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Chair Fukunaga, Vice Chair Espero and Members of the Committee on Economic

Development and Taxation.

The Department ofBusiness, Economic Development and Tourism (DBEDT) supports

Part I Section 1 ofHB 2415 HD 1 Proposed SD1. However, DBEDT opposes Part I Section 2

and Part II Section 3 of HB 2415 HD 1 Proposed SD1.

The Hawaii Innovation Initiative encourages technological innovation and understands

that small businesses are the true innovators. The Hawaii Matching Grant Program helps support

Hawaii companies by matching federal awards at 50 per cent, but not to exceed $25,000. This

matching formula was created when the maximum Phase I federal award was $50,000.

HB 2415 HD 1 Proposed SD1 Part I Section 1 would remove this cap and the Hawaii

matching grant would be at 50 per cent of the federal award. This is a vital improvement as the
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present Phase I federal award ceiling is $100,000. The current $25,000 Hawaii match has not

kept up with the increased federal funding levels and this amendment would remedy the

imbalance.

HB 2415 HD 1 Proposed SDI Part I Sectionl also amends the current statute to give

preference to qualified companies receiving their first award over previous awardees. This

revision would be in the spirit of the SBIR Program investing in and fostering Hawaii's small

businesses.

As mentioned above, DBEDT opposes HB 2415 HD 1 Proposed SD1 Part I Section 2 and

Part II Section 3, which proposes to disband the High Technology Innovation Corporation

(HTIC). HTIC plays an important role in promoting high technology in conjunction with the

High Technology Development Corporation (HTDC). With its non-profit status, HTIC executes

programs and projects that allow for tax deductible foundation contributions toward the

development of the State's high technology industry. In addition, HTIC manages programs such

as the National Governors Association Science, Technology, Engineering, and Math (STEM)

Grant. Disbanding HTIC would adversely affect this grant and other HTIC programs.

Thank you for the opportunity to provide these comments.
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Tuesday, March 18,2008
1:15 PM
Conference Room 224, State Capitol
415 South Beretania Street

From: Ron Weidenbach, President, Hawaii Aquaculture Association
Phone: 429-3147, Email: hawaiifish@gmail.com

Re: HB 2415 HD1 Proposed SD1 RELATING TO HIGH TECHONLOGY

Chair Fukunaga, Vice Chair Espero, and Corrimittee Members:

The Hawaii Aquaculture Association (HAA) strongly supports HB 2415 HD1 Proposed SD1,
relating to high technology that in Part I removes the $25,000 limit on HTCD grants to recipients of
federal Small Business Innovation Research Phase I awards or contracts, or federal Small Business
Technology Transfer Program awards, retains limits of 50 percent ofthe federal award or contract,
requires HTDC to expend any remaining 2006-2007 funds on grants in 2008 and 2009 and to report to
the 2009 and 2010 legislature on expenditures, and in Part II repeals chapter 206M, Part IV, HRS.

Many members ofthe Hawaii aquaculture industry have been successful in competing nationally for
Federal SBIR and SBTT grants to support the development ofnew aquaculture technologies and
products. The HTDC grants help Hawaii's technology companies to better compete nationally, to
purchase specialized research equipment, and to hire international consultants not otherwise covered
by the Federal SBIRISBTT programs, so as to enable them to be more successful in meeting Federal
research objectives and in subsequent commercialization efforts, and helps Hawaii companies bridge
the funding gap between the Phase I grants and follow-on Phase II grants thereby enabling companies
to retain critical staff and live research plants and animals.

In summary, HTDC's grant program is very beneficial to Hawaii's technology companies and, as such,
HAA strongly supports passage ofHB 2415 HD1 Proposed SD1. Thank you for the opportunity to
testify.
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Chair Fukunaga, Vice Chair Espero, and Members of the Senate Committee on Economic

Development and Taxation.

The High Technology Development Corporation strongly supports only PART I

SECTION 1 and opposes PART I SECTION 2 and PART II SECTION 3 ofHB 2415 HDI

Proposed SD1.

1. We offer these comments in support of PART I SECTION 1:

Hawaii SBIR Matching Grant Program Results

The State's Hawaii Small Business Innovation Research (HSBIR) Program which is a
matching grant program shows that 67 local companies were awarded 305 federal SBIR Phase I
and Phase II grants totaling nearly $71 million to date. During this same period the State
awarded $4.5 million in matching grants to local companies and these companies have attracted
$57.5 million in federal SBIR Phase III commercialization funding. Generally, for every State
dollar ($1) invested in SBIR matching grant program, Hawaii companies have attracted over
fifteen dollars ($15) in federal SBIR awards or twenty-eight dollars ($28) in total federal SBIR
monies when you include funding for technology commercialization.

Future Trend Estimate for Hawaii SBIR Matching Grant Program

There is an increase in federal SBIR awards won by Hawaii companies and this is a trend
that is likely to continue to increase. In the first 14 years of the program, local companies won
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an average of 10 federal Phase I awards per year, with a total value of $1 0.5 million over the 14
years. These local companies attracted another $21.7 million in follow-on federal SBIR funding
to Hawaii. Within the past five years of the program, local companies won an average of 18
federal awards per year (27 in 2006 alone), with a total value of$12.5 million over five years.
These companies attracted another $25.5 million in follow-on federal SBIR funding to Hawaii in
just the past five years.

Summary of PART I SECTION 1 ofHB 2415 HD 1, Proposed SDI

The bill makes "housekeeping" modifications to three sections of HTDC enabling
legislation (HRS Section 206M-15). This statute provides state matching grant funding to
Hawaii companies that have been awarded federal Small Business Innovation Research (SBIR)
Phase I awards and federal Small Business Technology Transfer (STTR) Phase I awards.

SBIR is a three-phase federal program that provides small businesses the opportunity to
win federal R&D grants and contracts. In Phase I, the small business explores the technical merit
or feasibility of an idea or technology. In Phase II, the small business expands upon Phase I
results. In Phase III, the project matures and is commercialized. No SBIR funds support Phase
III activities. STTR is a sister R&D funding program to SBIR and is similarly organized in three
phases. STTR primarily differs in that the small business must partner with a research
organization to carry out the research, thus encouraging greater collaboration between the
university and industry. The SBIR and STTR programs provide the necessary funding for
innovative research and development efforts that is normally not available from traditional
sources.

Hawaii companies that receive SBIR and STIR Phase I feasibility study awards can
apply for state Hawaii SBIR and STIR matching grants. The state grants enhance a company's
Phase I project development while helping it to develop stronger proposals for the more lucrative
federal Phase II awards (normally $750,000 or more to build a prototype), and ultimately to
commercialize their innovations successfully and profitably. Ultimately the goal of the matching
grant helps Hawaii companies launch new commercial products into the marketplace.

(1) First Housekeeping Amendment

The first requested change is to adjust the ceiling of the Hawaii SBIR grant to be
consistent with the original intent of section 206M-l 5. When the Hawaii SBIR grant program
was created nineteen years ago, the federal SBIR Phase I award was $50,000. The state
matching grant was based upon 50-percent of the federal Phase I amount, which happened to be
$25,000. Currently the federal SBIR Phase I awards average $100,000 and up. The state
matching grant has not proportionately increased or kept up with the federal award due to the
$25,000 ceiling in the existing statute. Therefore, we request that the $25,000 cap be removed,
so as to allow the higher amounts to be awarded. The ceiling increase does not mean that larger
grants will be regularly awarded, but rather that they can be awarded particularly for exceptional
research projects.
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(2) Second Housekeeping Amendment

The second requested change redefines award priority for small businesses that receive an
SBIR award for the first time. Currently the statute reads that an SBIR Phase I awarded
company will receive funding preference if it applies for the state grant for the first time in a
fiscal year. This clause provides the same level ofpreference to a multiple-SBIR award winner
so long as it was their first time in a fiscal year, as it would to a first-time-ever SBIR awardee.
Since HTDC places priority on supporting new companies to the SBIR program, we would like
to revise the language to read: "Give preference to all qualified businesses receiving their first
award over multiple award grantees".

(3) Third Housekeeping Amendment

The third requested change relates to the situation when there is not sufficient Hawaii
SBIR budget available to fulfill the applicants' requests. The current language states that HTDC
"shall apply for funds to be transferred from the Hawaii capital loan revolving fund" if the
budget is inadequate to satisfy all qualified requests. In effect, HTDC must request the loan.
HTDC prefers fiscal oversight and the choice to borrow funds from the state loan program in
case of a budget shortfall, as opposed to "automatically" borrowing from the loan program.
Therefore, HTDC would like to replace the word "shall" to "may", so the language reads "the
development corporation may apply for funds to be transferred from the Hawaii capital loan
revolving fund".

To summarize PART I, SECTION 1, the requested language changes strengthen the
successful Hawaii SBIR and STTR programs by allowing small businesses with exceptional
SBIRISTTR projects to receive larger state grants to accelerate commercialization; placing
priority on awarding true fust-time SBIR and STTR companies; and allowing HTDC the
flexibility in times of budget shortfall, to choose to borrow other state funds instead of making it
a requirement.

2. And, we offer these comments in opposition to PART I SECTION 2 and PART II

SECTION 3:

Part I Section 2 ofHB 2415 HD1 Proposed SD1 proposes to dissolve the High
Technology Innovation Corporation (HTIC) then redirect remaining funds appropriated from Act
255, Session Laws of Hawaii 2006, relating to the establishment of an international business and
technology incubator program with Hawaii and China technology businesses through the state's
HTIC, a non-profit state agency. We believe the proposed SD1 is not feasible for these reasons:

(a) State's Efforts to Grow Tech Industry Abruptly Stopped: HTIC was created by
the legislature in 2005 without funding or resources to further support the state's efforts to grow
its emerging technology industry. HTIC applied and is a 501(c) (3) state operated non-profit
corporation and is not exempt from the state procurement code (103D). HTIC plans, creates and
implements programs and projects ofHTDC that are assigned to HTIC by HTDC including
federal funded programs and projects. HTIC non-profit status would allow entities such as
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foundations to make contributions to grow the state's technology industry that would also be tax
deductible.

(b) Current Contracts Would Be Negatively Impacted: HTIC currently manages
contracts for HTDC that includes the National Governors' Association STEM Grant. The State
(HTIC) is not able to assign, sublet or transfer all or any portion of this agreement without prior
written approval of the NGA. HTIC also maintains a small representative office in China as part
of its International Incubator Program; further, there are current plans to expand this program to
Japan. There is also the UCERA agreement, to perform consulting work for the Triple Helix
Project, to survey entities in China on best practices for academia, government and industry to
work together.

(c) Funds Remaining from Act 255: Based on discussions with Budget & Finance,
funding from Act 255 which created the International Incubator Program lapsed on 6/30/07.
Language in Section 2 Part I and Section 3 Part II repeals the HTIC leaving the funds remaining
from Act 255, SLH 2006 to be redirected to the Hawaii Small Business Innovation Research
program. The State accounting system reflects a remaining unobligated balance that lapsed from
Act 255 as of June 30, 2007 was approximately $29.00. Also, if the intent of Section 2 Part I and
Section 3 Part II is to redirect the remaining unspent balance in the international business and
technology incubator program contract between HTDC and HTIC, we further understand that if
the contract was dissolved the remaining funds in the contract would lapse, revert to the general
treasury and not be available for the Hawaii Small Business Innovation Research Program. In
order to carry out the purpose of these sections, a new appropriation for fiscal year 2009 and
2010 would be needed to be able to carry out the intent of PART I SECTION 2 and PART II
SECTION 3 ofHB2415 HDI Proposed SDI.

(d) Loss of Opportunity to further develop the International Business and Technology
Incubation Program, and future projects requiring non-profit status: The process of establishing
a non-profit state entity (since July 2005) as well as establishing the International Incubator
Program (since July 2006) has been an excellent opportunity of learning how to do business
internationally; and in this case with China as its first office. Learning from this process we hope
to extend the program and include Japan; however, ifHTIC were repealed as proposed in SDl,
that opportunity would be lost. Further, the establishment of a state non-profit entity is new
among state departments. This effort was without startup funding through state appropriations
and has been in existence for less than 18 months. The NGA grant HTIC now administers
allows Dept. of Education (DOE) to benefit from the funding the grant provides while being able
to concentrate on its core mission of education. Having an external fiscal agency attached to the
state but having a non-profit status, provided comfort to NGA and other stakeholders for this
grant to be properly administered. With STEM being such a fundamental piece to the workforce
development challenge, the State would be losing a valuable partner should we lose HTIC's
State-associated non-profit structure. If we are to succeed, we will need to allow the HTIC to
continue its operations.

Thank you for the opportunity to submit comments in strong support of PART I
SECTION 1 and in opposition to PART I SECTION 2 and PART II SECTION 3 ofHB 2415
HD1 Proposed SD1.
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RELATING TO HIGH TECHNOLOGY.

Chair Fukunaga, Vice Chair Espero, and Members of the Committee.

The Department of Business, Economic Development, and Tourism (DBEDT) supports

the intent ofHB 3358, which requires DBEDT to consult with the High Technology

Development Corporation (HTDC) to plan for the establishment of a high technology park on the

island of Oahu, and work with the department of land and natural resources to identify public or

private lands that may be acquired for the park. The bill also would appropriate funds for

infrastructure to build the park. There have been many good ideas introduced this legislative

session that support the State's economic development goals. We note, however, that this

appropriation was not included in the Executive's Supplemental Budget, and request that this

appropriation not displace the priorities contained in that budget.

The Administration recognizes that there is a critical need for additional, appropriate

infrastructure to support the growth ofHawaii's emerging technology and defense-related

industries, which can provide Hawaii with a source of high wage jobs and a way to ensure the

State's future prosperity and global competitiveness. We express our unqualified support for

this sector and the entrepreneurs and companies in it.
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As I noted in my testimony on a similar proposal last year, I am concerned that a State

investment should be the right amount and at the right time. If this measure is adopted as a

priority of the State and its policymakers, as I believe it should be, then I suggest that the required

plan be developed in a partnership that would include other State and federal agencies, non­

profits and private sector firms, including developers, in addition to HTDC. The planning

process should include the development of a specific business plan (not a mere plan) with siting,

sizing, lay-out and design parameters, project budget and financials, cash flows, and project

timeline.

I continue to support the concept that private or other non-State general fund sources of

financing should be tapped to the fullest extent possible and that the State's support, in cashl or

in-kind, be the "tipping point" of getting a project built. If there is a "gap" in capital that justifies

public funds, the business plan, projections and numbers should make that clear. The Legislature

- and the public - would then know the basis of any public subsidy and the basis of appropriating

the same in any particular budget year.

On that basis, we suggest that any appropriation for FY 2009 should be for the hiring of

consultants or other professional services to assist in the development of the plan, provided, as

indicated above that the appropriation does not displace the priorities contained in the Executive

Supplemental Budget. General funds, if determined to be necessary, could be appropriated based

on the findings in the report.

Thank you for the opportunity to provide these comments.

I Should project NOI (net operating income) be sufficient, a state tax exempt revenue or project bond may be a
possibility.
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Chair Fukunaga, Vice Chair Espero, and Members of the Senate Committee on Economic

Development and Taxation.

The High Technology Development Corporation strongly supports HB 3358 HDI which
provides for a technology park on Island of Oahu. There have been many good ideas introduced
this legislative session that support the State's economic development goals. We note, however,
that this appropriation was not included in the Executive's Supplemental Budget, and request
that this appropriation not displace the priorities contained in that budget.

We envision the employment of engineers, life and physical scientists, mathematical
specialists, science technicians, and similar technical position counts in the private sector will
begin to exceed the numbers currently in State government with initiatives such as HB 3358
HD1. And, the economic opportunities that come with growth of technology parks will
contribute to the number of higher paying and sustainable jobs in our local economy.

Oahu is the only island without a technology park and yet it has the largest critical mass
needed to support and fill a park. Big Island has two technology parks - one adjacent to the
university's Hilo campus and the other at NELHA, in Kihei you have the Maui Research &
Technology Park, Kauai has one in Waimea, but Oahu does not. The Big Island's technology
parks have utilized local community and natural resources; Maui has succeeded with federal
contractors and the Maui Supercomputing Center; and, Kauai with federal contractors and close
proximity to the Pacific Missile Range Facility. Oahu has Manoa Innovation Center which is a
successful incubation and innovation center, but its land lease with the University of Hawaii will
expire in seven (7) years and the Manoa site lacks available adjacent land for expansion into a
technology park. The Mililani Technology Park fmancial structure of selling off fee simple lots
is not conducive to developing a technology industry and should not be defined as a technology
park.
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There already are many national and international studies that support the need for
technology parks to contribute to economic competitiveness of regions, states and nations. To
quote:

• "A survey of 134 university research parks in the United States and Canada revealed that:
More than 300,000 workers in North America work are located in a university research
park. Every job in a research park generates an average of 2.57 jobs in the economy
resulting in a total employment impact of more than 750,000 jobs."

• "A new model is emerging," said Walter H. Plosila, Vice-President, Battelle TPP. "What
we're seeing are strategically planned, mixed-use campuses designed to create an
environment that fosters collaboration and innovation and promotes the development,
transfer and commercialization of technology," he said. Research parks have become a
key element of the technology infrastructure supporting the growth oftoday's knowledge
economy."

• "Research parks are key drivers of regional development," said J. Michael Bowman,
President of the Association of University Research Parks (AURP) Board of Directors
and Chairman & President, Delaware Technology Park. Research parks were traditionally
established to recruit R&D and technology companies to locate near a university in order
to build a cluster ofhigh technology companies.

• "Research and technology parks have exhibited a strong ability to attract and retain talent,
which in tum, allows us to create a critical mass that can yield high economic
opportunities for our regions," said Dale Gann, President of AURP Canada and Vice
President-Technology Parks, Vancouver Island Technology Park.

Today, research parks increasingly spur homegrown business startups, retention and
expansion with a focus on providing commercialization and business development support in
addition to space for talent retention and innovation infrastructure. Technology parks are
emerging as strong sources of entrepreneurship, talent and economic competitiveness.

We offer these additional comments: (a) in addition to the Department of Land and
Natural Resources, we suggest that all other state departments and agencies assist to facilitate
technology parks when it is appropriate and proper given their mission and purpose; (b) it is vital
that each community be represented in this initiative because technology projects (incubators,
innovation centers, research centers, technology parks, etc.) succeed when there is buy-in and
collaboration within the community; and, (c) the Island of Oahu has sufficient critical mass to
start a technology park today as a planned incremental development, and current site planning
needs to contain growth and expansion needs.

Thank you for the opportunity to submit comments in support ofHB 3358 HDl.
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March 17, 2008

The Honorable State Senator Carol Fukunaga, Chairman, and
Honorable state Senator Will Espero, Vice Chair
And Members
Economic Development and Taxation
Hawai'i State Capitol
Honolulu, Hawaii 96813

RE: Testimony in support of HB 3279 HD1
Relating to the Hawaii United Okinawa Association

Chair Fukunaga, Vice Chair Espero and Members of the
Committee:

Thank you for this opportunity to present testimony in
support of HB 3279 HD1 on behalf of the Hawaii United
Okinawa Association.

Recently, it was brought to our attention by the
Department of BUdget and Finance that the Legislative
appropriation passed in 2006 to benefit the Hawaii United
Okinawa Association, should be clarified to specifically state the
public purpose and benefit of Act 160 (2006), as specifically
related to the Hawaii United Okinawa Association and to
transfer the administration of the appropriation to the
Department of Accounting and General services, specifically
the State Foundation on Culture and the Arts.. Time is of the
essence. Due to the need for this clarification, the appropriation
has not been released and funds will soon lapse in July 2008.

As provided in the text of the current HB 3279 HD1, the
Hawaii United Okinawa Association ("HUOAlI

) is a 501 (c)3 non­
profrt organization founded in 1951, created to promote,
preserve and perpetuate the Okinawan culture, provide
community services and to support and encourage the
education of culture and heritage.

The Hawaii Okinawa Center ("HOC"), in Waipio, was built
in 1990 and still serves as the symbol of Uchinanchu
(Okinawan) heritage and perseverance here in Hawaii. The
HUOA, however, struggles to accommodate additional needs ~

related to cultural events and community service programs. The
2006 bUdget Act 160 appropriation was intended to further a
public purpose by providing assistance in the form of a grant to
continue proViding an opportunity to expand the HOC to allow

"SHlNAl GUKUm) - HEAMS IN l!ARMONY"
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for cultural classes for perfonning arts, language, children's
education and international exchange for the general pUblic and
not held exclusively for HUQA members.

HUOA has maintained a positive presence in the
community for over 50 years. The annual Okinawa Festival is
the State's largest cultural festival that depends solely on
volunteers and attracts over 70,000 visitors from Hawaii and
abroad. Our statewide annual Okinawan Cultural Summer Day
Camps for Children hosts cultural education classes for over
200 of Hawaii's children across all of the neighbor islands.
HUOA recently coordinated and sponsored various community
outreach projects like a good old fashion Okinawan Picnic for
needy families at homeless shelters in East and West Oahu.
This program has specifically contributed to over 300 families in
Waimanalo and Waianae.

Pursuant to Article VII, section 4 of the State Constitution,
any allocation of public money shaH be used for a "public
purpose." The physical expansion of the Hawaii Okinawa
Center is vital and necessary to continue the mission of HUOA
to serve its members and the public. Additional space and
programs are critical to maintain HUOA's support for cultural
education, genealogy. crafts. ikebana. music. dance and to
maintain the Okinawan cultural significance and preservation
here in Hawaii.

Programs and additional space is reqUired to address
identified current and future community needs and HUOA seeks
to develop innovative programs such as adult day care and pre­
school systems to allow members and community residents to
avoid long commutes into Honolulu. Additional parking is also a
priority. Ourrently, members and guests are walking from
remote locations when there are large HUOA or conflicting
events. Health and safely concerns necessitate the need to
provide additional parking to accommodate members, guests
and community residents who use HOCls facilities.

This measure currently contains language providing the
public purpose declaration from the Legislature representing
that the grant to the Hawaii United Okinawa Association is in the
public interest.

Therefore, we respectfully request that the Senate
Committee on Economic Development and Taxation support
passage of HB 3279 HD1 seeking to amend Act 160 by

..,
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clarifying the legislative intent and provide a public purpose
declaration and to transfer the administration of the
appropriation to the Department of Accounting and General
Services. Specifically, we believe that the State Foundation on
Culture and Arts is the appropriate administrator of the
appropriation.

Please accept our sincerest Mahalo for this opportunity to
provide this testimony to demonstrate our support for HB 3279
HD1.

n Itomura
President, HUOA
Hawaii United Okinawa Assn.

J£1W
Alan Chinen
Capital campaign Chairman
Hawaii United Okinawa Assn.
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To: testimony

Subject: HB 3279, HD1

To The Senate Committee on Economic Development & Taxation
Senator Carol Fukunaga, Chair
Senator Will Espero, Vice Chair

Notice of Hearing
Tuesday, March 18,2008
1:15 PM
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This bill provides a tax credit up to an unspecified amount for the costs associated with the
donation of an organ.

The House Committee on Health amended the bill by providing the Department with the
authority to issue credits on a first-to-file basis.

The House Committee on Finance amended the measure requiring maximum adjusted gross
incomes in order to claim the credit, as well as unspecifying the credit amounts.

The House of Representatives passed this measure on third reading.

The Senate Committee on Health amended the measure by providing a lost wage stipend in
lieu of lost wages and by precluding any cost from qualifying for the credit if the credit was
reimbursed with insurance proceeds. The Committee on Health also precluded any cost from
qualifying to the extent a deduction or other credit was claimed.

The Department ofTaxation provides comments on this legislation.

I. TECHNICAL COMMENTS

Live Organs Only-The Department recognizes that the intent ofthe measure is to provide
a tax credit for live donors only. The Department points out for the Committee that deceased organ
donors have tax liabilities after death as well. Though a deceased person's credit calculation would
be unworkable under the current bill (i.e., likely no travel, lodging or wage loss to claim); the
Department suggests that the Committee clarify the measure by inserting language that the credit is
for live donors only.
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(b) To qualify for the tax credit, the taxpayer shall be a
full-time resident of the State with an adjustable gross income of
less than $50,000, or less than $100,000 in the case of a joint
return, who has donated one or more of the taxpayer's human organsL
not in contempl.ation of death, for the purpose of an organ
transplant during the taxable year; provided that this section
shall not apply to organs sold for monetary or other consideration.

Lost Wages Provision-The Department supports the intent ofeliminating the "lost wages"
category of losses that qualify for the credit in exchange for a flat dollar amount. However, the
Department believes that the current language may be unworkable and confusing. Because the
language provides that the taxpayer can claim a stipend of $100 per day "or less," it is unclear
whether the person must claim the actual amount of wage loss ifless or the $100. The provision
could be clarified by the following amendments:

(c) A taxpayer may claim the tax credit only once per
lifetime for the following unreimbursed related expenses incurred
by the taxpayer:

(1) Travel expenses;
(2) Lodging expenses; and
(3) A lost wages stipend of one hundred dollars [er 1ess]

per day, or actual. l.ost wages, whichever is l.ess[T
pre?ided that the 1est wa~es are aetea1 and net
reimhersa:B1e er dee te 1ea?e witheet pay] .

The Department believes that the foregoing amendments will be simpler for taxpayers to
understand. The Department does not object to a flat amount that constitutes lost wages if the
legislative intent is to provide some degree of relief for such losses. By having a flat amount, the
Department's prior concerns relating to fraud or abuse are mitigated.

II. REVENUE ESTIMATE.

This bill is estimated to result in an indeterminate revenue loss due to unspecified limits.
However, assuming the previous $1,000 cap per individual, it is estimated that there will be a
revenue loss of approximately $15,000 per year. There have been on average 17 living donors per
year. Taking into consideration that the number ofliving donors is increasing in Hawaii, and taking
into account the AGI limitations of the credit, it is estimated that approximately 15 people will
qualify for the credit each year.
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TESTIFIER(S): Mark J. Bennett, Attorney General
or Mary Bahng Yokota, Deputy Attorney General

Chair Fukunaga and Members of the Committee:

The Department of the Attorney General provides these

comments to bring to your attention that this bill may be subject

to constitutional challenge.

This bill provides "full-time residents of the State" with an

income tax credit for expenses related to organ donation.

This bill is facially discriminatory in that it restricts the

tax credit to Hawaii residents. A court may conclude that the

credit is unconstitutional because the bill does not expressly

articulate a legitimate government interest served by the

legislation sufficient to withstand constitutional challenge based

on the Equal Protection and/or Privileges and Immunities Clauses

of the United States Constitution.

The Equal Protection Clause prohibits discrimination against

a nonresident based solely on residency. See, e.g., Williams v.

Vermont, 472 U.S. 14 (1985) (use tax credit for sales taxes paid

on cars purchased in other states invalidated because it was only

available to Vermont residents). The Hawaii Supreme Court has

recognized that the Equal Protection Clause applies where a tax

operates unequally on persons or property of the same class. In

re Swann, 7 Haw. App. 390, 776 P.2d 395 (1989).

Testimony of the Department of the Attorney General
Page 1 of2



Similarly, under the Privileges and Immunities Clause, a

state may not impose higher taxes on a nonresident individual than

it imposes on its own citizens. However, a discriminatory tax

could be sustained if legitimate reasons for the tax exist and the

discrimination bears a substantial relation to those reasons.

Lunding v. New York Tax Appeals Tribunal, 522 u.S. 287 (1998)

(alimony deduction for residents only struck down as violating

Privileges and Immunities Clause).

The wording in the bill that creates this potential

constitutional problem is the "full-time resident of the State"

requirement on page 1, lines 12 through 13, and the definition of

the term "full-time resident of the State" on page 3, lines 20

through 22.

The residency requirement arguably violates the Equal

Protection and Privileges and Immunities Clauses because it

expressly favors residents over nonresidents, as noted above. To

insulate the bill from a possible constitutional challenge, we

recommend either of two possible remedies: (1) that the bill be

amended to provide that the credit is available to taxpayers

subject to chapter 235, Hawaii Revised Statutes deleting the

"full-time resident of the State" requirement (on page 1, lines 12

through 13) and the definition for the term (on page 3, lines 20

through 22) should remedy this possible constitutional problem; or

(2) that a legitimate government purpose substantially related to

that purpose is articulated within the preamble of the bill.

We are aware that prior tax refunds or credits may have had

residency requirements but have not been subject to constitutional

challenge yet. However, this does not preclude the possibility of

such a challenge in the future.

Testimony of the Department of the Attorney General
Page 2 of2
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March 17r 2008

Senator Carol Fukunagar Chair
Senator Will Espero, Vice Chair
Committee on Economic Development and Taxation
Hawaii State Capitol
Conference Room 224
Honolulu, HI 96813

RE: H.B. No. 2137. 801- Relating to Health (Tax Credit; Organ Donation)

Dear Chairman FUkunaga, Vice Chair Espero and members of the Senate
Committee on Economic Development and Taxation:

I am Glen Hayashida, CEO, National Kidney Foundation of Hawaii (NKFH) and

member of the Hawaii Coalition on Donation. It is my privilege to support HB

2137.801. This bill is designed to help reduce a financial barrier for people who

are considering giving a second chance at life to someone by becoming a living

organ donor. This legislation would create a state income tax credit for living

donors who incur expenses because of travel, lodging and lost wages associated

with organ donation. For this purposer living donor is defined as anyone who

donates a kidney, bone marrow, or part of a liver, lung, intestine, or pancreas.

It is well known that we have a serious shortage of organs for transplantation in

the..United States, including Hawaii. We are adding patients '\~ the trar1Jl'laE.~ I:' i>:"\.,( \
waiting lists faster than organs can be found for them. There\gl·~tt~bout ~Od ,.~,; t:
people in America on the waiting list to receive organ tJa1is~f ....i~nVfi~eJ' .' '

over 5,000 of these individuals will die each year becau~e~ gan~.Whi~h COLJI~ <:.,' '.:,' .......
• ~ .. ' '; .'i • ',: .. ~"'. rJ ~1Ipj:'! •

have saved their life was not available. In Hawaii ~I~er .. ~[~~It~S" ....... :, ..; :

people on the waiting list today; as many as 16 pe~il t s ·~[..~ir whl on., '.:., '.-~:"

the transplant waitlist. '~.::~: . .'~. ~. (•...'
.~.,\. ':;~ e"":"l~I,..·
"'....-rt

--.'P.O. Box 10009 • Honolulu,·jHf..96 14,
Phone: (80S) 737-1719 • Fax: (808) 737-1733 • Www.'on:~
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Since 2002, in Hawaii we have had a total of 104 living donors. This is an

average of 17 living donors per year. Nationwide, the number of living organ

donors exceeds the number of donations received from deceased individuals.

While, this only happened once in Hawaii, in 2005, the percentage of living

donors has increased significantly. This trend is predicted to continue, making

the need for legislation providing partial relief of the costs of donating making

more important than ever.

There is additional value to be had from living donations. The quality of

transplant is often better when the organ comes from a.living donor. Many times

there are fewer infections, fewer complications, longer working-life of the organ,

and generally better outcomes.

HB 2137.8D1 is modeled after similar laws (more commonly known as "Cody's

Law") in Arkansas, Georgia, Iowa, Minnesota, New Mexico, New York, North

Dakota, Oklahoma, Utah, and Wisconsin (where it originated). In Idaho, a

version of the law was adopted in 2006 that allows a $5.000 tax credit. Overall,

Cody's Law provides financial assistance to living organ donors through a tax

deduction or a tax credit to cover travel, lodging expenses and lost wages, it also

completely conforms to federal law. This bill reiterates the fact that in section

301 of the National Organ Transplant Act of 1984, Congress :pteCified "t'l..:t~~ (' ~ .;~ .\
evaluable consideration' does not include the reasonable paYI,n1~19ts assot:.iat~d' L' t (/'/;;;1

with the removal, transportation, implantation, processing" p~~\erv t' " ,I '..~
control, and storage of a human organ or the expens~~.t( 1 ~'" hO~$i~91" ~11~ X". ;

lost wages incurred by the donor of a human organ in QnnePb'bQ" vt'ith "." , \:1,.' .....," .: '. ,
~ ."."".. ',: "P"... "'~

donation of the organ." HB 2137.5D1 uniquely Rfdvld 'a~~"J~'t· ing-
.....,., " -"

hand to those who choose to donate organs. ~~../ ',~"
\ ...,).
.~

P.O. Box 10009 • Honolulu,j.WI..~ I 4 " , . '.
Phone: (808) 737-1719 • Fax: (808) 737-1733 • www.'o",••,"",wah. ~
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HB 2137.SD1 is a unique bill in several ways. It is the first of its kind to provide

for reimbursement of expenses for organ donation in a way that conforms

completely with federal law. This bill creates a state income tax credit for living

donors. This is a way to facilitate the gift of those who bravely and generously

choose to become living organ donors. It fully is within the limits of federal law

which prohibit a person from acquiring, receiving, or otherwise transferring an

organ for valuable consideration for use in human transplantation.

This bill is designed to help save lives. This bill is relevant; there is a genuine

and increasing need for riving organ donations. Most importantly, this legislation

can save lives by lending a helping hand to those who selflessly choose to give

the gift of life.

Thank you for your consideration

~

.....""::: -~
~ ),.'.

P.o. Box 10009 • Honolulu'fHI:~ 14,,­
Phone: (808) 737-1719 • Fax: (B08) 737-179~ • WWW. "&Ia
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TAXBILLSERV
126 Queen Street, Suite 304 TAX FOUNDATION OF HAWAII Honolulu, Hawaii 96813 Tel. 536-4587

SUBJECT: INCOME, Credit for organ donation

BILL NUMBER: HB 2137, SD-l

INTRODUCED BY: Senate Committee on Health

BRIEF SUMMARY: Adds a new section to HRS chapter 235 to establish a refundable tax credit for the
expenses incurred relating to the donation oforgans. The credit shall be available to individual taxpayers
with adjusted gross income ofless than $50,000 or $100,000 in the case of those :filing a joint return.
The credit shall not exceed $ per taxpayer per year and $ for all taxpayers per year for
unreimbursed travel expenses, lodging expenses, and a lost wages stipend of $1 00 or less per day
provided that the lost wages are actual and not reimbursable or due to leave without pay. The taxpayer
shall be entitled to one credit in a lifetime. Requires the donor to be a full-time resident of the state and
have donated one or more organs to another human being, and shall not apply to organs sold for
monetary or other consideration.

Defines "human organ" as all or part ofa liver, pancreas, kidney, intestine, lung or bone marrow.

The director oftaxation may adopt rules pursuant to HRS chapter 91, prepare the necessary forms to
claim the credit, may require proofofthe claim, and allocate the credit on a first-come, first-served basis.

If any other tax credit or deduction under Title 14, including a deduction under IRS sections 162 or 213,
is taken than no credit shall be allowed under this section for the same costs.

The credit shall sunset on December 31,2012 and be repealed on June 30, 2014.

EFFECTIVE DATE: July 1, 2020; applicable to tax years beginning after December 31,2007

STAFF COMMENTS: This measure allows taxpayers to claim a credit for expenses incurred as a result of
donating a human organ to another person.

It should be remembered that this measure would grant preferential tax treatment to a select group of
taxpayers and it does so without the taxpayer's need for tax relief Generally, preferential tax treatments
are designed to alleviate an undue burden on those who are unable to carry that burden, largely the poor
and low income. An example is the general excise tax food credit for purchases made by the poor. If this
measure is enacted, it would merely result in a subsidy by the state to encourage taxpayers to donate their
organs without regard to a taxpayer's need for tax relief

In a sense this proposal is insulting in that it attempts to reward a person for having made a donation of a
human organ in order to save a life, a humanitarian act that has been reduced to an income tax credit. It
should be remembered that the word "donation" has its genesis in the Latin word "donare" which means
to give or give freely without contingency and, as such, donations ofhuman organs should be given

3(e)



HB 2137, SD-1 - Continued

without consideration for compensation.

If the intent is to cover some of the costs associated with the donation ofa human organ, thenjust
appropriate the money to a department that can then judge what are appropriate costs to reimburse the
donor. Why complicate the tax forms and instructions for a handful of taxpayers?

That said, there are some major flaws in this proposal. For example, the bill does not define "lost
wages." For a salaried employee, that might not be such a difficult calculation, but when it comes to
hourly workers, does that calculation take into hourly differentials like overtime or those who are paid
more for shift work? What about those employees who are commissioned or perhaps receive bonuses for
work output and performance? The term "full-time resident" is inconsistent with the definition of
"resident" and "non-resident" as provided for in HRS 235-1. Under that definition a person is considered
a resident for tax purposes ifHawaii is his/her domicile, that is Hawaii is the place which the person has
singled out as home base. One can only have one domicile. So what is meant by full-time resident is
unclear as one can reside in Hawaii but not declare Hawaii as his/her domicile. In this latter case, that
person would not be considered a resident for state tax purposes. As a result, a nonresident who happens
to reside in Hawaii "full-time" could claim this credit even though that person may have no Hawaii
sourced income as the credit is refundable.

There is a limitation on adjusted gross income for single filers of$50,000 or $100,000 for joint filers, but
no provisions made with respect to married taxpayers filing separate returns. Finally, the proposal does
not specify how the credit is to be calculated. Is it, in fact, a 100% reimbursement of the costs listed in
the bill or is it a fraction thereof? As noted above, if it is a complete reimbursement ofexpenditures
incurred for the donation ofa human organ, then why involve the tax department which has no expertise
in this area to make a determination ofreasonable costs. This is truly an inappropriate use ofthe state tax
system.

Digested 3/17/08
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This legislation provides a general excise tax exemption for managed care support
contractors of the TRICARE program that is established under 10 United States Code chapter 55.

The House Committee on Public Safety & Military Affairs amended the measure to clarify
that the exemption applies to reimbursements.

The House Committee on Finance amended the measure's effective date.

The House of Representatives passed this measure on third reading.

The Senate Committee on Health amended the measure by making its effective date
retroactive.

The Department ofTaxation has no comments on this legislation other than citing that this
was not factored into the Executive Budget or any of its fiscal priorities this session.

Because this measure was amended to provide retroactive tax relief for any contractors that
participate in the TRICARE program, the Department is precluded from providing a specific
estimate because ofthe limited taxpayer population ofwhich the Department utilizes to arrive at its
revenue estimates. The Department suggests that the Committee determine the revenue loss ofany
proposed retroactive tax reliefby discussing the matter directly with taxpayers that will benefit from
the measure.
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An Independent Licensee of the Blue Cross and Blue Shield Association

March 18,2008

The Honorable Carol Fukunaga, Chair
The Honorable Will Espero, Vice Chair

Senate Committee on Economic Development and Taxation

Re: HB 2306 HD2 SDI - Relating to General Excise Taxation

MM~ i 7 2008

Dear Chair Fukunaga, Vice Chair Espero and Members of the Committee:

The Hawaii Medical Service Association (HMSA) appreciates the opportunity to testify in
support ofHB 2306 HD2 SDI which would exempt from the general excise tax amounts
received by managed care support contractors as reimbursements of costs or advances
made pursuant to a contract for the administration ofthe federal TriCare program.

This measure would clarify that any amounts received by a managed care support
contractor for reimbursements of costs made by the contractor, made pursuant to the
contract with the federal government for the administration of the TriCare program, are
exempt from the Hawaii General Excise Tax. It seems, at this time, it is unclear as to
whether or not TriCare reimbursements are indeed subject to the GET.

HB 2306 HD2 SD1 would clear up any confusion on this issue and bring Hawaii in line
with every other state in the U.S. (except Texas), that has put this exemption into law. This
exemption will truly support the continued availability and strength of the TriCare program
and ensure that it is able to provide coverage to the approximately 150,000 current and
former military personnel and their family members who reside in Hawaii.

Thank you for the opportunity to provide testimony on HB 2306 HD2 SDI.

Sincerely,

Jennifer Diesman
Assistant Vice President
Government Relations

Hawaii Medical Service Association 818 Keeaumoku SI. • P.O. Box 860
Honolulu, HI 96808-0860

(808) 948-511 0 Branch offices located on
Hawaii, Kauai and Maui

Internet address
www.HMSAcom
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SUBJECT: GENERAL EXCISE, Exempt reimbursements for TRICARE program

BILL NUMBER: HB 2306, SD-I

INTRODUCED BY: Senate Committee on Health

BRIEF SUMMARY: Amends HRS section 237-24.75 to clarify that amounts received by a managed
care support contractor of the TRICARE program established under the 10 United States Code chapter
55 for reimbursement ofcosts or advances made to health care providers pursuant to a contract with the
United States shall be exempt from general excise taxation.

EFFECTIVE DATE: Retroactive to January I, 2005

STAFF COMMENTS: The TRICARE program was established by the U.S. Department of Defense
(DOD) as the managed care component ofthe Military Health Care system to augment the health care
services provided to DOD personnel at military treatment facilities. TRICARE contracts with third-party
administrators (managed care support contractors) to establish and maintain networks ofTRICARE­
authorized civilian health care providers. These managed care support contractors make advances to
health care providers for the services they provide to TRICARE beneficiaries and are reimbursed by the
DOD for the amounts of such advances.

This measure clarifies that amounts received by the managed care support contractors as reimbursements
from the DOD for advances they made on behalfofthe DOD for TRICARE program purposes are not
taxable under Hawaii's general excise tax law.

While an understanding ofHRS section 237-20 which delineates the cost reimbursement provision under
the general excise tax law appears to dictate that such reimbursements are not taxable unless the person
making the advance receives additional monetary consideration for the services provided, the adoption of
this measure may be unnecessary.

On the other hand, if the third party administrator receives a fee for handling these reimbursements, then
it runs into the ban that HRS 237-20 imposes where the fee taints the entire amount received from the
DOD. Hawaii law has already set precedent, providing that amounts received as reimbursements for
wages, salaries and benefits ofhotel workers paid by a hotel operator on behalfof the hotel owner are
exempt as are reimbursements made on behalfof the city for the operations ofthe city's bus system by a
third party operator even though additional consideration is received in both cases. It should be noted
that the fee paid to the third party administrator would continue to be subject to the general excise tax as
the fee is gross income to the third party administrator.

Digested 3/17/08
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The purpose ofthis bill is to provide a refundable net income tax credit to Hawaii residents for the
purchase oflong-term care insurance.

The Senate Committee on Human Services & Public Housing amended the measure by inserting a
current effective date for taxable years beginning after December 31,2008.

The Department ofTaxation strongly supports this bill

I. THE NEED FOR LONG-TERM CARE INSURANCE CONTRACTS.

The future oflong-term care for Hawaii's senior and adult disabled population is one of the most
critical health issues facing Hawaii in the twenty-first century. Persons sixty years of age and older
presently account for almost one-fifth of the adult population in the State. By 2020, they will constitute
more than one-fourth of Hawaii's adult population.

The rapid growth of the elderly and disabled populations will result in extraordinary demands on
the delivery oflong-term care services. While the majority ofpersons receiving long-term care are older
adults, entire families are affected by the psychological, financial, and social costs of long-term care
provided to those who are limited in the activities of daily living. As of 2003, the statewide average
anIiual cost ofa room in a skilled nursing facility was $105,028 for a private room and $95,597 for a semi­
private room.

II. INDIVIDUAL LONG-TERM CARE TAX CREDIT

This bill creates a refundable long-term care tax credit for individual taxpayers. This tax credit is
based upon a taxpayer's filing status and adjusted gross income. The credit is available to married
taxpayers who file a joint return and who have adjusted gross incomes of $100,000 or less; for all other
individual taxpayers who file a return, including married couples filing a separate return, the credit is
available for those with adjusted gross incomes of $50,000 or less.



