the fact that the Department of Revenue has no
way of tracking this information. Such information is not currently
required to be provided by business availing themselves of the credit.
Adding such a requirement may be one way the Legislature could
more closely monitor the effects of the investment tax credit.

The business community itself did not provide any data with
respect to the increase in capital investment or the jobs created due
directly to the increased investment tax credit.4

One of the principal agreements made by the business community
for increasing the ITC was to make Massachusetts more competitive
with other states. According to the 1997 Multi-state Corporate Tax
Guide, however, 25 states do not offer any investment tax credits.
Of the 21 states that do offer a credit, three states (SC, UT, IA)
require that the investment be an enterprise zone. Vermont requires
pre-approval before any credit is allowed, Colorado limits the credit
to a maximum of $l,OOO. Only 16 states allow a research and
development credit unrelated to an enterprise zone. Thus,
Massachusetts clearly offers a more generous credit than most other
states both in size and in scope.

4 DRI/McGraw-Hill prepared a report entitled, Export Gains Lift the
Massachusetts Index of Industrial Performance in the Fourth Quarter
of 1996. The report states that after plummeting 33% between 1984
and 1994, the state’s manufacturing employment has been relatively stable
for three consecutive years. The report never explicitly states that this is due
to the increased investment tax credit. Again, it is unclear how much of this
is due to other tax incentives, the strength of national economy, the rebound
of the Massachusetts’s economy or other factors.
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Recommendations.

The Joint Committee on Taxation recommends that the three
percent investment tax credit be extended for five years and revert to
one percent on July 1, 2002. The Committee further recommends that
the Department of Revenue conduct a new static and dynamic
analysis of the economic impact of the increased tax credit, including,
but not limited to, estimates of the revenue loss, increased investment
and employment, and the fiscal cost per job and report its findings to
the Joint Committee on Taxation on or before July 1, 2001,

Both the Joint Committee on Taxation and the Department of
Revenue lack the necessary data to properly analyze the impact of the
increased investment tax credit at this time. The credit has only been
in effect since 1993, and that is the most recent year for which the
Department of Revenue has statistical data on actual returns. It would
be premature of the Taxation Committee to recommend a permanent
increase in the investment tax credit to three percent, or a decrease to
one percent, without further analysis of the issue and until such time
as more complete information is available.
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