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Tax Topics for 2010

Rhode Islanders understand that we make a collective investment in a safe, prosperous state by setting aside a
portion of our income to pay for the kinds of public structures and services that enhance the quality of life for
all of us. We rely on the roads, bridges and transit systems that get us to work each day. We need elementary
and secondary schools, colleges and universities, and workforce training programs to ensure we have a skilled
and agile workforce, both now and in the future. Investments in our public health system keep Rhode
Islanders healthy and ensure seniors and people with disabilities are well cared for. We enjoy public parks and
beaches for recreation. And we depend on our public safety and court systems to protect our families, our
homes, and our businesses.
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Due to the national economic recession, state revenues have plummeted, leaving us without the resources we
need to support these essential public systems and structures. The steep decline in state revenues has
occurred at the same time that the demand for public services has increased. Without new revenues, we face
the dismantling of core public functions that are critical to a successful economic recovery. We cannot allow a
temporary economic downturn to destroy decades of progress that we have made in building up our state.

We need to take a careful look at our current tax system to determine where the challenges and opportunities
are. In order to get Rhode Islanders back on their feet, and to ensure that our businesses and our communities
have the resources they need, we must take a balanced approach to solving our budget problems. That means
not only looking at how to be more mindful about our spending, but also looking at ways in which we can make
our tax system more sustainable for the long-term. Below are several state tax policy issues and
recommendations that would improve the accountability, adequacy, and equity of our tax structure. These tax
policies become even more important given the growing tendency of state governments, including Rhode
Island’s, to reduce local aid and shift the responsibility of raising revenue onto cities and towns.

Accountability...

SHINE A LIGHT ON RHODE ISLAND’S HIDDEN SPENDING: TAX EXPENDITURES

The state budget is supposed to be the place to find out where tax dollars are being spent, but in Rhode Island
the budget only tells part of the story. Another kind of government spending comes in the form of tax
exemptions, credits, and deductions called “tax expenditures” which reduce the tax liability for firms or
individuals. Essentially tax expenditures represent state spending
through the tax code. Unlike direct spending programs which are
scrutinized annually, tax expenditures become permanent provisions
of the tax code and can continue indefinitely without any review.

OUR COLLECTIVE INVESTMENTS IN
ROADS AND BRIDGES

Rhode Island publishes a biennial Tax Expenditures Report that is
intended to document the cost of tax expenditures. Itis considered to
be among the least useful reports in the country, however, because it
omits certain taxes and fails to provide many cost estimates. The
Poverty Institute’s analysis of the 2008 Tax Expenditures Report found
that more than half (118) of the 211 listed expenditures could not be
reliably estimated by the Division of Taxation. Of those that were
estimated, the report found the state was losing at least $1.3 billion as a result of tax expenditures.
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A sizable amount of this total was for things that many Rhode Islanders would agree are worthwhile, such as
allowing for deductions for taxes paid to other states. There are numerous other tax expenditures, however,
including many enacted in the name of economic development for which we know little or nothing about in
terms of whether they are achieving their intended goal. In good economic times, lawmakers should know
what the state is losing in revenue forgone to tax expenditures in order to get an accurate picture of the state’s
finances. In difficult times like this, it is even more critical to ensure our limited resources are being used in the
most cost effective way possible.

Rhode Island’s Tax Expenditure Report should be published annually and included as part of the budget
submission so that this form of government spending is given the same level of scrutiny as direct spending.
The report should also include a stated purpose for each tax expenditure and a determination as to whether
the item is achieving its stated purpose.

HOLDING THE GOVERNMENT ACCOUNTABLE FOR CORPORATE ACCOUNTABILITY
Legislation was enacted in 2008 to require greater disclosure and accountability of six tax credits available to
corporations. The legislation required that information be published documenting the companies using the
credits, the value of the credits received, the jobs created or retained, as well as the wages and benefits
offered by these companies. This information was to be presented in the Governor’s proposed state budget so
that these six tax expenditures could be considered as part of the budget deliberations.

OUR COLLECTIVE INVESTMENTS IN Since these requirements went into effect, however, only the most

EDUCATION basic information about which companies received the credits and the
amount of credits received has been reported. Critical information
I , about jobs, wages, and benefits has not been reported, leaving
policymakers unable to evaluate whether these tax credits are cost
Y effective tools for economic development.
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State officials should find a solution to ensure the timely reporting of
the information required through the 2008 tax credit and incentive
disclosure legislation.

Adequacy...

THE HIGH COST OF CUTTING PERSONAL INCOME TAXES
Before the personal income tax was restructured in 2010, taxpayers had the option of filing their taxes under a
graduated rate structure, or they could use a flat tax. The flat tax was adopted in 2006 to provide a tax cut to
the wealthiest households in the state. By 2011, when the flat tax was scheduled to be fully phased-in, it was
expected to cost the state more than $75 million a year.

As policymakers deliberated an overhaul of the personal income tax during the 2010 legislative session, the
debate focused mainly on the fact that under the proposed structure a majority of taxpayers, particularly those
with low-incomes, would see their personal income tax liability reduced. This was accomplished by broadening
the income tax brackets, lowering and reducing the number of tax rates, eliminating itemized deductions and
all but eight tax credits, and implementing a new, higher standard deduction. Less attention, however, was
given to the fact that the overhaul would maintain the revenue losses being incurred under the flat tax system,
which was eliminated under this new tax structure.



While the new structure was promoted as “revenue neutral,” what that really meant was that the state would
not lose any more revenue than the $75 million estimated to be lost when the flat tax would have been fully
phased in. Maintaining this revenue loss will only further deteriorate the state’s long-term fiscal health and

place further pressure on state lawmakers to shift the responsibility to
pay for necessary services to local governments, as we have seen this
past year.