Department ofTaxation Testimony
HB 584 HD 2 SD 1
March 18,2008
Page 2 of2

Subject to the cap on the total amount of the credit, the taxpayer may claim the tax credit for
qualified long-term care insurance that the taxpayer purchases for the taxpayer, a spouse, a son or
daughter, a stepson or stepdaughter, a father or mother, a stepfather or stepmother, or a dependent (as
defined in tax law) living in the taxpayer's home.

This individual long-term care tax credit accomplishes the following:

• Encourages Hawaii residents to purchase private long-term care insurance so that they will have
more long-term care options when they require long-term care, and

• Averts the impending Medicaid crisis with the aging ofa substantial segment ofHawaii's residents.

• Helps Hawaii residents with lower incomes afford the cost oflong-term care insurance; and

• Provides a reasonable financial incentive for Hawaii residents with to purchase their own private
long-term care insurance.

According to data obtained by the Department's Tax Research and Planning Office, the average
long-term care insurance premium paid by married Hawaii residents totals $2,500 annually. The average
long-term care premium paid by individual Hawaii residents totals $1,250.1 Given these premium cost
averages, this legislation will assist in minimizing the financial impact ofpurchasing privatized insurance,
as well as encouraging persons to purchase this much-needed insurance coverage for the aging.

III. REVENUE IMPACT

This legislation will result in a revenue loss to the general fund of approximately $6 million per
year for FY 2010 and thereafter. The DCCA data indicated that the estimated long-term care premiums
were about $39.1 million in CY2003. Average premium per person is assumed to be about $2,500 per year
and the number ofinsured persons is 15,640 from very preliminary discussion with DCCA. Based on AGI
class, the participation rate for single, head ofhousehold, and qualifying widower is assumed to be 30% of
the DCCA estimated number of insured persons; joint, 60%; married filing separate, 10%; resulting in a
total of 6,506 qualifying taxpayers. The Department also assumed that 50% of qualifying taxpayers
purchased long-term care policies through their employers and paid 50% of the premium.

1 Based upon aggregate data received from the Insurance Commissioner's Office in the Department of Commerce
and Consumer Affairs.



TESTIMONY OF THE AMERICAN COUNCIL OF LIFE INSURERS
IN SUPPORT OF H. B. 584, HD 2, SD 1, RELATING TO TAXATION

March 18, 2008

Senator Carol Fukunaga, Chair
Committee on Economic Development and Taxation
State Senate
Hawaii State Capital, Conference Room 016
415 S. Beretania Street
Honolulu, HI 96813

Dear Chair Fukunaga and Committee Members:

Thank you for the opportunity to testify in support ofHouse Bill 584, HD 2,
SD 1, relating to taxation.

Our finn represents the American Council of Life Insurers ("ACLI"), a national
trade association whose three hundred fifty-three (353) member companies account for
93% of the life insurance premiums and 94% ofthe annuity considerations in the United
States among legal reserve life insurance companies. ACLI member company assets
account for 93% oflegal reserve company total assets. Two hundred sixty-one (261)
ACLI member companies currently do business in the State ofHawaii.

ACLI supports House Bill 584, HD 2, SD 1, which provides an income tax credit
to qualified resident individual taxpayers in an amount equal to the lesser of$2,500 or
50% of the cost of the long-term care insurance premium. Married couples filing jointly
may qualify for the tax credit only if their adjusted gross income is $100,000 or less;
individual taxpayers qualify only iftheir adjusted gross income is $50,000 or less.

ACLI generally believes that as a matter ofpublic policy the State ofHawaii
should encourage families to provide for their own fmancial well-being. If a family is
unable to support its long-tenn care needs, the State will need to spend its scare resources
for that purpose.

CHAR HAMILTON

~~~:~A~JLr ,A Law Corporation

Oren T. Chikamoto
737 Bishop Street, Suite 2100
Honolulu, Hawaii 96813
Telephone: (808) 524-3800
Facsimile: (808) 523-1714



Senate Committee on Economic Development & Taxation
Senator Carol Fukunaga, Chair

Date of Hearing:
Time:

March 18, 2008
1:15 PM

RE: HB 584, HD 2, SD 1 -- Relating to Taxation

Chair Fukunaga and members of the Committee, the NAIFA (National Association of Insurance
and Financial Advisors) Hawaii, an organization made up of insurance and financial advisors
across Hawaii supports HB 584, HD 2, SD 1, in providing our citizens with an incentive
to purchase LTC (long term care) insurance.

This measure will allow Hawaii residents to qualify for a LTC insurance premium tax credit.
The tax credit will apply to married couples filing jointly with an adjusted gross income ofup to
$100,000 and up to $50,000 for an individual taxpayer. The tax credit shall be the lesser of
$2,500.00 for a joint return or 50% of the LTC insurance premium for an individual for the
taxable year which payments are made.

The tax credit for LTC insurance premium payments will allow our residents to use this tax
incentive either as a tax credit or a tax deduction. The tax deduction is allowed under the
Internal Revenue Code and Hawaii tax law for medical services and premium payments,
provided that these expenses exceed 7.5% of the taxpayer's adjusted gross income.

Section 2 of the bill on page 6, lines 4 to 13, regarding the tax credit to the son/daughter,
stepson/stepdaughter, father/mother, stepfather/stepmother may not track as it relates to page 4,
lines 9 to 16, "Each individual taxpayer who files an individual income tax return for a taxable
year, and who is not claimed or is not otherwise eligible to be claimed as a dependent by another
taxpayer of Hawaii state individual income tax purposes..."

We question the taxpayer who pays the LTC insurance premium for non-dependent relatives as
stated above. If the non-dependent relative is also paying part of the premium on the same
policy, that non-dependent relative will also qualify for the tax credit. We suggest that the
language be specific in that these non-dependent relatives cannot be claimed by the taxpayer if
the non-dependent is also taking the credit on the same policy.

Medicaid began as a safety net for the less fortunate but over the past 30 years loopholes have
"saved" family assets through "Medicaid planning" that we see advertised. By purchasing LTC
insurance policies, the original Medicaid "safety net" can serve those truly in need. The burden
on state and federal governments continues to grow and we need to address this complex
problem before the baby boomers wind their way through their golden years.
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We support a tax credit for LTC insurance premiums for Hawaii's citizens. We realize the
fiscal constraints on the general fund but urge that this LTC insurance premium tax credit
measure continue to move forward.

Thank you for allowing us to share our views.

Cynthia Hayakawa
Executive Director

N

HAWAII
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TO: Senator Carol Fukunaga, Chair
Senator Will Espero, Vice Chair

Committee on Economic Development and Taxation

FROM: David Nixon, Associate Professor
Social Science Public Policy Center
University of Hawaii at Manoa

RE: HB 584, HD2, SD1 providing a long term care insurance tax credit
scheduled for testimony 3.18.2008 at 1:15pm, Conference Room 224

Thank you for the opportunity to testify about HB584, a bill to provide a long term care insurance
tax credit.

The Social Science Public Policy Center exists to provide non-political research-based contributions
to the public policy debate. As HB584 righdy notes, long term care is a critical public policy
challenge for Hawaii in the coming decades. As a result, aging policies are an important component
of the research agenda for the Policy Center. Last year, we conducted research about long term care
insurance tax credits that is specifically relevant to the provisions of HB584.

One of the primary reasons for the failure of every other state tax incentive for long term care
insurance is that the subsidies provided by those states are paltry in magnitude, and insufficient to
induce new purchases of this somewhat expensive insurance product. As the right hand column of
Table A1 makes clear (next two pages, from our full paper), states are providing subsidies in the
range of 3-25%. Our research (a Policy Brief is attached at the end of this testimony) shows
unequivocally that the state income tax subsidies in that range have not induced more widespread
private purchase of long term care insurance there.

HB584 HD2 SD1 provides a level of subsidy that is much more generous than has been provided
by any other state, and it therefore presents the potential for successfully encouraging more
private purchase of long term care insurance. Because a 50% subsidy has never been attempted
in any other state, the research we conducted does not speak to whether HB584 HD2 will be
successful. I can tell you only, and without hesitation that, if the subsidy level is reduced in
subsequent legislative negotiations, it raises the risk that the bill will fail to achieve its policy
goals. Specifically, a Hawaii tax credit of below 25% is virtually certain to be a failure, based on the
clear evidence from other states. Please keep that in mind as budget planning proceeds.
Furthermore, there is some significant risk that even the 50% credit will be insufficient to
induce NEW purchases of long term care insurance. The committee might therefore consider
amending the legislation, to sunset the credit after two or three years. A sunset provision would
allow the credit to lapse without specific legislation, unless clear evidence can be marshaled for its
success. I can assure you that if HB584 passes with a 50% credit, the Public Policy Center will be
carefully scrutinizing its success or failure.

Thank you for your consideration.
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T able At: State Tax Incentives for Long-Term Care Insurance
(from D. Nixon, 2007)

State Provisions1

State Subsidy for $1000
long-term care insurance

premium2

Alabama

Colorado

Indiana

Iowa

Kentucky

Maine

Maryland

Minnesota

Missouri

an individual may deduct all premium costs from state
adjusted gross income

an individual may take a tax credit of 25% of premium,
or $150, whichever is less

an individual may deduct all premium costs from state
adjusted gross income

an individual may deduct all premium costs from state
adjusted gross income that are not already deducted on
their federal return

an individual may deduct all premium costs from state
adjusted gross income

an individual may deduct all premium costs from state
adjusted gross income

an employer may take a tax credit of 20% of premium,
or $100 per employee, whichever is less

an employer may take a tax credit of 20% of premium,
or $100 per employee, whichever is less

an individual may take a tax credit of 25% of premium,
or $100, whichever is less, and only for costs not already
deducted on their federal return

an individual may deduct 50% of premium costs from state

$50

$150

$34

$79.203

$60

$85

$100

$100

$100

$30

(5%)

(15%)

(3.4%)

(7.9%)

(6%)

(8.5%)

(10%)

(10%)

(10%)

(3%)

1 adapted from Grooters, 1999, and updated to 2002, the most recent year of available insurance
sales data..

2 data on state tax rates, necessary for calculating the value of a state tax deduction, comes from
salary.com [http://swz.salary.comlsalarywizardllayouthtmls/swzl_statetaxrate_AL.html]. Because taxes
paid to state governments are deductible on federal tax returns, the value of the tax subsidy for any
individual is technically reduced by the percentage of their federal tax rate (Claveria 1987).

3 based on income tax rate for an individual earning between $37,261 and $55,890 (taxed at
7.92%). If an individual earned more than $55,890, their tax rate (the top rate in the state) would be
8.98%, translating into an effective tax subsidy of $89.80 on every one thousand dollars oflong-term care
insurance. The next lowest rate (for earnings between $24,841 and $37,260) is 6.8%.
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adjusted gross income

Montana an individual may deduct all premium costs from state $904 (9%)
adjusted gross income

North Carolina an individual may take a tax credit of 15% of premium $150 (15%)

North Dakota an individual may take a tax credit of 25% of premium $250 (25%)

Ohio an individual may deduct all premium costs from state $52.01 5 (5.2%)
adjusted gross income

Utah an individual may deduct all premium costs from state $70 (7%)
adjusted gross income

West Virginia an individual may deduct all premium costs from state $606 (6%)
adjusted gross income

Wisconsin an individual may deduct all premium costs from state $65 (6.5%)
adjusted gross income that are not already deducted on
their federal return

4 based on income tax rate for an individual earning between $32,100 and $40,000 (taxed at
9.0%). The top tax rate (10.0%) applies to those earning more than $40,000, and would translate into an
effective tax subsidy of $100 for every $1000 oflong-term care insurance. The next lowest rate (for
earnings between $22,900 and $32,100) is 8.0%.

5 based on income tax rate for an individual earning between $40,000 and $80,000 (taxed at
5.201 %). The top tax rate (7.5%) applies to those earning more than $200,000, and would translate into
an effective tax subsidy of $75 for every $1000 oflong-term care insurance. The next lowest rate (for
earnings between $20,000 and $40,000) is 4.457%.

6 based on income tax rate for an individual earning between $40,000 and $60,000 (taxed at 6%).
If an individual earned more than $60,000, their tax rate (the top rate in the state) would be 6.5%,
translating into an effective tax subsidy of $65 on every one thousand dollars of long-term care insurance.
The next lowest rate (for earnings between $25,000 and $40,000) is 4.5%.
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State Programs to Encourage
ong Term Care Insurance

This policy brief summarizes a detailed report
available on our website about the impacts of
state incentive programs on an individual's
decision to purchase long term care insurance.

State governments across the nation are
becoming acutely aware of the increasing costs
of medical care for the elderly and disabled.
Many observers see a significant financial crisis
looming. As the baby boom generation ages, and
Medicaid costs grow, states will be spending
more and more of their budgets to cover these
costs. Hawaii's share of Medicaid expenditures
will more than double between now and 2020.
Encouraging individuals to purchase private long
term care insurance has been seen as one
solution to this crisis. If individuals purchase
long term care insurance in the private market,
the state's Medicaid expenditures may not grow
as quickly.

Our report examines two efforts by state
governments to encourage people to buy long
term care insurance for themselves: (a) tax
incentives for either individuals or employers
who buy long term care insurance, and (b) an
experimental program sponsored by state
governments and the private sector insurers and
implemented in four states, called the Long
Term Care Insurance Partnership. The

Partnership programs encourage long term care
insurance sales by allowing people who buy long
term care insurance for themselves to avoid the
asset rules for Medicaid eligibility, if they
exhaust their private insurance benefits. The
insurance policies eligible for the Partnership
provide extensive long term care benefits, so the
program potentially encourages more long term
care insurance sales without exposing the state
Medicaid program to additional claimants.
Recent federal legislation allows any state to
establish a Partnership program patterned on the
pilot programs through a Medicaid waiver
request.

Social Sciences Public Policy Center. University of Hawaii. 2424 .M.a.ilc Way, Saunders 723. Honolulu. Hawaii 96822.
808-956-4237 [phone]. 808-956-0950 [fax]. www.publicpolicycenteLhawaii.edu 1



We examined the number of private sector long
term care insurance policies sold in each state, as
reported in 2004 by America's Health Insurance
Plans (formerly the Health Insurance Association
ofAmerica). There is significant variation across
the states in the size of the local long term care
insurance market. In Alabama, less than 2% of
the over-50 population is insured for long term
care with a private policy, while over 15% ofthe
over-50 population in South Dakota is so
insured.

Policy analysts and policy makers hope to move
those market figures above 50%, in order to
avoid the huge Medicaid claims that will impact
governments in the coming decades.

Results of a statistical model to predict sales of
long term care insurance policies demonstrates
that income, expected health, and family support
factors are significant determinants of the size of
the long term care insurance market in each state.
When a state's population has higher income, a
greater expectation of experiencing old-age
disabilities, and lower incidence of living with
their children in old age, sales of long term care
insurance are significantly higher.

Our findings demonstrate that the availability of
one's children as potential long term care givers
has a very strong influence on one's decision to
purchase long term care insurance. Family
support has a strong direct effect on aggregate
long term care insurance sales. A more integrated
family structure also reduces the degree to which
older people incorporate health expectations into
their long term care insurance purchase
decisions.

For example, in state populations with limited
availability of children as caregivers, such as
midwestern rural states, expectations about one's
health in old age are a significant factor in one's
decision to purchase long term care insurance.
But in states where the older population more
frequently lives with its children, such as Hawaii,
expectations about one's health in old age are not
significantly related to long term care insurance
sales.

We conclude by pointing out that the subsidies
provided in the state incentive plans we
examined are very limited, relative to the typical
cost of premiums. Even though a 50 year old
might expect to pay $2000 a year or more for
long term care insurance, existing state subsidies
would defray no more than $500 of that cost, and
more typically about $200. It turns out incentives
in this range are insufficient, by themselves, to
prompt anyone to buy a long term care insurance
policy. Several tax plans considered by the
Hawaii legislature in recent years have been
within this range of subsidy.

While state subsidies are meager for individuals,
the sum total of such incentives are costly to the
states. Because they are not prompting new
purchases of insurance, those tax dollars are
being wasted on people who would have
purchased long term insurance anyway. Unless
states enact substantially more generous
subsidies and focus the subsidies on more price­
conscious potential buyers of insurance, the
programs are counterproductive. They draw
resources away from state coffers that could be
better spent preparing for the approaching long
term care crisis.

Social Sciences Public Policy Center, University of Hawaii. 2424 .M.aile Way. Saunders 723. Honolulu. Hawaii 96822.
808-956-4237 [phone]. 808-956-0950 lfax]. www.pllblicpolicycenter.hawaii.edll 2
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SUBJECT: INCOME, Credit for long-term care insurance premiums

BILL NUMBER: HB 584, SD-l

INTRODUCED BY: Senate Committee on Human Services and Public Housing

BRIEF SUMMARY: Adds a new section to HRS chapter 235 to allow taxpayers to claim a tax credit for
the amount paid for a long-term care insurance premium. The maximum amount ofcredit for an
individual taxpayer or a husband and wife filing jointly shall be the lesser of (1) $2,500; or (2) 50% ofthe
cost of any long-term care insurance premium payments provided that a husband and wife filing
separately for which a joint return may be filed shall only be entitled to the amount of credit if they had
filed jointly. Stipulates that the tax credit shall be available to taxpayers with adjusted gross income of:
(1) $100,000 or less for a married couple filing jointly; or (2) $50,000 or less for individual taxpayers.

Delineates what premium payments shall be eligible for the credit and specifies persons, besides the
taxpayer and immediate dependents, whose premiums may be eligible for the credit. Credits properly
claimed and in excess of tax liability shall be refunded to the taxpayer.

If the taxpayer takes a deduction under IRC section 213 (with respect to medical, dental, etc., expenses)
no tax credit may be claimed for that portion ofthe cost for which the deduction was taken. Claims for
the credit must be filed within twelve months ofthe close of the taxable year or be waived ifnot filed on
time.

EFFECTIVE DATE: July 1, 2008; applicable to tax years beginning after December 31,2008

STAFF COMMENTS: This measure provides an incentive to taxpayers to purchase long-term care (LTC)
insurance premiums by allowing taxpayers to claim a credit for amounts paid for such insurance. To the
extent that this is an alternative to a state-run, long-term care insurance program, it is a proposal that
deserves serious consideration. The question is whether or not individuals will plan ahead for their needs
in time to make such insurance reasonable and affordable. Encouraging taxpayers to acquire LTC
insurance now will insure that the state will not be burdened with supporting persons as the need arises.

The question now is whether or not the state can afford an incentive given all the other competing
interests. It should be noted that, as drafted, it would appear that the credit limits are per return. Thus,
the 50% or $2,500, whichever is less, applies to all insurance paid by the taxpayer filing that return.
Thus, if a couple bought policies for themselves and one of the spouse's parents, the maximum amount
that could be claimed would be $2,500 even though the premiums for all three policies total more than
$5,000. On the other end, with an unknown impact, the legislature may want to take it slow and phase-in
the credit to assess the impact that this credit will have on the state treasury.

It should be noted that the proposed measure limits the availability ofthe credit to those joint filers with
$100,000 or less and single filers with $50,000 or less ofadjusted gross income. If the intent is to get as
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HB 584, SD-l - Continued

many people to take out private, long-term care policies, then the credit should not be limited to only
those with a certain amount of income. A couple at the high end of the income scale may have the
resources to take out policies for themselves as well as for an aging parent. They should be provided the
same incentive to do so as it will save the state in the long run from having to provide long-term care for
anyone of them. Consideration might be given to an inversely graduated amount ofcredit such that the
amount of the credit gets smaller as income grows larger.

That said, there are two provisions of the bill which are not clear. First, is the amount of the credit equal
to the lesser of 50% ofthe long-term care insurance premiums paid or $2,500? Or does the bill mean to
say the credit is 50%ofthe long-term care insurance premium paid up to a maximum of$2,500 per
return? Ifit is the latter, then the bill should state so. The other is that it is unclear whether or not the
credit is refundable. It seems to imply that it is refundable by stating that no refunds ofamounts less than
one dollar shall be made, but other than that, it does not specifically provide that the credit is refundable
or non-refundable. If the latter is the case, then there is no provision directing that any excess credit can
be applied to subsequent tax years liability until exhausted.

Given that many advocates ofa previously proposed state run long-term care insurance system noted that
to do nothing about providing for such coverage will, in the end, cost the state more to provide that care,
the credits proposed in this bill can be viewed as a long-term investment on the part of taxpayers that will
insure that future taxpayers will not be asked to pick up the tab for long-term care for a growing segment
ofthe population.

That said, lawmakers should not overlook the fact that unless the necessary services and facilities are
available and in ample supply, no amount of insurance or money will be able to access the needed care.
Like early childhood care and education the same trilemma ofaffordability, accessibility and quality apply
to long-term care as well.

Digested 3/17/08
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This bill creates an income tax credit to encourage Hawaii employers to purchase qualified
long-term care insurance for their employees. This tax credit is phased-in over two years and will be
equal to the greater of $500 or 50% of qualified long-term care premiums paid per employee.

The Senate Committee on Human Services & Public Housing amended the measure by
inserting a current effective date applying to taxable years beginning after December 31,2008.

The Department ofTaxation (Department) strongly supports this measure.

I. THE NEED FOR LONG-TERM CARE INSURANCE CONTRACTS.

The future oflong-term care for Hawaii's senior and adult disabled population is one of the
most critical health issues facing Hawaii in the twenty-first century. Persons sixty years ofage and
older presently account for almost one-fifth of the adult population in the State. By 2020, they will
constitute more than one-fourth of Hawaii's adult population.

The rapid growth ofthe elderly and disabled populations will result in extraordinary demands
on the delivery oflong-term care services. While the majority ofpersons receiving long-term care
are older adults, entire families are affected by the psychological, fmancial, and social costs oflong­
term care provided to those who are limited in the activities of daily living. As of 2003, the
statewide average annual cost ofa room in a skilled nursing facility was $105,028 for a private room
and $95,597 for a semi-private room.

When employees provide long-term care to family members in need, businesses incur costs
for lost productivity due to employee absenteeism, for replacing the absent employee, and in
supervising temporary replacement workers. According to a 1997 study conducted by the National
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Alliance for Caregivers and the Metlife Mature Market Institute, the total cost oflost productivity to
businesses nationally from these factors exceeded $29 billion annually.

II. EMPLOYER TAX CREDIT

This employer long-term care tax credit accomplishes the following:

• Encourages employers to purchase qualified long-term care insurance contracts for their
employees;

• Ensures that such qualified long-term care insurance contracts provide a requisite level of
home and community-based care in addition to coverage for long-term care in intermediate
care facilities and skilled nursing facilities;

• Extends long-term care insurance coverage to those individuals who generally could not
otherwise obtain coverage and/or who could not obtain reasonably priced long-term care
insurance coverage;

o On most employer-sponsored plans, the insurers use less rigorous standards for
determining a full-time employee's eligibility for coverage, which is a practice
commonly referred to as "simplified short form underwriting."

o Thus, a substantial number of Hawaii residents who could ordinarily not obtain
coverage on an individual plan (or who could not obtain reasonably priced long-term
care insurance coverage) will be able to obtain coverage on an employer-sponsored
policy because of the less restrictive underwriting.

o The employer's group plan allows a long-term care insurer to spread the underwriting
risk among a group of covered individuals who work full-time.

• Encourages greater participation in employer-subsidized long-term care insurance plans by
employees.

o Employer-subsidized long-term care insurance plans generally see greater
participation rates by employees.

o Employee participation in employer-sponsored long-term care insurance plans is
significantly greater when the employer pays for a small percentage, or "base
coverage," of the employee's premium.

II. TECHNICAL ISSUES

The Department notes that the current drafting ofthe bill appears to apply at the entity level
for partnerships and other flow-through business entities. The Department suggests that any
reference to the credit claim for partnerships or limited liability companies clearly distinguish that
the credit is determined at the entity level. The Department further points out that partnerships and
limited liability companies treated as partnerships for tax purposes typically never receive tax
treatment-it is the owners that receive all incidences oftaxation. Under the current drafting ofthe
bill, a statement providing that for partnerships or other flow-through entities the credit is
determined at the entity level, this will allow the credit to be distributed to partners in proportion to
their partnership interests.
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The following language would be helpful:

"( ) In the case of a partnership, S corporation, estate, or
trust, the tax credit allowable shall be determined at the entity
level. Distribution and share of credit shall be determined in
accordance with section 235-2.45(d) II

III. SUGGESTED BILL LANGUAGE

As an alterative to the text of the current bill, the Department offers the following tax
credit language for the Committee's consideration:

"§235- Employer's tax credit for long-term care premiums
paid for employees. (a) Subject to the limitations of this
section, a small business employer subject to taxation under this
chapter may claim a non-refundable tax credit for premium
payments made by the small business employer during the taxable
year to purchase a qualified long-term care insurance contract
for its employees. The maximum tax credit per employee for whom
qualified long-term care insurance is purchased shall be in the
amount of the lesser:

(1) $500; or
(2) Fifty per cent of the qualified long-term care

premiums paid annually for each employee.
(b) The credit allowed under this section shall be claimed

against the net income tax liability for the taxable year. If
the tax credit under this section exceeds the taxpayer's income
tax liability, the excess of the credit may be carried forward
until exhausted.

(c) If a taxpayer claims any other tax credit or deduction
under title 14, including a deduction under sections 162 or 213
of the Internal Revenue Code, to which state law conforms, for
premiums paid on a long-term care insurance policy, no credit
shall be claimed under this section for the same premium
payments.

(d) All claims, including any amended claims, for tax
credits under this section shall be filed on or before the end of
the twelfth month following the close of the taxable year for
which the credit may be claimed. Failure to comply with this
provision shall constitute a waiver of the right to claim the
credit.

(e) The director of taxation shall prepare any forms that
may be necessary to claim a credit under this section. The
director may also require the taxpayer to furnish information to
ascertain the validity of the claims for deductions made under
this section and may adopt rules necessary to effectuate the
purposes of this section pursuant to chapter 91.

(f) As used in this section:
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"Activities of daily living" means eating, toileting,
transferring, bathing, dressing, and continence.

"Chronically ill individual" means any individual who has
been certified by a licensed healthcare practitioner within the
preceding twelve-month period as meeting one of the following
conditions:

ill Being unable to perform at least two activities of daily
living without substantial assistance from another
individual for a period of at least ninety days due to a
loss of functional capacity;
Having a level of disability similar to the disability
set forth in the preceding paragraph; or

III Requiring substantial supervision to protect that
individual from threats to health and safety due to a
severe cognitive impairment for the preceding twelve­
month period.

"Home and community-based care" means care provided under
qualified long-term care services that meet or exceed the
requirements set forth in section 431:10H-219.

"Licensed health care practitioner" means any licensed
physician, registered nurse, licensed social worker, or other
professional as may be provided by rules adopted by the director
of taxation.

"Maintenance or personal care services" means any care the
primary purpose of which is the provision of needed assistance
with any of the disabilities that render a person to be a
chronically ill individual, including the protection from threats
to health and safety due to a severe cognitive impairment.

"Qualified long-term care insurance contract" means a
contract that:

ill Provides insurance coverage solely for qualified
long-term care services;

J£l Does not payor reimburse expenses incurred for
services or items to the extent that those expenses are
reimbursable under title XVIII of the Social Security
Act or would be so reimbursable but for the application
of a deductible or coinsurance amount, unless:
~ The expenses are reimbursable by medicaid as

secondary payor; or
~ The contract makes qualified per diem or other

periodic payments without regard to expenses, as
defined below.

Is guaranteed renewable;
Provides that refunds, other than refunds on the death
of the insured or complete surrender or cancellation of
the contract, and dividends under the contract shall be
used only to reduce future premiums or increase future
benefits;
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(5) Does not provide for a cash surrender value or any
other money that may be paid, assigned, borrowed, or
pledged as collateral for a loan; and

UU(6) Provides coverage for home- and community-based care
services that meets or exceeds fifty per cent of the
coverage for treatment in an intermediate care facility
and skilled nursing facility.

"Qualified long-term care services" means necessary
diagnostic, preventive, therapeutic, curing, treating,
mitigating, and rehabilitative services, and maintenance or
personal care services, which are:

ill Required by a chronically ill individual; and
(2) Provided pursuant to a plan of care prescribed by a

licensed health care practitioner.
"Small business" means a for-profit enterprise consisting of

fewer than one hundred full-time or part-time employees."

IV. REVENUE IMPACT

Assuming this measure takes effect immediately, annual revenue loss amounts to $900,000
for FY 2010 and thereafter. Based on the best estimate from the long-term care industry, employers
pay $5 to $15 per employee per month for long-term care premium. Their employers cover about
50,000 of the employee's long-term care insurance.

Employers are assumed to pay $120 per employee annually for long-term care premium. A
tax credit at 50% ofpremiums is $60.

According to the Hawaii State Data Book 2006, all businesses employed 490,682 workers in
2005 and 59% ofwhich were employed by small businesses. The Department assumed employers
purchased long-term care insurance for 50% of small business employment share (30%). About
15,000 employees' long-term care insurance was covered by their employers [50,000 x 30%]. Total
tax credit amounted to $900,000 [15,000 x $60].



TESTIMONY OF THE AMERICAN COUNCIL OF LIFE INSURERS
IN SUPPORT OF H. B. 2778, HD 2, SD 1, RELATING TO TAX CREDITS

March 18, 2008

Senator Carol Fukunaga, Chair
Committee on Economic Development and Taxation
State Senate
Hawaii State Capital, Conference Room 016
415 S. Beretania Street
Honolulu, HI 96813

Dear Chair Fukunaga and Committee Members:

Thank you for the opportunity to testify in support of House Bill 2778, HD 2,
SD 1, relating to taxation.

Our firm represents the American Council ofLife Insurers ("ACLI"), a national
trade association whose three hundred fifty-three (353) member companies account for
93% of the life insurance premiums and 94% of the aIIDuity considerations in the United
States among legal reserve life insurance companies. ACLI member company assets
account for 93% of legal reserve company total assets. Two hundred sixty-one (261)
ACLI member companies cUlTent1y do business in the State ofHawaii.

ACLI supports House Bill 2778, HD 2, SD 1, which provides an income tax
credit to a qualified resident individual or a corporate "small business" employer (defined
as having less than 100 employees) in an amount equal to the lesser of$500 or 50% of
the cost of the long-term care insurance premium for each employee.

ACLI generally believes that as a matter ofpublic policy the State ofHawaii
should encourage individuals to provide for their own financial well-being. If a family is
unable to support its long-term care needs, the State will need to spend its scare resources
for that purpose.

CHAR HAMILTON
CAMPBELL & YOSHrZty' Aaw o~oration

Oren T. ChikaInoto
737 Bishop Street, Suite 2100
Honolulu, Hawaii 96813
Telephone: (808) 524-3800
Facsimile: (808) 523-1714



Laura Manis Testifier

COMMITTEE ON ECONOMIC DEVELOPMENT AND TAXATION

Senator Carol Fukunaga, Chair

Senator Will Espero, Vice Chair

Tuesday, March 18,2008, 1:15 p.m. Conference Room 224

HB 2778, HD2 RELATING TO TAX CREDITS. Grants tax credit to small businesses at the
lesser of 50% of premiums or $500 per employee for purchase of long-term care insurance for its
employees. Defines small business as businesses employing less than 100 full-time or part-time
workers.

SUPPORT WITH COMMENTS
Kokua Council realizes that this is a new perspective to providing an incentive for buying Long
Term Care Insurance. Providing a tax credit to employers of small businesses who purchase the
insurance for their employees is worth a trial.

For this reason we suggest that a sunset date be included in the bill to give time to evaluate
whether or not it did indeed increase the purchase of Long Term Care Insurance. Also of
concern, is who pays for the insurance if the employee changes jobs.

Laura G. Manis, Legislative Chair, Kokua Council
tel. 597-8838



Senate Committee on Economic Development & Taxation
Senator Carol Fukunaga, Chair

Date of Hearing:
Time:

March 18, 2008
1:15 PM

RE: HB 2778, HD 2, SD 1 - Relating to Tax Credits

Chair Fukunaga and members of the Committee, NAIFA (National Association of Insurance and
Financial Advisors) Hawaii, an organization made up of insurance and financial advisors across
Hawaii supports HB 2778, HD 2, SD 1, in providing Hawaii employers with fewer than
100 full or part time employees and small business owners with an incentive to purchase LTC
(long term care) insurance.

The tax credit proposed will be the lesser of $500 for each employee or 50% of the insurance
premium for each employee. Employers will be able to insure employees at a base level and in
tum, the employees will be able to purchase added coverage. We believe that this incentive is
integral to get the "ball rolling" and the bulk of the LTC premium will be borne by employees.

Employers, if they are paying LTC premiums as a benefit to their employees, can also deduct the
entire LTC insurance premium expense on their corporate tax return. This measure can provide
a very worthwhile incentive to employers to encourage them to make this benefit available since
most employee benefits (health insurance, TDI, disability income, retirement, Social Security,
Medicare, etc.) are delivered at the workplace. Employers can provide one of the best venues in
educating our citizens about their future LTC needs.

Additionally, there are numerous benefits for a group purchase of LTC insurance:

• Group LTC insurance policies are approximately 10% to 40% less than individual LTC
policies subject to underwriting requirements (age, health, etc.).

• Premiums are level, based on age purchased, which encourages younger employees to
participate. Employees receive guaranteed issue coverage (no medical questions) up to
certain limits.

• Employees can customize the coverage beyond the employer paid base plan, at highly
discounted rates. Employees can add to their coverage at anytime.

• Employee's entire extended family (parents, grandparents, in-laws, siblings, adult
children) can participate in the discounted group rates.

1
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• Employees can take their coverage with them should they retire or terminate their
employment at same rate with the exact same coverage and extended family members
retain their coverage.

• Premiums are level, based on age purchased, which encourages younger employees to
participate. Employees receive guaranteed issue coverage (no medical questions) up to
certain limits.

Government's support of a tax incentive in encouraging individual responsibility for long term
care financing is a step towards solving this complex issue. Our citizens will have these products
to protect themselves against catastrophic long term care expenses. The expansion of this market
will reduce Medicaid outlays and future costs to both the federal and state governments.

Yes, it is true that the older one gets, a LTC insurance policy becomes less affordable due to
chronic ailments or unavailable due to sickness. A tax credit for employers and individuals will
encourage the young to purchase their LTC insurance when they are healthy and rates are most
affordable.

Medicaid began as a safety net for the less fortunate but over the past 30 years it has become a
way for many families to keep their assets. The term "spending down" is well understood in
qualifying for Medicaid. We believe that through the purchase of long term care insurance from
the marketplace, we can save Medicaid for what it was truly intended. The burden on the state
and federal government is enormous and continues to grow.

We urge your support for this measure. Mahalo for allowing us to share our viewpoint.

Cynthia Hayakawa
Executive Director

NAIFA

HAWAII
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Testimony to the Senate Committee on Economic Development and Taxation
Hawaii State Capitol

Conference Room 224
415 South Beretania Street

Tuesday, March 18, 2008 at 1:15 p.m.

SUBJECT: HOUSE BILL 2778, HD2. SD1 • RELATING TO TAX CREDITS

Chair FUkunaga, Vice Chair Espero, and Members of the Committee:

My name is Jim Tollefson and I am the President and CEO of The Chamber of Commerce of Hawaii (liThe
Chamberll

). I appreciate the opportunity to state The Chamber's support of HB 2778, HD2, SD1, relating to
Tax Credits.

The Chamber is the largest business organization in Hawaii, representing over 1100 businesses.
Approximately 80% of our members are small businesses with less than 20 employees. As the ''Voice of
Business" in Hawaii, the organization works on behalf of members and the entire business community to
improve the state's economic climate and to foster positive action on issues of common concern.

The measure grants tax credits to small businesses at the lesser of fifty per cent of premiums or $500 per
employee for the purchase of longwterm care insurance for its employees. The measure defines small'
business as businesses employing less than 100 fullwtime or part-time workers.

The Chamber commends the Legislature for seeking ways to address the current situation of long-term
care for Hawaii's senior and adult disabled population and supports astatewide effort to address this .
growing population through various voluntary initiatives such as tax credit Incentives, especially for small
businesses. '

Small employers provide a majority of the jobs in Hawaii. As the cost of doing business continues to rise
and the economy begins to slow down, small busInesses will be forced to make prudent and sound .
decisions on providing benefits to employees while managing costs. However" many recognize the cL!rrent
and growing problem of long-term care and realize that in order to retain quality employees, they will need
to offer benefits. This measure provides an option and incentive for small businesses to offer benefits ~uch

as long-term care insurance for their employees.

In light of this, The Chamber asks for your favorable consideration of this measure. Thank you for the
opportunity to testify.

1132 Bishop Street, Suite 402 • /lonolulu, Hawaii 96811 • Phone: (80B) 545-4300 • Facsimile: (BOB) 545-4369
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TAX FOUNDATION OF HAWAII Honolulu, Hawaii 96813 Tel. 536-4587

SUBJECT: INCOME, Small business long-term care insurance premium tax credit

BILL NUMBER: HB 2778, SD-I

INTRODUCED BY: Senate Committee on Human Services and Public Housing

BRIEF SUMMARY: Adds a new section to HRS chapter 235 to allow taxpayers who own a small
business to claim a small business long-term insurance premium credit of the lesser of$500 per employee
or 50% ofthe premiums paid for each employee. Credits in excess ofa taxpayer's income tax liability
may be applied to subsequent liability. Defines "small business" as a for-profit enterprise consisting of
fewer than one hundred full-time or part-time employees.

Stipulates that the tax credit when claimed by: (1) either an individual resident taxpayer or a husband and
wife filing a joint return that own a small business, provided that a resident husband and wife filing
separate tax returns for a taxable year for which a joint return could have been filed by them, shall claim
only the tax credit to which they would have been entitled under this section had a joint return been filed;
or (2) a small business that is a corporation, partnership, limited liability company, or other form of
business entity, may be claimed only once in the taxable year with respect to the small business.

Claims for the credit must be filed within twelve months of the close of the taxable year or be waived if
not filed on time. Requires the director oftaxation to prepare the necessary forms to claim and validate a
claim for the credit.

EFFECTIVE DATE: July 1, 2008; applicable to tax years beginning after December 31,2008

STAFF COMMENTS: This measure provides an incentive in the form ofan income tax credit to encourage
employers to purchase long-term care insurance premiums for their employees by allowing the employer
to claim a credit for a portion of the premium costs for such insurance. While the credit may seem
minimal, buying a group coverage for the minimal level ofcoverage would open the door ofawareness
for more employees of the need for this type ofcare in the future. Accessing this type of insurance will
not only increase awareness of this need, but may allow employees to trade up by paying an additional
premium, then this may be a way that the state addresses the challenge oflong-term care.

That said, one has to question whether or not taxpayers should subsidize the cost of such insurance
without any indication ofneed on behalfof the small business for financial assistance. Perhaps the
sponsors ofthe bill envision that this would encourage mom and pop stores to secure this coverage or
perhaps a lunch wagon owner. However, the bill defines a small business as one that has less than 100
full-time employees. That definition could fit a brokerage finn, a software developer, or a private
physician's office. If the intent is to make the public aware of the need to secure this type of insurance,
then there are means for informing and educating the public. One of the chiefreasons for consumer
reticence in this area is the fear of the unknown, that is not knowing anything about the options from
which they can choose.

Digested 3/17/08
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STATE OF HAWAII
DEPARTMENT OF TAXATION

P.O. BOX 259
HONOLULU, HAWAII 96809

PHONE NO: (808) 587-1510
FAX NO: (808) 587-1560

KURT KAWAFUCHI '
DIRECTOR OF TAXATION

SANDRA L. YAHIRO
DEPUTY DIRECTOR

SENATE COMMITTEE ON ECONOMIC DEVELOPMENT & TAXATION

TESTIMONY REGARDING HB 3059 HD 1 SD 1
RELATING TO LOW-INCOME HOUSING CREDITS

TESTIFIER: KURT KAWAFUCHI, DIRECTOR OF TAXATION (OR DESIGNEE)
DATE: MARCH 18,2008
TIME: 1:15PM
ROOM: 224

This legislation modifies Hawaii's conformity to the federal Low-Income Housing Tax Credit
provided by Section 42 ofthe Internal Revenue Code, by reducing the number ofyears over which
the credit may be claimed.

The House Committee on Human Services & Housing passed this measure unamended.

The House Committee on Finance amended the effective date of the measure.

The House of Representatives passed this measure on third reading.

The Senate Committee on Human Services & Public Housing amended the measure to read
similar to its companion.

The Department supports this Lingle-Aiona Administration bill and encourages the
Committee to pass this measure with the Department's requested amendments.

I. THE DEPARTMENT DEFERS TO THE HOUSING AGENCIES ON
THE MERITS.

The Department defers to the various executive housing agencies on the merits ofthis bill in
general. Hawaii is currently facing an affordable housing crisis. It will take meaningful initiatives
in order to eliminate the shortage of affordable housing suitable for Hawaii residents.
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II. THE ISSUE OF AFFORDABLE HOUSING IS IMPORTANT AND
MAKING HAWAII'S CREDIT MORE ATTRACTIVE IS
CRITICAL.

The Department recognizes that affordable housing is an important issue. To properly
eliminate the affordable housing crisis, sufficient incentives must also be available in order to
leverage public-private partnerships to construct additional housing in Hawaii. Through the use of
the Low-Income Housing Tax Credit, partnerships between the state and private developers are
leveraged through attractive tax incentives that subsidize investments in projects.

This legislation is a positive solution. This legislation effectively reduces the horizon of
years over which the Low-Income Housing Tax Credit must be claimed. Currently, the Hawaii
credit must be claimed over a 10-year period. This bill reduces that period to 5 years. The reduction
in the claim period makes the credit far more attractive to investors. The reduction also makes the
credit more useful to project partnerships because cash from the government is released in a much
shorter time.

III. PREFERENCE FOR DEPARTMENT'S AMENDMENTS

After further consideration, the Department believes that its suggested amendments below
will allow for this measure to function properly. As a state credit that otherwise conforms to federal
law, it is critical that the decoupling feature contemplated by this measure be able to properly
operate on its own. The amendments below are important to ensure proper implementation of the
credit calculation:

SECTION 1. Section 235-110.8, Hawaii Revised Statutes, is
amended to read as follows:

n§23S-110.8 Low-income housing tax credit. (a) Section 42
(with respect to low-income housing tax credit) of the Internal
Revenue Code shall be operative for the purposes of this chapter
as provided in this section.

(b) Each taxpayer subject to the tax imposed by this
chapter, who has filed [+]a[+] net income tax return for a
taxable year may claim a low-income housing tax credit against
the taxpayer's net income tax liability. The amount of the
credit shall be deductible from the taxpayer's net income tax
liability, if any, imposed by this chapter for the taxable year
in which the credit is properly claimed on a timely basis. A
credit under this section may be claimed whether or not the
taxpayer claims a federal low-income housing tax credit pursuant
to section 42 of the Internal Revenue Code.

(c) The low-income housing tax credit shall be [fifty] one
hundred per cent of the applicable percentage of the qualified
basis of each building located in Hawaii. The applicable
percentage shall be calculated as provided in section 42(b) of
the Internal Revenue Code.
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(d) For the purposes of this section, the determination of:
(1) Qualified basis and qualified low-income building shall

be made under section 42(c);
(2) Eligible basis shall be made under section 42(d);
(3) Qualified low-income housing project shall be made

under section 42(g);
(4) Recapture of credit shall be made under section 42(j),

except that the tax for the taxable year shall be
increased under section 42(j) (1) only with respect to
credits that were used to reduce state income taxes;

(5) Application of at-risk rules shall be made under
section 42 (k) ;

of the Internal Revenue Code.
(e) As provided in section 42(e), rehabilitation

expenditures shall be treated as separate new building and their
treatment under this section shall be the same as in section
42 (e). [The definitions and speeial rules relating to credit
period in seetion 42(f) and the] The definitions and special
rules in section 42(i) shall be operative for the purposes of
this section.

(f) The definitions and special rules relating to credit
periods in section 42(f) shall be operative for the purposes of
this section; except that section 42(f) (1) of the Internal
Revenue Code shall be modified as follows: the term "credit
period" means, with respect to any building, the period of five
taxable years beginning with:

l!l The taxable year in which the building is placed in
service; or

(2) At the election of the taxpayer, the succeeding taxable
year;

provided that the building is a qualified low-income building as
of the close of the first year of such period. The election
under paragraph (2), once made, shall be irrevocable.

~J31 The state housing credit ceiling under section 42(h)
shall be zero for the calendar year immediately following the
expiration of the federal low-income housing tax credit program
and for any calendar year thereafter, except for the carryover of
any credit ceiling amount for certain projects in progress which,
at the time of the federal expiration, meet the requirements of
section 42.

~Jbl The credit allowed under this section shall be
claimed against net income tax liability for the taxable year.

For the purpose of deducting this tax credit, net income tax
liability means net income tax liability reduced by all other
credits allowed the taxpayer under this chapter.

A tax credit under this section which exceeds the taxpayer's
income tax liability may be used as a credit against the
taxpayer's income tax liability in subsequent years until
exhausted. All claims for a tax credit under this section must
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be filed on or before the end of the twelfth month following the
close of the taxable year for which the credit may be claimed.
Failure to properly and timely claim the credit shall constitute

a waiver of the right to claim the credit. A taxpayer may claim
a credit under this section only if the building or project is a
qualified low-income housing building or a qualified low-income
housing project under section 42 of the Internal Revenue Code.

Section 469 (with respect to passive activity losses and
credits limited) of the Internal Revenue Code shall be applied in
claiming the credit under this section.

[+ftt]Jil The director of taxation may adopt any rules under
chapter 91 and forms necessary to carry out this section."

SECTION 2. Statutory material to be repealed is bracketed
and stricken. New statutory material is underscored.

SECTION 3. This Act shall take effect on January 1, 2009,
and apply to buildings placed in service after December 31, 2008.

IV. EFFECTIVE DATE.

The effective date should be changed so that the bill applies to buildings placed in service
after December 31, 2008.

V. REVENUE ESTIMATE.

Assuming this measure were given a current effective date, this measure will result in the
following revenue loss if amended as requested above:

• FY2009 (loss): none
• FY2010 (loss): $1.25M
• FY2011 (loss): $2.50M
• FY2012 (loss): $3.13M
• FY2013 (loss): $3.25M

Absent this proposal, state low-income housing tax credits for new developments issued in
2007 would total $1.25 million in Tax Year 2009. The proposal would increase this to $5.0 million,
which would result in net decreased tax revenue of $3.75 million for FY 2010. The net cost for
additional years includes the additional credit from new investments in that particular year, along
with the additional credits awarded from previous years investments.
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Statement of
Orlando "Dan" Davidson

Hawaii Housing Finance and Development Corporation
Before the

IN REPLY REFER TO

SENATE COMMITTEE ON ECONOMIC DEVELOPMENT AND TAXATION

March 18,2008,1:15 p.m.
Room 224, State Capitol

In consideration of
H.B. 3059, H.D. 1, S.D. 1

RELATING TO LOW-INCOME HOUSING TAX CREDITS.

The HHFDC supports H.B. 3059, H.D. 1, S.D. 1, which reduces the period over which
state low-income housing tax credits are taken from 10 years to 5 years. The low
income housing tax credit (L1HTC) program promotes the development and
rehabilitation of low-income rental housing by providing equity to developers of eligible
affordable housing projects. The program is a powerful financing tool for affordable
rental housing development, especially when leveraged with state rental housing trust
funds.

The L1HTCs provide a dollar-for-dollar credit against annual income tax liability over a
10 year period. Developers typically sell the tax credits to tax payers/investors to raise
equity for the development of a rental housing project. Unfortunately, the sale of State
L1HTCs generates less than half of the "equity" than that of the federal L1HTC, or
approximately $0.35 to $0.50 for every $1.00 of state credit. By shortening the time
period over which the State credits can be taken (Le., from 10 years to 5 years), the
value of the State L1HTC could be enhanced and more equity could be generated for
the development of rental housing.

The HHFDC supports the Department of Taxation's proposed Senate Draft 2, which
proposes technical amendments to this bill that are intended to improve the ease of
administering the L1HTCs, while retaining the provisions to improve their value to
investors and affordable housing developers.

Thank you for the opportunity to testify.
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March 14,2008

The Honorable Carol Fukunaga, Chair
The Honorable Will Espero, Vice Chair

and Committee Members
Committee on Economic Development and Taxation

Twenty-Fifth Legislature
Regular Session of2008

SUBJECT: House Bill 3059 HDI SDI
Hearing Date: 03-18-08
Time: 1:15 PM
Conference Room: 224

The Office ofHousing and Community Development (OHCD) strongly supports House Bill
3059 HD I SD1, which reduces the period over which state low-income housing tax credits
(LIHTC) are taken from 10 years to 5 years.

The LIHTCs are an important financing tool for low-income rental housing projects that would
otherwise not be financially feasible. Currently, LIHTCs provide a dollar-for-dollar credit against
an annual income tax liability over a ten-year period. Developers typically need to sell the tax
credits to investors with tax liabilities to help cover the gap in financing the development of low­
income rental projects. With the tax credits taken over a 10 year period, investors demand deep
discounts to offset the time value of their upfront investment. By reducing the period from 10
years to 5 years, the value of the credits is significantly enhanced and will generate more equity
to further the development ofaffordable, low-income rental housing.

Thank you for the opportunity to provide testimony.

L :gdwin S. Taira
tTHousing Administrator

Ol02tasr
EQUAL HOUSING OPPORTUNITY

'HAWAri COUNTY IS AN EQUAL OPPORTUNITY
PROVIDER AND EMPLOYER"
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March 14, 2008

Senator Carol Fukunaga, Chair
Senator Will Espero, Vice Chair

and Committee Members
Committee on Economic Development and Taxation

The Senate
The Twenty-Fourth Legislature
Regular Session of 2008

SUBJECT: Testimony in Support of House Bill 3059, HD 1, SDI Relating to
Low-Income Housing Tax Credits

Committee: EDT
Hearing: March 18,2008 1:15 PM Conference Room 224

The Kaua'i County Housing Agency strongly supports House Bill 3059, HOI, SDl. The Bill
would effectively reduce the time period for which state Low-Income Housing Tax Credits are
taken from ten years to five years. Shorter term Lll-ITC should be more attractive to investors,
thereby facilitating funding ofaffordable rental housing development. Thank you for the
opportunity to provide testimony.

Development Section (808) 241 4444 FAX (808) 241 5118
TOD (808) 2414411

section 8(HUD)(808) 2414440 FAX (808) 2415119
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Honolulu, Hawaii 96816

Phone: (808) 733-7060
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March 15,2008

The Honorable Carol Fukunaga, Chair
Senate Committee on Economic Development and Taxation
State Capitol, Room 224
Honolulu, Hawaii 96813

RE: H.B. 3059, H.D.l, S.D.l, Relating to Low-Income Housing Tax Credits
Hearing Date: March 18,2008 @ 1:15 p.m., Room 224

On behalf of our 10,000 members in Hawaii, the Hawaii Association of REALTORS®
(HAR) supports H.B. 3059, H.D.l, S.D.l, which reduces the period over which state low­
income housing tax credits are taken from 10 years to 5 years.

We believe Smart Growth is our road map to sustaining and enhancing the quality of life in
our communities and we believe that this bill aligns with our core principle of providing
housing opportunities.

HAR has historically supported mechanisms to help increase the supply of low and moderate
income affordable housing such as the Rental Housing Trust Fund Program which can help
integrate the use of mixed-income and mixed-use projects, special purpose revenue bonds,
low-interest loans, block grants, low-income housing tax credit programs and deferred loan
programs to provide rental housing opportunities.

Amending the period over which state low-income housing tax credits are taken from ten
years to five years would increase the present value of the credits when sold to investors, and
provide a more attractive financing incentive to potential developers of affordable rental
housing.

HAR looks forward to working with our state lawmakers in building better communities by
supporting quality growth, seeking sustainable economies and housing opportunities,
embracing the cultural and environmental qualities we cherish, and protecting the rights of
property owners.

Mahalo for the opportunity to testify.

Sincerely,

Lz::3 /~ -~/;c+-/_.--

Craig Hirai, Member
Subcommittee on Taxation and Finance
HAR Government Affairs Committee
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From: Kevin Carney [kcarney@eahhousing.org]

Sent: Friday, March 14, 20082:04 PM

To: testimony

Cc: Kevin Carney

Subject: Testimony on HB3059 HD1 SD1, Hearing March 18, 2008 at 1:15pm