OUR COLLECTIVE INVESTMENTS IN
PUBLIC SAFETY

In addition, the top marginal tax rate was reduced from 9.9 percent to
5.99 percent and taxpayers will now be allowed to apply certain tax
credits, including the historic structures and motion picture tax credits,
against their new tax rate (tax credits were not allowed under the old
flat tax system). While the state’s historic tax credit program has
formally ended, tens of millions of dollars of tax credits have not yet

been used. A report produced by the Office of Revenue Analysis shows

that, until the existing credits fully expire, some of the wealthiest taxpayers in the state could enjoy a
significant tax break in the coming years if they choose to use these tax credits. The legislation also repealed
the state’s 5.5 percent Alternative Minimum Tax (AMT) designed to ensure that the very wealthy pay some
personal income tax. There was no estimate of the cost of repealing the AMT.

The impact of the new personal income tax structure on state revenues needs to be closely monitored, and
adjustments should be made as needed to protect the state’s financial health in the future.

A MODERN DAY SALES TAX
When the sales tax was originally adopted in the 1940s, people spent more on goods than services, and
generally these purchases were made at a local retail store. Consumption patterns have changed, which is why
more services and digital purchases need to be subject to the sales tax. While many states have begun to
modernize their sales tax to protect this important source of revenue, Rhode Island remains behind the times.

According to the Federation of Tax Administrators, Rhode Island only taxed 29 out of a possible 168 services in
2007. OQurs is one of only 14 states that does not tax downloaded computer programs or software and we
remain one of 24 states that does not tax music, videos, games or books downloaded from the internet, despite
the fact that similar goods (such as DVDs and CDs) are taxed when purchased from a retailer.

Rhode Island should begin taxing computer programs and software, music, videos, games and books
downloaded from the internet, and consider taxing services that are currently exempt.

“CUT!” = THE MOTION PICTURE PRODUCTION TAX CREDIT
The Motion Picture Production Tax Credit allows for a credit equivalent to 25 percent of qualified production
costs attributable to production expenditures made within the state. Since Rhode Island enacted its motion
picture tax credit in 2006, the state has foregone close to $45 million in revenue. A 2008 report by the state’s
Office of Revenue Analysis found that for every dollar the state gives up to these tax credits, it only recoups 28
to 32 cents in revenue, indicating that the state is not benefitting from this tax credit program. In addition,
more and more states have enacted motion picture tax credits. Today, 41 states offer some form of a motion
picture tax incentive that resulted in combined nationwide revenue losses of $1.3 billion in 2008. The
widespread availability of the credit means that states need to enact steeper credits to remain competitive.

Rhode Island can no longer afford to compete in this race to the bottom and should eliminate the Motion
Picture Production Tax Credit.



Equity...

TAXES FALL MOST HEAVILY ON POOR IN THE OCEAN STATE
Rhode Island’s tax system is inequitable. It requires low- and modest-income taxpayers to contribute a larger
share of their incomes to taxes than upper-income households. According to the Institute on Taxation and
Economic Policy, the poorest fifth of taxpayers paid almost twice as much (11.9 percent) of their income
towards state and local taxes as the wealthiest one percent - who paid only

OUR COLLECTIVE 5.7 percent of their income towards taxes after the federal deduction offset.

INVESTMENTS IN
PUBLIC PARKS AND BEACHES The main reason is the reliance on property taxes and regressive sales and
excise taxes which fall disproportionately on the worst-off families. The
state’s one progressive tax, the income tax, is not enough to offset the
impact of these other taxes. This problem will become more profound as a
result of recent state cuts to local aid and the legislative authority given to
cities and towns to increase the motor vehicle excise tax.

Rhode Island could improve its overall tax fairness by increasing the

refundable earned income tax credit (EITC) which would put more money into the pockets of Rhode Islanders.
The EITC is considered among the most effective anti-poverty programs in the country, helping families meet
their basic needs while providing a boost to the state as refunds are reinvested back into our local economy.

Rhode Island’s refundable EITC should be increased, or better yet made fully refundable, to help offset
regressive state and local taxes (like sales and excise) and help low-wage workers make ends meet.

LEVEL THE PLAYING FIELD FOR SMALL BUSINESS BY CLOSING CORPORATE LOOPHOLES
Big companies use a legal "corporate loophole" to dramatically lower their taxes by filing separate tax returns
for various subsidiaries as though they weren’t part of the same business enterprise. By filing separate returns,
corporations can artificially shift profits that are actually earned in Rhode Island onto the books of subsidiaries
that Rhode Island cannot tax because they are located in other states. States can stop this by enacting
“combined reporting,” which requires corporations to add together the profits of all members of the corporate
family and divide those profits for tax purposes among the states in which the company does business in
proportion to the level of business activity conducted in each state. Rhode Island is among a minority of states
that have left the door open for the use of aggressive interstate income-shifting schemes.

Combined reporting would level the playing field between large, multi-state corporations and small, locally
owned businesses in the state by preventing large corporations from boosting their after-tax income and their
ability to undercut the prices of smaller, in-state businesses. It would also help raise revenue to preserve vital
public services that businesses rely on and expect.

Rhode Island should join the majority of states that have enacted “combined reporting” to ensure that multi-
state corporations pay their fair share in taxes.

GRADUATING TO A GRADUATED CORPORATE MINIMUM TAX

In Rhode Island, 93 percent of all businesses paid only the corporate minimum tax of $500 a year in Tax Year
2008. This included close to 10,000 corporations with gross receipts totaling more than $2.5 million.
Corporations should pay their fair share towards the public services and infrastructure they use every day.

Rhode Island’s corporate minimum tax should be graduated and based on receipts in order to improve the
equity of the state’s corporate tax.