Dear Chair Fukunaga, Vice Chair Espero and members of the Economic Development and Taxation Committee:

Thank you for this opportunity to submit testimony in strong support of HB3059. EAH is a non-profit housing
corporation that has been developing, managing and preserving affordable rental housing since 1968. Our most
powerful tool in developing and acquiring affordable rental housing is the Low Income Housing Tax Credit
(L1HTC) program - Section 42 of the Internal Revenue Code.

HB3059 is a great bill and a very critical bill for our industry! It is creative and hopefully will have a direct impact
on our ability to develop and preserve affordable rental properties. State L1HTC's exist in a very limited
marketplace - only companies who do business in Hawaii can purchase these credits. These credits also
compete with other State tax credit programs such as the Film Industry credit. The idea of shortening the take
down period from 10 years to 5 years should make the credits more competitive and therefore more appealing
to investors. The more appealing they are, the more value they generate and value is directly transferable into
equity. The greater the equity that is derived from the sale of L1HTC's, the less debt the property has to carry.
This equates to making it more feasible to develop and/or acquire low-income rental housing projects.

The average low-income rental property has seven (7) different layers of financing on it and each layer brings a
different set of rules and regulations that must be adhered to. The passage of this bill will not be a cure-all for
affordable rental housing. The marketplace will determine the impact on production and preservation. But, we
strongly believe that this bill will increase the value ofthese credits so that they remain a powerful tool in our
toolbox of financing options. Please give it your full support. Thank you.

Sincerely yours,
Kevin

Kevin R. Carney, (B)
Vice President, Hawaii
EAH Housing
841 Bishop Street, Suite 2208
Honolulu, Hawaii 96813
Phone: 808-523-8826
Fax: 808-523-8827
Email: kcarney@eahhousing.org
Website: www.eahhousing.org

3/14/2008
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Castle & Cooke ~~
Hawai'i V

March 18, 2008

To: Honorable Carol Fukunaga, Chair
Senate Committee on Economic Development and Taxation

Fr: Bruce Barrett, Executive Vice President of Residential Operations
Castle & Cooke Homes Hawaii

100 Kahelu Avenue
Mililani, Hawaii 96789-3997

P.O. Box 898900
Mililani, Hawaii 96789-8900

(808) 5~-48ll Fax (808) 548-6670

Re: HB 3059, HD1. SD 1 ~ Relating to Low~lncomeHousing Tax Credits­
SUPPORT

Senate Committee on Economic Development and Taxation
Tuesday, March 18,2008 -1:15 PM, Conference Room 224

On behalf of Castle and Cooke Homes Hawaii, we would like to offer our testimony in
support and our comments in regards to HB 3059, HD1, SD1.

The lack of housing inventory and supply for a wide range of housing needs plagues the
industry. By providing an important financing tool, this bill supports the production of
low income rental housing, which is a vital component for the overall housing supply.

The Low-Income Housing Tax Credit program is a critical tool of the State's program to
produce low income affordable rental housing. Along with federal tax credits, this credit
offers a significant boost in helping to finance the development of lower rent affordable
rental projects.

For these reasons we ask your committee to support the passage of HB 3059, HD1,
801.

Should you have any questions, feel free to contact me at 548-3746 or Carleton Ching,
Vice President of Govemment and Community Relations, at 548-3793

Castle & Cooke Hawai'i consists oftbe Hawai'i subsidiaries of Castle & Cooke, Inc. which include
Castle & Cooke Homes Hawai'i , Inc., Castle & Cooke Properties, Inc., Castle & Cooke ResOlts, LLC and other subsidiaties
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CATHOLIC. CHARITIES HAwArI

TESTIMONY IN SUPPORT OF HU 3059, Hlll, SDl: RELATING TO LOW INCOM"E
HOUSING TAX CREDITS

TO:

FROM:

Stmator Carol Fukunaga, Chair, Semltor Will E~'Pero, Vice Chair.
And MemhtlTS, Committee on Economic Developmcnt and Taxation

Belly Luu Larson. Housing Programs Director. Catholic Chariti~s 'Hawai'i

HEARING: Tuesday, March 18,2008; 1:15 pill; Conf. Hm. #224

Chair Fukwlaga, Vice Chair Esptrrl.l, and Members of the Committee on Economic Development
and Taxation:

Thank you t<'lr the opportunity to testify 011 HB 3059. I am Betty Lou Larson. from Catholic
Charities Hawai'i. 'We support this bill which provides a creative way to leverage additional funds
fbr affordable housil1g projects.

Construction costs are ri~ing whieh will make the development ofnew affordable rental housing
projects more expensive. Yet, the need tOl' these units is al~o growing. More elders, more low and
moderate illcome families, more disablc:d, more ofthe workforce need affordable housjng. We
know the housing clisis well at Catholic Charities Hawai'i. We get cans every day from families
who are desperately seeking to avoid homelessIlcss and need to find housing. The age wave of
seniors is last approaching Hawai'i a<; the Baby Boomers age into their 60's and retirement means
reducc:d income. The need for affordable senior housing will ex-plode. Already. the Housing
Assistance Program at Catholic Charities Hawai'i finds that about half ofthe CWTent seniors
seeking help are at risk for homelessncss.

This bill before you it) a creative way to get "more bang for the buck" with the State Low Income
Housing Tax Credits. This change will enable the State LTt:dits to generate more money to the
affordablc housing projects, ifgranted over a shOiter tJme pcriod. Currently the annual credit award
is tor over a 10 yeal' pcriod. By changing the timefral11e to 5 yellrs~ the projects can stlll the credits
for more money ~jl1ce the purchaser gellhe same tax credit but over 5 years. Since time is muney,
this would be more attraclive lo the buyers.

The State's long tenll revenue does not change. but the value to the project is greater when ~old to
get equity for the project The tOlal amoWlt ofstate tax credits wm rema.in the same.

With fast rising constmc11ml, we have to seek ways to support affordable housing in n~w W<lYS.

This is a creative way to gain more equity for the projects. This is another way to lcverage funding.
It will translate into l1l()re units produccd ov~r lime than under the current sy!;tem.

We thank you for yow· consideration (Irthis bill as one more step to support the developmenl () r
more aUbrdable rental unitq across our. State.

2745 Pali Highway -lIono)u)u, Hawai'i 96817. Phone (808) 59S-0077 - Fax (808) 595·0811
www C:uhnlir.(·h:n';ri",.d·t:IW:aii ott>
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126 Queen 5treet.5uite 304 TAX FOUNDATION OF HAWAII HonoiuJu.Hawaii96813 Tel. 536-4587

SUBJECT: INCOME, Low-income housing credit

BILL NUMBER: HB 3059, SD-1

INTRODUCED BY: Senate Committee on Human Services and Public Housing

BRIEF SUMMARY: Amends HRS section 235-110.8 to provide that for a low-income housing project
placed in service beginning on January 1, 2009: (1) pursuant to IRC section 42(b)(2)(B) the state housing
credit shall be 100% ofthe applicable percentage of the qualified basis of each building located in Hawaii;
and (2) pursuant to IRC section 42(t)(1) the credit period for the low-income housing credit shall be
taken over a five-year period instead of the current lO-year period.

EFFECTIVE DATE: January 1, 2009

STAFF COMMENTS: This is an administration measure submitted by the department ofbusiness,
economic development, and tourism BED-06(08). The legislature by Act 216, SLH 1988, adopted the
federal low-income rental housing credit which was part of the Tax Reform Act of 1986. The credit was
enacted to offset the repeal of tax shelters and other incentives to build rental housing under prior law,
such as accelerated depreciation, capital gains preference, certain tax-exempt bonds, etc., and to
specifically target low-income rentals.

The federal credit is a 70% present value credit for qualified new construction and rehabilitation
expenditures which are not federally subsidized, and 30% for those which are federally subsidized. While
the existing state credit allows for a credit of 50% ofthe "applicable percentage of the qualified basis"
allowed under federal law taken over a period of 10 years, the proposed measure would increase the state
credit to 100% and shorten the time period to five years. The justification sheet submitted with this
measure states that by shortening the time period over which the low-income housing tax credits are
taken would increase the present value of the credits when sold to investors. This would, the justification
argues, provide a more attractive alternative financing incentive to potential developers ofaffordable
rental housing.

While this is just one incentive to encourage developers to build affordable housing, consideration should
be given to a number of strategies including the debt financing, partnerships with financial institutions
who could then tum around and sell the credits, and the use offederal private activity bonds. Finally,
apparently public officials still have not recognized that one ofthe greatest contributors to the cost of
housing in Hawaii is the draconian maze ofpermitting and regulatory processes in order to bring those
homes to market. While those regulatory guidelines are to insure the health and safety of the public,
streamlining the process would accelerate the time needed to secure those permits thereby reducing the
cost offinancing. This savings would go a long way toward reducing the final cost of the house to the
consumer. For example, for one housing project on Kauai, it took nearly five years to secure the
necessary permits to build 14 affordable homes.

Digested 3/17/08
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LINDA LINGLE
GOVERNOR

JAMES R. AIONA, JR.
LT. GOVERNOR

STATE OF HAWAII
DEPARTMENT OF TAXATION

P.O. BOX 259
HONOLULU, HAWAII 96809

PHONE NO: (808) 587-1510
FAX NO: (808) 587-1560

KURT KAWAFUCHI
DIRECTOR OF TAXATION

SANDRA L. YAHIRO
DEPUTY DIRECTOR

SENATE COMMITTEE ON ECONOMIC DEVELOPMENT & TAXATION

TESTIMONY REGARDING HB 2514 HD 1
RELATING TO CONVEYANCE TAX

TESTIFIER: KURT KAWAFUCHI, DIRECTOR OF TAXATION (OR DESIGNEE)
DATE: MARCH 18,2008
TIME: 1:15PM
ROOM: 224

This bill proposes to extend the increased amount of conveyance tax deposited into the
Rental Housing Trust Fund from Act 100, Session Laws of Hawaii 2006. Act 100 increased the
amount of conveyance tax deposited to 50% of revenues realized through June 2008.

The House Committee on Finance amended the measure to extend the conveyance tax
increase to an unspecified date.

The House of Representatives passed this measure on third reading.

The Senate Committees on Commerce, Consumer Protection & Affordable Housing and
Human Services & Public Housing passed this measure unamended.

The Department ofTaxation ("Department") supports this measure, however prefers the
administration measure HB 3057.

I. THE DEPARTMENT DEFERS TO THE HOUSING AGENCIES ON THE
MERITS.

The Department defers to the various executive housing agencies on the merits ofthis bill in
general. Hawaii is currently facing an affordable housing crisis. It will take meaningful initiatives
on behalfofthe Legislature, as well as the Governor, in order to eliminate the shortage ofaffordable
housing suitable for Hawaii residents.



Department ofTaxation Testimony
HB 2514 HD 1
March 18,2008
Page 2 of2

II. THE ISSUE OF AFFORDABLE HOUSING IS IMPORTANT.

The Department recognizes that affordable housing is an important issue. To properly
eliminate the affordable housing crisis, sufficient money must also be available for administration
initiatives.

This legislation is a positive solution. The Department appreciates that this bill extends the
conveyance tax revenues increase for an unspecified period ofyears. Providing sufficient funding
will assist in remedying the housing shortages in Hawaii. The Department prefers HB 3057 because
this bill makes the conveyance tax deposit increase permanent.

III. REVENUE IMPACT.

If this bill should take effect in FY2009, there will be no impact on overall tax collections,
however the allocation of funds will be affected. There is an expected General Fund tax revenue
loss ofapproximately $9.4 million for FY 2009 and annually thereafter. The Rental Housing Trust
Fund will increase by the same amount. According to the Department ofTaxation's Annual Report,
total conveyance tax revenue for FY2007 was $46.9 million. It was expected that after Act 100,
SLH 2006 was repealed, an additional 20% ofthe conveyance tax revenue would be deposited into
the General Fund. This amount is therefore assumed to be the revenue lost.
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GOVERNOR
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ORLANDO "DAN" DAVIDSON

EXECUTIVE DIRECTOR

STATE OFHAWAII
DEPARTMENT OF BUSINESS, ECONOMIC DEVELOPMENT AND TOURISM

HAWAII HOUSING FINANCE AND DEVELOPMENT CORPORATION

677 QUEEN STREET, SUITE 300

Honolulu, Hawaii 96813
FAX: (808) 587-0600

Statement of
Orlando "Dan" Davidson

Hawaii Housing Finance and Development Corporation
Before the

IN REPLY REFER TO

SENATE COMMITTEE ON ECONOMIC DEVELOPMENT AND TAXATION

March 18, 2008, 1:15 p.m.
Room 224, State Capitol

In consideration of
H.B. 2514, H.D. 1

RELATING TO THE CONVEYANCE TAX.

The HHFDC supports H.B. 2514, H.D. 1 which extends for an unspecified period the
sunset date of the allocation of 50 percent of the conveyance tax to the Rental Housing
Trust Fund, after which the allocation reverts to 30 percent. However, we would prefer
that the 50 percent allocation is made permanent.

The Rental Housing Trust Fund provides equity gap financing for the construction or
preservation of affordable rental housing projects throughout the State. Through the
end of calendar year 2007, the HHFDC has leveraged the Rental Housing Trust Fund
to facilitate the development or preservation of 2,391 rental housing units in 32 projects
statewide.

Pursuant to section 247-7, HRS, 30 percent of conveyance tax revenues is deposited
into the Rental Housing Trust Fund. Legislation enacted in 2006 and 2007 increased
the share of conveyance tax revenues for the Rental Housing Trust Fund from 30
percent to 50 percent until June 30, 2008. As a result of this increase, along with an
appropriation of $15 million in 2007, there are 1,021 additional rental units in 12
projects in the production pipeline.

A permanent dedication of 50 percent of conveyance tax revenues, along with an
infusion of $25 million into the Rental Housing Trust Fund as requested in the Executive
Supplemental Budget will allow the HHFDC to continue to finance a substantial amount
of affordable rental housing units. .

Thank you for the opportunity to testify.



Bryan J. Baptiste
Mayor

Gary K. Heu
Administrative Assistant

Kenneth N. Ralnforth
Housing Director

Gary A. Mackler
Development Coordinator

KAUA" COUNTY HOUSING AGENCY
pj'ikoi Building 4444 Rice Street Suite 330

LThu'e Hawai'j 96766

March 14,2008

Senator Carol Fukunaga, Chair
Senator Will Espero, Vice Chair

and Committee Members
Committee on Economic Development and Taxation

The Senate
The Twenty-Fourth Legislature
Regular Session of2008

SUBJECT: Testimony in Support of House Bill 2514 HD 1, Relating to the
Conveyance Tax

Committee: EDT
Hearing: March 18,2008 1:15 PM Conference Room 224

The Kaua'i County Housing Agency strongly supports House Bill 2514 HDI. The Rental
Housing Trust Fund is a valuable resource in the development of affordable rental housing.
Making the 50 per cent allocation of the conveyance tax to the Trust Fund permanent would
provide reliable, much needed funding for the ongoing development of affordable rental housing.
Thank you for the opportunity to provide testimony.

Development section (808) 241 4444 FAX (808) 241 5118
TDD (808) 2414411

Secllon 8(HUD) (808) 2414440 FAX (808) 2415119



The REALTOR® Building
1136 12'h Avenue, Suite 220
Honolulu, Hawaii 96816

Phone: (808) 733-7060
Fax: (808) 737-4977
Neighbor Islands: (888) 737-9070
Email: har@hawaiirealtors.com

March 15,2008

The Honorable Carol Fukunaga, Chair
Senate Committee on Economic Development and Taxation
State Capitol, Room 224
Honolulu, Hawaii 96813

RE: H.B. 2514, H.D.1, Relating to the Conveyance Tax
Hearing Date: Tuesday, March 18,2008 @ 1:15 p.m., Room 224

On behalf of our 10,000 members in Hawaii, the Hawaii Association of REALTORS®
(HAR) supports H.B. 2514, H.D.1, which extends the sunset date for the allocation of 50%
of the Conveyance Tax to the Rental Housing Trust Fund from June 30, 2008 to June 30 of
an unspecified year.

We believe Smart Growth is our road map to sustaining and enhancing the quality of life in
our communities and we believe that this bill aligns with our core principle of providing
housing opportunities.

HAR supports mechanisms to help increase the supply of low and moderate income
affordable housing such as the Rental Housing Trust Fund Program which can help integrate
the use of mixed-income and mixed-use projects, special purpose revenue bonds, low-interest
loans, block grants, low-income housing tax credit programs and deferred loan programs to
provide rental housing opportunities.

HAR looks forward to working with our state lawmakers in building better communities by
supporting quality growth, seeking sustainable economies and housing opportunities,
embracing the cultural and environmental qualities we cherish, and protecting the rights of
property owners.

Mahalo for the opportunity to testify.

Sincerely,

4-zi3 /( -...,-~~/_.--
Craig Hirai, Member
Subcommittee on Taxation and Finance
HAR Government Affairs Committee

I 21 I662!t. I
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OFFICE OF HAWAIIAN AFFAIRS

Legislative Testimony

HB 2514 HD1
Relating to the Conveyance Tax

Senate Committee on Economic Development and Taxation

March 18, 2008 1:15 pm Room 224

The Office of Hawaiian Affairs supports the purpose and intent
of HB 2514, HD l(SSCR 2914).

The growing affordable housing problem is one of the most
critical issues faced by our communities, especially our
Native Hawaiian communities. This issue seems to have many of
our families struggling to find adequate housing and to make
ends meet.

The 2006 Housing Study confirms the need to do affordable
rental housing and doing innovative housing types. Policies
addressing the need to develop and create partners to do
affordable rentals timely need to be adopted. The resources
obtained need to be able to devote full time attention to this
process along with the appropriate funding. The needed rental
housing units have not been met, therefore, more time is
needed to accumulate the necessary funding.

OHA also advocates a commitment to reestablishing the
relationship between the art of building and the making of
community, through citizen-based participatory planning and
design. Therefore, the resources obtained to devote full time
attention to the process of developing partners to do
affordable rentals timely need to include the related
communities.

Mahalo nui loa for the opportunity to provide this testimony.
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testimony

From: Kevin Carney [kcarney@eahhousing.org]

Sent: Friday, March 14, 2008 2:24 PM

To: testimony

Cc: Kevin Carney

Subject: Testimony on HB2514 HD1, Hearing March 18, 2008 at 1:15pm

Dear Chair Fukunaga, Vice Chair Espero and members of the Economic Development and Taxation Committee:

Thank you for this opportunity to submit testimony in strong support of HB2514. EAH is a non-profit housing
corporation that has been developing, managing and preserving affordable rental housing since 1968. The
Rental Housing Trust Fund is one of a limited variety of financing options that are available to us in developing
and preserving affordable rental housing. When planning to develop or acquire a property we need to have the
assurance that when needed, the funding will be available. We rely on that knowledge and that is why it is so
critical to extend the fifty percent ofthe conveyance tax funding to a date as far as possible into the future.

The development process takes a great deal of time, patience, money and the willingness to take certain
calculated risks. Knowing that the funding will be there when we need it will help to reduce some ofthe risk
taking inherent in our business. Reducing risk increases the likelihood that a project will make it to completion.
Our State continues to be in a housing crisis, particularly as it applies to rental housing for those at 80% and
below of the Area Median Income. Passing this bill will help in the continued production of rental housing to
service this income group. Please give it your full support. Thank you.

Sincerely yours,
Kevin

Kevin R. Carney, (8)
Vice President, Hawaii
EAH Housing
841 Bishop Street, Suite 2208
Honolulu, Hawaii 96813
Phone: 808-523-8826
Fax: 808-523-8827
Email: kcarney@eahhousing.org
Website: www.eahhousing.org

3/14/2008
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CATHOUC CHARITIES HAWAI'I

TESTIMONY IN SUPPORT OF DB 25'14, HD1: RELATING TO TlIE CONVEYANCI<:
TAX

TO:

FROM:

Senator Carol Fukunaga, Chair, Senator' Will RSptm.l, Vice Chair,
And Members, Conltnittee on Economic Development and Taxation

Betty Lou Larson. Housing Programs Director, Citlholic Charities Hawai'i

HEARING: Tuesday, March 18, 2UU8; 1:15 pm; Conf. Rm. #224

Chair Fukunaga, Vice Chair Espero, and Members ofthe Committee 011 Economic Dtwelopment
and Taxation;

Thank you for the OPPOltullity to provide lel)timony on this housing hill. I am Bctty LOll Larson,
iTom Catholic Charities Hawa.i·i. Wc also are members ofPartners in Care and Housing Hawaii.
We strongly support thi~ bill, which would extend the SlIDset date for the conveyance tax allocation
to the Rental Housing Trust Fund.

It is critical to stabilize the funding for thc Rental HOllsing Trust Fund (RHTF). Consisten.t ftlld

adequate funding is critical tor development ofmore affunlable projects. This fund is a vital
resource to expand the nwnber of I'ental units that can be created in the next 5 years, Catholic
Charities Uawai'i receives hundreds ofcalls t;ach month for housing help. Over half ofthc scniofl)
who cume to Catholic Charities Hawai'i's Housing Assistance Program are facing homeless.
Farniliel) with children are ~till ending up on beach.es or in cars. We need to continue to focus on
creating a large numbel' o('anhrd~lbJc housing units. .

We also urge you to delete the Sunset Date for the allocation to the RHTli" make this allucation
permanent. This repeal of the sunsct datc wO lIld enhance developers' abi Iity to took tor land and
other funds nceded to make aftordable projects pencil out El)tablishing ongoing funding is critical
for dcvelopt:rs to continue to seek opportunities lilr affordable housing. Due to the long time Frame
needed to create lhese projects, developers need to know thal funds will be available in the futurc to
ensure feasibility. The Legislature always has the right a.nd opportunity to review this allocation of
funds in the future, as llCcdcl.1. Repeal of the SU11set date sends a signal now lhat the State intends to
address the allhnlahle housing crisis on a lon.g-term basis,

We also urge you to increase the allocation to the Trust Fund to 65%. from the current 50% of
the conveyance tax. The RHTF has allocated virtually all the funds fro III last year. Mortl funding
is needed to address the crisis in affordable housing. The Trust Fund is unique in that it mandates
that 5% of the units built must be targeted to pet'sons at 30% ofthe median incomt} or below, These
units are the only new rental units being prOd\lc_e4. to helll our elders on 881..01' families t::aming the
miniro~rnwage or other low income families.

Thank you for your support to clddress the increasing need for affordable llnm;;ing. As the Baby
Boomers age, there will be iucrcasl,-d netlds for senior housing. We need to preparc now in urder to
en~ure that our seniors are not left in substandard housing or homeless due to a lack of rentals.

2745 Pali llighway • Honolulu, Hawai'i 96817 • PhOllC (808) 595-0077 • Fax (808) 595-0R11
www.Catholic.charitie:;Hawaii.MI.!
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126 Queen Street. Suite 304 TAX FOUNDATION OF HAWAII

ICE
Honolulu. Hawaii 96813 Tel. 536-4587

SUBJECT: CONVEYANCE, Earmarking for rental housing trust fund

BILL NUMBER: HB 2514, HD-1

INTRODUCED BY: House Committee on Finance

BRIEF SUMMARY: Amends Act 100, SLH 2006, as amended by Act 222, SLH 2007, to extend the
sunset date of the increase in the earmarking of the conveyance tax revenues to the rental housing trust
fund from June 30, 2008 to June 30, __.

EFFECTIVE DATE: June 29, 2020

STAFF COMMENTS: The legislature by Act 195, SLH 1993, earmarked 25% of the conveyance tax
revenues to the rental housing trust fund and another 25% to the natural area reserve fund. In 2005, the
legislature by Act 156, SLH 2005, increased this earmarking to 30%. The legislature by Act 100, SLH
2006, again increased the earmarking to 50% until June 30, 2007 and provided that the earmarked
amount was to revert back to 30% on June 30, 2007. Last year the legislature by Act 222, SLH 2007,
extended the sunset date to June 30, 2008. The proposed measure continues the increased earmarking of
conveyance tax revenues to the rental housing trust fund.

The conveyance tax was enacted by the 1966 legislature after the repeal ofthe federal law requiring
stamps for transfers of real property. It was enacted for the sole purpose ofproviding the department of
taxation with additional data for the determination ofmarket value ofproperties transferred. This
information was also to assist the department in establishing real property assessed values and at that time
the department stated that the conveyance tax was not intended to be a revenue raising device. The
conveyance tax is imposed each time property changes title or ownership.

It should be remembered that the conveyance tax is one of the least dependable sources upon which to
rely for funding with collections rising and falling with the fortunes of the real estate market. Any amount
collected under this tax will depend on activity in the real estate market. If the housing market slows
down, revenues may not be sufficient to meet the expectations of the fund. Ifthe additional revenues are
not sufficient or another "important" program needs funding, will the conveyance tax be increased to
generate even more revenue?

If the legislature deems affordable housing to be such a high priority, then it should maintain the
accountability for these funds by appropriating the funds as it does with other programs. Earmarking
revenues merely absolves elected officials from setting priorities. When the legislature dipped into
housing special funds to maintain funding for programs like education and social services, that was poor
tax policy. This proposal represents the obverse, lawmakers are stealing from the general fund all in the
name ofaffordable housing. When general fund revenues wane, will elected officials once more dip into
special funds or repeal this earmarking or in the alternative raise taxes? Earmarking revenues restricts the
flexibility in utilizing these revenues. The question that lawmakers must ask themselves is whether or not

80(a)



HB 2514, HD-1 - Continued

all of the currently earmarked funds are being used wisely and accomplishing the intended goals. With
earmarked funds that can only be used for a designated purpose, lawmakers tend to overlook how those
earmarked funds are being used.

Before earmarking any more funds for affordable rental housing, lawmakers should assess the success of
the affordable rental housing program. Further, they should take into consideration the fact that during
the past decade the homes revolving fund was raided to shore up general fund expenditures and that if the
concern is affordable housing in Hawaii, then the homes revolving fund should be made whole again with
an appropriation of general funds.

While the fortunes of the rental housing fund, natural area reserves program, and the legacy lands
program have been greatly enhanced because of the recent boom in the real estate market, the ebullience
of the collections of this tax have also been bolstered by the fact that lawmakers enacted a schedule of
rates that basically punishes larger transactions be they residential or nonresidential and if residential,
higher rates if the residence is not to be owner-occupied. This strategy oftrying to punish larger
transactions and transactions of residential property that will not be owner-occupied is childish and
reflects the ignorance oflawmakers about the reality of the real estate market. First, not all transactions
of $1 million or more involved residential property. As a result, the higher rates on transactions of$1
million or more penalize the transfer of commercial, industrial, and agricultural property - all types of
nonresidential property - most ofwhich are ofvalues greater than $1 million.

Thus, lawmakers have added yet another nail in the coffin for businesses in Hawaii. Second, just because
residential property that is sold is not to be owner-occupied does not infer that something bad is taking
place. Do lawmakers realize where rental housing comes from - it does not just drop out of the sky.
With policies like this there is no wonder that there is such a scarcity of rental housing in Hawaii.
Further, the highest conveyance tax rate is imposed on residential real property that will not be owner­
occupied where the transaction value is more then $1 million. A recent transaction ofdilapidated rental
housing which the purchaser proposes to redevelop into affordable rentals was subject to this highest
rates. Thus, all the punitive conveyance tax will do is make this affordable housing development less
affordable. So as long as the rental housing trust fund is dependent on this earmarking, there is no
likelihood that the conveyance tax will ever be looked upon as anything but a cash cow ripe for even
more tax increases.

What is so characteristic of the legislature is reflected in the conflicting and contradictory policies
embodied in the conveyance tax law. On one hand, lawmakers seem to make a "commitment" to
affordable rental housing by earmarking the receipts of the tax for the trust fund while at the same time
punishing those purchasers ofresidential property that will not be owner-occupied with higher
confiscatory rates. This type ofthinking is an indication ofthe lack ofunderstanding ofwhere the state's
rental inventory originates. As long as this thought pattern continues, taxpayers can rest assured that the
legislature will never truly address the problem, let alone come up with rational solutions.

Digested 3/10/08
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SENATE COMMITTEE ON ECONOMIC DEVELOPMENT & TAXATION

TESTIMONY REGARDING HB 3196 HD 1 SD 1
RELATING TO RENTAL MOTOR VEHICLE SURCHARGE TAX

TESTIFIER: KURT KAWAFUCHI, DIRECTOR OF TAXATION (OR DESIGNEE)
DATE: MARCH 18, 2008
TIME: 1:15PM
ROOM: 224

As amended by the Committee on Commerce, Consumer Protection & Affordable Housing,
this legislation amends the rental motor vehicle surcharge tax to an unspecified amount.

The Department ofTaxation (Department) supports the intent of this measure.

Currently, there is a rental motor vehicle surcharge of $3 per day, which will drop to $2 per
day after August 31, 2008. Potentially increasing the surcharge indefinitely will be extremely useful
in building reserves in the State Highway Fund. Maintaining a consistently sufficient revenue
stream for the state highways is critical to maintaining Hawaii's infrastructure.

This legislation will result in no revenue impact to the general fund. The State Highway
Fund will receive an indeterminate revenue impact because the amount of tax is unspecified.
However, assuming the $3 per day surcharge is extended, the State Highway Fund will increase by
$13.3 million in FY 2009 (10 months), and $16.0 million in FY 2010 and thereafter. The $3 a day
rental vehicle surcharge tax now yields about $48 million annually. This total includes the taxes on
other tour vehicles (vans and buses), but the taxes on these other vehicles account for less than 1%
of the total. Hence, an increase of $1 a day (from $2 after the reversion to $3) would yield $16
million annually.

As a result of the foregoing, the Department supports this legislation.



LINDA LINGLE
GOVERNOR

STATE OF HAWAII
DEPARTMENT OF TRANSPORTATION

869 PUNCHBOWL STREET
HONOLULU, HAWAII 96813-5097

March 18, 2008

TESTIMONY OF THE DEPARTMENT OF TRANSPORTATION

HOUSE BILL NO. 3196, HDI, SDI

COMMITTEE ON ECONOMIC DEVELOPMENT AND TAXAnON

BRENNaN T. MORIOKA
DIRECTOR

Deputy Directors

MICHAEL D. FORMBY

FRANCIS PAUL KEENO

BRIAN H. SEKIGUCHI

IN REPLY REFER TO:

We support this bill. Currently, Section 2S1-2(a), HRS, provides for a rental motor vehicle
surcharge of$3.00 per day from September 1, 1999 to August 31, 2008. The Department of
Transportation (DOT) supports the repealing of the sunset date and maintaining the $3 per day
surcharge on a permanent basis. This dedicated revenue will help support the Highways
Division's expenditures for the operation, maintenance and construction of state highways.

Each dollar collected through the rental vehicle surcharge provides approximately $14 million in
annual revenues for the State Highway Fund. If the $3 per day surcharge is not extended, the
Highways Division will need to cut its maintenance program by almost 10%.
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Honorable Carol Fukunaga, Chair
Committee on Economic Development

and Taxation
Hawaii State Senate
State of Hawaii
Room 224

808-840-5500 T
808-836-7803 F
Martin.mylott@avisbudget.

Hearing: March 18,2008,1:15 pm., Conf.

Re: HB 3196, SD1 --- Relating To The Rental Motor Vehicle Surcharge Tax

Honorable Chair Fukunaga and Honorable Committee Members:

My name is Martin Mylott and I am the Hawaii Regional Manager with Avis Rent A Car
& Budget Rent A Car.

Our company opposes this bill in its present form and supports the amendments to the
bill recommended by Catrala Hawaii.

This bill amended by the prior Committee is problematic in several aspects:

a) It does not require the DOT to follow the request of your Joint Senate and
House

Task Force which asked the DOT to study the Highway Fund and report back to the
Legislature in 2009.

b) By leaving the amount blank, this bill suggests a TAX INCREASE when the
DOT in its

testimony is only seeking to maintain the amount of $3 daily which is the present daily amount.
If the DOT is only seeking $3 why is the dollar figure blank?

c) This bill unfairly singles out the u-drive industry for a PERMANENT TAX
INCREASE

since the present daily surcharge tax should be $2 and not the present temporary $3 which
some seek to make permanent. About 8 years ago the u-drive industry was singled out for a
"temporary" tax increase from $2 to $3 daily to help with the needs of the General Fund. The
surcharge tax was scheduled to sunset back from $3 daily to $2 in 2007 but was temporarily
extended while studies were conducted. The industry should not be singled out again for an
increase.

A
Avis Budget Group, Inc. 3375 Koapaka st. suite B203 Honolulu, Hawaii 96819
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A study by the DOT needs to be done as to how to "fairly raise revenues" from all
who benefit from the use of the highways and not just u-drive vehicles. Isn't this fair?

While as study is being done, the u-drive industry is agreeable to extending the
temporary daily tax of $3 daily for another year so the DOT does not suffer any loss of
revenues while the study is being done. This is a fair solution to addressing a serious problem.
A study needs to be done.

Please do not unfairly burden or tax our industry. Thank you for allowing us to
testify.

AVIS. ·D·~:;i8udget.

Avis Budget Group, Inc. 3375 Koapaka St. Suite B203 Honolulu, Hawaii 96819
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...
Honorable Carol Fukunaga, Chair
Committee on Economic Development

and Taxation
Hawaii State Senate
State of Hawaii
224

The Hertz Corporation
Hawai'i Area
677 Ala Moana Blvd" Suite 916, Honolulu, Hf 96813
Phone: (808)529.6850 Fax: (808)529-5856

Hearing: March 18, 2008, 1:15 pm., Conf. Room

Re: HB 3196, SD1 - Relating To The Rental Motor Vehicle Surcharge Tax

Honorable Chair FUkunaga and Honorable Committee Members:

My name is Aaron Medina and I am the General Manager, Hawaii, for The Hertz
Corporation.

Our company opposes this bill in its present form and supports the amendments
to the bill recommended by Catrala HawaII.

This bill amended by the prior Committee is problematic in several aspects:

a) It does not.(equlre the DOT to follow the reguest of yoyr JOint Senate
and House Task Force which asked the DOT to studl! the Hi9hwa~

Fund and report back to the Legislature in 2009.

b) By leaving the amount blank, this bill suggests a TAX INCREASE when
the DOT In Its testimony Is only seeking to maintain the amount of $3
dailv which is the present daily amount. If the DOT is only seeking $3,
why Is the dollar figure blank?

c) This bill unfairlv singles out the u-drive industry for a PERMANENT TAX
INCREASE. Since the present daily surcharge tax should be $2 and
not the present temporary $3, which some seek to make permanent.
About 8 years ago the u-drive industry was singled out for a
"temporary" tax increase from $2 to $3 daily to help with the needs of
the General Fund. The surcharge tax was scheduled to sunset back
from $3 daily to $2 in 2007 but was temporarily extended while studies
were conducted. The industry Should. not be singled out again for an
Increase.

A study by the DOT needs to be done as to how to ~lfairly raise revenues"
.from all who benefit from the use ofthe highways and nat just u-drlve vehicles.

While a study is being done, the u-drive industry is agreeable to extending
the temporary daily tax of $3 dally for another year so the DOT does not suffer any loss'
of revenues while the study is being done. We feel this is a fair solution to addressing a
serious problem. A study needs to be done.

us to testify.
Please do not unfairly burden or tax our industry. Thank you for allowing

Hertz rents Fords and other fins caf.l;-
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Honorable Carol Fukunaga, Chair
Committee on Economic Development

and Taxation
Hawaii State Senate
State of Hawaii Hearing: March 18, 2008, 1:15 pm., Conf. Room 224

Re: HB 3196, 501--- Relating To The Rental Motor Vehicle Surcharge Tax

Honorable Chair Fukunaga and Honorable Committee Members:

My name is Wayne Tanaka and I am the V.P.I General Manager with Enterprise Rent-A-Car
Company of Hawaii. .

Our company opposes this bill in its present form and supports the amendments to the bill
recommended by Catrala Hawaii.

This bill amended by the prior Committee is problematic in several aspects:

a) It does not require the DOT to follow the request of your Joint Senate and House
Task Force which asked the DOT to study the Highway Fund and report back to the Legislature in 2009.

b) By leaving the amount blank. this bill suggests a TAX INCREASE when the DOT in its
testimony is only seeking to maintain the amount of $3 daily which is the present daily amount. If the
DOT is only seeking $3 why is the dollar figure blank?

c) This bill unfairly singles out the u-drive industry for a PERMANENT TAX INCREASE
since the present daily surcharge tax should be $2 and not the present temporary $3 which some seek
to make permanent. About 8 years ago the u-drive industry was singled out for a IItemporary" tax
increase from $2 to $3 daily to help with the needs of the General Fund. The surcharge tax was
scheduled to sunset back from $3 daily to $2 in 2007 but was temporarily extended while studies were
conducted. The industry should not be singled out again for an increase.

A study by the DOT needs to be done as to how to "fairly raise revenues" from all who
benefit from the use of the highways and not just u-drive vehicles. Isn't this fair?

While as study is being doneJ the u·drive industry is agreeable to extending the
temporarily daily tax of $3 daily for another year so the DOT does not suffer any loss of revenues while
the study is being done. This is fair solution t serious problem. A study needs to be done.

Please do not unfairly burden ustry. Thank you for allowing us to testify.



Honorable Carol Fukunaga, Chair
Committee on Economic Development

and Taxation
Hawaii State Senate
State of Hawaii Hearing: March 18,2008, 1:15 pm., Conf. Room 224

Re: HB 3196, SD1---Relating To The Rental Motor Vehicle Surcharge Tax

Honorable Chair Fukunaga and Honorable Committee Members:

My name is Wayne Tanaka and I am the chair of the Legislative Committee for Catrala-Hawaii.
Catrala's membership consists of the major u-drive (car and truck rental leasing) companies in Hawaii
and the many businesses which support our industry.

Catrala supports this bill with amendment attached hereto as Exhibit A. Exhibit A is a copy of
HB 3196, HDl passed from the House to the Senate. We believe Exhibit A is a much better bill. This bill
in its present form as amended by the prior Senate Committee is unfair and has problems in several
respects:

a) It does not require the DOT to follow the request of your Joint Senate and House
Task Force which asked the DOT to study the Highway Fund and report back to the Legislature in 2009.
The present form of this bill eliminates the requirement that the DOT to do such a study as requested by
the Joint Senate and House Task Force. Why is this when everyone knows the Highway Fund is in need
of revenues for various reasons including federal cutbacks starting as of 2009? The recommendation of
the Joint Senate and House Task Force was:

"The Task Force defers to the Forum and the DOTfor now and requests that the DOT
report to the Legislature when the Forum finalizes its recommendations, with the
expectation that the matter will result in proposed legislation for consideration
for the 2009 Regular Session 1/.

b) By leaving the amount blank, this bill suggests a TAX INCREASE when the DOT in its
testimony is only seeking to maintain the amount of $3 daily which is the present daily amount. Ifthe
DOT is only seeking $3 why is the dollar figure blank?

c) This bill unfairly singles out the u-drive industry for a PERMANENT TAX INCREASE
since the present daily surcharge tax should be $2 and not the present $3 which many seek to make
permanent. About 8 years ago the u-drive industry was singled out for a "temporary" tax increase from
$2 to $3 daily to help with the needs of the General Fund. Some monies going into the Highway Fund
were transferred to the General Fund. The surcharge tax was scheduled to sunset back from $3 daily to
$2 in 2007 when State revenues were hopefully better. This should have occurred due to the reported
"surplus revenues" in 2007. Due to growing surplus in revenues the Governor prior to 2007 stopped the
transfer of revenues from the Highway Fund to the General Fund. In fact due to reported transfer of
$150,000,000 or more out of the Highway Fund, the Governor in 2007 recommended using some of



surplus revenues to repay the Highway Fund given its anticipated future needs and federal cut backs.
Such repayment was not authorized.

As one can see from the foregoing, the Highway Fund is apparently in desperate need of
revenues. However, the u-drive industry should not be singled out for "permanent tax increase" when
after 8 years the surcharge tax was suppose to sunset back from $3 to $2 daily in 2007 which was a year
of surplus revenues.

A study by the DOT needs to be done as to how to "fairly raise revenues" from all who
benefit from the use of the highways. Isn't this fair? To unfairly single out the u-drive industry is not
fair. If the study finds that the u-drive industry should contribute additional funds like others then the
starting base for such increase payments by the u-drive industry should start at $2 daily and not $3 daily
which was suppose to sunset back to $2 daily in 2007. While as study is being done, the u-drive industry
isagreeable to extending the temporarily daily tax of $3 daily for another year so the DOT does not
suffer any loss of revenues while the study is being done. This is fair solution to addressing a serious
problem. A study needs to be done.

Catrala firmly believes the daily surcharge tax is already high and must be kept as low as
possible. Hawaii is primarily a family oriented tourist destination which competes with places such as
Florida. Florida's surcharge tax is $2 daily and we believe Hawaii should be the same if not lower.

The 2004 study by the DOT which the prior Committee referred to is a flawed study that does
not substantiate any national average. Regardless, you don't compare cities/States who are not
dependent on tourism like Hawaii and use the figures from such cities/States. It's like comparing apples
with oranges. The 2004 study is a misleading and poor study. For example, the sales tax in Cleveland .is
7.5%. Does that mean that Hawaii's GET tax should be raised to 5% or 6%? Obviously not. The
circumstances in Cleveland are not the same as Hawaii. The same should apply when tries to compare
or use surcharge taxes from other cities/States.

Further, u-drive vehicles prOVide the tourists the freedom to explore on their own schedule and
repeatedly, if they so desire, the many wonders throughout Hawaii which are heavily advertised and
promoted. High daily taxes will discourage the rental of vehicles. This in turn will reduce overall tourist
satisfaction.

In addition, the reduction in daily rental of vehicles will also result in economic hardship to the
many local restaurants and shops which benefit from tourists who stop, eat and shop as they explore
along the way the beauties and enjoy the many activities Hawaii has to offer.

We respectfully urge you to pass this bill as Exhibit A. Thank you for allowing us to testify.

EXHIBIT A BELOW

Report Title:
Rental motor vehicle; surcharge; surcharge tax; State Highway
Fund

Description:



Extends the $1 per day surcharge on rental motor vehicles beyond
September 1, 2008 and deposits the money into the State Highway
Fund. (HB3196 HD1)

HOUSE OF REPRESENTATIVES
TWENTY-FOURTH LEGISLATURE, 2008
STATE OF HAWAII

H.B. NO.
3196
H.D.1
S.D.2

A BILL FOR AN ACT

RELATING TO RENTAL MOTOR VEHICLE SURCHARGE TAX.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF HAWAII:

SECTION 1. Section 251-2, Hawaii Revised Statutes, is

amended by amending subsection (a) to read as follows:

n(a) There is levied and shall be assessed and collected

each month a rental motor vehicle surcharge tax of $2 a day,

except that for the period of September 1, 1999, to August 31,

[2008,] 2009, the tax shall be $3 a day, or any portion of a day

that a rental motor vehicle is rented or leased. The rental

motor vehicle surcharge tax shall be levied upon the lessor;

provided that the tax shall not be levied on the lessor if:

(1) The lessor is renting the vehicle to replace a vehicle

of the lessee that is being repaired; and

(2) A record of the repair order for the vehicle is

retained either by the lessor for two years for



verification purposes or by a motor vehicle repair

dealer for two years as provided in section 4378-16."

SECTION 2. (a) The department of transportation shall

study the financial requirements of the state highway fund, with

an emphasis of the adequacy and equity of revenues generated by

one or more revenues sources pursuant to section 251-2, Hawaii

Revised Statutes, compared with other revenue sources

contributing to or that could be contributing to the highway

fund.

(b) The study may include discussions and meetings with

representatives of different interest groups and present

contributors of revenues to the highway fund.

(c) The study may include a review of:

(1) Past, present, and projected revenues of the state

highway fund;

(2) The ability of the department of transportation to

plan, implement, and expend funds on a timely basis;

(3) An analysis of the actual revenue needs of the

department of transportation;

(4) Other revenue sources of the state highway fund and

their nexus to the fund; and

(5) Other governmental matching funds.

(d) The study shall include data from the 2000-2001 fiscal

year to the present fiscal year and may include any data,



information, or conclusions by task forces or groups that have

discussed or met in the past to evaluate at least in part the

fiscal needs, revenue sources, or viability of the state highway

fund.

(e) The department of transportation shall submit a final

report, including proposed legislation for increasing revenue

sources for the state highway fund to meet its ongoing and

future needs, to the legislature no later than twenty days prior

to the convening of the regular session of 2009.

SECTION 3. Statutory material to be repealed is bracketed

and stricken. New statutory material is underscored.

SECTION 4. This Act shall take effect upon its approval.

EXHIBIT A ABOVE
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Honorable Carol Fukunaga, Chair
Committee on Economic Development

and Taxation
Hawaii State Senate
State of Hawaii Hearing: March 18,2008,1:15 pm., Conf. Room 224

Re: HB 3196, SD1 -- Relating To The Rental Motor Vehicle Surcharge Tax

Honorable Chair Fukunaga and Honorable Committee Members:

My name is Randy Monturi and I am the Regional Vice President with Alamo Rent ACar Company of
Hawaii.

Our company supports this bill with amendment attached hereto as Exhibit A. Exhibit A is acopy of HB
3196, HD1 passed from the House tethe Senate. We believe ExhIbit A is a much better bill. This bill in its present
form as amended by the prior Senate Committee is unfair and has problems in several respects:

a) It does not require the DOT to follow the reguest of your Joint Senate and House
Task Force which asked the DOT to study the Highway Fund and report back to the Legislature in 2009. The present
form of this bill eliminates the requirement that the DOT to do such astudy as requested by the Joint Senate and
House Task Force. Why is this when everyone knows the Highway Fund is in need of revenues for various reasons
including federal cutbacks startIng as of 2009? The recommendation of the Joint Senate and House Task Force
was:

"The Task Force defers to the Forum and the DOTfor now and requests that the DOT
repan to the Legislature when the Forum finalizes ffs recommendations, with the
expectation that the matter will result in proposed legislation for consideration
for the 2009 Regular Session~

b) BoY leaving the amount blank, this bill suggests a TAX INCREASE when the DOT in its
testimon~ is only seeking to maintain the amount of $3 daily which is the presentd~ amount. If the DOT is only
seeking $3 why IS the dollar figure blank?

c) This bill unfairl~singles out the u-drive indus.tr.Y, for aPERMANENT TAX INCREASE
since the present daily surcharge tax should be $2 and not the present $3 which many seek to make permanent.
About 8years ago the u-drive industry was singled out for a 'temporary" tax increase from $2 to $3 daily to help With
the needs of the General Fund. Some monies going into the Highway Fund were transferred to the General Fund.
The surcharge tax was scheduled to sunset back from $3 daily to $2 in 2007 when State revenues were hopefully
better. This Should have occurred due to the reported "surplus revenues" in 2007. Due to growing surplus in
revenues the Governor prior to 2007 stopped the transfer of revenues from the Highway Fund to the General Fund.
In fact due to reported transfer of $150,000,000 or more out of the Highway Fund, the Governor in 2007
recommended using some of surplUS revenues to repay the Highway Fund given its anticipated future needs and
federal cut backs. Such repaymMt was not authori2ed.

As one can see from the foregoing, the Highway Fund is apparendy in desperate need of

Abm.,) Rent (\. eM, .1015 KOflP;lb Street. Suite (J, I lon•.llll Itl , HI 96819 tl08,fU9. '51 Ici l~lX 808.839.5 143
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revenues. However, the u-drive industry should not be singled out for "permanent tax increase" when after 8years
the surcharge tax was suppose to sunset back from $3 to $2 daily in 2007 which was ayear of surplus revenues,

Astudy by the DOT needs to be done as to how to "fairty raise revenues' from all who benefit from
the use of the highways. Isn't this fair? To unfairly single out the u-drive industry is not fair. If the stUdy finds that
the u..f:lrive industry should contribute additional funds like others then the starting base for such increase payments
by the u-drive industry should start at $2 daily and not $3 daily which was suppose to sunset back to $2 daily in 2007.
While as study is being done. the u-drive industry is agreeable to extending the temPQrarilv daily tax of $3 daily for
another year .so the DOT does not suffer any loss of revenues while the study is being done. This is fair solution to
addressing aserious problem. Astudy needs to be done.

Our company firmly believes the daily surcharge tax is already high and must be kept as low as possible.
Hawaii is primarily a family oriented tourist destination which competes w~h places such as Florida. Florida's
surcharge tax is $2 daily and we believe Hawaii should be the same if not lower.

The 2004 study by the DOT which the prior Committee referred to is aflawed study that does not
substantiate any national average. Regardless, you don't compare cities/States who are not dependent on tourism
like Hawaii and use the figures from such cities/States. It's like comparing apples wITh oranges. The 2004 study is a
misleading and poor study. For example, the sales tax in Cleveland is 7.5%. Does that mean that Hawaii's GET tax
should be raised to 5% or 6%? Obviously not. The circumstances in Cleveland are not the same as Hawaii. The
same should apply when tries to compare or use surcharge taxes from other cities/States.

Further, u·drive vehicles provide the tourists the f~edorn to explore on their own schedule and repeatedly I if
they so desire, the many wonders throughout Hawaii which are heavily advertised and promoted. High daily taxes
will discourage the rental of vehicles. This in tum will reduce overall tourist satisfaction.

In addition, the reduction in daify rental of vehicles will also result in economic hardship to the many local
restaurants and shops which benefit from tourists who stop, eat and shop as they explore along the way the beauties
and enjoy the many activities Hawaii has to offer.

We respectfully urge you to pass this bill as Exhibit A. Thank you for allowing us to testify.

EXHIBIT ABELOW

Report Title:
Renta.L motor vehicle: surcharge; surch.arge tax: St~te Highwa.y
Fund

Descripti.on:
Extends the $1 per da.y surcharge on .7:enta,l motor. vehicles .beyond
September 1, 2008 and deposits the money into the State Highway
,Fund. (H.83196 HD1)

HOUSE OF REPRESENTATIVES
lWENTY-FOURTH LEGISLATURE, 2008
STATE OF HAWAII

A.l'lm(l R~l1t A O'lr, ',01 '; K(\~p;"kH Slt~~I., Suite C. 1-lonnJl,Ih" Bl96819 1\011.1'\.'1<.).111(-, 1;'110: 808.S39,514:~
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A BILL FOR AN ACT

RELATING TO RENTAL MOTOR V;eH.ICLE SURCHARGE TAX.

BE IT ENACT.ED BY THE LEGISLATURE OF THE STATE OF HAWAII:

SECTION 1. Section 251-2, Hawaii Revised Statutes, 1s

am.ended by amending su.bsection (a) to read as follows:

"(a) There is levied and shall be assessed and collected

each month a rental motor vehicle surcharge tax of $2 a day,

except that for the period of September 1, 1999, to August 31,

[2008,] 2009, the tax shall be $3 a day, or any portion of a day

that a rental metor vehicle is rented or leased.. The rental

motor vehicle su.rcharge tax shall be levied upon the lessor;

provided that the tax shall not be levied on the lessor if:

(1) The lessor is renting the vehicle to replace a vehicle

of the lessee that is being repaired; and

(2) A record of the repair order for the vehicle is

retained either by the lessor for two years for

verification purposes or by a motor vehicle repair

dealer for two years as pr.ovided in. section 437B~16."

SECTION 2. (a) The department of transportation shall

study the financial requirements of the state highway fund, with

A.lf'low Rem A C1'IT. ,015 KI,1~I'f'lk;) Street, Suite C;, 1-1(111<111111" rU96S19 fl08.Ii:N.5116 fmc a08.8j9.5143
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an emphasis of the adequacy and equity of revenues generated by

one or more revenues sources pursuant to section 251-2, Hawaii

Revised statutes, compared with other revenue sources

contributing to or that could be contributing to the highway

fund.

(b) The study may include discussions and meetings with

representatives of different interest group~ and present

contributors of revenues to the highway fund.

(c) The study may include a review of:

(1) Past, present, and projected revenues of the state

highway fund;

(2) The ability of the department of transportation to

plan, implement, and expend funds on a timely basis;

(3) An analysis of the actual revenue need~ of the

depa.J:'tment of transportation;

(4) Other revenue sources of the state highway fund and

their nexus to the fund; and

(5) Other governmental matching funds.

(d) The study shall include data from the 2000-2001 fiscal

year to the present fiscal year and may inClude any data,

information. or conclusions by ta.sk forces or groups that have

discussed or met in the past to evaluate at least in part the

AJ~I."(.1 R'~11t A Cm, 30 I'j Knnp~k~ Street, Sllil~ 0, Honolllln, III 9681. 9 808.11.19, '5116 f:"x ROI:\./:l:'l9.5 J4J



03/17/2008 12:57 18088395143 REGIONAL OFFICE

Alamo

PAGE 07/12

fiscal needs, revenue sources, or viability of the state highway

fund.

(e) The department of transportation shall submit a final

report, including proposed legislation for increasing revenue

sources for the state highway fund to meet its ongoing and

future needs, to the legislature no later than twenty days prior

to the convening of the regular session of 2009.

SECTION 3. Statuto~y material to be repealed is bracketed

and stricken. New statutory material is underscored.

SECTION 4. This Act shall take effect upon its approval.

EXHIBIT AABOVE

Alnl1111 R.ene A C:lr, J015 1<(1~rl:lb StrCl1't, Sui[c G.l-bnollllll. 1"1196819 808.8.39.5116 f:'lX ROI:LtIoW..5143
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ff!::iNational CarRental

Honorable Carol Fukunaga, Chair
Committee on Economic Development

and Taxation
Hawaii State senate
state of Hawaii Hearing: March 18,2008, 1:15 pm., Conf. Room 224

Re: HB 3196, SD1 -- Relating To The Rental Motor Vehicle Surcharge Tax

Honorable Chair Fukunaga and Honorable Committee Members:

My name is Randy Montuli and I am the Regional Vice President with National Car Rental Company of
Hawaii.

Our company supports this bill with amendment attached hereto as Exhibit A. Exhibit A is acopy of HB
3196, HD1 passed from the House to the Senate. We believe Exhibit A is amuch better bill. This bill in Its present
form as amended by the prior Senate Committee is unfair and has problems in several IMpects:

a) It does not require the DOT to follow the request of your Joint Senate and House
Task Force which asked the DOT to study the Hi,ghwa'l Fund and report back to the Legislature in 2009. The present
tonn of this bill eliminates the requirement that the DOT to do such astudy as requested by the Joint Senate and
House Task Force. Why is this when everyone knows the Highway Fund is in need of revenues fOr various reasons
including federal cutbacks starting as of 2009? The recommendation of the Joint Senate and House Task Force
was:

•The Task Force defers to the Forum and the DOT for now and requests that the DOT
report to the Legislature when the Forum finalizes its recommendations, with the
expectation that the mafferwill result in proposed legislation for consideration
for the 2009 Regular Session".

b) By leaving the amount blank. this bill suggests aTAX INCREASE when the DOT in its
testimony is onlv seeking to maintain the amount of $3 dailv which is the present daily amount. If the DOT is only
seeking $3 Why is the dollar figure blank?

c) This bill unfairly singles out the u-drive industry for a PERMANENT TAX INCREASE
since the present daily surcharge tax should be $2 and not the present $3 which many seek to make permanent.
About 8years ago the u-drive industry was singled out for a "temporary" tax increase from $2 to $3 daily to help with
the needs of the General Fund. Some monies going into the Highway Fund were transferred to the General Fund.
The surcharge tax was scheduled to sunset back from $3 daily to $2 in 2007 when State revenues were hopefUlly
better. This shOUld have occurred due to the reported "surplus revenues" in 2007. Due to growing surplus in
revenues the Governor pnor to 2007 stopped the transfer of revenues from the Highway Fund to the General Fund.
In fact due to reported transfer of $150,000,000 or more out of the Highway Fund, the Governor in 2007
recommended using some of surplus revenues to repay the Highway Fund given its anticipated future needs and
federal cut backs. Such repayment was not authorized.

As one can see from the foregoing, the Highway Fund is apparently in desperate need of
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revenues. However, the u-drive industry should not be singled out for "permanent tax increase" when after 8 years
the surcharge tax was suppose to sunset back from $3 to $2 daily in 2007 which was ayear of surplus revenues.

Astudl byJhe DOT needs to be done as to how to "fairiy raise revenues' from all who benefit from
the use of the highways. Isn't this fair? To unfairly single out the u~drive industry is not fair. If the study finds that
the u·drive industry should contribute additional funds like others then the starting base for such increase payments
by the u-drive iocl ustry should start at $2 daily and not $3 daily which was suppose to sunset back to $2 daily in 2007.
While as study is being done, the u-drive industry is agreeable to extending the temporarily daily tax of $3 daily for
another year so the DOT does not suffer any loss of revenues While the study is being done. This is fair solution to
addressing aserious problem. Astudy needs to be done.

Our company firmly believes the daily su~harge tax is already high and must be kept as low as possible.
Hawaii is primarily a family oriented tourist destination which competes with places such as Florida. Florida's
surcharge tax is $2 daily and we believe Hawaii should be the same if not lower.

The 2004 study by the DOT which the prior Committee referred to is a flawed study that does not
substantiate any national average. Regardless, you don't compare cities/States who are not dependent on tourism
like Hawaii and use the figures from such cities/States. It's like comparing apples wijh oranges. The 2004 study is a
misleading and poor study, For example, the sales tax in Cleveland is 7.5%. Does that mean that Hawaii's GET tax
should be raised to 5% or 6%? Obviously not. The circumstances in Cleveland are not the same as Hawaii. The
same should apply when tries to compare or use surt:harge taxes from other cities/States.

Further, u·drive vehicles provide the tourists the freedom to explore on thejr own schedule and repeatedly, if
they so desire, the many wonders throughout Hawaii which are heavily advertised and promoted. High daily taxes
will discourage the rental of vehicles. This in tum will reduce overall tourist satisfaction.

In addition, the reduction in daily rental of vehicles will also result in economic hardship to the many local
restaurants and shops which benefit from tourists who stop, eat and shop as they explore along the way the beauties
and enjoy the many activities Hawaii has to offer.

We respectfully urge you to pass thiS bill as Exhibit A. Thank you for allowing us to testify.

EXHIBIT A BELOW

Report Tit~e:

Rental motor vehicle; surcharge; surcharge ta.x; State Highway
Fund

Description:
Extends the $1 per day surcharge on rental motor vehicles beyond
September 1, 2008 and deposits the money into the state H.ig.hway
Fund. (HB3196 HD1)

HOUSE OF REPRESENTATIVES
TWENTY~FOURTHLEGISLATURE, 2008
STATE OF HAWAII

H.B. NO. ~~~~ 1
S.D.2
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A BILL FOR AN ACT

RELATING TO RENTAL MOTOR VEHICLE SURCHARGE TAX.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF HAWAII:

SECTION 1. Section 251-2, Hawaii Revised statutes, is

amended by amending subsection (a) to read as follows:

"(a) There is levied and shall be assessed and collected

ea.ch month a rental motor vehicle surcharge tax of $2 a day,

except that for the period of September 1, 1999, to' August 31,

[2008,] 2009, the tax shall be $3 a day, or any portion of a day

that a rental motor vehicle is rented or leased.. The rental

motor vehicle surcharge tax shall be levied upon the lessor;

provided that the tax shall not be levied on the lessor if:

(1) The lessor is renting the vehicle to replace a vehicle

of the lessee that is being ~epaired; and

(2) A record of the repair order for the vehicle is

retained either by the lessor for two years for

verification purposes or by a motor vehicle repair

dealer for two years as provided in section 4378-16."

SECTION 2. (a) The departmen.t of transportation shall

study the financial requirements of the state highway fund, with
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an emphasis of the adequacy and equity of revenues generated by

on~ or more revenues sources pursuant to section 251-2, Hawaii

Rev1sed Statutes, compared with other revenue sources

contributing to or that could be contributing to the highway

fund.

(b) The study may include discussions and meetings with

representatives of different interest groups and present

contributors of revenues to the highway fund.

(c) The study may include a review of:

(1) Past, present, and projected revenues of the state

highway fund;

(2) The ability of the department of transportation to

plan, implement, and expend funds on a timely basis;

(3) An analysis of the actual revenue needs of the

department of transportation:

(4) Other revenue sources of the state highway fund and

their nexus to the fund: and

(5) Other governmental matching funds.

Cd) The study shall include data from the 2000-2001 fiscal

year to the present fiscal year and may include any data,

information, or conclusions by task forces or groups that have

discussed or'met in the past to evaluate at least in part the
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fiscal needs, revenu~ sources, or viability of the state highway

fund.

(e) The department of transportation sha.ll submit a final

report, including proposed legislation for. increasing revenue

sources for the state highway fund to meet its ongoing and

future needs, to the legislatur~ no later than twenty days prior

to the convening of the regular session of 2009.

SECTION 3. Statutory material to be repealed is bracketed

and stricken. New statutory material is underscored.

SECTION 4. This Act shall take effect upon its approval.

EXHIBIT AABOVE
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126 Queen Street, Suite 304 TAX FOUNDATION OF HAWAII Honolulu. Hawaii 96813 Tel. 536-4587

SUBJECT: RENTAL MOTOR VEHICLE AND TOUR VEHICLE SURCHARGE, Make
increase permanent

BILL NUMBER: HB 3196, SD-l

INTRODUCED BY: Senate Committee on Commerce, Consumer Protection and Affordable Housing

BRIEF SUMMARY: Amends HRS section 251-2 to repeal the provision reducing the $3 rental motor
vehicle surcharge tax to $2 on September 1, 2008 and provides that the $3 per day surcharge shall be

$--

EFFECTIVE DATE: July 1, 2050

STAFF COMMENTS: The legislature by Act 263, SLH 1991, adopted a $2 per day tax on rental motor
vehicles as part of the state administration's plan to bailout the state's ailing highway fund. This action
was in contrast to a citizen's task force that had been convened in 1988 to address the looming shortfall
in the state highway fund that the fuel and weight tax rates be increased as well as continuing to transfer
the collections of the general excise tax imposed on the sale of fuel for highway use from the general fund
to the state highway fund. This latter source ofrevenue provided a relatively accurate gauge ofhighway
use given the ease ofadministration and compliance and represented a user-based activity charge.
However, by the time the issue of sustaining the highway fund garnered the attention of the legislature in
1990, there was evidence that the state general fund finances were also in trouble following the burst of
the Japanese "bubble."

Rather than beginning the process to adjust the growth of state government to available revenues,
lawmakers and the administration felt it expedient to "take back" the general excise tax collected on the
sale ofgasoline by allowing the transfer enacted by Act 239, SLH 1985, to lapse. Given the deleterious
impact the lapsing of this transfer of general excise tax revenues may have had on the highway fund and
the politically difficult challenge ofraising the fuel tax on gasoline, lawmakers devised the rental motor
vehicle/tour vehicle surcharge tax which was enacted with Act 263, SLH 1991. Aimed primarily at
visitors, the attempt was intended to make this segment of the de facto population pay a larger share of
the cost ofmaintaining the highways. It also allowed lawmakers to avoid raising the tax on gasoline even
higher than the additional five cents they adopted with the 1991 legislation.

Since the early 1980's a number ofcitizens' task forces have been convened to evaluate the fiscal viability
of the state highway fund. In all cases, these task forces came to the conclusion that the state motor
vehicle tax, fuel and weight taxes would have to be periodically increased because the per unit taxes used
to fund the state highway program were based on consumption and are not inflation sensitive like the
costs of repairing and maintaining the highway system.

The failing fiscal health of the state highway fund became very apparent by 1999 after the legislature
began raiding the fund to pay for general fund programs. Over the years since this began, more than

n(d-l)
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$155 million was taken from the highway fund to keep general fund programs running. The then
administration revealed the projected failure of the state highway fund when it submitted its budget in
1999 which forecast that the state highway fund would be in the red to the tune of more than $70 million
by the end of fiscal year 2003. But opportunity also struck that session when the rental car industry
sought approval to show out the multitude of fees and user charges imposed by the state on the industry
and for concessions at the airports. In return, the industry agreed to a temporary seven-year increase in
the per day rental car fee going from $2 per day to $3 per day. This deal is embodied in Act 223, SLH
1999, which increased the amount of the surcharge to $3 between 11/1/99 to 8/31/07. Act 258, SLH
2007, extended the 8/31/07 sunset date to 8/31/08. This measure proposes that the rental motor vehicle
and tour vehicle surcharge shall be permanently set at $__ per day.

Obviously keeping the burden on non-voting visitors is politically driven especially in the wake ofpublic
complaints about the high cost ofmotor fuel in Hawaii. But is it necessarily the most accountable
approach or for that matter transparent? Is this bill doing nothing more than hiding, ifnot forestalling,
the problems facing the state highway fund? Does it perpetuate the inefficiencies that are inherent in a
program that is entirely special-fund financed where the majority of the beneficiaries are not being asked
to shoulder their fair share of the cost ofoperating this program?

What would highway users say if, indeed, the fuel tax rates were increased to cover the forecasted
shortfalls? Would they demand more accountability from highway officials for the repair and
maintenance of the state roads? Would they ask more often why highway users are being asked to pay
for so much when so little seems to be done to keep the roadways in good repair? Administration
officials and lawmakers may think that visitors will not notice because it is a continuance of the rate that
was adopted in 1999, but what will happen when the surcharge doesn't keep up with costs and a
substantial hike will be needed in the fuel tax rate regardless of these strategies?

If, indeed, the highway fund is in dire straits, then the money that was taken to supplement the general
fund in the 1990's should be returned. Further, small incremental increases in the fuel tax should be
undertaken to ease the burden of taxes that will be needed over time to keep the fund solvent.
Consideration might be given to reestablishing the transfer ofgeneral excise taxes collected on the sale of
fuel for highway use to the highway fund as those taxes are paid by highway users. While the $3 per day
rental surcharge may still be needed to balance the fund, it by no means should be the only source to be
tapped as it merely postpones the day ofreckoning. It should be remembered that unlike the other
resources ofthe state highway fund, the fortunes of the motor vehicle surcharge are highly dependent on
the utilization ofrental cars which in turn is dependent on the fortunes of the visitor industry and the
number ofthose visitors electing to rent those vehicles. Thus, the motor vehicle rental surcharge is the
least reliable of those revenue resources available to the state highway fund.

Digested 3/17/08
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This legislation amends Hawaii income tax law to exclude from gross income those amounts
provided to an employee who is a reciprocal beneficiary, which are in excess ofbenefits provided to
a single employee.

The Department of Taxation (Department) takes no position on this legislation.

ISSUE OVER "DIRECT OR INDIRECT"-The Department raises the issue ofwhether
identifying the benefits and payments subject to this exclusion necessarily must be "direct or
indirect." The Department suggests that simply identifying the terms is sufficient and will not raise
unnecessary confusion over whether a benefit is or is not direct or indirect.

(14) The value of health insurance and other [diree$ er
iadiree$] benefits provided by an employer to an
employee in excess of what the employer provides to
single employees, or would provide to single employees,
when such benefits are provided to the employee based
on the employee's status as a reciprocal beneficiary as
defined in chapter 572C or a domestic partner as
defined in the administrative rules of the Hawaii
employer-union health benefits trust fund. For the
purposes of this paragraph "single employee" means an
employee who:

(A) Is compensated by the employer [diree$ly er
iadiree$ly] ;

(B) Is not married;
(C) Has no reciprocal beneficiary as defined in chapter

572C; and
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(0) Has no domestic partner as defined in the
administrative rules of the Hawaii employer-union
health benefits trust fund."

REVENUE IMPACT-Assuming this bill is amended to take effect immediately, this
legislation will result in a revenue loss of approximately $800,000 for FY2009 and thereafter.

Since the 1st house draft eliminates the exemption allowed for a taxpayer's reciprocal
beneficiary, the Department assumes reciprocal beneficiaries can decrease their tax liability by 5%.
According to the Hawaii Family Forum, the Department of Health reported there were 1,284
individuals who registered as reciprocal beneficiaries (2006). This amounts to approximately 1% of
the state population. The Department then assumed that reciprocal beneficiaries would decrease
their tax liability by 10%. According to the Department ofTaxation Annual Report (2005-2006), the
state collected approximately $1.6 billion in individual income tax collections in 2006.
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To:

From:

March 18, 2008
Rm.224, 1:15 p.m.

The Honorable Carol Fukunaga, Chair, and Members of the Senate Committee on
Economic Developm~nt and Taxation

Sara Banks, Acting Chair, and Commissioners of the Hawai'i Civil Rights
Commission

Re: H.B. No. 2446, H.D. 2

The Hawai'i Civil Rights Commission (HCRe) has enforcementjurisdictioll over state

laws prohibiting discrimination in employment, housing, public accommodations, and access to

state and state-funded services. The HCRC carries out the Hawai'i constitutional mandate that

"no person shall be discriminated against in the exercise of their ci.vil rights because of race,

religion, sex or ancestry". Art. I, Sec. 5.

The HCRe supports the intent ofH.B. No. 2456, H.D. 2, which excludes from gross

income, adjusted gross income, and taxable income the value ofhealth insurance and other direct

or indirect benefits provided by an employer to an employee in excess ofwhat the employer

provides or would provide to single employees when such benefit.c; are provided to the employee

due to the employee's status as a reciprocal beneficiary or a domestic partner.

The HCRC has previously expressed its support for state laws concerning reciprocal

beneficiaries, until such time that domestic partnerships are recognized. To the extent that this

proposed legislation does not adversely affect current reciprocal beneficiaries and/or domestic

partners, the HeRC supports H.B. No. 2456, H.D. 2.



March 17, 2008

Senator Carol Fukunaga, Chair
Senator \-Vill Espero, Vice-chair
Committee on Economic Development and Taxation

Re: Support ofHB 2456, HD2, Relating to Taxation

Mahalo for reviewing the Hawaii income tax status of reciprocal beneficiaries and
domestic partners. HB 2456, I-ID2,. would remedy an area where the State of
Hawaii discriminates against reciprocal beneficiaries and domestic partners:

I. Employer-subsidized health insurance f()r an employee's domestic partner or
reciprocal beneficiary is reported on the W-2 and is treated as taxable income
by the State of Hawaii.

2. However, the State ofHawaii does not treat as income the same employer­
provided subsidy to marri.ed persons.

3. This discrimination is compounded by the fact that the State of Hawaii has
denied the status of civil marriage to same-sex couples who have indeed made a
family.

HB 2456, HD2, would remedy this problem. On line 16 of page 16 of HDl, the
effective date is given as January 1, 2020. Please change this to January 1, 2009.

There are other, similar, issues in the tax code that HB 2456, BD2, does not
address. For example, reciprocal beneficiaries are not allowed to file Hawaii
income tax f<'mns jointly---a right available to married couples. If you can address
the issue of tiling status, that would help greatly.

Again, thank you for thinking about these issues. It helps everyone, partly by
lowering the demand for costly social services, when you make it possible for
people to take care of one another.

ResI:).ectfuUy y~s,
\:.. / /SJ~-/(t4/FL:1J2.f2./2r..
~ "..../t. u t" . ~,

'rom Ramsey
www.math.hawaii.edu!-ramsey
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SUBJECT: INCOME, Exclude health insurance ofdomestic partner

BILL NUMBER: HB 2456, HD-2

INTRODUCED BY: House Committee on Finance

STAFF COMMENTS: Amends HRS section 235-7(a) to provide that the value ofhealth insurance and
other benefits provided by an employer to an employee in excess of what the employer provides to single
employees, when such benefits are provided to the employee due to the employee's status as a reciprocal
beneficiary as defined in chapter 572C or a domestic partner as defined in the administrative rules ofthe
Hawaii employer-union health benefits trust fund, shall be excluded from income.

EFFECTIVE DATE: January 1, 2020; applicable to tax years beginning after December 31,2008

STAFF COMMENTS: Currently neither the state nor federal tax laws recognize reciprocal beneficiaries or
domestic partners for income tax purposes. As a result, employer subsidized health insurance for an
employee's reciprocal beneficiary or domestic partner is treated as taxable income. This measure
proposes that such benefits provided by an employer for an employee's reciprocal beneficiary or domestic
partner shall not be taxable under the state income tax law.

In states that recognize same sex marriages, reciprocal beneficiaries or domestic partners, the taxability of
the benefits received by an employee for the reciprocal beneficiary or domestic partner generally is not
taxable in those states but remains taxable on the federal level. The adoption of this measure would
extend similar tax treatment for Hawaii income tax purposes, although Hawaii does not recognize
reciprocal beneficiaries or domestic partners. Its adoption would be contrary to the state's intent to
conform to the federal Internal Revenue Code for ease ofcompliance.

While advocates ofthis proposal may argue that it is unfair to be taxed on such benefits, they should
realize that if this amount is exempt for state tax purposes, thereby reducing the state tab, it will increase
the amount of income exposed to federal income tax rates which are substantially higher than the state
rates. Thus, what is saved on the state tax return winds up being taxed on the federal return as there is no
similar exemption at the federal level. Unless the taxpayer can meet the federal dependency test, the
federal law will not recognize such amounts as being excluded.

Digested 3/12/08
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This legislation provides a nonrefundable income tax credit for bargain sales or contributions
of land for purposes ofpreservation.

The Senate Committee on Water & Land amended the measure by inserting the text of SB
2198. The Department's comments are made accordingly.

The Department of Taxation defers to the Department ofLand & Natural Resources on the
policy merits of this legislation; however the Department also has strong concerns with this
measure and requests amendments. Though the Department has strong concerns with this measure,
it has been and will continue to work with other interested parties to resolve these issues.

The Department initially points out that this measure has not been factored into the Executive
Budget and is not one of its tax relief priorities this session.

The Department very much recognizes the importance of preserving conservation and
culturally relevant lands in order to maintain Hawaii's priceless lands. However, the Department has
issues with administering this tax credit.

I. TECHNICAL COMMENTS

The following technical issues are apparent:

USE OF FAIR MARKET VALUE-The Department is always apprehensive when "fair
market value" is used as the standard by which a tax credit or other tax incentive is calculated. Fair
market value can mean something different to anyone, especially when a tax benefit is involved. The
concern for the Department relates more to perceived frauds and abuses of land prices used to
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calculate the amount ofthe credit.

This bill was amended to clarify that fair market value for purposes ofthe credit is to be
determined pursuant to federal law regulating appraisals for charitable purposes. Assuming fair
market value is the only measure that can be used for this credit and use of an appraisal is the
preferred method, the Department strongly suggests that the bill be amended to incorporate a penalty
similar to Internal Revenue Code § 6695A that will penalize an appraiser who is complicit in a
fraudulent land deal for purposes ofthis credit. An additional penalty similar to that provided under
§ 6662 of the Internal Revenue Code would prohibit taxpayers from similarly misusing any
appraisals.

"§23l-A Accuracy-related penalty on
underpayments due to substantial valuation
misstatements. (a) There shall be added to tax an
amount of twenty per cent of the portion of an
underpayment of tax required to be shown on a return if
the portion of underpayment is due to a substantial
valuation misstatement.

(b) There is a substantial valuation misstatement
if the value of any property (or the adjusted basis of
any property) claimed on any return of tax is one
hundred and fifty per cent or more of the amount
determined to be the correct amount of such valuation
or adjusted basis, as the case may be.

(c) No penalty shall be imposed by a person under
this section unless that portion of the underpayment
for the taxable year attributable to the substantial
valuation misstatement exceeds $1,000.

§23l-B Substantial valuation misstatements
attributable to incorrect appraisals. (a) There shall
be assessed a penalty upon any person:

(1) Who prepares an appraisal of the value of
property and such person knows, or reasonably
should have known, that the appraisal would
be used in connection with a return or a
claim for refund; and

(2) The claimed value on a return or claim for
refund which is based on such appraisal
results in a substantial valuation
misstatement under section 231-A.
The penalty assessable under subsection (a)

equal to the lesser of:
greater of:

Ten per cent of the amount of the
underpayment attributable to the misstatement
under subsection (a); or

( i i ) $1, 00 0 i or
(2) One hundred and twenty-five per cent of the gross
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income received by the person described in
subsection (a) from the preparation of the
appraisal.
ec) No penalty shall be imposed under this

section if the person establishes that the value
established in the appraisal was more likely than not
the proper value. II

PROPERTY CLASS STANDARDS-The Department is concerned about certain of the
definitions used with the credit. For example, "conservation and preservation purpose" and "cultural
property" are both very broad terms and the express definitions only increase the expanse of these
definitions. The Department recognizes the rulemaking authority; however settling the issue in
statute is the prefelTed method.

PUBLIC OR PRIVATE CONSERVATION AGENCY-There is concern over who will
be running any conservation program. In order to ensure continuity and consistency, the Department
suggests amending the bill to ensure some specific government agency be charged with
implementing the conservation program before any tax credit is available.

PASS-THROUGH ENTITY PROVISION-Subsection (g) is unnecessary and confusing.
Well-settled principles of partnership (pass-through) entity law typically do not allow any tax
consequences for the "entity." All tax attributes ofa partnership flow through to the partners that
realize the tax consequences on individual tax returns. When an election is made by a partnership or
limited liability company to be taxed at the entity level as a corporation, the entity is then considered
a corporation for tax purposes and no longer a pass-through. The Department strongly suggests that
subsection (g) be eliminated entirely. The Department submits that existing conformity to
partnership and corporate tax principles is sufficient.

All that is needed is the following language:

"(g) In the case of a partnership, S corporation,
estate, or trust, the tax credit allowable shall be
determined at the entity level. Distribution and share
of credit shall be determined in accordance with section
235-2.45 (d) . "

POSSIBLE LOSS OF FEDERAL AND STATE CHARITABLE CONTRIBUTION
DEDUCTION-In its prior testimony, the Department had concerns with a potential double benefit
by receiving the credit under this bill and a state charitable deduction. After further analysis, the loss
of a generous federal benefit as a result ofthis credit is ofgreater concern. Generally, the taxpayer
would receive a charitable contribution deduction for the donation of the property to a government
entity or a nonprofit entity. The Internal Revenue Service has indicated that an issue exists as to
whether providing a state tax credit in exchange for a donation ofa conservation easement qualifies
as a deductible charitable contribution and recommended public guidance be published on this issue.
See eeA 200238041, attached. The IRS has yet to publish any guidance on this issue. Therefore, it
is unclear whether donors would lose their federal and state charitable contribution deduction ifthe
donor utilizes the credit. In addition, any requirement that conditions the credit on qualifying for the
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Section 170 charitable contribution deduction may be unworkable.

RULEMAKING-The Department already has broad rulemaking authority. Subsection (i)
is unnecessary. There is also a conflict between subsection (i) and 0). Do both agencies get to make
concurrent rules? Will one agency's rules trump the other?

CERTIFICATION PROCES8--In light ofthe Department's concerns, the Department also
suggests a certification process whereby, rather than the Board of Land & Natural Resources being
authorized to make rules for this credit, the DLNR could be authorized to certify credits, maintain
infonnation, and simply send a certificate to the Department to process the credit. Other similar
certification processes are currently administered with the Department of Business, Economic
Development & Tourism and the Hawaii Film Office. See e.g., HRS § 235-17.

TRANSACTIONS SUBJECT TO ,POTENTIAL ABUSE-The Department mentions that
the IRS has highlighted possible abusive transactions relating to donations of conservation
easements. In certain cases, the IRS has disallowed deductions and assessed penalties on
transactions it has found to be shams. The Committee should be aware that conservation easements
have been used in the past in allegedly abusive tax transactions.

H. REVENUE IMPACT

This legislation will result in a revenue loss of approximately $3.2 million for FY 2009.

The Legacy Land Conservation program under DLNR provides matching funds for non­
profits to engage in land purchases for conservation. In many of these cases, a part of the land
interest is gifted to the non-profit. It is assumed that most conservation land donation transactions
goes through this mechanism.

Gifts through the Legacy Lands project for 2008 are projected to be $3,238,500. The
Department assumed that this covers half of all eligible transactions under the credit (including
investments covered in section (c) paragraph (2)). Thus the Department projects the value ofeligible
transactions to be $6.5 million, of which a 50% tax credit would cause of revenue loss of $3.2
million.

Impact for future years is indeterminate, due to the large volatility in gift amounts from year­
to-year.
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Headnote:

IRS has supplemented its earlier chief counsel advice concerning transferee of Colorado conservation
easement credit being entitled to federal tax deduction when using credit to reduce state taxes.

Reference(s): IRC Sects). 170 ; IRC sects). 164; IRC Sects). 162 ; IRC Sects). 1001

FULL TEXT:

Release Date: 9/20/2002

Reply to: CC:ITA:Bl

INTERNAL REVENUE SERVICE NATIONAL OFFICE LEGAL ADVICE

MEl'-'10RANDUM FOR AREA COUNSEL,

SMALL BUSINESs/SELF-EMPLOYED, AREA 5

FROM: Associate Chief Counsel

(Income Tax and Accounting)

SUBJECT: Colorado Conservation Easement Credit

PRESP-152782-01

This memorandum responds to your request for advice. In accordance with l.R.C. § 611O(k)(3), this
Chief Counsel Advice should not be cited as precedent.

Previously, by a memorandum dated May 31,2001, we provided Chief Counsel Advice to your office on
a related matter. At that time, we concluded that the transferee of a Colorado conservation easement
credit is entitled to a federal tax deduction when using the credit to reduce state taxes. We also stated
that we would provide a supplemental response on issues affecting the original recipient of the credit.

After consideration, we have determined that these issues, along with certain other issues raised in
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connection with the federal tax treatment of state tax credits, would be best addressed in official
published guidance. This will allow full consideration of concerns we have identified with respect to the
tax treatment of these and other r·efundable and transferable state tax credits, and help ensure uniform
treatment of taxpayers. In addition, we will be able to take into account the interplay of the issues you
raised with certain legislation concerning the tax treatment of conservation easements now pending in
Congress. Accordingly, our office will recommend that the treatment of state tax credits, including
credits such as the Colorado conservation easement credit, be addressed in published gUidance. Please
be aware that the decision to issue published gUidance must be approved at higher levels.

Pending resolution of these issues, we cannot furnish definitive advice on the questions you raised.
However, we are providing an updated summary of the facts and a brief discussion of the two key
questions concerning the tax treatment of the original recipient of the conservation easement credit,
and some of the concerns and considerations that will need to be taken into account in answering those
questions.

FACTS

For tax years beginning on or after January 1, 2000, a Colorado state income tax credit is available for
the donation of all or part of the value of a perpetual conservation easement in gross by reSident
individuals, C corporations, partnerships, S corporations, other similar pass-through entities, estates,
and trusts. Colo. Rev. Stat. § 39-22-522 (2001); see generally Colorado Department of Revenue, FYI
- Income 39 - Gross Conservation Easement Credit (December 2001) ("State Explanation"). If a
charitable deduction is claimed on the federal income tax return for any donation subject to the credit,
the amount deducted from federal taxable income must be added back to determine the taxpayer's
Colorado taxable income. Colo. Rev. Stat. §§ 39-22-104(3)(9) and 39-22··304(2)(f) (2001). However, if
the federal deduction exceeds the amount of the credit created by the donation, then the "addback" is
only the amount equal to the credit, inclUding any credit carried forward to future tax years. See State
Explanation p. 2.

Amount: For tax years beginning on Dr after January 1, 2000, but before January 1, 2003, the credit is
equal to the fair market value of the donated portion of a perpetual conservation easement in gross
created upon real property located in Colorado, but the credit cannot exceed $100,000 for any
donation. For tax years beginning on or after January 1, 2003, the credit is equal to 100% of the first
$100,000 of the fair market value of the donated portion of such conservation easement when created,
and 40% of all amounts of the donation in excess of $100,000, except that the credit cannot exceed
$260,000 per donation. Colo. Rev. Stat. § 39-22-522(4)(a). To the extent of a taxpayer's net income
tax liability, a taxpayer can always use the credit in full. If the credit exceeds the tax liability, there are
three possibilities: carryover, refund, or transfer.

Carryover: Any unused portion of the credit may be carried forward by the taxpayer for up to 20 years.
Colo. Rev. Stat. § 39-22-522(5)(a). Only one credit may be claimed each year. Section 39-22-522(6).
Additional credits may not be earned by the taxpayer during any year to which a prior conservation
easement credit is being carried forward, either by the taxpayer or by another taxpayer who has
received a transferred credit from that taxpayer. Id. (A taxpayer is not permitted to carry back the
credit to years prior to the donation of the easement.)

Refund: Refundabllity of the credit will depend on whether there are excess state revenues in the prior

year that must be refunded to Colorado taxpayers under the state constitution. 1 If there is no surplus,
the credit is not refundable. If there is a surpius, at the election of the taxpayer the credit can exceed
the amount of the net tax liability, with the balance being refunded to the taxpayer. However, in such a
case for donations made during tax years beginning on or after January 1, 2000, but before January 1,
2003, the total credit for the year, including the nonrefundable and refundable portions, cannot exceed
$20,000. For donations made during tax years beginning on or after January 1, 2003, the amount is
$50,000. Colo. Rev. Stat. § 39-22-522(S)(b)(III).

Transfer: A taxpayer may transfer all or a part of the unused portion of the credit to a transferee who
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meets the definition of a taxpayer who can claim the credit. ? Colo. Rev. Stat. § 39-22-522(7). The
credit may be transferred to more than one transferee. For donations made during tax years beginning
on or after January 1, 2000, but before January I, 2003, the minimum amount of unclaimed credit that
can be transferred to anyone transferee is $20,000. For donations made during tax years beginning on
or after January 1, 2003, there is no minimum amount. Transferred credits are always nonrefundable
for the transferee, although they may be carried over. A transferee may not transfer the credit to
another.

DISCUSSION

1. Major issues

The key feature that raises the two primary issues in this fact pattern is the fact that the transfer of the
conservation easement-which is generally appreciated property-entitles the taxpayer to a substantial
financial benefit for up to the full fair market value of the easement.

The first major issue this raises is Whether, to the extent a taxpayer is effectively reimbursed for the
transfer of the easement through the use, refund, or transfer of the credit, that benefit is a qUid pro
quo that reduces or eliminates a charitable contribution deduction under § 170. (A subsidiary issue is
whether, when the benefit takes the form of a reduction in state tax liability, disaliowing a deduction
under § 170 entitles the taxpayer to an equivalent deduction for a deemed payment of state tax under
§ 164 or § 162.)

The other major question is whether the benefit of the state conservation easement credit is, in
substance, an arnount realized from the transfer of the easement under § 100 I, generally resulting in
taxable capital gain. Although there may be authority to defer recognition of that gain until the benefit
is actualiy realized through use, refund, or transfer of the credit, failure to tax that gain altogether is
arguably unfair to taxpayers who sell conservation easements or other appreciated property and
receive cash.

TO take a simplified example, assume a taxpayer in State A and a taxpayer in State B each transfer a
conservaticJn easement with a tax basis of $4,000 and a fair market value of $10,000 to a state
agency. The taxpayer in State A sells the easement to a state agency for a cash payment of $10,000.
The taxpayer in State B donates the easement to a state agency and receives a cash payment of
$10,000 as a refundable tax credit. For federal income tax purposes, the taxpayer in State A would not
have a § 170 deduction and would pay tax on the $6,000 of capJtal gain. If the taxpayer in State B is
able to deduct $10,000 as a charitable contribution and avoid paying tax on the capital gain-a "double
benefit" that is generally allowed under § 170 when taxpayers donate appreciated property-it is difficult
to explain why the two taxpayers should be treated differently, since both received $10,000 in cash.
Even If the $10,000 § 170 deduction for the taxpayer in State B is Offset by treating the $10,000
refundable credit payment as ordinary income, the resulting offset cancels out the benefit of the
charitable deduction but still ,allows the taxpayer in State B to exclude 100% of the $6,000 capital gain
-a benefit not available to the similarly-situated taxpayer in State A, even under the proposed
legislation discussed below. Similar concerns are raised when the benefit of the state conservation
easement credit is realized in the form of a reduction in state tax, or through sale of an excess credit to
a third party. Finally, there is the question of whether taxpayers should be treated differently because
they donated an easement to a charitable organization rather than a state agency.

II. Charitable deduction under § 170

The first issue that will need to be considered under the § 170 analysis is whether the receipt of a state
tax credit is a substantial return benefit. The external features of a transaction should be examined to
determine whether a taxpayer transferred money or property to a charity with the expectation of a
quid pro quo. Hernandez v. Commissioner, 490 U.s. 680, 690-691 (1989). Here, a taxpayer receives
the state credit for transferring an easement to a governmental entity or § SOl(c)(3) organization. As
demonstrated by Singer Co. v. United States, 449 F.2d 413 (Ct. CI. 1971), the benefit does not need to
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come from the donee and the benefit does not need to be specifically quantifiable at the time of the
transfer. See also § 1.170A-14(h)(3)(i).

Under the return benefit analysis, we wi!1 need to consider the fact that the tax benefit of a federal or
state charitable contribution deduction is not viewed as a return benefit that reduces or eliminates a
deduction under § 170{ or vitiates charitable intent.: The question is whether a program such as
Colorado's is distinguishable.

If there is a return benefit{ we need to determine whether a taxpayer{ at least in some circumstances{
can satisfy the requirements under United States v. American Bar Endowment{ 477 U.S. 105 (1986L to
show that the taxpayer knowingly contributed an easement in excess of the value of the state credit
received in return. See § 1.170A-14(h)(3)(i). for example{ do the external features of a transaction
demonstrate donative intent to the extent a taxpayer arranges to sell the credit to a third party for a
discounted amount before transferring the easement to a charity? See generally § 1.170A-l(h)(1);
Rev. Rut. 67-246, 1967-2 C.B. 104.

III. Disposition under § 1001

The second primary issue to consider is whether{ because the original recipient of the conservation
easement credit has essentially transferred property, usually appreciated property, in return for a
payment or other financial benefit measured by the value of the transferred property{ the transaction
should be treated as a disposition of property generally resulting in capital gain.

A. Refunds

This issue is most clearly presented in the case of a refundable credit that is paid to a taxpayer in
return for an easement transferred to the state. As discussed in the example above, it is difficult to
distinguish this situation from other situations in which state agencies purchase conservation
easements for cash.

B. Credits

If the benefit received by a particular taxpayer is a reduction in state tax liability resL!lting from the
appiication of the credit{ we need to consider whether the general treatment of a "nonrefundable" state
tax credit as a reduction in tax liability should apply. A reduction in liability generally confers a benefit
in the same manner as an outright payment{ and is often taxed as such. But when the liability that is
reduced is one that{ like the liability for state taxI would be deductible if paid{ it is often unnecessary
and overly complex to recharaderize the transaction as a deemed payment to the taxpayer, followed
by a deemed payment by the taxpayer{ since the resulting income and deduction would simply offset
each other. See, e.g.{ § 108(e)(2) ("Income not realized to extent of lost deductions"); Rev. RUt. 79­
315{ 1979-2 c.e. 27{ Holding (3) (Iowa income tax rebate used to reduce state tax liability is neither
gross income nor deductible under § 164 as state income tax paid).

However, one situation in which a transaction is generally recharacterized is one in which a liability is
reduced or satisfied by the transfer of property. In order to reflect accurately the substance of the
transaction{ such a transaction is generally treated as a deemed disposition of the property{ resulting in
the realization of gain or loss, fOllowed by a deemed payment of the sales proceeds in satisfaction of
the liability. For example{ in our previous Chief Counsel Advice on the tax treatment of a purchaser of a
Coiorado conservation easement credit{ we advised that rather than treating the purchaser'S use of the
credit as a reduction in state tax liability{ which would deprive the purchaser of a deduction for the
payment of state tax, we viewed the situation as analogous to one in which the state permitted the
taxpayer to pay the state tax liability with property. In such a case{ the taxpayer would be treated as
having first disposed of the credit{ with the "face amount" of the credit as an amount realized{ and then
paid the proceeds to the state, resulting in a deduction for the full face amount under § 164. We need
to consider whether a similar approach is appropriate for the original recipient of the conservation
credit as weH, who would be treated as haVing disposed of the easement and then made a deemed
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payment of state tax with the proceeds. <!

C. Transfers
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If the benefit received by the transferor of a conservation easement takes the form of cash received on
the sale of the credit to another taxpayer, the question is whether that benefit should be treated as an
amount realized from the disposition of the easement, from the disposition of the credit itself, or in
some other manner. This would affect the character of any gain as well as the basis to be used in the
calculation.

D. Bargain sale

Another question is whether a taxpayer could be treated as making a bargain sale of an easement in
certain circumstances-for example, as discussed above, to the extent that the amount received on the
transfer of a credit is Jess than the value of the easement, and the requirements of American Bar
Endowment are satisfied.

E. Timing

If or to the extent ttlBt it is determined that the benefit of the credit is an amount realized from the
transfer of the easement, an additional issue to consider is whether the transaction should be
considered as "closed," resulting in an amount realized in the year the easement is transferred.
Alternatively, since the credit can be carried forward, call the taxation of gain be deferred until the
benefit of the credit is "realized" through sale, refund, or use, in a manner similar to an installment
sale. perhaps under the principles of Arrowsmith v. Commissioner, .344 U.S. 6 (1952)? Such treatment
would also raise the issue of how the basis of the easement should be handled.

F. Transfers to charity

Another question is whether, for § 1001 purposes, the benefit of the tax credit should be viewed as an
amount realized from the transfer of an easement even though the easement is transferred to a

charitable organization rather than the state. 5

IV. Effect of pending legisla tion

Finally, we note that a bili pending in the Senate contains a provision that, if enacted, would affect the
analysis of the state conservation easement credit for easements transferred after December 31, 2003.
Specifically, section 107 of H.R. 7 would add a new Code section 121A to prOVide for the exclUsion of
25% of the long-term capital gain for certain sales of land interests to eligible entities for conservation
purposes. In the case of a bargain sale, a taxpayer will not fail to qualify for a charitable contribution
deduction solely because the taxpayer derives a tax benefit from the partial exclusion of long-term
capital gain from the sale. The version of H.R. 7 passed by the House does not contain a provision
simiiar to section 107.

Associate Chief Counsel

(Income Tax and Accounting)

By

PAUL M. RITENOUR

Chief, Branch 1
,'.••¥'_ ••_.. '_ .'._ ~ ..... •••• .••~ •.••••_"•• ~_•• ..,......".'H_...'._.....h••••..•
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Under section 20(7) of Article X of the Colorado constitution, this SUr-piLlS is based on spending limits
determined by factors such as inflation, population growth, voter autl10rization, etc. The determination
of whether there is a surplus is announced in October or November of the following year. It is our
understanding that the State of Colorado had surpluses for the past few years and does not expect to
have surpluses for the next several years.

A state non-profit organization will act as a clearinghouse for the transfer of these credits. Donors will
register with this organization to sell their credits for a specified percentage of "face value" (e.g.,
80%), buyers will sign a letter of intent to pay a specified percentage of face value (e.g., 90%), and
the difference will go to the organization to cover its costs.

3

See McLennan v. United States, 23 CI. Ct. 99 (1991), subsequent proceecJings, 24 Cl. CL 102, 106
n.8 (1991), aff'd, 994 F.2d 839 (Fed. Or. 1993); Skripak v. Comrnissioner, 84 T.C. 285, 319 (1985);
Allen v. Commissioner, 92 T.e. 1,7 (1989), aff'd, 925 F.2d 348 (9th Cir. 1991); see also Browning v.
Commissioner, 109 T.e. 303 (1997) (addressing the question of tax benefits as an amount realized in a
charitable bargain sale, rather than as a qUid pro quo issue).

Note that recharacterizing the transaction in this way has the advantage of providing a rationale for
a[lowing a deduction under § 162 or § 164 that would compensate for the denial of a § 170 deduction.
This is appropriate, since, unlike the refund or transfer scenarios, the taxpayer does not end up with
cash when the state tax credit is used to reduce state tax liability.

5

Cf. Rev. Rul. 88-95, 1988-2 C.B. 28; Notice 87-26,1987-1 C.B. 470; Standley v. Commissioner, 99
T.e. 259 (1992), affd without published opinion, 24 F.3d 249 (9th Or. 1994).

END OF DOCUfv1ENT-
© 2008 ThomsoniRIA. All rights reserved.

http://checkpoinl.riag.com/app/servlet/com.tta.checkpoint.servlet.CPJSPServlet?usid~'''be40... 3113/2008



Notice 10U4-4 L LOV4-LlS llH5 j I -- IKe Sec( s). I fU, 06f.HJi!OU4

Notice 2004-41, 2004-28 IRB 31, 06/30/2004, IRe Sec
(s). 170

Charitable contributions-conservation easements­
disallowed deductions.

Headnote:

Page 1 01"3

In light of possible improper charitable deductions, IRS is advising those who participate in
transferring real property easement to charitable org or making payments to such org. in
connection with real estate purchase from org. or who promote these type of transactions
that it will disallow deductions as necessary and may impose penalties and excise taxes.
IRS also reviewed requirements for donation of conservation easement under Code Sec.
1/0U,); , and noted that in situations involving purchase of real property from charitable
org, it would apply substance-over-form doctrine to find that payment to charity for
property and "donation" is in reality purchase price for property. IRS might also challenge
exempt status of org., based on operation for substantial nonexempt purpose or
impermissible private benefit.

Reference(s): ~1 1704.45; Code Sec. .l70;

Full Text:

The Internal Revenue Service is aware that taxpayers who (1) transfer an easement on
real property to a ctlaritable organization, or (2) make payments to a charitable
organization in connection with a purchase of real property from the charitable

E~~

organization, may be improperly claiming charitable contribution deductions under B §
170 of the Internal Revenue Code. The purpose of this notice is to advise participants in
these transactions that, in appropriate cases, the Service intends to disallow such
deductions and may impose penalties and excise taxes. Furthermore, the Service may, in
appropriate cases, challenge the tax-exempt status of a charitable organization that
participates in these transactions. In addition, this notice adVises promoters and appraisers
that the Service intends to review promotions of transactions involving these improper
deductions, and that the promoters and appraisers may be subject to penalties.

Contributions of Conservation Easements

f.,':;
1~::I Section 170(21)(1) allows as a deduction, subject to certain limitations and restrictions,

any charitable contribution (as defined in @1 § 170(c)) that is made within the taxable

year. Generally, to be deductible as a charitable contribution under § § 170, a transfer to
a charitable organization must be a gift of money or property without receipt or
expectation of receipt of adequate consideration, made with charitable intent. See U.S. v.

American Bar Endowment, 477 U.s. 105, 117-18 [~l [58 AFTR 2d 86-5190](1986);
p,

Hernandez v. Commissioner, 490 U.s. 680, 690 I==c! [63 AFTR 2d 89-1395](1989); see
~r,

also i.:'-:l § 1.170A-l(h)(1) and (2) of the Income Tax Regulations.
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~1 Section 170(f)(3} provides generally that no charitable contribution deduction )s
allowed for a transfer to a charitable organization of less than the taxpayer's entire interest

in property. i.~~ Section 170(f)(3)(B)(iil) provides an exception to this rule in the case of a
qualified conservation contribution.

A qualified conservation contribution is a contribution of a qualified real property interest to

a qualified organization exclusively for certain conservation purposes. ~.J Section 170(h)
f?'-': r~'! E~ ~

(1), ~::) (2), EJ (3), and !.:::l (4); L:-J § 1.170A-14(a). A qualified real property interest
includes a restriction (granted in perpetuity) on the use that may be made of the real

property. E! Section 170(h)(2)(C); see also W~ § 1.170A-14(b)(2). For purposes of this
<:""'

notice, qualified real property interests described in E'-:.! § 170{h)(2)(C) are referred to as
conservation easements.

i~:'~

One of the permitted conservation purposes listed in d § 170(h)(4) is the protection of a
Q::l

relatively natural habitat of fish, wildlife, or plants, or similar ecosystem. l''J Section 170
~, ~

(h)(4)(A)(ii); see also @J § 1.170A-14(d)(1)(ii) and tJ (3). Another of the permitted
conservation purposes is the preservation of open space ("open space easement"),
including farmland and forest landr for the scenic enjoyment of the general public or
pursuant to a clearly delineated governmental conservation policy. However, jf the public
benefit of an open space easement is not significant, the charitable contribution deduction

will be disallowed. See @I § 170(h)(4){A)(iii); see also [~ § 1.170A-14(d)(1)(iii) and ill]
i-:L. c.~ l-1::. r.:t:.

(4)(iv), i~:1 (v), and i~] (vi). E! Section 170(h) and l~J § 1.170A-14 contain many other
requirements that must be satisfied for a contribution of a conservation easement to be
allowed as a deduction.

A charitable contribution is allowed as a deduction only if substantiated in accordance with

regulations prescribed by the Secretary. [-g Section 170(a)(1) and g (f)(8). Under ['ij §
170(f)(8), a taxpayer must substantiate its contributions of $250 or more by obtaining
from the charitable organization a statement that includes (1) a description of any return
benefit prOVided by the charitable organization, and (2) a good faith estimate of the

benefit's fair market value. See [g § 1.170A-13 for additional substantiation
requirements. In appropriate cases, the Service will disallow deductions for conservation
easement transfers jf the taxpayer fails to comply with the substantiation reqUirements.
The Service is considering changes to forms to facilitate compliance with and enforcement
of the substantiation requirements.

r=~

If all requirements of 2J § 170 are satisfied and a deduction is allowed, the amount of the
deduction may not exceed the fair market value of the contributed property (in this case,
the contributed easement) on the date of the contribution (reduced by the fair market

value_of any consideration received by the taxpayer). See !q § 1.170A-l(c)(1), ~~ (h)(1)
l··-....

and EJ (2). Fair market value is the price at which the contributed property would change
handS between a willing buyer and a Willing seller, neither being under any compulsion to

buy or sell r and each haVing reasonable knOWledge of relevant facts. 8 Section L 170A-l
~ f-~

(c)(2). See E"l § 1. 170A-14{h)(3) and @OJ (4) for a discussion of valuation.

If the donor (or a related person) reasonably can expect to receive financial or economic
benefits greater than those that will inure to the general public as a result of the donation

of a conservation easement, no deduction is allowabie. § Section 1.170A-14(h)(3)(i). If
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the donation of a conservation easement has no material effect on the value of real
property, or enhances rather than reduces the value of real property, no deduction is

E~
allowable. l::J Section 1.170A-14(h)(3)(ii).

Purchases of Real Property from Charitable Organizations

Page 3 of:;

f~
Some taxpayers are claiming inappropriate charitable contribution deductions under l::J §
170 for cash payments or easement transfers to charitable organizations in connection with
the taxpayers' purchases of real property.

In some of these questionable cases, the charitable organization purchases the property
and places a conservation easement on the property. Then, the charitable organization
sells the property subject to the easement to a buyer for a price that is substantially less
than the price paid by the charitable organization for the property. As part of the sale, the
buyer makes a second payment, designated as a "charitable contribution," to the
charitable organization. The total of the payments from the buyer to the charitable
organization fully reimburses the charitable organization for the cost of the property.

In appropriate cases, the Service will treat these transactions in accordance with their
substance, rather than their form. Thus, the Service may treat the total of the buyer's
payments to the charitable organization as the purchase price paid by the buyer for the
property.

Penalties, Excise Taxes, and Tax-Exempt Status

Taxpayers are advised that the Service Intends to disallow all or part of any improper

deductions and may impose penalties under f§ § 6662.

po.

The Service intends to assess excise taxes under l~J § 4958 against any disqualified
person who receives an excess benefit from a conservation easement transaction, and
against any organization manager who knOWingly participates in the transaction. In
appropriate cases, the Service may challenge the tax-exempt status of the organization,
based on the organization's operation for a substantial nonexempt purpose or
impermissible private benefit.

In addition, the Service intends to review promotions of transactions involving improper
deductions for conservation easements. Promoters, appraisers, and other persons involved

in these transactions may be subject to penalties under ~ §§ 6700, 8 6701, and @j
6694.

Drafting Information

The principal author of this notice is Patricia M. Zweibel of the Office of Associate Chief
Counsel (Income Tax & Accounting). For further information regarding this notice, contact
Ms. Zweibel at (202) 622-5020 (not a toll-free call).

© 2008 Thomson/RIA. All rights reserved.
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House Bill 2518, House Draft 1, Senate Draft 1 provides a land conservation incentive tax credit
to encourage the preservation and protection ofland in the State. The Department of Land and
Natural Resources (Department) supports the intent of this measure to provide incentives for
landowners to preserve and protect their important mauka lands, but defers to the Department of
Taxation on tax implications and effects the bill would have on their operations.

Over half of the lands in Hawai'i are privately owned and mauka lands, including intact forests,
open woodlands, and pasture lands, and provide a significant amount of "ecosystem services,"
that support all of Hawaii's residents and visitors. These services include the delivery of clean
drinking water, carbon sequestration that stabilizes the climate, cultural practices, opportunities
for recreation, and many others. These lands also playa critical role in supporting Hawaii's
unique native plants and animals. It is essential to provide solid stewardship incentives for
private landowners to care for mauka lands that are critical in ecosystem service production.

The Department participated in a working group formed in response to House Concurrent
Resolution 200, 2006 Legislative Session, to conduct an analysis of local, national, and
international incentive programs that promote landowner protection of important mauka lands
and recognize the public benefits of the ecosystem services provided by those lands. The
establishment of state tax credits for donated conservation easements and landowner-funded
activities that promote conservation on private lands was one of the key recommendations in the
working group report (http://hawaii.gov/dlnr/reports/2008/division-of-forestry-wildlife/FW08­
Important-Mauka-Lands-Report.pdf).

Promoting conservation easements is a valuable conservation tool. Conservation easements are
restrictions placed on land to enhance conservation values. They are either voluntarily sold or
donated by a landowner. The Legacy Land Conservation Program, Chapter 173A, Hawaii
Revised Statutes, provides State funding for the acquisition of conservation easements on lands
having value as a resource to the State. This measure would provide tax credits for landowners
that donate or make a bargain sale ofland or conservation easements or voluntarily invest in
conservation management. These credits would be added to federal tax benefits for these



actions. The combination of existing federal tax benefits and proposed state tax credits will
likely provide an immediate stimulation to expanded conservation actions and promote delivery
of ecosystem services on mauka lands throughout the State with its public benefits.

The Department is aware of the Department of Taxation's concerns with certifying what
donations of land or investments in management of land qualify for the tax credit. The
Department is the appropriate agency to certify donations or management actions for natural and
cultural resources and the Department ofAgriculture (DOA) would be the appropriate agency for
agricultural easements or management. The Department is willing to work with the Department
of Taxation on how best to implement such a process and identify ways to streamline the process
and book-keeping and reporting requirements. The Department was given the authority to adopt
rules for this process. DOA should be given this authority as well.

The Department notes that the Senate Water and Land Committee amended the House version of
this measure by replacing its content in its entirety with the content of Senate Bill 2198, Senate
Draft 2, which requires that the appropriate state agency work with the taxpayer to identify
opportunities for public access if appropriate and reasonable. The Department supports this
approach because it allows flexibility in dealing with public access to the lands qualifying for the
tax credit. Requiring public access to all potential lands will be a disincentive for some
landowners to participate. While appropriate for some lands such as beach or recreational
access, open public access may not be appropriate for other lands such as cultural and historic
properties, and working farms or ranches that have legitimate concerns about vandalism,
resource theft, and liability. The taxpayer should be required to provide access to the public or
private conservation agency holding the conservation easement to monitoring the status of the
conservation easement or to verify that conservation management actions have been
implemented on the property. Public access should be encouraged and required where
appropriate to fulfill the purpose of the easement, but not be required in cases where it would
jeopardize or degrade resources intended for protection or create an undue hardship or liability
for the landowner.
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HOUSE BILL 2518, HOUSE DRAFT 1, SENATE DRAFT 1
RELATING TO LAND CONSERVATION

Chair Fukunaga, Vice-Chair Espero and Members of the Committee:

Thank you for the opportunity to testify on House Bill No. 2518, House Draft 1, Senate

Draft 1 that seeks to establish a tax credit to encourage the preservation and protection of

certain donated or "bargain sale" lands in the State at less than fair market value, and in

perpetuity. The Department of Agriculture supports the intent of this bill and offers an

amendment. We defer to the Department of Taxation regarding the tax credit and its

implications on the State budget.

The amendment is to Section 2 (page 1, lines 4-13) to clarify that only agricultural lands

qualifying for the land conservation tax credit that are designated as IAL may access incentives

for IAL that will be developed and enacted by the Legislature. The amendment is in bold and

double-underlined.

SECTION 2. Section 205-45, Hawaii Revised Statutes, is

amended by amending subsection (a) to read as follows:

H(a) A farmer or landowner with lands qualifying under

section 205-44 may file a petition for declaratory ruling with

the commission at any time in the designation process. The

holder of an interest in agricultural lands that qualifies for

the land conservation incentives tax credit under section 235-



HB2518HD1 SD1
Page 2

may petition the commission for designation of the agricultural

lands as important agricultural lands, and, upon designation,

enjoy the incentives for important agricultural lands provided

under section 205-46."
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Dear Chair Fukunaga, Vice Chair Espero, and Members of the Committee:

I write in strong support of HB2518 HD1 SD1, providing tax credits for land conservation.

The State of Hawaii needs -- NOW, this session -- a broader range of land conservation tools to protect
the "crown jewels" of our coastal, agricultural, and rural landscape.

For proposed public-private acquisitions, such as the Galbraith agricultural lands in Central O'ahu,
the Turtle Bay property on the North Shore, and the many other high priority needs around the state,
this new tool of tax credits for willing landowners is critical to add to the toolbox.

The cost to the state is "pennies on the dollar" compared to the benefits, particularly now when the real
estate market has slowed down considerably. With appropriate safeguards to ensure proper valuation,
this tool can result in considerable long-term savings to taxpayers through avoided costs of development.

Twelve other states in the country have this kind of tax credit for conservation program -­
Hawaii should proudly become the 13th state to join this effort that brilliantly
leverages state and private resources for permanent land conservation.

Mahalo for your support.

Sincerely,

Denise Antolini
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Chair Fukunaga and Members of the Committee:

My name is Stephanie Whalen. I am President and Research Director of the Hawaii Agriculture
Research Center (HARC). I am testifying today on behalf of the center, our research and support
staff, and our members and clients.

HARC strongly supports HB 2518 HDI SDI Relating to Land Conservation.

In order to preserve some of the lands of Hawaii incentives are important. Because of the unique
land holding situation in Hawaii many land owners do not qualify for the federal tax credits
provided to those helping to preserve lands for the purposes proposed in this measure. Although
there have been efforts to make an exception specifically for Hawaii to allow our land owners to
receive these federal tax credits, those efforts have not been successful.

It is in the public interest of this state to provide those tax credits to ensure some lands for unique
or special use are preserved in perpetuity.

Thank you for this opportunity to provide SUPPORT for HB 2518 HDI SDl, preserving land in
Hawaii for the public interest.
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The Nature Conservancy of Hawai'i supports H.B. 2518, SD1 Relating to Land Conservation. We
also suggest a few amendments noted below and attached.

Undeveloped private lands often provide significant benefits and services to the general public such
as watersheds, erosion control, carbon sequestration, green space, recreational opportunities, and
cultural preservation. However, landowners do not presently receive any remuneration for the
ecosystem services their lands provide. While the public depends upon the provision of these
services, society often treats them as essentially free.

For many private landowners, there is significant pressure to convert forests, ranch and agricultural
lands, open spaces, and lands with historical or cultural features to uses that generate greater income
to the landowner. A mix of existing government and private funding for conservation land purchases,
as well tax incentives like those in this bill can enable landowners a variety of options to avoid
conversion and help government achieve a public benefit. Indeed, tax incentives that allow
landowners to retain ownership while committing to protection can help achieve public conservation
priorities without requiring the government to expend many millions more to buy and manage the land
itself.

We ask that you consider lengthening or, preferably, eliminating the 2012 sunset date in
Section 5 in favor of a reporting requirement by the relevant state agencies.

In other states, it took at least three years before even a nominal number of land owners completed
the land donation tax credit process. In many cases, landowners will want to test the water with a
small donation and follow up a few years later with a more meaningful donation. California adopted a
1O-year sunset, prior to which they could assess the effectiveness of their legislation. For many other
states, rather than adopting a sunset provision, they implemented a reporting requirement to gather
data about the use of the tax credits. States have found that the tax credits were useful money
savers in their quest to protect scarce resources. The trend has actually been to amend statutes to
provide more generous incentives to inspire more donations.

Finally, we suggest an amendment to give rule making authority to both DLNR and
Deptartment of Agriculture to assist the Department of Taxation with certifying donations.
And, we suggest an amendment to give penalty authority to the Department of Taxation to
prevent appraisal misstatements.

Attachment

BOARD OF TRUSTEES
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Suggested amendments by The Nature Conservancy of Hawai'i to H.B. 2518 SD1
[addition to (j), new (k) and (I), delete sunset]

(j) The chairperson of the board of land and natural
resources and the chairperson of the board of agriculture may
adopt rules pursuant to chapter 91 to effectuate this section and
to certify that donations or investments claimed for a tax credit
under this section fulfill a conservation or preservation purpose
pursuant to subsection (c).

(k) The director of taxation, the chairperson of the board
of land and natural resources and the chairperson of the board of
agriculture shall together prepare and submit an annual report to
the Legislature not later than twenty days prior to the convening
of the regular session of the use and effectiveness of the tax
credit provided in this section, including the relevant details
of the value of tax credits claimed and the types of donations
made by taxpayers. The director of taxation my include this
report in that department's annual report to the legislature."

(1) Any appraisal prepared pursuant to the requirements of
subsection (e) (1) shall be subject to all requirements, including
the same level of penalties for valuation misstatements, for
appraisals and appraisers under applicable federal law and
regulations governing charitable contributions."

SECTION 4. New statutory material is underscored.

SECTION 5. This Act shall take effect on July 1, 2050, and
shall apply to taxable years beginning after December 31, 20077
provided that this Act shall be repealed on December 31, 2012.
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The Office of Hawaiian Affairs supports the intent of H.B.
2518, H.D. 1, S.D. 1, which would provide an incentive tax
credit for conservation and preservation lands.

OHA has substantive obligations to protect the cultural and
natural resources of Hawai'i for its beneficiaries, the people
of this land. The Hawaii Revised Statutes (HRS) mandate that
OHA "[s]erve as the principal public agency in the State of
Hawaii responsible for the performance, development, and
coordination of programs and activities relating to native
Hawaiians and Hawaiians; . and [t]o assess the policies
and practices of other agencies impacting on native Hawaiians
and Hawaiians, and conducting advocacy efforts for native
Hawaiians and Hawaiians." (HRS § 10-3)

Because of these mandates, we must examine all proposals with
a view toward the best possible preservation and perpetuation
of constitutionally and judicially protected Native Hawaiian
rights and practices. On its face, this bill appears to
provide for such interests by promoting preservation and
conservation through providing tax incentives for private land
donations.

While OHA appreciates that language was added to this bill
that attempts to address the issue of access, we do not
believe that the new language goes far enough to protect
Native Hawaiian access. OHA notes that Native Hawaiians are
guaranteed a separate and additional layer of access from what
is afforded to the public at large. Moreover, the state has a
responsibility to preserve Native Hawaiian's constitutionally
and statutorily protected right to access.

Therefore, we would prefer if the bill included specific
language that assured preservation of Native Hawaiian access,
gathering and religious rights and practices within the
donated lands that would qualify for the proposed tax
exemption. Arguably, these rights run with undeveloped land,
but for clarity purposes OHA would prefer language included in
the statutory amendment.



Furthermore, OHA requests that the language relating to public
access that was added to the bill be clarified. In the
statement, "[ ... J the state agency work with the taxpayer to
identify opportunities for public access if appropriate and
reasonable," the phrase "if appropriate and reasonable" maybe
too vague and discretionary.

We also have questions about the proposed Section 235 -
(c) (2), which states that the tax credit would apply to an
eligible State taxpayer who "voluntarily invests in the
management of land to protect or enhance a conservation or
preservation purpose under a land protection agreement,
conservation management agreement, or other legal instrument
that is consistent with a conservation or preservation
p~rpose." This subsection needs to be clarified so that
people do not profit or get subsidized for fulfilling
management responsibilities that they already have and should
be completing. What qualifies as investment and appropriate
land management? Also, must this management investment be
toward a conservation or preservation purpose that will run
with the land in perpetuity, as in the case of a conservation
easement, or could the management investment be a temporary
one that may lead to development of the same parcel?

Thank you for the opportunity to testify and for considering
our concerns.
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Dear Chairperson :Fukunl!ga~dViceChairESpero:

1he Trust for PUblic Land (TPL) suppOrtSHB 2518 Relating to Land Conservation.

As developmentand urbansprawl increase, concern about the future ofland use and
itsrelation to ~avvai'i's naturalresources, economy and heritage have cQrneto the
forefront ofcollltnuhity concern. Sorneofthesecotlcerns arc protected and embodied
in recent laws providing funding for the acqmsitionofp.ovatelarids for public
conservation pu:rposes. The recent State Legacy LandsActisbut one example.

Fundingfrom programs such as the Legacy LandsCQnservation Program yield great
benefits to the people ofHa\\'ai'i, but further incentives ate necessary to provide
alternatives. to the tremendous financial pressures toconvcrt needed agricultural or
conscrvationland to other uses that generategreaterrevenlle. It is also hlIpossible for
thegovcrnmentto acquire and take care ofall ofthese lands.

H.B. 2518ptoVides a voluntary incentivefor private laridownersto protect our
precious lands and offers an alternative to acquisition and governmenfmanagement.
It advances conservation by creating a lXYmpetitive class·of la:nd use in an economy
where conversion byp.ovate lan~(n'lmersto other uses are an attractive or economic
necessity.

We urge you 10 support HB 2;;18.

Mahalo forthis opportunity to testify,

/! 7;'~v.• '''· j, ..•• p( i'Y
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SUBJECT: INCOME, Land conservation incentives tax credit

BILL NUMBER: HB 2518, SD-1

INTRODUCED BY: Senate Committee on Water and Land

BRIEF SUMMARY: Adds a new section to HRS chapter 235 to allow an eligible taxpayer who is the
owner ofland to claim a land conservation incentives tax credit if the taxpayer: (1) donates the land in
perpetuity or completes a bargain sale in perpetuity to the state or public or private conservation agency
that fulfills a conservation or preservation purpose provided that any donation or sale that represents a
1ess-than-fee interest qualifies as a charitable contribution deduction under IRC section l70(h); or (2)
voluntarily invests in the management ofland to protect or enhance a conservation or preservation
purpose under a land protection, conservation, or management agreement. Requires the taxpayer to
provide reasonable public access to lands under this section. Donations ofland for open space to fulfill
density requirements to obtain subdivision or building permits do not qualify for the credit.

Permits a holder ofan interest in agricultural lands to petition the land use commission for designation of
the agricultural lands as important agricultural lands so as to be able to claim the credits proposed in this
measure.

The amount ofthe tax credit shall be 50% ofthe fair market value of the land that the eligible taxpayer
donates in perpetuity on or after January 1, 2008 for a conservation or preservation purpose to the state
or public or private conservation agency; or 50% ofthe amount invested in the management ofland.
Limits the credit to $2.5 million per donation regardless of the value or interest in the land. The credit
may be claimed only once per tax year. Delineates procedures for the claiming ofthe credit by a pass­
through entity. This credit shall be repealed on December 31, 2012.

Credits in excess ofa taxpayer's income tax liability may be applied to subsequent income tax liability.
Claims for the credit, including any amended claims, must be filed on or before the end of the twelfth
month following the close of the taxable year. The director of taxation may adopt rules pursuant to HRS
chapter 91 and prepare the necessary forms to claim the credit and may require proof to claim the credit.

Defines "bargain sale," "conservation or preservation purpose," "cultural property," "eligible taxpayer,"
"interest in land or real property," "land" and "public or private conservation agency" for purposes of the
measure.

Amends HRS section 205-45 to allow a holder of interest in agricultural land that qualifies for the land
conservation initiative tax credit to petition the commission for the designation ofagricultural lands as
important agricultural lands.

EFFECTIVE DATE: July 1, 2050, applicable to tax years beginning after December 31,2007

l4l(e-l)



HB 2518, SD-l- Continued

STAFF COMMENTS: This measure proposes an incentive in the form ofan income tax credit to
encourage a landowner to donate, complete a bargain sale to the state or a conservation agency, or
voluntarily invest in the management ofland to protect or enhance a conservation or preservation
purpose.

While the credit may be intended as an incentive, it lacks accountability. In considering this measure,
lawmakers should ask themselves just how much will this program cost the state treasury? If this
program required an appropriation, how much would lawmakers be willing to appropriate for this
program? The financial impact of the proposed credit is no different from the expenditure ofpublic
dollars albeit out the back door and hidden from public scrutiny.

Tax credits generally are designed to mitigate the tax burden of those individuals or businesses that do
not have the ability to pay their share of the tax burden. These credits are justified on the basis that low­
income taxpayers should be relieved of the burden imposed by taxes that are not based on the income of
the taxpayer, such as the general excise tax. The proposed credit contained in this measure bears no
relationship to the tax burden of the landowner. Thus, the credit amounts to nothing more than a subsidy
by state government. Such subsidies are more accountable if funded with a direct appropriation ofstate
funds.

It has been noted that the federal law has incentives for such donations, it should be noted that Hawaii
already conforms to this provision of the federal law by allowing for the deduction ofcontributions made
to government or nonprofit agencies. The federal government does not have a credit for such donation
to government or charities as this measure proposes. While there may also be other states that have such
credits, they are not as generous as the one proposed in this bill. States where such credits are available
are those states which have relatively vast acreage ofland which has very little value anyway. That is not
the case in Hawaii. Thus, comparing Hawaii to those states is like comparing fruit with vegetables.

Given the economic outlook for the state and the financial picture for state government this is a credit
that the state simply cannot afford, for though this is a tax credit, it is nothing more than an expenditure
oftax dollars that would otherwise have paid for a general fund program or service.

Digested 3/17/08
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This bill would provide fanners with an alternative means of obtaining and maintaining
enterprise zone (EZ) benefits.

The Joint House Committee on Economic Development & Taxation and Agriculture
amended the measure by defming a "force majure" event, among other nonsubstantive changes.

The House Committee on Finance passed this measure unamended.

The House of Representatives passed this measure on third reading.

The Senate Committee on Agriculture & Hawaiian Affairs amended the agriculture general
excise tax provision of this measure to provide that entities not conducting genetically-engineered
agricultural production shall not be exempt from the payment of general excise taxes.

The Department of Taxation ("Department") supports the intent of this bill. The
Department defers to the Department ofBusiness, Economic Development and Tourism ("DBEDT")
and the Department of Agriculture regarding this bill's merits.

The State currently provides tax breaks for qualifying businesses in an Enterprise Zone.
Under section 209E-ll, Hawaii Revised Statutes (HRS), certain types ofbusinesses in the enterprise
zone that satisfy hiring requirements are exempt from the state general excise and use tax for up to
seven years. Qualified businesses can also claim two partial state income tax credits under section
209E-10, HRS:

1. An income tax credit based on taxes due the State. The tax credit is equal to 80 percent of
the taxes due for the first tax year, which decreases by 10 percent for each year thereafter,
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over the next six years;

2. An income tax credit based on unemployment taxes paid. The tax credit is equal to 80
percent ofthe unemployment taxes paid during the first year, which decreases by 10 percent
for each year thereafter, over the next six years.

The Department notes that pursuant to HRS 209E-lO, DBEDT has been tasked with
certifying to the Department the applicability of the tax credit for a qualified business against any
taxes due to the State.

This bill amends the requirements of the state enterprise zone program by:

1. Allowing the Department ofBusiness, Economic Development, and Tourism to extend tax
incentives to qualifying agricultural businesses for the duration of the effects of a force
majeure;

2. Enabling agricultural businesses to remain eligible for the tax incentives under the Program
during any period of interruption caused by aforce majeure event;

3. Adds a defmition of "force majure event," "leased employee," and "joint employment" to
HRS § 209E-2, and amends HRS § 209E-2 to include "leased employees" and "joint
employees" in the defmition of "full-time employees";

4. Amends HRS § 209E-l°to allow agricultural business as the only businesses that could use
retail sales of value-added products from crops grown within an EZ to count toward
certification for the tax credit.

5. Adds clarifying language to HRS § 209E-ll that an agricultural business is not exempt from
general excise tax on certain gross proceeds ofnon-genetically engineered agricultural retail
sales.

If the defective date were removed (and assuming approval before June 30,2008) the
revenue losses are estimated to be $200,000 for fiscal year 2009, $400,000 for fiscal year 2010,
$600,000 for fiscal year 2011 and $550,000 per year thereafter.

It is estimated that the construction of facilities for the agricultural and processing facilities
would cost $25 million over three years, with $5 million being incurred in the first and third years
and $15 million being incurred in the second year. (The figure for construction was revised
downward after consulting with DBEDT. Apparently much ofthe construction is already in place).
In the fourth year and thereafter, the facilities are assumed to generate $50 million in gross receipts
and to increase the enterprise zone tax credit by 20%. GET is foregone at the rate of 4% on the
construction costs and at Yz% on the gross receipts from the new agricultural and processing
facilities.
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The department supports the concept of HB 2739 HD 1 SDl, which allows

agricultural businesses to continue to qualify for zone benefits in case of force

majeure events; includes leased and jointly employed workers in hiring formulas;

changes the timing of employee increases; counts value-added agricultural product

retail sales towards qualification for tax credits, and allows ag producers to qualify for

certification based upon an increase in gross sales rather than employee increases.

There have been many good ideas introduced this legislative session that

support the State's economic development goals, and we note that no appropriation is

associated with this bill.

Agriculture is a vital component of Hawaii's economy, preserving open space

essential to tourism and helping to protect our environment. Currently, there are more

than 5500 farms, but as of January 2007, only 32 participated in the Enterprise Zone (EZ)



Program. In 2006, only 12 of the 32 firms qualified for benefits, 4 companies did not

qualify and the remaining 16 farmers did not file their annual reports. Common reasons

for not filing included closing the business or knowing that certification criteria had not

been met.

This bill also helps farmers cope with natural disasters by allowing them to retain

EZ eligibility when their operation has been negatively affected and then resume

production, with the time added to their full participation period. This change would

have benefited many farmers affected by the Spring 2006 floods on Oahu and Kauai and

a few on the Big Island whose water systems were damaged by the Kiholo earthquake.

The department, however, identifies two areas that need to be addressed. The first

is on page 5, Section 4 subsection (a). This describes the requirement for qualification

for a "new" business. For new ag businesses, they can include their retail value-added

receipts for certification. but do not have the option to increase their gross sales instead of

hiring more workers. Whereas page 6 subsection (b) states the criteria for "existing"~

businesses as allowing the gross sales option, but not the ability to include value-added

retail receipts. The changes on the attachment will sync the two new proposals.

The second change contained on page 6, lines 14-16, establishes the base

employee count from the time the business opened for operation and not when they

applied into the EZ program as is currently practiced. The implication is that a business

that has been around for 30, 40, or 50 years, can apply and use their base employee count

from 30, 40, or 50 years ago, and if they increased their staff by 10% in the first year, and

15% in years two to seven, they would automatically fulfill this requirement for benefits

that would apply 23, 33, or 43 years later. It will be difficult to obtain credible data from



companies that have been for over 10 years. It would be difficult to verify and difficult to

enforce. Furthermore, this would conflict with the purpose of the EZ program which is to

encourage economic growth in our communities today. We would recommend omitting

the changes stated on lines 14 to 16.

Thank you for the opportunity to offer these comments.



ATTACHMENT TO DBEDT TESTIMONY ON HB 2739 H.D. 1 S.D.l 3/14/08
SECTION 4. Section 209E-9, Hawaii Revised Statutes, is
amended by amending subsections (a) and (b) to read as
follows:

(a) Any business firm may be eligible to be designated a
qualified business for purposes of this chapter if the
business:

(1) Begins the operation of a trade or business
within an enterprise zone;

(2) During each taxable year has at least fifty per
cent of its enterprise zone establishment's gross
receipts attributable to the active conduct of
trade or business within the enterprise zone;

(3) Increases its average annual number of full-time
employees by at least ten per cent by the end of
its first tax year of participation; and

[(4)] (A) During each subsequent taxable year at
least maintains that higher level of
employment[~]; or
(B) Increases its gross sales of agricultural
crops or agricultural products produced within
the enterprise zone by two per cent annually."

provided that receipts from value-added products made from
crops grown within an enterprise zone and sold at retail
pursuant to the limits of subsection (e) shall count
towards the gross receipts required under paragraph (2) for
business firms engaged in producing or processing
agricultural products.

(b) A business firm also may be eligible to be designated
a qualified business for purposes of this chapter if the
business:

(1) Is actively engaged in the conduct of a trade or
business in an area immediately prior to an area
being designated an enterprise zone;

(2) Meets the requirements of subsection (a) (2); and
(3) ~ Increases its average annual number of full­

time employees employed at the business'
establishment or establishments located
within the enterprise zone by at least ten
per cent annually[~]~ [provided that the }Remove
percentage increase shall be based upon the extm
employee count at the beginning of the b k t
. . . 1 f .] rae e s1n1t1a year 0 operat1on; or



~ Increases its gross sales of agricultural
crops or agricultural products produced
within the enterprise zone by two per cent
annually."

provided that receipts from value-added products made from
crops grown within an enterprise zone and sold at retail
pursuant to the limits of subsection (e) shall count
towards the gross receipts required under paragraph (2) for
business firms engaged in producing or processing
agricultural products.
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HB2739 H.D.1 S.D.1 - RELATING TO STATE ENTERPRISE ZONES

Chair Fukunaga, Vice-Chair Espero, and Members of the Committee:

The Hawaii Aquaculture Association (HAA) strongly supports the intent of HB2739 H.D.1
S.D.1 to qualify agricultural businesses for enterprise zones, to allow them to receive benefits in
case of force majeure, to add a second qualification option based in a 2% annual increase in gross
revenues, to count leased employees and joint employment workers in hiring formulas, and to
qualify certain value-added agricultural sales towards certification for income tax credit purposes.

However, the HAA has noted one apparent oversight in the current wording ofHB2739 H.D.1
S.D.1 that we would like to bring to the attention of the Committee and request appropriate
amendment. On page 1, lines 11-16, the bill was amended to state: "The business shall remain
eligible for all tax incentives under this chapter for any period of time while experiencing
conditions under paragraph (1) or (2) caused by a force majeure event, and the seven-year
eligibility time shall be extended by an equivalent period of time." Yet on page 7, lines 13-18,
the original and seemingly inconsistent wording states: "The gross proceeds received by a
contractor licensed under chapter 444 shall be exempt from the general excise tax for construction
within an enterprise zone performed for a qualified business within the enterprise zone. The
exemption shall extend for a period not to exceed seven years."



The HAA requests that the wording on line 18 be amended to say approximately "The exemption
shall extend for a period not to exceed seven years except as noted on page 1, lines 11-16 above."
Such an amendment would enable agriculture operations recovering from force majeure events to
still be able to attract contractors with this incentive during the duration of their recovery period
and their subsequent extended period of eligibility, thereby better supporting the goals of the EZ
Program and the spirit of force majeure language on page 1.

The HAA strongly supports the EZ program and HB2739 H.D.l S.D.l with the requested
amendment. This legislation is urgently needed by the EZ farms recovering from the numerous
force majeure events of the last two years. The HAA urges the Committee to pass of this
important bill and respectfully requests this Committee to indicate to WAM that this is a priority
bill urgently needed by the agricultural community.

Thank you for the opportunity to testify.
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TESTIMONY BEFORE THE SENATE COMMITTEE
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HB 2739 HDI SDI

RELATING TO STATE ENTERPRISE ZONES

March 18, 2008

Chair Fukunaga and Members of the Committee:

My name is Stephanie Whalen. I am President and Research Director of the Hawaii Agriculture
Research Center (HARC). I am testifying today on behalf of the center, our research and support
staff, and our members and clients.

HARC strongly supports HB 2739 HDI SDI Relating to State Enterprise Zones.

It recognized the uniqueness of agricultural businesses and would be very helpful in maintaining
the viability of agriculture. In the transition from large scale farming to smaller and more diverse
farms it is imperative that the statutes also change and adapt to the needs of this situation. There
is a demonstrated employment crunch in Hawaii and finding employees is often very difficult,
especially for agriculture. While we recognize the original intent of this statute was to increase
employment, times have changed, all sectors are scrambling to find and keep employees in a very
financially difficult environment. Increasing revenues is an equally important contribution to the
economic viability of our state. Agriculture has been faced with labor shortages from its
beginnings and is forced to be entrepreneurial in maintaining and increasing output while faced
with a dwindling workforce. Providing for either employment or revenue increases will allow
for more agricultural businesses to support in the business tax incentives.

The employee sharing concept is very progressive. Many of the newer crops do not require year­
round labor but with the diversity developing, shared or leased employees just makes sense.
Whereas diversity existed under one employer in the past which allowed year-round employment
by one company, that diversity is now manifested in many independent farms where peak and
shorter employment periods are the norm.

It is exciting to see this proposed measure combining ideas to support the diversification of
agriculture that has been the goal for over three decades.

Thank you for the opportunity to testify.



L E G s L A T v E

TAXBILLSERVICE
126 Queen Street, Suite 304 TAX FOUNDATION OF HAWAII Honolulu, Hawaii 96813 Tel. 536-4587

SUBJECT: MISCELLANEOUS, Enterprise zone agricultural businesses

BILL NUMBER: HB 2739, SD-l

INTRODUCED BY: Senate Committee on Agriculture and Hawaiian Affairs

BRIEF SUMMARY: Adds a new section to HRS chapter 209E to provide that ifan agricultural business
is: (1) prevented from maintaining enterprise zone eligibility requirements; or (2) interrupted due to a
force majeure event, the business located in an enterprise zone shall not be disqualified as an eligible
business. The seven-year eligibility period for such business shall be extended by the duration of the force
majeure event.

Amends HRS section 209E-2 to add the definition of"force majeure," 'joint employment," and "leased
employee" for purposes of the measure. Amends the definition of"full-time" employee to include leased
employees and employees under a joint employment relationship and the definition of"qualified business"
to include a business engaged in processing agricultural products. Defines "force majeure" as an event
including, but not limited to, damaging weather or natural disasters such as epidemic disease, pest
outbreak, high wind, thunderstorm, hail storm, tornado, fire, flood, earthquake, lava flow or other
volcanic activity, drought, tidal wave, hurricane, or any situation beyond the control ofthe agricultural
business.

Amends HRS section 209E-9 to stipulate that receipts from value-added products made from crops
grown within an enterprise zone and sold at retail pursuant to the enterprise zone requirements, shall
count toward the gross receipts requirement for business firms engaged in producing or processing
agricultural products. Also provides that a business shall be eligible as a "qualified business" if the
business increases its average annual number of full-time employees employed at the business located
within the enterprise zone by at least 10% by the end of the first year of operation; provided the increase
shall be based on the employee count at the beginning ofthe initial year ofoperation; or increases its
gross sales ofagricultural crops or products within the enterprise zone by 2% annually.

Amends HRS section 209E-ll to provide that agricultural businesses not engaged in genetically
engineered agricultural production shall not be exempt from the payment ofgeneral excise taxes on the
gross proceeds ofagricultural retail sales.

EFFECTIVE DATE: July 1, 2034

STAFF COMMENTS: In an enterprise zone, businesses are attracted and encouraged to relocate to the
zone through tax incentives, bonds, and other appropriate measures. Businesses located in an enterprise
zone may claim a credit against taxes paid for a period of seven years and also allows the sale of items
sold by such businesses to be exempt from the general excise tax. This measure proposes to allow an
agricultural business located in an enterprise zone to maintain its eligibility requirements in the event ofa
force majeure and also to extend its enterprise zone benefits by the duration of the event.
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HB 2739, SD-1 - Continued

While it is understandable that agricultural operations are perhaps more prone to suffer economic
dislocation as a result ofa natural disaster or severe weather conditions, one has to pose the question
whether or not other businesses that suffer from a force majeure should also be granted the same leniency
this measure proposes? What this measure does emphasize is the inequity created by enterprise zones by
handing out more favorable treatment for those located in the zone, usually at the expense of those who
are not.

The proposed measure also amends the eligibility requirements ofan enterprise zone to include the
processing of agricultural products. It should be remembered that in recent years, the type ofbusinesses
that have been included to receive enterprise zone benefits include call centers ofdisease management
services, sale ofwind farm generated electricity sold to a public utility, research, development and sale of
genetically engineered medical, agricultural, or maritime biotechnology, etc. The proposed measure
would singling out another business for preferential treatment merely conferring preferences for those
businesses at the expense ofall other taxpayers

It should be remembered that enterprise zones merely exacerbate what is already considered a poor
climate in which to do business. Singling out specific areas of the state merely confers preferences for
those businesses located within those geographic areas at the expense ofall other taxpayers who are not
so favored. It should be remembered that those taxpayers who live and work in the zone will demand the
same public services as those who are not as fortunate to be located in the zone. Who then will pay for
these services?

Concurrent efforts must be made to improve Hawaii's business climate to enhance the economic
prospects for all businesses. Enterprise zones are merely an abdication ofgovernment's responsibility to
create a nurturing and supportive business climate so that all businesses can thrive in Hawaii and provide
the jobs the people of Hawaii need.

Finally, while Hawaii has had the enterprise zone concept on the books for years, no evaluation ofhow
effective these zones have been in improving the well-being of those communities on which this status has
been conferred. Before further corrupting the economic marketplace with added versions ofthe
enterprise zone concept, an evaluation of the current zones should be undertaken. Instead ofexpanding
the enterprise zone program, the program should be repealed in favor ofacross-the-board tax relief for all
businesses in Hawaii. Indeed, has there been a comprehensive evaluation of the program and do
lawmakers know exactly how much enterprise zone businesses have benefitted and whether or not they
have created the jobs promised when the program was first established? If the legislature is adamant
about the designation ofenterprise zones in the state, then the whole state should be designated an
enterprise zone and the tax treatment will be equitable for all businesses

Digested 3/17/08
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This bill proposes to exempt aviation fuel purchased from a foreign trade zone from the state
general excise and use taxes for fuel used in inter-island air travel.

The House Committee on Economic Development & Business Concerns amended this bill's
effective date for purposes of further discussion.

The House Committee on Transportation amended the bill by including the comments ofthe
Department's prior testimony.

The House Committee on Finance passed the bill unamended.

The House of Representatives passed this measure on third reading.

The Senate Committee on Transportation & International Affairs amended this measure to
give it a current effective date.

The Department ofTaxation (Department) supports this legislation.

This bill amends the general excise and use tax law regarding the exemptions from taxation
that are currently allowed. Presently, aviation fuel purchased in a foreign trade zone is exempt from
state taxation for those flights that are bound for an out-of-state or foreign destination. Because
these flights are considered within interstate or foreign commerce, taxation is exempt pursuant to
federal law. There is no corresponding exemption for inter-island flights because these flights are
not considered to be in foreign or interstate commerce for tax purposes.



Department of Taxation Testimony
HB 2860 HD 2 SD 1
March 18,2008
Page 2 of2

I. SUBSTANTIVE COMMENTS.

The Department appreciates the amendments made by the prior committees that included a
workable definition of inter-island flight, which defines the appropriate commerce to carry out the
intent of the measure as "two points between the State." This defmition, coupled with the
appropriate tax exemptions in the relevant tax chapters, makes this legislation technically accurate.

The Department points out that the two exemptions are not identical and should be
reconciled as follows:

Chapter 237-

"§237- Aviation fuel. for air transportation. This chapter shall
not apply to amounts received from the sale of aviation fuel, as
defined in section 243-1, categorized as privileged foreign
merchandise, non-privileged foreign merchandise, domestic
merchandise, or zone-restricted merchandise that is admitted into a
foreign-trade zone and purchased [iB a £erei~ ~raae seBe aBa is
maae airee~ly ~e er is usea] by a common carrier for consumption or
use in air transportation between two points in the State."

Chapter 238-

"(12) The use of aviation fuel, as defined in section 243-1,
categorized as privileged foreign merchandise, non-privileged
foreign merchandise, domestic merchandise, or zone-restricted
merchandise that is admitted into a foreign-trade zone and is used
by a common carrier [by air] for consumption or use in air
transportation between two points in the State."

II. REVENUE IMPACT.

After considering recent additional information regarding aviation fuel sale data, it is the
Department's position that this legislation will result in a revenue loss of approximately:

• $5.1 million loss, FY2009.
• $5.3 million loss, FY2010.
• $5.5 million loss, FY20l1.

110 million gallons offuel was sold on Oahu in FY2007. From previous estimates, it was found that
approximately 55% of this was of non-exempt fuel. From this, the GE revenues derived from
aviation fuel were calculated to be $4.8 million. This was inflated by CPI_U for the relevant fiscal
years.
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Chair Fukunaga and Members of the Senate Committee on Economic Development & Taxation.

The Department of Business, Economic Development and Tourism supports the intent of

HB 2860 HD2 SD1, which exempts from general excise and use taxes the fuel sold from a

foreign trade zone for interisland air transportation by common carriers.

In as much as we support the intent ofHB 2860 HD2 SD1 and believe that the interisland

carriers should have the same exemptions in general excise and use taxes as airlines traveling

out-of-state, we are concerned about the cost implications generated by this proposal.

Thank you for the opportunity to comment on HB 2860 HD2 SD1.



March 14,2008

Senator Carol FUkunaga, Chair
Senator Will Espero., Vice~chair

R'E: HB 2860, HD2Reiating to Taxation

Chair Fukunaga, Vice·Chair Espero and Members of the Committee:

My name IsStephanie·Ackerman and.1 am Senior Vice President, Public
Relations and Government Affairs, for Aloha Airlines. Thank you for this
opportunity to testify in strong support of HB 2860, HD2, SD1.

In the past we hiEJve urged lawmakers to acton this matter to remedy an inequity
in current state law that places an undue tax burden on Hawaii-based interisland
carriers.

The existing statute (Section 212-.8) grants a General Excise~nd llse tax
exemption to airlines when they purchase jet fuel from the Hawaii Foreign.Trade
Zone fer flying in interstate or foreign commerce. This is consistent with Federal
law governing foreign trade zones and interstate commerce.. However, the law is
not being applied consistently and as a reSUlt, there is discrimination against
Hawaii-based alrcarriers. Legislation is required to ensure that the Hawaii
Department of Taxafiel1.applies the GET and use tax exemption when airlines
purchase fuel from a foreign trade zone for use in interisland flying, which is
regulated by Federal law as interstate commerce.

The. Commerce Clause of the U.S, Constitution gives Congress sale power to
regUlate interstate commerce. Contrary tothe testimony submitted by the Tax
Department that " ...coart cases conclude that. transportation from one point in a
state through international. territory·and back to another point in the same state is
not int€;rstate comme:rce," the U.S. Court of Appeals, Ninth Circuit, ,in Island
Airlines, Inc. v. C.ARt (352 F.2d 735)t held that:

"The highseas over which interisland flights flew while traveling among
the.variousislandspf.Hawaii, were. a, "place" within statute defining
jurisdiction of the. Civil Aeronautics Board over interstate commerce as
transportation between points in the same state over a foreign country or
high seas as well as over anotherstate.tt



The Courtalso. cited that the. Congress in •. Senate Committee Report 86-80 on the
Hawaii Statehood Acton aviationmatlefs,said:

~~Hawaii presents auniquesitp~ti9n.~ithr;~p~pttothe impact of statehood
on the. federalregulation9fairtr~ns~orta~9~q;tween the main •islands.
",.most, if not aU, of the int~rls.landairtransportatlon passes through
airspace not a part ofthe territory, .'Hinter$tat~.air transportation, which is
defined to include notonly transportation between a place in a state and a
place in any other state, but also transportation between places in the
same. state through the· airspace Qver any place outside thereof..•••with
theadmiss;on ofHawaii iiS.(J~tate,interiSJandairtransporlation will
remain subject to the ec;o"'?f1ll'f"f0~tl'ols provided by the Federal
Aviation Act including oth~rapplicat:Jlefederal./egislation,· because
that. transportation1 or most Qritfw/Ji1e between places· in the same
state, will pass· through .al e the state. In the other states,
air transportation of thi$ kind gl1 airspace outside the state of
slightvolume inoomparison rtationmerely between places
in the same state. ..•the C esto make it clearthat ...the
provisions of the Federal nd other applicable federal
tegislationto the State of continUe in accordance with
the definition of interstate nation as contained in that
Act."

Title 49 U.S. Code, section 40102 (FedElraIAyiationAcl) s~cificdefines
"interstate air transportation" as ."the transportation of passengers or property by
aircraft as a common.carrler for compen$~tion,or the transportation of mail by
aircr~ft ...between.a place in Hawaii~ndanother place in Hawaii through the
airspace over a place outside Hawaii."

As we Understand It, Federal law preempts the State from imposing GET on the
saleot fuel from a forei.gn trade zone When ftle fuel is Used In interstate
commerce, which includes points within the State of Hawaii"

With that in mind, we. return .to theequityissl,l~. VVebelievethatALLfUghts
operated by. common carriers mustbe .considered· interstate transportation;
therefore the GET exemption on fuel must apply to ALL of them.

Passage of thishill will do what is fair,by clarifying and expanding the scope of
the current GET exemption to include locally ba.sed airl.ines. In this way, you will
also be recognizing the vita.l role thatinterisland airlines play in the economy of
our state by bridging ouroommunities, and employing more than 6,500 Hawaii
residents,



March 14, 2008

Senator Carol Fukunaga, Chair
Senator Will Espero, Vice-chair

RE: HB 2860, HD2 Relating to Taxation

Chair Fukunaga, Vice-Chair Espero and Members of the Committee:

Bill summary

Currently aviation fuel purchased in Hawaii's Foreign Trade Zone ("FTZ") for use on flights
originating in Hawaii and terminating outside of Hawaii is exempt from state excise tax under Hawaii
Revised Statutes section 212-8. This exemption is consistent with the purpose of the FTZ to facilitate
international and interstate commerce. This bill proposes to extend that exemption to any aviation fuel
sold in the FTZ for use on interisland flights. Hawaii's foreign trade zone was established under the
provisions of 19 U.S.C. 81a-81u, 15 CFR 400, and 19 CFR part 146. While Hawaii's interisland
airlines do not depart the state, they nonetheless are engaged in 'interstate commerce' for the purpose of
federal regulations and federal law.

Testimony in Support

There are three strong reasons why this bill should be enacted into law:

First: Legally, the exemption from excise tax on airline fuel to airlines leaving the state is based on
their operation within 'interstate commerce' as it is applied to federally regulated airlines. Airlines that
complete domestic flights within the state of Hawaii are also engaged in 'interstate commerce' as it is
defined under federal law.

Second: As a matter of equity, the state department of taxation is in a situation where it must
discriminate among Federally Regulated airlines based on whether their flights will terminate within
the state or not. This results in some airlines receiving preferential treatment over others, without any
legal or policy basis.

Third: As a matter ofpolicy, it is good policy to reduce taxes on the interisland airlines, as the airlines
provide a vital lifeline for our island state, and because higher costs resulting from the taxes have a
dramatically negative impact on Airline employees and on charities supported by the local airlines.
This policy argument is especially true where the taxes being applied go in to the general fund and are
not earmarked for aviation infrastructure.

Ie Interisland airlines operate within 'interstate commerce' and therefore this bill is mandated by
federal law:

The state department of taxation currently grants a G.E.T. exemption for fuel purchased within the
Foreign Trade Zone for use on flights that leave the state. This exemption is provided in accordance
with federal law mandates that State G.E.T. shall not interfere with the flow of interstate commerce.
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This very issue has been litigated before the U.S. Supreme Court. In the 1983 case ofAloha Airlines v.
Director ofTaxation, citation 464 U.S. 7 (1983), appellants Aloha Airlines and Hawaiian Airlines
prevailed in their argument that Hawaii's G.E.T. on interisland airline tickets was in violation of
Federal Law. Hawaii's GET on interisland tickets was found to be preempted by Federal Law and was
therefore determined to be invalid in the U.S. Supreme Court.

It is abundantly clear that even though a flight may originate and terminate within the state of Hawaii,
it is nonetheless within the economic umbrella of interstate commerce, and must be treated as such in
every way. Indeed the only reason the federal government has the authority to regulate the airlines is
because of the limited powers granted to the federal government by the U.S. Constitution's Interstate
Commerce Clause. Conceptually one can easily see how air freight originating on the neighbor islands
and then changing planes in Honolulu for out of state destinations does not suddenly become 'interstate
commerce' the minute it changes planes in Honolulu. Passengers as well often change planes. Federal
law does not discriminate between the part of the flight that happens within Hawaii and the part that
leaves the state. We ask the legislature to provide guidance to the state department of taxation by
enacting this law.

Extending the exemption to interstate airlines will allow the tax department to treat all airlines
equally

It is inappropriate for a state government to provide benefits to one class of individuals and not to
another without a policy basis for doing so. The law as it is being applied forces the tax department to
make an artificial distinction between airlines, thus conferring benefits on some, while burdening
others. Without a legitimate purpose for doing so, the law is both improper and unfair.

This tax exemption will assist in stabilizing the airlines, will benefit Hawaii's airlines' 7000
employees, and will benefit the communities that these airlines serve

Most airline costs are fixed costs and are difficult or impossible to reduce. These fixed costs include:

1. Fuel
2. Taxes and fees
3. Aircraft and equipment leases
4. Facility leases
5. Maintenance costs
6. Other miscellaneous expenses, such as food concessions, technical and LT. services, etc.

The other major airline expense is labor. Because airlines have little 'wiggle room' with regards to
these costs, they routinely tum to labor for cost concessions. Over the past few years Aloha's
employees have endured a 20% pay cut. Hawaiian Airlines' employees have endured similar cuts.
Hawaii Island Air had substantial layoffs. The tax exemption provided by this bill will help the airlines
remain viable and will reduce the pressure on the airlines to ask for wage and benefit cuts of their
employees by reducing the interisland airlines' fixed costs. It will also allow the airlines to continue to
make generous charitible donations, both financial and in-kind.

The reduction in interisland airlines' fixed costs that will result from this bill's tax exemption will
benefit Hawaii's airline employees
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In the words of Southwest Airlines' fonner CEO Herb Kelleher, "an airline is made up of people, not
airplanes." Any reduction in taxes, whether State or Federal will directly benefit the over 7,000 people
who work for Hawaii's interisland airlines, as well as their families and dependents. It is the peculiar
nature of the our industry that rising costs are seldom passed on to consumers, and as a result, the high
cost of fuel and the heavy tax burden that air carriers shoulder are impacting the bottom line of our
local airlines. As airline employees who have sacrificed so much, we urge you to act on this measure
to help reduce fixed costs and ensure the stability and viability of Hawaii's interisland airlines.

Public policy favors passage of this bill

Hawaii's interisland airlines are a vital part of Hawaii's economy. They provide a vital service to our
communities. The well-being of Hawaii's airline employees is vital to our airlines. The tax exemption
provided by this bill will be good for these employees, it will be good for the interisland carriers, and it
will be good for Hawaii. This is really about treating all airlines that serve our state fairly, and taking
care of the employees who work for Hawaii's interisland airlines, which ultimately provides economic
benefits for all of Hawaii. This is good public policy.
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March 14, 2008

Senator Carol Fukunaga
Chair
Committee on Economic Development and Taxation
State Capitol

RE: HB 2860 HD2 Relating to Taxation

Chair Fukunaga, Vice Chair Espero and Members of the Committee:

My name is Carmella Hernandez and I am State Director of the Hawaii Chapter of the
March of Dimes. I am testifying in support ofHB 2860.

In 2006, the March of Dimes honored Aloha Airlines with the Franklin Delano Roosevelt
Award for Distinguished Community Service. Aloha Airlines has long supported the
March of Dimes and many other not-for-profit organizations in Hawaii in numerous
ways. For example, when expectant mothers on the Neighbor Islands are in danger, and
specialized medical treatment is not available where they live, Aloha provides air
transportation to Oahu so they can get the care they need. There are many times when a
baby is born premature on a Neighbor Island and needs to be flown to Honolulu to be
cared for at Kapi'olani Medical Center's neonatal intensive care unit. Aloha provides
tickets so that the parents can come to Honolulu and stay with their baby. Sadly, there
are times for a variety of reasons that the mother cannot come to be with her baby. Aloha
Airlines helps these babies by flying the mother's breast milk to Oahu for them. This
may sound like a small thing, but to the health of these tiny babies, there is nothing better
for them than having their mother's breast milk. Aloha has also donated tickets for
Neighbor Island families that have children with cancer to bring them here to specialists
at Kapi'olani for life saving treatment.

Aloha continues to provide free tickets to the March of Dimes staff and volunteers when
we need to travel to the neighbor islands to set up our biggest fundraising event - March
for Babies. A practice they have done for more than 15 years. And as an incentive for
our walkers to raise money, Aloha Airlines donates tickets for us to give as prizes for
each of our five walk sites top fundraisers. They also help us raise money by putting an
Aloha Airlines team of employees who come out to support the walk and by donating
tickets to our annual ball that we include in our auction. They do not often take credit for
their community giving, but they keep on giving, in good times and bad. Their name
says it all, they always have and will continue to show much Aloha for the people of
Hawaii.
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As I understand it, Aloha and other Hawaii-based carriers are asking Hawaii's lawmakers
to remedy an inequity, by clarifying state law to extend a tax exemption that other airlines
already have. If federal law does indeed regard them as interstate carriers, and if interstate
carriers are exempt from GET on fuel purchases from the free trade zone at Honolulu
Airport, then you should act swiftly to unburden Hawaii's airlines and secure those
benefits for them.

Our inter-island airlines have been dedicated to serving Hawaii for decades. Without the
reliable passenger and cargo service they provide, and the helping hand they offer to
Hawaii's people, we would all be lost. Charities depend on our local businesses to
support and fund our important work in the community. When business profits decline
due to a slowing economy and increased costs, so does a company's ability to contribute
to the organizations that help our community in time of need. Aloha Airlines is always
ready to help when the need arises, as noted earlier - in good times and in bad - now its
time for the Aloha State to help all our local airline companies by passing HB 2860.HD2.
To help them is to help the communities we live in. I urge you to think of who we are
and what we care about, and pass House Bill 2860 to give our local airlines the same
benefits already enjoyed by other airlines.

Thank you,

/)')
{~bl.ytl:f,!t,,-,1I-x

u
Carmella Hernandez
State Director
March of Dimes Hawaii Chapter
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Senator Carol Fukunaga, Chair
Senator Will Espero, Vice-chair

RE: HB 2860, HD2 Relating to Taxation

Chair Fukunaga, Vice-Chair Espero and Members of the Committee:

My name is Randy Kauhane and I am Assistant General Chairman of the
International Association of Machinists and Aerospace Workers (lAM) District
141 for Aloha Airlines, Hawaiian Airlines, United Airlines and Philippine Airlines,
testifying in strong support of HB 2860.

Our members are concerned that current tax law is not being applied fairly,
depriving our local Hawaii-based airlines of tax advantages enjoyed by all other
airlines flying from Hawaii.

It is not fair that airlines are granted General Excise and Use tax exemption when
they purchase jet fuel from the Hawaii Foreign Trade Zone for flying out-of-state
but airlines that fly within the State of Hawaii are denied this exemption. Under
federal law, all common use carriers in the United States, including Hawaii's
locally based airlines, are regulated by the same laws that govern interstate
commerce.

Hawaii's airlines operate under the same federal regulations. It does not seem
right that the state Taxation Department has chosen to treat some airlines one
way and others another way, when we are all engaged in interstate commerce
under federal law.

We urge you to amend House Bill 2860 HD2.

Thank you.



March 14, 2008

Senator Carol Fukunaga, Chair
Senator Will Espero, Vice-chair

RE: DB 2860, DD2 Relating to Taxation

Chair Fukunaga, Vice-Chair Espero and Members of the Committee:

I am Kamuela Clemente, testifying on behalf of the Transport Workers Union,
representing Dispatchers, Assistant Dispatchers and Crew Schedulers ofAloha Airlines.

We strongly support passage ofHB2860, which exempts interisland carriers from the
general excise tax and use tax on sales of aviation fuel from a foreign trade zone for use
in interstate air transportation.

For one thing, the current law is unfair to our interisland carriers because they are
common carriers in interstate commerce just like the overseas carriers that already take
advantage of this exemption.

For another thing, we believe that interisland air transportation is interstate commerce
under federal law and should be treated equally under the law.

Finally I urge you to act in support of the working people ofHawaii, including our Aloha
Airlines employees, who are so committed to serving the communities of our State.

We support passage ofHB 2860, HD2.

Mahalo Nui Loa,

Kamuela Clemente
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From: Sampson, Eric, HALMEC [Eric.Sampson@alpa.org]

Sent: Friday, March 14, 2008 11 :01 PM

To: testimony

Cc: Bumgarner, Janis; Drake, Mark, HALMEC; Taeu, Samuel, HALMEC; Wohlhueter, Kim, HALMEC

Subject: HB 2860

14 March 2008

Hawaii State Capitol
Senator Daniel K. Akaka
Honolulu, HI 96813

Dear Senator Daniel K. Akaka,

I am the Master Executive Chainnan for the A1pa Int'l Pilots and represent the interests of 342 Pilots
employed at Hawaiian Airlines. I am asking for your support in the passage ofHB 2860.

Our Company employs over 3000 workers in Hawaii and provides revenue for many related businesses
in Hawaii. We face many economic challenges especially the rising fuel costs. The exemption from the
general excise tax and the use tax for fuel would be of enonnous help to us.

My members and I would gratefully appreciate your support of HB 2860.

Thank you,

Captain Eric H. Sampson
HAL Master Executive Chairman
HAL Council-SB-l Representative
808-836-2572 office
808-836-1449 facsimile

3/15/2008



March 16, 2008

Senator Carol Fukunaga
Hawaii State Capitol
Honolulu, Hawaii 96813

Dear Senator Fukunaga:

I am writing on behalf of the nearly 1,000 Flight Attendants that are members of the
Association ofFlight Attendants - CWA and employees of Hawaiian Airlines. We are
asking foryour support in the passage ofHB 2860.

Our Company employs over 3,000 people in Hawaii and provides revenue for many
related businesses in Hawaii. We face many economic challenges especially with the
rising fuel costs. The exemption for the general excise tax and the use tax for fuel would
be of enormous help for us.

My members and I would gratefully appreciate your support ofHB 2860.

Thank you,

Sharon Soper
President
Hawaiian Airlines Master Executive Council
Association of Flight Attendants - CWA
AFL-CIO
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Testimony to the Senate Committee on Economic Development and Taxation
Hawaii State Capitol

Conference Room 224
415 South Beretania Street

Tuesday, March 18,2008 at 1:15 p.m.

SUBJECT: HOUSE BILL 2860, HD2, SD1- RELATING TO TAXATION

Chair Fukunaga. Vice Chair Espero, and Members of the Committee:

My name is Jim Tollefson and I am the President and CEO of The Chamber of Commerce of Hawaii
(liThe Chamber"), I appreciate the opportunity to state The Chamber's strong support of House Bill No. 2860
HD2, 8D1. relating to Taxation.

The Chamber is the largest business organization in Hawaii, representing 1100 businesses.
Approximately 80% of our members are small businesses with less than 20 employees. The organization
works on behalf of members and the entire business community to improve the state's economic climqte and
to foster positive action on issues of common concern. .

The measure, as received by your Committee, exempts from general excise and use taxes the fuel
sold from aforeign-trade zone for intrastate air transportation by common carriers.

The Chamber, through its Tourism Committee, encourages a broad base of understanding, §l,.Ipport
and appreciation for the Tourism and Travel Industries within the business community, Legislature ~r)"d the
general public. The committee also supports visitor industry growth and improvement while wor~i'ng to
enhance the visitor experience.

The Chamber understands the value and significance of the airline industry, especially our local
carriers, who in addition to serving the travel needs for the people of Hawaii and beyond, have contributed
significantly to the community. Any decline in the travel industry harms all businesses and the local economy,
As a result, the Chamber wants to embrace and strengthen the commercial aviation sector. .

This bill proposes to give fuel tax relief for intrastate air transportation by common carrier~. The
Chamber believes this is a relevant step in the right direction of giving aid to th.e industry. Airlines ar(l facing
serious challenges today, and exempting them from the general excise and use tax on aviation fuel wilf'help to
alleviate some financial burdens. Additionally, this measure provides a fair aDd balanced relief to th~ local
carriers as well as is consistent with the federal law relating to interstate commerce. ' .

In light of this, The Chamber of Commerce of Hawaii urges your support of House Bill 2860 HD,2, SD1
relating to Taxation.

Thank you for the opportunity to express our views on this matter.

1132 Bishop Street, Suite 402 • Honolulu, Hawaii 96813 • Phone: (808) 545~4300 • Facsimile: (808) 545-4369



FROM: lAM FAX NO. +833 2613 Mar. 17 2008 01:20PM Pi

Cit International Association ofMachinist and Aerospace Workers
David Figueira Local COIImlittee Chairman Hawaiian Airlines Mechanics & Related

1934 Hau Street Honolulu, Hi 96819 (808)833-2613

March 11, 2008

Honorable Senator Carol Fukunaga
Chair EDT Committee

Re: House Bill 2860

Dear Senator.

The International Association ofMachinist & Aerospace Workers, Local Lodge 1979 is asking
for your full support in passing HB2860 out ofcommittee, as this bill would greatly offer support
to the local airlines. With the constant ever rising cost offuel, any financial relief the local
airlines can get would greatly decrease the need for these company's to further seek cost cutting
measures from their loyal employees, which ultimately affect their families.

Thank you in advance for your support.

Pw(,f .tOW'1d/'
David Figueira
Committee Chairman &
Local Lodge Executive Board Member
IAMAW &LL1979



TESTIMONY OF KEONI WAGNER ON BEHALF OF HAWAIIAN AIRLINES
IN SUPPORT OF H.B. NO. 2860, HD 2, SD 1, RELATING TO TAXATION

March 18,2008

To: Chairperson Carol Fukunaga and Members of the Senate Committee on Economic
Development and Taxation:

My name is Keoni Wagner and I am the Vice President for Public Affairs for

Hawaiian Airlines presenting this testimony on behalf of Hawaiian Airlines in strong

support ofH.B. No. 2860, HD 2, SD 1.

This bill provides an exemption from state general excise and use taxes on fuel

purchased from a foreign trade zone (FTZ) and used for interisland air transportation

within the State of Hawaii. The state currently exempts from these taxes all fuel sold

from an FTZ that is used for flights between Hawaii and the mainland or international

destinations. We continue to believe that this same exemption should apply to interisland

flights and respectfully request that legislation be passed to make this exemption more

explicit.

Thank you for the opportunity to testify on this measure.

I
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TAX FOUNDATION OF HAWAII

SUBJECT: GENERAL EXCISE, USE, Exempt Foreign Trade Zone aviation fuel

BILL NUMBER: HB 2860, SD-I

INTRODUCED BY: Senate Committee on Transportation and International Affairs

BRIEF SUMMARY: Adds a new section to HRS chapter 237 and a new paragraph to the definition of
''use'' under HRS section 238-1 to provide that the sales ofaviation fuel categorized as privileged foreign
merchandise, non-privileged foreign merchandise, domestic merchandise, or zone-restricted merchandise
that is admitted into a foreign trade zone and purchased in a foreign trade zone and is made directly to or
used by any common carrier for consumption or use in air transportation between two points in the state,
shall be exempt from the state's general excise and use tax laws.

EFFECTIVE DATE: July 1, 2008

STAFF COMMENTS: Currently aviation fuel is imported and stored in Hawaii Fueling Facilities
Corporation (HFFC) storage tanks. HFFC was established in 1969 to provide fuel storage and
distribution to its member airlines. On September 1, 1997, the HFFC began operating under the Foreign
Trade Zone (FTZ) at the Honolulu International Airport. Fuel purchased from HFFC for use in aircraft
ofHFFC members is exempt from the imposition of the general excise, use, and fuel taxes since they are
operating in the FTZ. When the fuel is then pumped through the HFFC's bonded fuel lines and provided
to the aircraft, the fuel remains in interstate commerce and technically is outside the jurisdiction of the
state and the imposition of state taxes. The current exemption from taxes for product within the FTZ but
sold for consumption outside the state applies only when the consumption of such product occurs out of
state where sales are made to any common carrier in interstate or foreign commerce.

The purpose clause notes that the rising cost of fuel has added to the challenges of the local airlines and
that the cost of the general excise and use tax exacerbates these challenges. Exempting the fuel used for
intrastate air transportation would help level the playing field and create a fairer market for all airlines.

While it is the federal law that confers exempt status on products in the FTZ, recognizing that the
products have not entered the country, it is understood that the states can further define that recognition
with respect to use ofproducts that have FTZ exempt status. This is what this measure proposes with
respect to tax laws imposed by the state.

Digested 3/17/08
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LINDA LINGLE
GOVERNOR

JAMES R. AIONA, JR.
LT. GOVERNOR

STATE OF HAWAII
DEPARTMENT OF TAXATION

P.O. BOX 259
HONOLULU, HAWAII 96809

PHONE NO: (808) 587-1510
FAX NO: (808) 587-1560

KURT KAWAFUCHI
DIRECTOR OF TAXATION

SANDRA L. YAHIRO
DEPUTY DIRECTOR

SENATE COMMITTEE ON ECONOMIC DEVELOPMENT & TAXATION

TESTIMONY REGARDING HB 2985 HD 1
RELATING TO TAXATION

TESTIFIER: KURT KAWAFUCHI, DIRECTOR OF TAXATION (OR DESIGNEE)
DATE: MARCH 18,2008
TIME: 1:15PM
ROOM: 224

This legislation provides for an income tax credit equal to 15% of the costs of hotel
renovations between 2014 and 2019.

Previously, the law allowed for a credit for the renovation costs incurred by a qualified hotel
facility through December 31, 2005. This credit was allowed at rates of 10% and 4%, depending
upon the taxable year. At that time, "qualified hotel facility" included a hotel-condo and time-share
facility or project.

The House Committee on Tourism & Culture amended the measure by defecting the
effective date.

The House Committee on Finance passed this measure unamended.

The House of Representatives passed this measure on third reading.

The Senate Committee on Tourism & Government Operations passed this bill unamended.

The Department ofTaxation has strong concerns with this measure; offers comments, and
provides the revenue estimate.

I. SUPPORT FOR THE TOURISM INDUSTRY, GENERALLY

The Department supports the tourism industry and the importance of the economic activity
this important industry brings to Hawaii. The Department acknowledges that having modern and
newly renovated rooms are an important factor in maintaining the flow of tourists to this State.



Department ofTaxation Testimony
HB 2985 HD 1
March 18, 2008
Page 2 of4

II. FISCAL PRIORITY OF SUBSIDIZING THIS INDUSTRY QUESTIONABLE

The Department's primary concern relates to the fiscal priority of subsidizing the hotel
industry at this time. The hotel industry is comprised ofhighly capable entities that have capitalized
on a booming tourism industry over the past few years to improve several facilities throughout the
State. Though there is evidence suggesting tourism is stabilizing, the Department requests that the
Committee strictly evaluate the fiscal priority of subsidizing this industry.

III. THE MEASURE MAY CAUSE HOTEL FACILITIES TO DEFER RENOVATIONS

Because the credit as set forth in this measure applies only to costs incurred beginning in
calendar year 2014 through calendar year 2019, hotels may opt to defer needed renovations until
such time the costs become eligible for the credit. This would be counter-productive to insuring
modem and updated hotel rooms being available for the tourism industry. The Department also
raises other timing issues with the bill since "renovation" is defined to include costs incurred after
December 31,2007 and subsection (h) seems to prohibit double-dipping with Chapter 235D, which
expired on December 31, 2005.

IV. THE LEGISLATION IS PREMATURE AT THIS TIME

The Department believes that the current legislation is premature at this time. The state of
the economy in 2013 and beyond can only be the subject of conjecture and educated guesses.
Whether a hotel renovation tax credit is appropriate at that time is better suited for later Legislatures,
with more current information as to the status ofthe construction industry, the tourism industry, and
the economic health of the State as a whole.

V. ANY TAX INCENTIVE SHOULD BE NONREFUNDABLE

The Department points out that this legislation provides for a refundable income tax credit.
The Department suggests that the Committee consider amending the measure to make the credit
nonrefundable. In order for a company to enjoy a nonrefundable credit, the company must be
generating income. With a refundable credit, on the other hand, there is no incentive or
encouragement to be profitable. Having a nonrefundable credit would encourage the hotel industry
to both invest in their operations, as well as generate sufficient revenues to ensure that a
nonrefundable credit was worthwhile. At the same time, revenue growth from the hotels will
translate into commensurate growth within the tourism industry, generally.

VI. RECONCILE TECHNICAL AMBIGUITY

This legislation currently contains an ambiguity over which costs may be utilized for the
credit. "Renovation" for purposes of the credit is defined as follows:

"Renovation" means any costs incurred after December 31, 2007, for plans,
design, construction, and equipment related to renovations, alterations, or
modifications to a hotel facility.
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However, the credit is available for taxable years beginning several years after this date:

(i) The tax credit allowed under this section shall be available for taxable years
beginning after December 31, 2013, for building permits submitted to the
appropriate county agency before December 31, 2014, and shall not be available for
taxable years beginning after December 31, 2019."

Because ofthis ambiguity, taxpayers could read the bill to allow expenditures incurred after 2007 for
"renovations" that are the basis of the credit during the time beginning after December 31, 2013.
The Department suggests clarifying whether costs incurred after December 31, 2007 are allowed to
be claimed during 2014; or if for all practicable purposes, the credit is allows for renovation costs
incurred after December 31, 2013.

VII. REVENUE ESTIMATE

Assuming this legislation takes effect prior to 2014 two possible scenarios can happen.
Scenario 2 is much more probable.

Scenario 1: Construction continues as normal from now until 2015:

• FY2015 (loss): $9.1 million.
• FY2016 (loss): $9.4 million.
• FY2017 (loss): $9.7 million.

Scenario 2.' Hotels delay construction to take advantage of the credit:

• FY2012 (loss): $2.2 million
• FY2013 (loss): $2.2 million
• FY2014 (loss): $2.3 million
• FY2015 (loss): $11.7 million
• FY2016 (loss): $12.0 million
• FY2017 (loss): $12.4 million
• FY2018 (loss): $12.7 million

Scenario 1:

The amount ofeligible existing hotel stock was taken, and assuming annual depreciation of2.0%, it
is estimated that 2% of eligible units will be renovated in any given year. Assuming a renovation
cost of $63,000 (based on inflation-adjusted renovation costs in 2002), it is estimated that the
estimated renovation costs will total $60.9 million in 2014. With a 15% tax credit, the tax credit will
result in a revenue loss of$9.1 million in FY2015.
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Scenario 2:

It is assumed that any renovation after 2010 will be postponed until after 2014 to take advantage of
the credit. Thus, the loss in revenue from FY2011-2014 will be the forgone GE revenue from the
construction that otherwise would have happened. The loss in revenue from FY2015 onwards will
be the credit cost ofthe now-increased construction, less the additional GE that was displaced from
FY2011-FY2014.



Hawai'i Tourism Authority
Hawai'i Convention Center, 1801 Kalakaua Avenue, Honolulu, Hawai'i 96815
Website: www.hawaiitourismauthority.org

Testimony of
Rex Johnson

President and Chief Executive Officer
Hawai'i Tourism Authority

on
H.B. 2985, H.D. 1

Relating to Taxation

Senate Committee on Economic Development and Taxation
Tuesday, March 18,2008

1:15p.m.
Conference Room 224

LINDA LINGLE
Governor

REX D. JOHNSON
President and Chief Executive Officer

Telephone: (808) 973-2255
Fax: (808) 973-2253

The Hawai'i Tourism Authority (HTA) supports H.B. 2985, H.D, 1, which proposes a tax

credit for the renovation of hotel facilities, equal to fifteen percent of the renovation costs

beginning in the taxable years after December 31, 2013 and ending before January 1, 2020.

The HTA is tasked with marketing and promoting Hawai'i as a visitor destination, with

the goal of increasing visitor spending. One of the keys to branding the Hawai'i visitor industry

product and increasing visitor spending is the improvement and enhancement of the tourism

product, which includes the physical infrastructure. As such, the HTA supports H.B. 2985, H.D.

1, which provides a tax credit of 15 percent of the costs ofrenovation of a hotel facility. The

credit will be an incentive for the private sector to improve hotel facilities for visitors.

Thank you for the opportunity to provide these comments.



TOURISM LIAISON
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LINDA LINGLE
GOVERNOR

MARSHA WIENERT
TOURISM LIAISON

Telephone: (808) 586-2362
Fax: (808) 586-2370

Written statement of
MARSHA WIENERT

Tourism Liaison
Department of Business, Economic Development & Tourism

before the
SENATE COMMITTEE ON ECONOMIC DEVELOPMENT & TAXATION

Tuesday, March 18, 2008
1:15 p.m.

State Capitol, Conference Room 224

in consideration of
HB 2985 HDI

RELATING TO TAXATION.

Chair Fukunaga and Members of the Senate Committee on Economic Development & Taxation.

The Department of Business, Economic Development and Tourism appreciates the

overall concept ofHB 2985 HD1, which provides a tax credit for hotel renovations. However,

we have strong concerns about the cost implications that may be generated by this proposal.

Reinvestment in our tourism product and hotel inventory is vital to maintaining a

successful visitor industry, but due to the advanced date of the tax credit within this measure,

hotel companies may choose to postpone needed renovations in order for the credit to apply.

Furthermore, we believe that it would be more appropriate to discuss the necessity of a hotel

renovations tax credit in 2014 at a later date, as we can only guess at the budgetary effects that

such a credit may have at that time.

Therefore, we respectfully request that this measure be deferred.

Thank you for the opportunity to comment on HB 2985 HD1.
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Friday, March 14, 2008

Hernando Ramos Tan, President GodfreyMaeshirD, Senior Vice-Presidenr

Senator Carol Fukunaga, Chair
Senator Will Espero, Vice Chair
Senate Committee on Economic Development & Taxation

.Testimony regarding HB 2985 HD 1; relating to taxation.

· Chair Fukunaga, members ofthe Senate Committee on Economic Development & Taxation, 1
submit this testimony on behalfofUNITE HERE! LocalS - a local labor organization representing
nearly 12,000 hotel and health care workers throughout our State..

House Bill 2985 lID 1 would provide for an income tax credit equal to 15% ofthe costs ofhateI
· renovations between 2014 and 2019.

·UNITE HERE! Local S would like to offer comments on thiB measure.

While we believe it is worthy to support measures that spcak to the importance of the economic
activjty generated by Hawairs tourism industry, we wish to echo the concerns already articulated
by the Department ofTaxation before the House Committee on Tourism & Culture regarding the
"fiscal priority ofsubsidizing this industry."

·Nonetheless and as we engage ourselves in these discussions surrounding the economic viability
and future ofour hotel industry, we humbly suggest that we first remind ourselves ofthe important

__ _. .role :<?_UI: :unioniz~4 h~!~!.!!.2.rkers hav~. and continue to play ~n.securing..~.fuUn.:~.fQ!.~~~!~c~~~ __..
.' families in Hawaii. Consequently, the sacrifices made·by our members and other hotel workers

·whose properties have and continue to undergo hotel renovations must not be overlooked in these
discussions. In other words, ifwe are to provide financial incentives for the improving ofhotel
facilities for our visitors then we must also be confident that such initiatives are mutually beneficial

·for the workers and taxpayers ofour State. As such, we must pay close attention to and advocate
for strict qualification guidelines that protect workers' rights that can in return be applied to the

. process those seeking the tax credit must eventually abide by.

·Thank you for the opportunity to provide these comments.

Sincerely,

Cade M. Watanabe
CommunitylPolitical Organizer

1050 Queen Street, Suite 100. Honolulu, Hawaii- 96874.4730 - PhDne (808) 947-2147 - Fax (808) 941-2166 - www.unltehel'eS;ol'g

-------....."'....---,....-



ASSOCIATION
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Website: www.hawaiihotels.org

TESTIMONY OF MURRAY TOWILL
PRESIDENT

HAWArI HOTEL & LODGING ASSOCIATION

March 18, 2008

RE: HB 2985 HD 1 Relating to Taxation
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Good afternoon Chairperson Fukunaga and members of the Senate Committee on Economic
Development & Taxation. I am Murray Towill, President of the Hawai'i Hotel & Lodging Association.

The Hawai'i Hotel & Lodging Association is a statewide association of hotels, condominiums,
timeshare companies, management firms, suppliers, and other related firms and individuals. Our
membership includes over 170 hotels representing over 47,300 rooms. Our hotel members range
from the 2,523 rooms of the Hilton Hawaiian Village to the 4 rooms of the Bougainvillea Bed &
Breakfast on the Big Island.

The Hawai'i Hotel & Lodging Association supports HB 2785 HD 1 Relating to Taxation. This
bill would provide a future tax credit for the renovations of hotels.

This measure is timely in that it would help encourage renovations at a time when the
economy is slowing and the industry is expecting fewer customers. Stimulating construction activity
will not only assist construction jobs but will help to position the visitor industry to be competitive in
the future.

An additional advantage of a hotel renovation tax credit is that it would help to offset the
financial incentive of converting hotels to timeshares or condominium developments. In recent years
conversions of this type have made great economic sense due to consumer demand and the ability to
obtain a more immediate return for developers and investors. The net effect of this incentive would
be to help maintain the hotel room inventory.

One of the limitations of this bill is that the tax credit does not take effect until 2014. We would
be concerned that this measure might encourage owners to delay investment to a time closer to the
availability of the tax credit.

Again, mahalo for this opportunity to testify.
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126 Queen Street. Suite 304 TAX FOUNDATION OF HAWAII Honolulu, Hawaii 96813 Tel. 536·4587

SUBJECT: INCOME, Hotel renovation tax credit

BILL NUMBER: HB 2985, HD-l

INTRODUCED BY: House Committee on Tourism and Culture

BRIEF SUMMARY: Adds a new section to HRS chapter 235 to allow taxpayers subject to HRS chapter
235 and 237D to claim a hotel renovation tax credit of 15% ofthe renovation costs incurred after
December 31, 2007. Stipulates that it shall not include the construction or renovations cost for which
another income tax credit was claimed for the taxable year.

In the case ofa partnership, S corporation, estate or trust, the credit shall be determined at the entity
level. If a deduction is taken under IRC section 179 (with respect to election to expense depreciable
business assets), no tax credit shall be allowed for that portion of the renovation cost for which the
deduction was taken. The basis of eligible property for depreciation or accelerated cost recovery system
shall be reduced by the amount ofcredit allowable and claimed.

The credit shall be deductible from the taxpayer's income tax liability with any excess credit in an amount
greater than $1 refunded to the taxpayer. Claims for the credit, including any amended claims, must be
filed on or before the end of the twelfth month following the close of the taxable year. The credit shall be
applied for on forms provided by the tax department.

The tax credit shall be available for tax years beginning after December 31, 2013 for building permits
submitted to the appropriate county agency before December 31, 2014, and shall not be available for tax
years beginning after December 31, 2019.

Defines "hotel facility," "net income tax liability," "renovation" and "taxpayer" for purposes of the
measure. "Hotel facility" shall not include any building that is used or contains any room that is used as a
condominium or timeshare unit.

EFFECTIVE DATE: July 1, 2025

STAFF COMMENTS: The legislature by Act 195, SLH 2000, enacted a hotel construction and renovation
tax credit of 4% for hotel renovations effective for tax years beginning after December 31, 1998 but
before December 31,2002. Act 10 of the Third Special Session of2001 increased the hotel renovation
tax credit to 10% for construction costs incurred before July 1, 2003. Act 10 also provided that the
credit shall revert back to 4% on July 1, 2003 and sunset on December 31,2005. This measure proposes
a similar credit for a five-year period between December 31, 2014 and December 31, 2019.

The original tax credit was promoted on the argument that the tax credit would be an incentive for hotels
to refurbish their properties in order to remain competitive with other destinations around the world. The
credit amount was set at 4% to seemingly offset the 4% general excise tax. When 9/11 hit, the

177



HB 2985, HD-l - Continued

momentum of the crisis fostered support for an increase in the credit to 10% to supposedly keep projects
which were already in progress going. However, the governor objected and threatened to veto the
sweetened credit. The legislature compromised and provided that the 10% credit would be
nonrefundable.

While this measure proposes to reestablish a hotel renovation tax credit, it should be noted that no
evaluation has been done to validate the effectiveness of this credit in spurring substantial renovations of
hotel resort properties. While some may argue that this credit is necessary to make their upcoming
renovations pencil out, one must ask whether or not it is the role ofgovernment to subsidize private
investments. While the credit might be viewed as critical to a taxpayer's project or to the continued
renovation of the resort plant, one must ask how long must all other taxpayers suffer the heavy burden of
taxation so that this subsidy can be extended to a few?

It would be a very different picture if those who are asking for the subsidy would be willing to forgo
other public services or make recommendations on how government can rein in spending, but that is not
the case.

Now more than ever lawmakers need to recognize that they need to set priorities for what precious few
dollars taxpayers can part with to run state and local government. One must ask how lawmakers can
provide subsidies like this proposal when they raised the general excise tax on all other taxpayers to pay
for a transit system in Honolulu? Taking care ofa few taxpayers at the expense ofall other taxpayers is
certainly a cavalier attitude for which taxpayers have long suspected comes with the legislature.

Instead ofperpetuating these targeted tax incentives and subsidies, lawmakers should look at the broader
picture and enact tax relief that will benefit all taxpayers. Perpetuating targeted tax credits, like this,
merely perpetuates the high burden oftaxes in Hawaii which, in tum, places a barrier on any recovery.
From a global perspective, what effect will these credits have on the cost of construction in Hawaii?

In retrospect, lawmakers should examine what their past actions accomplished in this area. Told that tax
credits to stimulate construction would encourage renovation ofhotel facilities prior to 9/11 and then
after that tragedy to get construction workers off the bench and help the economy in the aftermath, the
credit for hotel construction and renovation tax credit was boosted on a temporary basis and a 4%
residential renovation and construction tax credit was adopted. But what drove the construction activity
after 9/11 was really the fall in interest rates creating new homeowners and homeowners who traded up.
On the hotel renovation side, with cheaper financing, projects began to pencil out as feasible. Thus, the
tax credits became nothing more than additional savings and profit as homeowners renovated in
preparation for sale and for the hotel side, the cost ofrenovation brought the potential rental income into
a reasonable territory.

It is interesting to note that in the committee report attached to HD-l there is growing concern about the
conversion ofhotels to timeshares and condominiums, especially for non-beachfront properties which
can't command the same room rates as beachfront properties. The committee report notes that as a
result, beachfront properties can pay for needed renovation costs where as non-beachfront properties may
not be able to afford to upgrade their facilities. Ifthat is the case, then the tax may just be a windfall for
beachfront properties while the non-beachfront properties will still have to struggle with amassing the
capital to undertake the renovation. It should be remembered that the credit can only be claimed if the
activity is undertaken. Thus, the credit is ofno use if a property cannot pull the financing together.
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HB 2985, HD-l - Continued

What should be learned is that while well-intended, government intervention into the economic cycle
merely skews the economy out ofkilter and into artificial growth patterns. The outcome of the tax credit
subsidy is that construction costs will become even more costly in the future and again skew the
economic marketplace. This fooling around with the economic marketplace came at a dear price as state
tax resources were stretched thin. Raising taxes while providing such subsidies to specific taxpayers
should be unacceptable. Lawmakers should not allow this to happen.
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This measure amends the Renewable Energy Technologies Income Tax Credit by allowing
the credit to be refundable for those that have little Hawaii taxable income.

The Senate Committee on Energy & Environment amended this measure by unspecifying the
adjusted gross income amounts for purposes of determine credit qualification.

The Department of Taxation (Department) strongly supports this Lingle-Aiona
Administration measure as a policy to encourage additional investment in renewable energy
technologies.

PURPOSE OF REFUNDABLE CREDIT

Under current Hawaii law, pension income, including social security is not taxable. This
population includes retirees that may have little Hawaii taxable income (investment income) due to
the exclusion, but would otherwise have the resources to invest in these technologies. This
legislation will allow those with the resources to obtain a refundable incentive for installations of
renewable energy technologies. This legislation also extends to any taxpayer with less than
$ of adjusted gross income. This would provide incentives for the lower- and middle­
class to invest in these technologies, depending upon what this amount ultimately is.

ADJUSTED GROSS INCOME AMOUNT

The Department is open to the unspecifying of the adjusted gross income limits for
discussion purposes, to the extent that the income amounts are reasonable. The intent ofthe measure
is to provide a refundable credit for those that have low Hawaii taxable income. This adjusted gross
income amount should reflect this intent.
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As a guide for selecting the proper adjusted gross income, the Department provides the
following chart from US Department of Health & Human Services. The Department submits that
$20,000 adjusted gross income in the prior bill represented the income ofa family at or near poverty
in Hawaii.

2008 HHS Poverty Guidelines

Persons 48 Contiguous
in Family or Household States and D.C. Alaska Hawaii

1 $10,400 T$i3,000 1$11,960

2 14,000 17,500 16,100

3 17,600 JJ nnn 20.2

4 21,200 I 26,500 I 24,380

5 24,800 31,000 I 28,520

6 28,400 35,500 ,660

7 32,000 I 40,000 ~c ann
oJV,vvv

8 35,600 44,500 An nAn
~, ... ~

For each additional
3,600 4,500 4,140

person, add

REVENUE IMPACT

This legislation will result in an indeterminate amount due to the unspecified adjusted gross
income level.

Assuming the $20,000 adjusted gross figure was utilized, the revenue estimate is estimated to
be $41,000, starting in fiscal year 2009.

The estimate for making the renewable energy tax credit refundable for taxpayers with
adjusted gross income of $20,000 or less (or $40,000 or less for joint filers) is based on 2005
renewable energy tax credit data. Total number ofreturns that claimed the renewable energy credit
for Single/Married Filing Separate and Head of Households with AGI <$20,000 is 316, with total
amount claimed of$117,304. Total number of returns that claimed the renewable energy credit for
Single/Married Filing Separate and Head ofHouseholds with AGI <$20,000 is 76 returns, with total
amount claimed of $16,861. Total number of returns that claimed the renewable energy credit for
Joint filers withAGI <$40,000 is 240, with total amount claimed of$100,443. Total credit claimed
was $117,304. Assuming that because the credit is now refundable, there will be an increase of
35%. Therefore, the estimated lost in income tax is $41,000 annually.
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RELATING TO REFUNDABLE RENEWABLE ENERGY TAX CREDIT.

Chair Fukunaga, Vice Chair Espero, and Members of the Committee.

The Department of Business, Economic Development, and Tourism (DBEDT) supports

the intent ofHB3064, HD2, SD1, but strongly recommends adoption of

HB3064, HD1, which reflects the original intent of this Administration measure. The

Administration measure allows for the present renewable energy tax credits to be refundable for

those taxpayers with an adjusted gross income of up to $20,000. Joint filings by a husband and

wife would be capped at $40,000.

HB3064, HD2, SD1, makes changes to the Administrative measure by:

(1) Changing the taxpayer's qualifying adjusted gross income limit to an unspecified

amount;

(2) Changing the measure's effective date to July 1, 2050 to facilitate continued

discussion; and

HB3064HD2SDI BED 03-18-08 EDT test.doc- - --



(3) Making technical, nonsubstantive amendments for the purpose of style and clarity.

At present, the statutes governing the renewable energy tax credits are only offered to

those with tax liabilities. Therefore, home owners who have no tax liability, such as retired

persons on fixed incomes or certain low-income families, cannot take advantage of the sizeable

tax credits offered. HB3064, HDI, would allow residential taxpayers to claim a refund for their

investment in renewable energy technologies. Currently, the tax credit is 35%, with various

dollar caps, for the cost to purchase and install solar water heating systems, photovoltaic systems,

and wind systems. Home owners with limited or fixed incomes would benefit from the use of

solar water heating or other renewable energy system to reduce their utility costs. Under the

present statute, residential taxpayers who do not have a tax liability do not benefit from the

renewable energy tax credits. HB3064, HD I, will allow the tax credits to be refundable to offset

the cost of the renewable system.

During our many community outreach and exhibit efforts, we have often received

comments from senior citizen home owners who are not able to claim the present tax credit.

These home owners have felt shut out from the tax credit and the benefits of installing renewable

energy devices.

Thank you for the opportunity to offer these comments.

HB3064HD2SDI BED 03-18-08 EDT test.doc- - --
Page 2
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IN SUPPORT OF HB 3064, SO 1 . Relating to Refundable Renewable Energy
Tax Credit

I am Warren Bollmeier, Co-Chair of the Renewable Energy Working Group of the
Hawaii Energy Policy Forum ("Forum"). The Forum is comprised of 45
representatives from the electric utilities, oil and natural gas suppliers,
environmental and community groups, renewable energy industry, and federal,
state and local government, including representatives from the neighbor islands.
We have been meeting since 2002 and have adopted a common vision and
mission, and a comprehensive "10 Point Action Plan," which serves as a
framework and guide for meeting our preferred energy vision and goals.

The Forum supports the passage of HB 3064, SO 1 as it helps achieve the goal of
Point One - expand renewable energy opportunities. The purpose of HB 3064, SO
1 is to allow a taxpayer, whose income consists solely of pension benefits or has
an unspecified adjusted gross income to qualify for a refundable tax credit for the
purchase and installation of a renewable energy technology, including solar water
heating, photovoltaic systems, and wind systems.

Thank you for this opportunity to testify.

This testimony reflects the position of the Forum as a whole and not necessarily of the
individual Forum members or their companies or organization

242'i Maile W'ay .. Sa l1rtdeis [-Ifill (808) 956-6870
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(Testimony is 1 page long)

TESTIMONY IN SUPPORT OF HB 3064 HD2 SD1

Chair Fukunaga and members of the Committee:

The Sierra Club, Hawai'i Chapter, with 5500 dues paying members statewide, supports HB
3064 H02 S01, providing a direct refund to retired or low income individuals for the purchase
and installation of a renewable energy system.

Hawaii's renewable energy tax credits have proven incredibly successful in helping to promote
the use of solar and other renewable energies in the state. Hawai'i currently leads the nation
in the number of solar water heaters installed per capita (although 80% of homes still lack this
basic renewable energy device).

House Bill 3064 H02 S01 would enable those who lack a taxable income over a certain
amount to access the renewable energy incentive. It particularly makes sense to extend this
tax credit in the form of a refund to those low-income homeowners who would most benefit
from reduced energy costs provided by a solar water heater. Additionally, retired homeowners
on a fixed income should be encouraged to invest in this smart technology as well.

Thank you for the opportunity to testify.

~
~., &C'}Icled Content Jeff Mikulina, Director
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Chair Fukunaga, Vice-Chair Espero and members of the Committee I am
Warren Bollmeier, testifying on behalf of the Hawaii Renewable Energy
Alliance (HREA). HREA is a nonprofit corporation in Hawaii, established in
1995 by a group of individuals and organizations concerned about the energy
future of Hawaii. HREA's mission is to support, through education and
advocacy, the use of renewables for a sustainable, energy-efficient,
environmentally-friendly, economically-sound future for Hawaii. One of
HREA's goals is to support appropriate policy changes in state and local
government, the Public Utilities Commission and the electric utilities to
encourage increased use of renewables in Hawaii.

The purpose of HB 3064 HD2 SD1 is to allow a taxpayer whose sole
source of income is derived from pension benefits or with an adjusted gross
income of $ or less to qualify for a refundable tax credit for the purchase
and installation of a renewable energy technology, which includes solar water
heating, photovoltaic, and wind systems

HREA strongly supports this bill, which will provide an option to those
consumers (seeking to invest in wind or solar systems) that don't have a "tax
credit" appetitive.

Thank you for this opportunity to testify.
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by Keith Block
Director, Customer Efficiency Programs

Hawaiian Electric Company, Inc.

Chair Fukunaga, Vice Chair Espero and Members of the Committee:

My name is Keith Block and I am testifying on behalf of Hawaiian Electric
Company, Inc., and its subsidiaries, Maui Electric Company (MECO) and Hawaii
Electric Light Company, Inc. (HELCO).

Hawaiian Electric supports the use and development of
renewable energy and supports HB 3064 HD2t SD1.

Hawaiian Electric has been encouraging the use of renewable energy
through its residential solar water heating program for over 11 years. In that
time the companies have provided rebates to over 39,000 customers for the
installation of solar water heating systems on their homes.

Tax credits are a vehicle which the legislature has used successfully for
many years. Making the renewable energy technology tax credit refundable for
Hawaii residents who are exempt from taxation or who have low adjusted gross
incomes should make these systems more affordable and accelerate Hawaii's
transition to increased use of renewable energy. Increasing the penetration of
renewable energy systems is consistent with State's energy policy and support
achieving established Renewable Energy Portfolio Standards.

Thank you for this opportunity to testify
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TESTIMONY OF THE HAWAII SOLAR ENERGYASSOCIATON
IN REGAlill TOH.B. 3064,H..D. 2, 8..D.1

RELATlNGTO REFl..JNDABLER.ENEW.ABLE ENERGYT.AXCR.EDIT
BEFORE THE

SENATE COMMITTEE ON ECONOMICDEVELOPMENI &TAXATION
ON

TUESDAY,. MARCH 18,2008

Chair Fukunaga, Vice-ChairEspero and members ofthe committee, my name i$R.ick
Reed and Ir¢presenltheHawaii SOlar Energy Assn (HSEA) The HSEA i~aprofessional

trad~ associatiollestablished in 1977?andaffiliat~dwithth~ Solar En~gy Industries
Association (SEIA) in\¥ashington, D;p. HSEA r~presentsmanufactur~s,distributors,
contractors, financiers,anduti1itycompani~s active in the solar energy indllstryin
Hawaii. We stronglYsuppoitthepassage ofH.B. 3064, H.D.2, S.D. 1.

Thi$ biH.amends IfR..S 235-12,5 toallo\\' resident tax.payers Whoselaxablcmcomels
eith~ exemptfromtaxation, or falls below an unspecitied--- buta,ssllmedt9berelatively
low - AGlforsinglesand couples, to teceivea cashrefund rather than a standard income
tax cteditagainsttaxable income for installifigasolarwaterheating system,PV system,
or wifid.gener~tor,

This shn.ple a:IUeridmentwill broaden the effectiveness andequityofthis statute by
making solar t~chn.ologiesmore aftbrdabl~ to lowincomeiaxpayets, retiiedfamilies and
those whose retiretnentincomeisexemptl11 Hawaii from taxation.

Thank you for the opportunity to testify.

P.0. Box 37070 Honolulu, Hawaii 96837
So.L..AR HOTLINE (fm8)5~t-9085
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SUBJECT: INCOME, Renewable energy technology systems

BILL NUMBER: HB 3064, SD-l

INTRODUCED BY: Senate Committee on Energy and Environment

BRIEF SUMMARY: Amends HRS section 235-12.5 to provide that the renewable energy technologies
income tax credit claimed by taxpayers with no taxable income or with adjusted gross income ofunder
$ shall be refundable.

EFFECTIVE DATE: July 1, 2050; applicable to tax years beginning after December 31,2007

STAFF COMMENTS: This is an administration measure submitted by the department ofbusiness,
economic development and tourism BED-12(08). While the administration's justification sheet states
that the adoption ofthis measure will allow residential taxpayers with no tax liability or those with low
incomes to purchase a renewable energy system to help offset the upfront cost, it underscores the fact
that such renewable energy systems are still not affordable to everyone.

Ifit is the intent of the legislature to encourage a greater use of renewable energy systems by all
taxpayers, as an alternative, consideration should be given to a program oflow-interest loans available to
all income levels.

The combination of a low-interest loan which can be repaid with energy savings would have a much more
broad-base application than a credit which amounts to nothing more than a "free monetary handout" or
subsidy by state government for those taxpayers who more than likely can afford to make the conversion.
A program oflow or no-interest loans such as those proposed in HB 2101 would do much more to
increase the acquisition of these devices. Persons ofall income levels could borrow the funds, make the
acquisition, and repay the state program in an amount equal to the avoided cost that their utility bills
would now reflect.

To reiterate, if lawmakers truly want to provide a financial incentive for taxpayers to make the switch to
using these alternative energy devices while taking advantage of the credit, then a program ofno-interest,
or low-interest loans would be far more effective. The state could provide the capital to acquire these
devices, and the taxpayer could receive a discount of 30% provided by the federal tax credit. The
amount ofthe state loan could then be amortized by the energy savings realized by the taxpayer.

Finally, it appears that there are some taxpayers for whom there is no state tax liability and therefore a
nonrefundable tax credit such as the renewable energy tax credit provides no incentive. Again, this is one
of the inherent flaws ofusing tax credits to entice certain behaviors. To change the credit now for some
people and not for others from a nonrefundable to a refundable credit sets poor tax policy as it lacks
consistency.

Digested 3/17/08
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As amended, this bill amends the environmental response tax to include an energy security
tax component. This legislation also increases the environmental response and security tax to an
unspecified amount. The legislation provides allocation of revenues to various sources.

The Department of Taxation opposes this legislation.

First, this legislation represents a tax increase that will eventually impact the gasoline prices
all Hawaii drivers pay. Last legislative session, tempering high gasoline prices was a top priority
that led to passage ofan alcohol fuel general excise tax exemption. This legislation runs counter to
accomplishments in reducing Hawaii's gas prices. In order to effectively minimize the high price of
gasoline at the pump, such efforts must be done in ways other than tax increases such as this
legislation.

Second, this bill creates an unnecessary special fund. The Department opposes the creation
of a special fund that does not meet the mandatory requirements by law.

This legislation will result in no loss to the general fund. However, the tax is expected to
generate an unspecified amount of revenue for the various special funds. This amount is
indeterminate because of the unspecified tax rate.

The tax is expected to generate approximately $5.2 million annually, with $4.4 million
deposited into the energy security special fund and $0.9 million deposited into the energy systems
development special fund (due to rounding, the appropriations do not add up to $5.2 million). Note:
$1.7 million or approximately 5 cents per barrel is already being deposited into the environmental
response revolving fund.
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General Fund expenditures will increase by an amount yet to be specified.

Based on the Liquid Fuel Tax Base and Collections Report for FY2007, $1.7 million was
collected in the environmental response tax, which is a 5-cent per barrel tax on petroleum products
sold by a distributor to any retail dealer or end user other than a refiner. To approximate the number
of barrels sold, the Department divided the total collections by $0.05 (34.8 million barrels). The
Department then imposed the 15 (additional) cent per barrel tax to estimate total revenues generated
on top of the existing 5-cent environmental response tax.
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RELATING TO ENERGY

House Bill No. 3444, H.D. 2, would provide additional financing for the energy

program of the Department of Business, Economic Development and Tourism by

establishing the Energy Security Special Fund. The Energy Security Special Fund would

be used to promote energy self-sufficiency and energy security for the State. The special

fund would be funded through legislative appropriations, interest earnings, a portion of

the revenues from the environmental response tax that is imposed on each barrel of

petroleum product sold by a distributor, and other moneys made available from other

sources. The bill appropriates an unspecified amount in general funds in FY 09 to be

deposited into the special fund.

As a matter of general policy, this department does not support the creation of any

special or revolving fund which does not meet the requirements of Sections 37-52.3 or

37-52.4 of the Hawaii Revised Statutes. Special or revolving funds should: 1) reflect a

clear nexus between the benefits sought and charges made upon the users or beneficiaries

of the program; 2) provide an appropriate means of fmancing for the program or activity;

and 3) demonstrate the capacity to be financially self-sustaining. It is difficult to

determine whether the fund will be self-sustaining.
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1 Department's Position: The Department ofHealth appreciates the intent of this bill to provide

2 fi.n.ancial support for energy conservation, alternative energy development, and global warming

3 initiatives. The Department has reservations about the bill but asks that it be kept alive as a vehicle for

4 further discussion.

5 Fiscnl Impli~ations: The bill proposes 20 cents of taxes per barrel Qfpetroleum, compared to 5 eents

6 per barrel now. We defer to the Departments ofBudgct and Finance and Taxation as to the fiscal

7 impacts of this legislation. Last fiscal year, the 5 cent tax pcr barrel generated about $1.6 M for the

8 Environmental Response Revolving :Fund (ERRF).

9 Purpose and Justification: The bill intend..:; to provide monies for alternative energy. energy

10 conservation, global warming initiatives, and other efforts. The bill amends HRS Section 243-3.5 to

11 rename the tax the "Environmental Response and Ene....gy Security Tax" and alters thc per barrel

12 petroleum product tax from the present 5-cents to an Wldetermincd amount that will be distributed

13 among the three funds: 5 cents per barrel to the ERRF, a.~ now occurs; 12.5 cent') per barrel to a new

14 energy security special fund; and 2.5 cents per band to the energy systems development special fund.
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In general, the Department strongly supports the development ofclean energy, produced in

2 Hawaii. and independent trom fossil fuels, and the reduction of w:eenhouse gas emissions. We support

3 adequate funding to advance those goals, consistent with administration budget priorities..

4 Given the cost of living in Hawaii, we are very concemed with the effect ofany fee or tax

5 increases on our citizens. The administration does have a proposal in the Executive Supplemental

6 Budget that ti.mds some energy operations from the ERRF. We urge continued discussion about the

1 most appropriate funding nlechanism to meet thc State's critical goal ofpl'oduc.jng clean. alternative

8 energy in Hawaii.

9 1he Department ha.,,; a specific concern that at least a 5-cents per barrel tax maintained for the

10 RRRF to fund our statutorily mandated functions to be ready ttl respond to oil spills and hazardous

11 substance releases, and to continue support our 38 departmental positions.

12 We ask that any legislation avoid an adve....se impact on the priorities in the Executive

13 Supplemental Budget.

L4 Thank you 1br the opportunity to testily on this important measure.
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HB 3444, HD2, SD1 - RELATING TO ENERGY

Chair Fukunaga, Vice Chair Espero, and Members of the Committee:

Thank you for the opportunity to testify today on HB 3444, HD2, SD1. I am Dr. Richard
Rocheleau, Director of the Hawaii Natural Energy Institute (HNEI) of the University of
Hawai'i at Manoa. The University can only support the intent of the bill at this time
because of our pressing priorities, such as our tremendous need for repairs and
maintenance and health and safety issues, which are critical to our ability to perform our
core mission for the State of Hawai'i. We are grateful for the Legislature's attention to
these needs.

We recognize that you have many priorities and issues to weigh for the state, so the
following substantive information on this program is provided to assist you in your
decision-making process.

While I support the intent of all aspects of HB 3444, my comments below are specific to
the portion of the fund intended for the Energy Systems Development Special Fund.

In 2007, this legislature passed ACT 253 (HB 1003) which established HNEI in statute
and directed HNEI to work in coordination with state and federal agencies and private
entities to undertake a number of activities including:

- Develop renewable sources of energy for power generation;
- Conduct research and development of renewable sources of energy;
- Demonstrate and deploy efficient energy end-use technologies including those
that address peak electric demand issues;
- Aggressively seek matching funding from federal agencies and private entities

for research and development and demonstration issues; and,
- Report annually to the legislature.



Act 253 also established the Energy Systems Special Fund to be administered by HNEI
for the purpose of developing an integrated approach and portfolio management of
renewable energy and energy efficiency technologies. The portfolio approach and
oversight provided for in Act 253 was designed to ensure that technologies selected for
funding were those most likely to reduce Hawai'i 's dependence on fossil fuels and
move Hawai'i quickly toward energy self-sufficiency.

HB 3444, HD2, SD1 includes the assignment of a portion of the Energy Security Special
Fund that will be used to fund the energy systems development special fund managed
by the Hawaii Natural Energy Institute. As demonstrated in similar programs in other
states, funding of the Energy Systems Special Fund can be expected to leverage
federal and private investments to accelerate acceptance and deployment of critically
needed emerging technologies in both renewable energy generation and energy
efficiency benefiting all stakeholders. Used in support of the recently announced Hawaii
Clean Energy Initiative, a partnership between the state of Hawai'i and the US
Department of Energy, it is reasonable to expect significant leveraging of federal and
state investment in Hawai'i.

Thank you for the opportunity to testify in support of the intent of HB 3444, HD2, 801.
We appreciate all interest in the University, and want to emphasize that we will be able
to perform better in all arenas and best serve the state with support of the current
campus priorities approved by the Board of Regents.
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IN GENERAL SUPPORT OF HB 3444, SO 1 - Relating to Energy

I am Warren Bollmeier, Co-Chair of the Renewable Energy Working Group of the
Hawaii Energy Policy Forum ("Forum"). The Forum is comprised of 46
representatives from the electric utilities, oil and natural gas suppliers,
environmental and community groups, renewable energy industry, and federal,
state and local government, including representatives from the neighbor islands.
We have been meeting since 2002 and have adopted a common vision and
mission, and a comprehensive "10 Point Action Plan," which serves as a
framework and guide for meeting our preferred energy vision and goals. The
Forum generally supports the passage of HB 3444, SD 1 as it helps achieve many
goals of the Forum.

HB 3444, SD 1 establishes the Energy Security Special Fund into which the
renamed Environmental Response and Energy Security tax will be deposited. This
bill would provide a dedicated source of funding for DBEDT's energy program.

The number of energy related programs under DBEDT's purview has dramatically
increased in recent years due to the Legislature's passage of numerous measures
that will enable Hawaii to have a secure energy future. Currently, two-thirds of
DBEDT's energy staff is funded by federal funding, which, at the current rate of
expenditure will disappear in approximately 3-4 years. The Forum strongly
supports funding for DBEDT's energy staff and while the Forum is reluctant to
support an increase in taxes, we believe that if state general funds or federal funds
are not available, then an increase in the environmental response tax is needed to
ensure continuity of the state's energy programs. The proposed tax increase will
have enormous benefits that will save money in the long run and ensure that
Hawaii's future remains energy secure.

While the Forum supports this increase to provide a dedicated source of funding
for DBEDT's energy programs, we strongly urge that no funds be diverted or
diminished from the current allocation of the environmental response tax towards
oil spill planning, prevention, preparedness, education, research, training, removal,
and remediation, and to support environmental protection and natural resource
protection programs.

Thank you for this opportunity to testify.

This testimony reflects the position of the Forum as a whole and not necessarily of the individual
Forum members or their companies or organization
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House Bill No. 3444, HD2, SD1 - Relating to Energy

To the Honorable Carol Fukunaga, Chair; Will Espero, Vice-Chair,
and members of the Committee on Economic Development and Taxation:

Thank you for the opportunity to testify on this measure. My name is Mike Yamane,
representing Kauai Island Utility Cooperative. I am here today to testify on H.B. 3444
H.D. 2, S.D. 1, which "Establishes the Energy Security Special Fund. Renames the
Environmental Response Tax the 'Environmental Response and Energy Security Tax'
and increases the tax."

KIUC supports the intent of H.B. 3444 H.D. 2, S.D. 1 and commends the Legislature on
their commitment to develop a long-term energy strategy to secure a sustainable energy
future for Hawaii. However, KIUC has some reservation about this bill and would like to
offer comments for your consideration.

o Any additional tax placed on the fuel KIUC purchased for Power Generation will
be directly borne by our members.

o As you are aware KIUC is a member-owned electric cooperative. Unlike for profit
corporations, cooperatives are non-profit and member run. Without the need for
profits and shareholder dividends, cooperatives are free to invest what would
normally be profits (cooperatives call them "margins") in the business by
allocating margins to the cooperative's members as capital credit contributions,
or, eventually, by making patronage capital refunds to its members.

o KIUC believes monies could be more effectively utilized by the cooperative to
help us achieve KIUC goals in our Strategic Plan, which calls for reduced carbon
emissions to 1990 levels and 50% renewable generation by 2023.

Thank you for the opportunity to testify today representing KIUC.
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TESTIMONY IN STRONG SUPPORT OF HB 3444 HD2 SD1

Chair Fukunaga and members of the Committee:

The Sierra Club, Hawai'i Chapter, with 5500 dues paying members statewide, strongly
supports HB 3444 HD2 SD1, providing needed funding for clean energy and global warming
initiatives through an increase in the oil barrel surcharge. The bill is smart tax-shifting policy to
foster greater energy independence by tapping into the source of our problem to fund our
preferred future. We appreciate the amendments that the previous committee made to this
measure which allocate the carbon fund to various critical clean energy development and
environmental programs. We ask that the measure be further amended to contain a fee of
$0.20 per barrel (assumed with the allocation specified in the 501) and an appropriate
start date.

The concept behind HB 3444 is to help "internalize" the external costs of certain activities; in
this case, charge a fee for products that are damaging to the environment and use that money
to help mitigate the damage. The link is quite clear between the use of petroleum products
and corresponding impacts on our fragile island environments-not only in oil spills, which
was the original impetus for the environmental response tax, but also in runoff from the roads
our cars drive on, in degraded air quality, and in greenhouse gas emissions and climate
change. Currently, the Department of Health is desperately under-funded and lacks the
resources to adequately deal with these environmental impacts. Most critically, the newly
established Greenhouse Gas Emissions Reduction Task Force-the group charged with
developing the roadmap to achieve dramatic reductions in statewide greenhouse gas
emissions-needs resources and staffing to complete their work. This measure would provide
additional funds for their efforts.

The Senate Draft 1 of this measure creatively allocates the funds to various needs:
1. The original intent of the Environmental Response Fund, such as environmental

programs and responding to emergency oil spills (25%);
2. Energy security projects and development to increase Hawaii's energy self-sufficiency

(62.5%); and
3. Energy systems development for renewable energy and energy efficiency technology

projects that will reduce Hawaii's dependence on fossil fuel, managed by the Hawai'i
natural energy institute (12.5%).

Such a "clean energy" surcharge on a barrel of oil of $0.20 is approximately the same as a
carbon tax of $0.41 per ton of CO2 (23 Ibs CO2 produced per gallon oil, 42 gallons per barrel).

o Recycled Content Jeff Mikulina, Director
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It would have a marginal impact on petroleum users, yet significantly increase the
Department's ability to protect Hawaii's environment that is adversely impacted by petroleum
use. A $0.41 "carbon fee" is nominal. Many European countries have carbon taxes that
exceed $10.00 per ton. Last month, the Canadian province ofBritish Columbia enacted a
carbon fee that starts at approximately $8.00 per ton (English) in July, 2008, and
increases to $24 per ton by 2012.

The impact of CO2 emissions alone from one barrel oil is much greater than the proposed tax.
The Gas Company, in their Integrated Resource Plan, attempted to quantify the externalities
(impacts not reflected in the market costs of an activity) per ton of pollutant. They examined
environmental, energy security, macroeconomic and employment, and social and cultural
externalities. Their results are shoking: the low estimate was $10/ton CO2, the mid-range was
$27/ton CO2, and the high was $77/ton CO2 (The Gas Company, 1999. The Gas Company
Integrated Resource Plan Report, Jan 28, 1999 Draft, Honolulu.). Again, the approximate
carbon tax equivalent of this measure is $0.41.

While we all likely agree that we need to aggressively increase our clean energy use in
Hawai'i and decrease our reliance on imported crude, we cannot do it with funding for
research, development, and policy implementation. House Bill 3444 HD2 SD1 wisely taps the
source of our problem-imported oil-to fund clean energy programs.

House Bill 3444 HD2 SD1 is smart tax-shifting policy that encourages resource conservation
and increases our ability to protect Hawaii's environment by making the "polluter pay." As we
dramatically expand our clean energy capacity in Hawai'i, the real economic benefits of this
carbon surcharge will far outweigh the additional burden it may present. This common sense
policy will foster greater energy independence by tapping into the source of our problem to
fund our preferred future.

We note that this measure has received support from the Department of Business, Economic
Development and Tourism, the Energy Policy Forum, renewable energy organizations, and
environmental organizations. In addition, the Honolulu Advertiser editorial board supports the
measure, writing in their Sunday, March 16 edition:

Raising a tax is never a popular move, but the proposal to do so for the creation of a
(sic) Energy Security Special Fund is warranted. HB 3444 would raise the
Environmental Response and Energy Security Tax from 5 cents per barrel of
petroleum to 20 cents, with about 15 cents going into the energy fund. It's sure to be
passed on to consumers at the pump, but analysts argue that the per-person cost
would amount to $3.85 per year.

That's a worthwhile investment if the result is a fund for research and development of
multiple modes of renewable energy for Hawai'i. Now the state needs to see that the
money is used wisely to tap the Islands' reservoir ofpower - from the wind, waves,
geothermal and, of course, the sun.

Please amend this measure to contain a $0.20 (or greater) fee per barrel.

Thank you for the opportunity to testify.
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SENATE COMMITTEE ON ECONOMIC DEVELOPMENT AND TAXATION

HB 3444 HD2 SD1, RELATING TO ENERGY

March 18, 2008

Chair Fukunaga, Vice-Chair Espero and members of the Committee I am
Warren Bollmeier, testifying on behalf of the Hawaii Renewable Energy Alliance
(HREA). HREA is a nonprofit corporation in Hawaii, established in 1995 by a
group of individuals and organizations concerned about the energy future of
Hawaii. HREA's mission is to support, through education and advocacy, the use
of renewables for a sustainable, energy-efficient, environmentally-friendly,
economically-sound future for Hawaii. One of HREA's goals is to support
appropriate policy changes in state and local government, the Public Utilities
Commission and the electric utilities to encourage increased use of renewables in
Hawaii.

The purposes of HB 3444 HD2 SD1 are to: (1) establish the energy security
special fund, (2) rename the environmental response tax the "environmental
response and energy security tax" and increases the tax, (3) amend the uses of
tax revenue to include deposits to the energy security special fund and the energy
systems development special fund, (4) amend uses of the environmental
response revolving fund by deleting energy conservation and alternative energy
development uses, and (5) appropriates moneys to the Energy Security Special
Fund. HREA strongly supports this bill with the following comments:

1. Support of DBEDT-Energy Office. A long-term source of funding for
DBEDTs Energy Office is needed. The proposed energy security
special fund could provide certainty for funding of the Energy Office,
assuming that the fund matched or exceeded the requirements of the
Energy Office;

2. Source of Funding. While HREA generally is not in favor of tax
increases, we believe it is appropriate to place a tax on imported fossil
energy to fund the proposed energy security special fund. We
recommend that the tax be placed now only on importation of crude oil,
but also refined petroleum products and coal; and

3. Energy Security Special Fund Security. HREA highly recommends
that language be added to the bill to ensure that the energy security
special fund can only be used for the stated purposes, i.e., it cannot be
raided for other purposes.

Thank you for this opportunity to testify.
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Chair FUkUnaga, Vice-Chait Espero andmeinbers ofthecoml11ittee, rtiy name Is Rick
R¢ed and 1repr¢sent the Hawaii SQlar El1etgy Assn (HSEA) l'heaSEA.is.·a prQfessjonal
trade association established in 1977,ancl affiliateil with the$olar EIlergylp.dustrie$
Association (SEIA)in Washington,.D.C..HSEATePresentsmanufacturers,distributors,
contractors, financiers, and utility companies active. in the solar energy industry in
Hawaii. We. strongly support the passage ofR.B.. 3444, R.D. 2, S.D. 1.

Leading U.S. economists, including Greg Mankiw fonner Bush Administrat1pfl Chairman
ofthe Council ofECtiIiOl11icAdvisors aIid NobelJauteate Gary S. Bee¥er, believe thata
tax: levied to correctthe.negativeextetnalitiesofa market.activity, inthisicase the
pro:t1igatepurchaseanilcolnllust1oIl ofqil,iswarrante.d; "Both, illfact, wOlIldW'glIe thata
.50 cent - $1. per gallon tax is longoverdue on the federal1eyel and that wearemi$singa
go.ld.e.. no.p.•. ·· pottu.••....n.ity.. t.o.p.rote.c.t.•..th.e e.n.·.. Vl.•·.ro.n.·m·.·.·en..t,. r.·.e.du.ce.. 1'0.ad. c.on.. g.e.s.t.ion,.. ·. p.•. ro..du.·...c.e a.Ja.s.ti.. ·ri.g..
reduction inmile.sdriveIi, help balanc;ethe budget, ultimatelYm~e thefederal tax: code
more favprable to grovVth., and eIillanceQur IlationalseCtIrity.

H.B. 3444,H.D.2, S.D. l~roposesamodest 15centincreasejntaxes<~owleviedon a.
barrel ofoil in Hawaii. Among other things, this tax increase could providemuch
Ileed~fundmg to staffD"BEDT'sEnergyDivisiQn. I\1Qst QfI)ebt's~taffare nowQn
federal funds tha,t will be depleted over the next fouryears.:tv!uc;h l110re will bee1{pectecl
ofthe Energy Division going forward and adequate staffingis the prerequisite to
enhanced capabilityandperfoTlIlance.

P~suant to Act2~3,.SessionLaw~pfHawEtii2007, this measure also will fund the
Hawaii Natural Eriergy lnstitutels task ofdeve.lopingan integrated approach to managing
renewableeriergy aIid enetgyefficiencyprojects in Hawaii. This i8a1so necessary and
1l11PQrtaIit wotkthatdeserVes to be funded.

Two other q\Iickpoints. f18EAalso believes that a similar leVY on i1l1Portedand hjghly
polhltingcoalis also appropriate. Language thatrequires that themonies in this fund be
used exclusively for the stated purposeswould be welcol11e.

Thank you for lheopportunity to testify.

p.o. Box 3'7070 Honolulu.FIawaii 96831
SOLAIlHOTLlNE (808)521-.1)085
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SUBJECT: FUEL, Environmental response and energy security tax

BILL NUMBER: HB 3444, SD-I

INTRODUCED BY: Senate Committee on Energy and Environment

BRIEF SUMMARY: Amends HRS section 243-3.5 to rename the environmental response tax the
environmental response and energy security tax. Increases the tax from 5 cents to _ cents with: (1) 5
cents collected on each barrel to be deposited into the environmental response revolving fund provided
that __ cents of the tax on each barrel shall be used to address concerns related to drinking water; (2)
12.5 cents shall be deposited into the proposed energy security special fund; and 2.5 cents be deposited
into the energy systems development special fund.

Amends HRS section 128D-2 to repeal the provision discontinuing the imposition of the environmental
response tax when the balance in the fund exceeds $20 million with a provision that provides that any
amount that causes the balance in the fund to exceed $20 million shall be deposited into the general fund.
No deposits shall be made to the fund until the balance drops below $3 million.

Adds a new section to the HRS to create an energy security special fund. When moneys in the fund
exceed $10 million from all sources delineated, the energy security tax shall cease to be imposed until the
balance in the fund declines to less than $5 million, at which time the tax will be reinstated. The fund
shall be used by the department ofbusiness, economic development and tourism for its energy programs
as enumerated.

Appropriates an unspecified amount ofgeneral funds for fisca12009 for deposit into the energy security
special fund.

Appropriates an unspecified amount out of the energy security special fund for fiscal 2009 for the
purposes of this act.

EFFECTIVE DATE: July 1, 2050

STAFF COMMENTS: This measure proposes to increase the environment response tax from 5 cents to
_ cents and provide that 12.5 cents shall be deposited into the energy security special fund; and 2.5
cents be deposited into the energy systems development special fund.

Section 1 of this measure states that the energy program within the strategic industries division of the
department ofbusiness, economic development and tourism (DBEDT) requires additional funding due to
its expansion and declining federal funding, and declining oil overcharge fund sources which has resulted
in diminished program budgets and reduced staffpositions. The measure further states that increased
state funding is necessary to support core energy program funding.
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HB 3444, SD-1 - Continued

It should be noted that the establishment of the funding mechanisms proposed in this measure to provide
additional revenue to allow the energy program ofthe strategic industries division ofDBEDT to operate,
sets this program area apart from other state agencies or programs which are funded through the budget
and appropriation process. By establishing a specific tax to fund this program area allows this program to
bypass the normal budgetary process. If such a program is deemed a priority, then a direct appropriation
for this program ofwork should be directly funded rather than through the back door method as
proposed by this measure.

While proponents of the measure may argue that the proposed energy security tax parallels the
environmental response tax which also taps each barrel ofpetroleum product sold, it should be noted that
the State Auditor has singled out the environmental response fund as not meeting the criteria established
and the Auditor recommended that it be repealed. The Auditor criticized the use of such funds as they
hide various sums ofmoney from policymakers as they are not available for any other use and tend to be
tacitly acknowledged in the budget process.

It should also be noted that funds deposited into a special fund are not subject to close scrutiny as an
assumption is made that such funds are self-sustaining. It should be remembered that earmarking of
funds for a specific program represents poor public finance policy as it is difficult to determine the
adequacy of the revenue source for the purposes of the program. To the extent that earmarking carves
out revenues before policymakers can evaluate the appropriateness of the amount earmarked and spent, it
removes the accountability for those funds. There is no reason why such a program should not compete
for general funds like all other programs which benefit the community as a whole.

To a large extent this proposal represents the arrogance oflawmakers to merely pass on tax increases to
their constituents without the courage to be held accountable for the tax increase by hiding it deep within
the product chain so that it is not apparent to the ultimate consumer. Instead the "blame" for the price
increase is aimed at the business selling to the final consumer. The hypocrisy oflawmakers decrying the
"highest gasoline prices in the nation" while proposing a tax increase on the front end ofwhat eventually
will be sold at the gas pump is pitiful.

Rather than perpetuating the problems of the barrel tax, the existing environmental response tax should
be repealed and all programs that are funded out of the environmental response fund should be funded
through the general fund. At least program managers would then have to justify their need for these
funds. By continuing to special fund these programs, it makes a statement that such environmental
programs are not a high priority for state government. This sort ofproliferation ofpublic programs needs
to be checked as it appears to be growing out ofhand and at the expense of the taxpayer.

While lawmakers may be concerned about clean water or energy security, what this proposal does say is
that they do not care about their taxpaying constituents, for this measure amounts to nothing more than
lawmakers saying "let them eat cake!" by not only raising taxes, in this case a fee, but because it is on the
"front" end ofall goods and services consumed being that everything relies on energy, it also increases
the cost of living and doing business in Hawaii. Lawmakers better consider the economic impact this will
have especially in view of the slowing economy that is forecast for the next few years. Lawmakers will
find themselves in the same pickle that they did in 1998, trying to jumpstart the economy with no
resources to do so.

Digested 3/17/08
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The intent ofthis bill is to conform Hawaii law to the requirements ofthe Streamlined Sales
and Use Tax Agreement ("SSUTA"). The Streamlined Sales and Use Tax Agreement is a method
developed by the states and businesses primarily to have internet and catalogue sellers voluntarily
collect the sales and use tax from consumers on behalf of the States for those sellers who did not
have nexus with the state. Currently, people who buy from catalogues and the internet are supposed
to pay use tax on their purchases, however in practice, few do.! This bill would provide a voluntary
mechanism for internet and catalog sellers to collect this tax from the consumers and pass it on to the
Department, thereby resulting in a net revenue gain to the State.

The Department of Taxation takes no position on the content of this measure; however
respectfully requests that the original HD 1 and other technical corrections requested by the
Department in HB 3192/SB 3114 be inserted in its place.

I. ORIGINAL CONTENTS-THE IMPORTANCE OF STUDYING TAX INCENTIVES

The Legislature has enacted path-breaking tax credits to promote growth in technology and
innovation, with the goal ofencouraging knowledge-based, higher-wage industries in Hawaii. The
Legislature has also recognized, however, that it is important to evaluate the effectiveness of its
efforts in this area as well as other areas of tax incentive policy. The Department of Taxation
respectfully requests the authority and resources to conduct an economic study on the effects of
Hawaii income tax credits.

1 However, businesses generally comply with the use tax more than individuals.
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II. SUGGESTED AMENDMENTS FOR EFFICIENT TAX ADMINISTRATION

The Department respectfully requests that the Committee consider inserting the following
technical considerations into this measure for streamlined tax administration. These amendments
can be found in HB 3192/SB 3114:

ERRONEOUS REFUND CLAIMS-Congress recently amended the Internal Revenue
Code to allow for a twenty percent penalty on any excessive refund claims. This new erroneous
refund claim penalty is found at 26 USC § 6676. This penalty was included in recent congressional
legislation as a revenue raiser for the federal government. With certain of the tax incentives
provided in Title 14, HRS, providing the Department ofTaxation with the ability to assess a penalty
for refund or credit claims where a taxpayer's claim lacks a reasonable basis will assist with the
administration ofHawaii's taxes by providing a deterrent mechanism, which presently does not exist.
As was the intent on the federal level, this legislation would also be a potential revenue raiser for the
general fund.

During this provision's prior consideration in the Senate, the industry had problems with this
penalty's lack ofdefinitions. The Department does not object to the Committee inserting a specific
definition of "reasonable basis" to include, among other things inadvertence, mistake, or innocence.
Also, the Department does not object to thresholds where this penalty takes effect; nor does the
Department object to applying this penalty only where tax professionals are involved. The
Department is willing to work with the Committee on draft language for this provision.

Because this legislative session has many fiscal constraints given the current economic
conditions, this amendment will provide revenue gains for the budget.

PUBLIC BOARD OF REVIEW INFORMATION-Current law is ambiguous as to
whether certain information discussed at a Taxation Board ofReview hearing is public and able to
be disseminated.

Chapter 232, HRS, is clear that a Board of Review hearing is a public meeting. However,
other conflicting confidentiality laws preclude the Department from discussing the taxpayer's
identity or the specific legal arguments presented to the Board of Review. A dilemma arises if a
person who was not present at the hearing requests information regarding the hearing, the
Department cannot disclose appeal briefs or taxpayer identity. However, ifthe same person were at
the hearing, the person would know the taxpayer's identity and other material information. This bill
clarifies what information is public when discussed at a Board of Review hearing.

SOCIAL SECURITY NUMBERS ON APPEAL DOCUMENTS-With the onset of
identity theft, administration of tax appeals should likewise conform to protection of such sensitive
data.

Currently, tax appeals require taxpayers to submit a copy of the tax return(s) in dispute
during the appeal. Tax returns routinely contain sensitive data, including social security numbers of
individuals. This bill authorizes individuals and the Department to redact all but the last four digits
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of the social security number on any tax returns filed with the Tax Appeal Court.

"KIDDIE TAX" AMENDMENTS-In its conformity provisions, Hawaii does not
expressly conform to the "Kiddie Tax" assessed by the Internal Revenue Code.

However, Hawaii has adopted its own "Kiddie Tax" at section 235-7.5, HRS. In 2006,
Congress made various amendments to the "Kiddie Tax" contained in the Internal Revenue Code.
This bill makes similar conforming amendments to the changes made by Congress to ensure
consistency in the application and assessment of these similar taxes.

Because this legislative session has many fiscal constraints given the current economic
conditions, this amendment will provide revenue gains for the budget.

TAX ADMINISTRATION SPECIAL FUND-Act 206, Session Laws of Hawaii 2007,
amended the Tax Administration Special Fund to allow use of the funds for the administration of
credits under section 235-110.9, HRS.

The Department ofTaxation understood the intent ofthis amendment was to allow use ofthe
funds for administration of other high tech credits, including the refundable credit for research
activities under section 235-110.91, HRS. This bill clarifies thatthe tax administration special fund
may be used for administering both high technology tax credits.

CANNED COMPUTER SOFTWARE ELIGIBILITY FOR THE CAPITAL GOODS
EXCISE TAX CREDIT-Hawaii's capital goods excise tax credit allows a credit equal to the
general excise tax paid on depreciable tangible personal property.

The credit defines depreciable tangible personal property as ofthe Internal Revenue Code of
1954, as amended in 1984. Canned computer software was considered depreciable tangible personal
property in the Internal Revenue Code of 1986. This bill amends the definition of depreciable
tangible personal property to allow for canned computer software to qualify for the capital goods
excise tax credit. The bill also deletes from the definition ofcost "the actual invoice price," so that
cost will be defined as basis, which is simpler to administer. The bill also eliminates the phase-in
language since the credit has been completely phased-in since 1989.

This amendment will clarify erroneous positions taken by taxpayers and tax practitioners that
argue computer software currently qualifies under this credit.

SOCIAL SECURITY NUMBER USE IN TAX ADMINSITRATION-Chapter 487J,
HRS, was enacted in 2006 to limit the use ofsocial security numbers by businesses and government.

The Department's tax administration processes and procedures rely heavily on the use ofthe
social security number to ensure identification ofa taxpayer. This bill makes clarifying amendments
to chapter 487J, HRS, that allow the Department ofTaxation to utilize social security numbers in the
administration of Hawaii taxes.
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III. THE STREAMLINED SALES & USE TAX PROJECT

A. Concerns over this legislation in a slowing economy.

Initially, the Department points out that it is a well-settled principle ofeconomics that when
an economy is slowing, increasing taxes is strongly discouraged because people are already
struggling to make ends meet financially. During economic slowing, economics suggests that
money should remain with the people and in the economy in order to boost economic performance.
The Department cautions further consideration ofthis legislation during a slowing economy based
upon these economic concepts.

B. Benefits ofStreamlined Sales Tax.

The Streamlined Sales & Use Tax Project may provide benefits to Hawaii, including:

1. Increased Revenue to the General Fund. It is undetermined at this time exactly how
much additional revenue Hawaii may stand to gain from this bill. The Department
concedes that a revenue gain is likely, however the Department is concerned that past
projections have significantly overestimated this potential gain.

2. Level the Playing Field. Adopting this legislation will effectively bring equity to local
retailers that lose business to internet or mail-order commerce. By purchasing goods on
the internet, for example, local purchasers can realize a minor tax benefit by purchasing
out-of-state. Each sale out-of-state is a lost sale in Hawaii, thus impacting local
businesses.

C. Concerns about Streamlined Sales Tax implementation in Hawaii.

1. Adds Complexity. Because Hawaii has a general excise tax imposed on the seller
rather than a sales tax, which is imposed on the buyer, the provisions of the SSUTA do
not fit neatly into Hawaii's general excise tax regime. Therefore, the SSUTA provisions
need to be modified to take Hawaii's different tax structure into account.

In addition, to comply with the SSUTA's requirement that the State and each local taxing
jurisdiction have only one rate, except in certain circumstances not applicable in Hawaii,
the different tax rates applicable under Hawaii general excise tax law need to be removed
from the general excise tax chapter and shifted into another taxing chapter. The creation
of three new chapters also adds complexity to Hawaii's tax law and may prove to be
another source of confusion to taxpayers.

In addition, whether the approach taken in the bill would be considered a "replacement
tax" is an issue. It is also unclear at this time whether replacement taxes are permitted
under the SSUTA.

2. Provides Amnestv. The SSUTA requires the State to provide amnesty to out-of-state
sellers that mayor may not have nexus with the State. The State will be giving up its
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right to pursue these sellers for general excise tax on their operations in the State.

3. Vendor Compensation. The SSUTA requires the State to compensate out-of-state
vendors who voluntarily participate in the SSUTA for collecting the Hawaii tax.
However, in-state businesses that are obligated to pay the Hawaii tax are not
compensated for collecting and paying the tax.

4. Voluntary. Currently, participation by sellers pursuant to the SSUTA is voluntary.
While hundreds of companies have agreed to participate, Amazon.com and eBay have
indicated that they will not participate at this time. Therefore, it is unclear how much
potential revenue will be generated for Hawaii by participating in SSUTA.

5. "Home Rule" Concerns. Participation in SSUTA requires the State to annually certify
to the national governing board that the state's laws are in compliance with SSUTA.
Therefore, any tax law changes in the future must meet the requirements ofSSUTA
in order for the State to continue to comply with SSUTA. Therefore, the State is
limiting its ability to adopt legislation in favor of decisions made by a national
governing board regarding a state's tax law.

In addition, now that the City and County of Honolulu has enacted the county
surcharge, the City and County of Honolulu must be bound to follow the SSUTA
with respect to the surcharge.

6. Appropriations. The Department will need an appropriation to implement the SSUTA
compliance, which, among other things, requires the development of a database of zip
codes and tax rates. The Department is currently working on developing an accurate and
comprehensive cost estimate for implementing this legislation. The complexity
associated with updating the Department's current tax collection systems and the
required labor and inddental costs require further analysis.

7. Further Study. The Department believes that further study is warranted on this issue.
The general excise tax is a major revenue source for the State and any substantial
revisions, such as those contained in this bill, should only be enacted after a thorough
and thoughtful analysis can be done. In addition, time would also enable the Department
to learn from other states' experiences with the SSUTA. Other states did not actually
begin implementing SSUTA until late 2005. On April 1, 2008, eighteen states2 will have
become full members of SSUTA and begun implementing SSUTA. (Three new state
recently became full member states: Arkansas, Wyoming, and Nevada; but these states
were already participating as Associate Member states. In fact, since the agreement
became effective in 2005, only Washington, Vermont and Rhode Island have been added
to the list oforiginal associate and full members.) Ifthe State waits, it could learn from
the problems the other states' experience. Some states remain cautiously guarded about

2 The full member states are Arkansas, Indiana, Iowa, Kansas, Kentucky, Michigan, Minnesota, Nebraska,
New Jersey, North Carolina, North Dakota, Oklahoma, Rhode Island, South Dakota, Vermont, West Virginia,
Wyoming. Nevada becomes a full member state on April 1, 2008. Washington will become a full member on July
1,2008.
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implementing the SSUTA. For example, New York issued a report that cautioned
joining the project because it was unclear whether the project would yield net benefits to
taxpayers and local businesses. Again, further study of these paramount issues is
advised.

C. General comments.

Delayed Effective Date-The delayed effective date of the bill is appreciated, but the
delay may not be long enough to allow these changes to be fully integrated into the
computer systems of the Department. A longer delayed effective date would give time
for practitioners and businesses to adjust to these changes. When the corporate statutes
were substantially revised, the effective date was delayed one year to allow professional
associations, businesses, and practitioners sufficient time to analyze the changes in the
law, prepare conferences, or other industry analysis. Given the challenges the
Department would face integrating such large, wholesale changes into its operations,
longer than two years may be more realistic ofa time frame. The delayed effective date
would also provide time to obtain approval from the National SSTP Governing Board to
assure that Hawaii's amendments conform to the SSUTA. This is very important since
Hawaii's general excise tax is not a sales tax.

Frequent Changes to the SSUTA Will Require Legislative Action. The legislature
needs to be aware that the SSUTA is not a static document. Ithas undergone substantial
and frequent changes since it was adopted on November 12, 2002. It has been amended
11 times.3 It has been amended 7 times since the SSUTA became effective on October 3,
2005. Each change requires member States to amend its law in order to remain in
conformity with the SSUTA. The debate at the Governing Board meetings currently
includes allowing intra-state origin based taxes, the extension ofassociate member status
beyond the original deadline, and very relevant to this bill, the issue of using
"replacement taxes" by States to circumvent the provisions ofthe SSUTA, such as New
Jersey's fur tax.

D. Revenue diversion.

The Department cannot support GET revenue diversions. The Department is always cautious
about policy that redirects general excise tax revenue away from the general fund and into specific
special funds. The Department routinely opposes funding mechanisms such as this because the
general excise tax represents over one-half of the State's overall operating revenue stream. The
Department strongly prefers that a direct appropriation be the means for funding the programs ofthe
Department of Education and the University of Hawaii so that the amount may be budgeted and
prioritized just as any other program.

3 November 19,2003, November 16, 2004, April 16, 2005, October 1, 2005, January 13,2006, April 18,
2006, August 30, 2006, December 14,2006, June 23, 2007, September 20,2007, and December 12,2007
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IV. REVENUE IMPACT

The bill would increase revenues by about $10 million annually.

The expansion of the GET exemption for blind, deaf, and disabled taxpayers would cost
about $500,000 annually.

In a study produced for the State's Auditor in April 2006, Dr. William Fox estimated that
joining the SSUTA would provide Hawaii with about $10 million in additional GET revenues
annually. He reaffirmed his estimate in 2007.

The Chair was provided the start-up and ongoing cost estimates under separate cover.



The REALTOR® Building
1136 12th Avenue, Suite 220
Honolulu, Hawaii 96816

Phone: (808) 733-7060
Fax: (808) 737-4977
Neighbor Islands: (888) 737-9070
Email: har@hawaiirealtors.com

March 18, 2008

The Honorable Carol Fukunaga, Chair
Senate Committee on Economic Development and Taxation
State Capitol, Room 224
Honolulu, Hawaii 96813

RE: H.B. 2961, H.D. 2, Proposed S.D.l, Relating to Taxation
Hearing Date: March 18, 2008 @ 1:15 p.m., Room 224

On behalf of our 10,000 members in Hawaii, the Hawaii Association ofREALTORS® (HAR) supports
H.B.2961, H.D.2, Proposed S.D.l, Relating to Taxation - adopting amendments to Hawaii tax laws to
implement the streamlined sales and use tax agreement.

The Report of the 2001-2003 Tax Review Commission states at page 6 that Hawaii would potentially
achieve not only the benefit of better definitions, uniformity, and certainty, but also increase tax
compliance by interstate vendors (primarily mail order and e-commerce merchants) who agree to pay state
taxes under the Streamlined Sales Tax Project. The Report goes on to state that because of Hawaii's
uniquely broad based General Excise and Use Tax system, by joining the Streamlined Sales Tax Project,
Hawaii may be able to better maintain the viability of its broad revenue base.

The Report of the 2005-2007 Tax Review Commission states at page 9 that while the Commission
believes that the goal of coordinating the collection of taxes on interstate sales, such as via the internet, is
desirable, and that Hawaii should remain involved in discussions on the Streamlined Sales Tax Project, the
Commission did not think that Hawaii should make a formal commitment yet.

The Hawaii Association of REALTORS® believes that the delayed effective date of January 1, 2010
should help alleviate the concerns of the 2005-2007 Tax Review Commission, and that H.B.296l, H.D.2,
Proposed S.D.1, should eventually level the playing field for local merchants who must deal with the high
cost of doing business in Hawaii and still compete with mail order and e-commerce merchants from
outside ofthe State.

Mahalo for the opportunity to testify.

Sincerely,

L-z3 /~ --......:/;'::f-:/~.--

Craig K. Hirai, Member
Subcommittee on Taxation and Finance
HAR Legislative Committee



Senator Carol Fukunaga, Chair
Senator Will Espero, Vice Chair
Committee on Economic Development & Taxation
State Capitol, Honolulu, Hawaii 96813

HEARING Tuesday, March 18, 2008
1:15 pm
Conference Room 224

RE: HB2961. HD2. SD1 (proposed>' Relating to Taxation

Chair Fukunaga, Vice Chair Espero, and Members of the Committee:

Retail Merchants of Hawaii (RMH) is a not-for-profit trade organization representing about 200 members
and over 2,000 storefronts, and is committed to support the retail industry and business in general in
Hawaii.

RMH supports HB2961. HD2. SD1 as proposed, which adopts amendments to Hawaii's tax laws to
implement Streamlined Sales and Use Tax Agreement.

Through our affiliation with the National Retail Federation, the world's largest retail trade association, and
a major participant in the Streamlined Sales Tax Project, RMH has watched the development and
progress of this program over the past seven years and has supported Hawaii's initiatives to participate
in the multi-state discussions. As commerce over the Internet increased, traditional brick and mortar
retailers, which are required by law to collect taxes for government, have experienced an erosion of their
sales base to remote sellers, which, under most circumstances, are not subject to tax mandates. The
Streamlined Sales Tax Project will level the playing field.

Additionally, we are encouraged that an initiative in congress holds even greater promise to ameliorate
this unfair situation.

The members of the Retail Merchants of Hawaii respectfully request that you pass HB2961, HD2, SD1
as proposed. Thank you for your consideration and for the opportunity to comment on this measure.

~¥
President

RETAIL MERCHANTS OF HAWAII
1240 Ala Moana Boulevard, Suite 215
Honolulu, HI 96814
ph: 808-592-4200 / fax: 808-592-4202
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The Twenty-Fourth Legislature, State of Hawaii
Hawaii State Senate

Committee on Economic Development and Tourism

Testimony by
HGEAlAFSCME, Local 152, AFL-CIO

March 18, 2008

H.B. 2961, H.D. 2, S.D. 1 (Proposed)
- RELATING TO TAXATION

The Hawaii Government Employees Association, AFSCME Local 152, AFL-CIO strongly supports
the purpose and intent of H.B. 2961, H.D 2, S.D. 1 (Proposed) - Relating to Taxation. The purpose
of this legislation is to make specific changes to Hawaii's tax law that will allow the state to
participate in the Streamlined Sales and Use Tax Agreement that will permit the taxation of
Internet-based transactions. There are several reasons for taxing Internet-based transactions.

The Internet has transformed retail trade. As the popularity of "e-commerce" grows, fairness
dictates that Internet-based transactions should be treated in the same manner as other retail
transactions. Retail transactions that are taxable by "bricks and mortar" retailers should also be
taxable when sold through the Internet.

Hawaii has already lost millions of dollars in Internet-based sales, and the losses will likely
increase as the importance of the Internet continues to grow. Therefore, we support H.B. 2961,
H.D. 2, S.D. 1, which makes necessary changes to the tax code to comply with the Streamlined
Sales and Use Tax Agreement. The ongoing loss of millions in tax revenue from e~commerce is a
problem that will get worse over time unless we take appropriate action. The revenues gained
through the Streamlined Sales and Use Tax Agreement may fund public education and other
important public policy priorities. Thank you for the opportunity to testify in support of this important
measure.

Respectfully submitted,

JJIh.a~
Deputy Executive Director·
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TAX FOUNDATION OF HAWAII126 Queen Street. Suite 304

SUBJECT: ADMINISTRATION, High technology business tax credits evaluation

BILL NUMBER: HB 2961, HD-2

INTRODUCED BY: House Committee on Finance

BRIEF SUMMARY: Adds a new section to HRS chapter 231 to provide that the department of taxation
shall determine the economic impact of and evaluate existing and proposed tax incentives ofHRS Title
14. Authorizes the department to: (1) contract with technical experts knowledgeable in the field of
technology and research investment to evaluate existing and proposed tax incentives; (2) establish a
working group of industry, tax, and economic development experts to identify and develop a set of
standards, benchmarks, and data elements for evaluation and quantification of the economic impact of tax
incentives in Hawaii; (3) coordinate and receive relevant information from other state agencies; (4)
review taxpayer returns to collect and analyze aggregate data on the impact of tax incentives; and (5)
update its analysis of tax incentives to assist the Tax Review Commission and the Council on Revenues to
better perform their responsibilities.

Amends HRS section 235-20.5 to provide that the tax administration special fund shall also be used to
administer the tax credit under HRS section 235-110.91. Repeals this section on January I, 2012.

Amends Act 206, SLH 2007, to provide that the required annual survey filed by a qualified high
technology business shall include information from and after January I, 2002. The department of
taxation shall submit information on the high technology business tax credit 20 days prior to the
convening of the legislature instead of September 1. Repeals this section on January I, 2012.

Extends the repeal date ofAct 206, SLH 2007, from January I, 2011 to January I, 2012 and provides
that HRS sections 235-20.5 and 235-11 0.9(b) shall be reenacted in the form in which they read on the
day before June 20, 2007.

The department oftaxation shall study the economic impact of the tax credits ofHRS sections 235-9.5,
235-110.51,235-110.9 and 235-110.91 on Hawaii's economy and evaluate their effectiveness. Requires
the department to report its findings to the legislature prior to each regular session. Directs the
department oftaxation to collect and evaluate information from January I, 2002, and: (1) exercise its
powers under HRS section 231; (2) use the information collected and analyses conducted under Act 206,
SLH 2007; and (3) review returns ofcompanies whose investors receive credits pursuant to HRS
sections 235-110.51,235-110.9 and 235-110.91 or benefit from stock options whose capital gains are
excluded from taxation under HRS section 235.9.5. Permits such data to be sub-aggregated into industry
sectors to delineate and differentiate economic impacts. Repeals this section on January I, 2012.

Appropriates $ in general funds in fiscal 2009 to the department oftaxation for the purposes
ofthis act.

97(b)



HB 2961, HD-2 - Continued

The sections repealed shall be reenacted in the form in which they read on June 20, 2007.

EFFECTIVE DATE: July 1, 2020

STAFF COMMENTS: In their examination of the high technology business investment tax credit, the Tax
Review Commission reiterated the findings of the previous Tax Review Commission that stated that, "A
tax incentive program is a potential 'black hole' because it is a future benefit ofunknown proportions,
which is determined by the favored taxpayer's interpretation ofwhat the tax credit should be, and is
claimed on a tax return which is confidential."

The most recent Tax Review Commission brought in outside consultants to assess the costs and benefits
ofthe high technology tax credits, but the results were not definitive because they could not obtain
current data on the cost of the credit or on the operations of the qualified high tech businesses. They also
found data to be incomplete due to confusion about filing requirements when the certification for the
credits was changed. In its final recommendations with respect to the high technology tax credit and tax
credits in general, the Commission recommended increased transparency and timely disclosure and
suggested a confidentiality waiver should be required ofthose taxpayers claiming tax credits so that
pertinent data can be released to the public, and that all beneficiaries of tax credits be required to file
truth-in-disclosure reports in addition to income tax returns.

This measure directs the department of taxation to determine the economic impact of existing and
proposed tax incentives with emphasis on: (l) the income tax exclusion of stock options from qualified
high technology businesses (HRS section 235-9.5); (2) technology infrastructure tax credit (HRS section
235-110.51); (3) high technology investment tax credit (HRS section 235-110.9); and (4) the tax credit
for research activities (HRS section 235-110.91). However, this may be just as daunting a task for the
department as it was for the Commission's consultants as the beneficiaries hide behind the confidentiality
screen. The legislature should consider the recommendation of the Commission to require a waiver of
confidentiality so that successes or failures of individual taxpayers can be tracked and evaluated. The
legislature has already adopted a similar waiver ofconfidentiality when it required American Hawaii
Cruises to open its books by Act 228, SLH 1991, in order to secure its exemption from the public service
company tax.

Given that these tax credits are a back door expenditure ofpublic dollars, the granting of the credits
should be subjected to the same scrutiny that appropriation and expenditure oftax dollars are subjected
to under the rubric ofthe procurement code. How can policymakers justify the establishment of such tax
incentives when there is no means by which to measure whether or not the promise ofjobs, economic
stimulation, or growth in the industry has resulted if this information is not available?

Conversely, if these beneficiaries want to feed on public dollars through these tax incentives, then they
should be more than willing to reveal how those dollars were used and how those dollars benefitted the
taxpaying public. The analogy is something akin to having to put the quarter in the juke box if one wants
to dance.

Digested 3/14/08

98(b)
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This bill would replace the photovoltaic energy system category of § 235-12.5, HRS with a
newly defmed category of solar electric energy systems.

The House Committee on Finance amended this measure to allow for the transfer or sale of
the tax credit.

The House of Representatives passed this measure on third reading.

The Senate Committee on Energy & Environment defected the measure's effective date.

The Department of Taxation opposes the current draft of this legislation; however
supports redefining the renewable energy systems provided by this section ofChapter 235, HRS.

I. NEW PROPOSED DEFINITION OF SOLAR ELECTRIC SYSTEMS.

The Department does not like this additional definition and prefers that a definition in this
credit focus on what is put into a machine rather than an approach based upon what the machine
creates. In short, the Department prefers defining the technology based upon inputs; not
outputs. As the law is currently drafted, renewable energy technologies are defmed based upon the
type of renewable resource that enters a system (e.g., wind, sun, light). This legislation would
amend the law to add an additional credit component for what is created (e.g., solar water heating,
solar air conditioning, solar space heating, solar drying, and solar process heat system).
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II. THE DEPARTMENT OPPOSES THE AMENDMENT TO ALLOW TRANSFER OF
CREDIT.

The Department is strongly opposed to any provision that allows Hawaii tax credits to be
sold, assigned, or transferred. Allowing taxpayers to market or sell their tax credits is fundamentally
poor tax policy. Selling tax credits can be subject to abuse and suspect motivation by parties
involved.

The Department's fundamental and primary concerns regarding credit transfers are the
following:

• The transferability rewards a separate taxpayer unrelated to the taxpayer that
generated the credit, which is fundamentally poor tax policy for encouraging
behavior and directly rewarding that behavior;

• Transferability will create great hardships for those that claim the credit when
another taxpayer's activity generates the credit when the latter taxpayer is audited.
For example, if taxpayer A's activity generates the credit and transfers the credit to
taxpayer B, and subsequently taxpayer A's activities are audited; the Department will
be forced to track down B, advise them that the credit is being rejected, and taxpayer
B will now have a deficiency with the Department due to A's actions. This will
cause contract and warranty disputes between taxpayers.

• The Department is not setup to regulate credit transfers. Will the Department be
required to establish a "Bureau ofCredit Conveyances" in order to track transfers? If
this is the case, resources will have to be dedicated to this.

• And, abuse relating tax credit transfer prices will be problematic. The State will be
out a $1 when taxpayers will be transferring this $1 for pennies.

Other testimony has suggested that Act 221 credits are "sellable." This is an inaccurate
statement. Act 221 credits are not sellable. What are considered sellable are partnership interests in
a qualified high technology business that generates a credit. A person buys an interest in a business
and not a tax credit. A suggestion that credits are sellable is incorrect and transactions characterized
as sales of credits only are potentially subject to audit by the Department.

III. SUGGESTED AMENDMENTS TO CLARIFY THE CREDIT BASED UPON
TECHNOLOGY DEVELOPMENTS.

The Department understands that this legislation is based primarily upon technological
developments in renewable energy systems that produce electricity from sunlight and an attempt to
reconcile the different credit caps and amounts for the varying technologies. The Department
supports redefining the technologies for purposes of this credit. The Department suggests the
Committee consider making the following amendments to the measure as an SD 1 to clarify the
application ofthe renewable energy technologies tax credit to conform to current and future uses of
sunlight and other renewable sources.

IV. REVENUE IMPACT



Department ofTaxation Testimony
HB 2005 HD 1 SD 1
March 18, 2008
Page 3 of6

H.B. 2005 H.D. 1 as drafted results in the following revenue loss:
• FY2009 (loss): $315,000
• FY2010 (loss): $2.3 million
• FY2011 (loss): $1.3 million
• FY2012 and annually thereafter (loss): $2.3 million

The Department's proposed SD 1 results in the following revenue loss:
• Annual loss of $500,000 beginning in FY20l0.

Due to change in solar qualifications (both drafts):

The change in solar qualifications would allow certain types of solar devices to qualify for the
$500,000 credit where originally they would only qualify for the $250,000 solar thermal credit. It is
estimated that at most, 2 of these (commercial) systems will be built per year.

For transferability ofcredit (HD.l as drafted only):

The transferability of the credit is functionally equivalent to making the credit refundable.
Average tax liabilities for different AGI brackets were estimated, and using the 2005 participation
rates for the renewable energy credit, the amount of "carry-over" credit was estimated. From this, it
was assumed that all ofthe carry-over credit would become sold/repurchased, and thus be applied to
someone else's tax liability and result in revenue loss.

The impact due to future commercial projects was calculated from a list ofplanned and/or
proposed projects, with estimated or known completion dates. It was assumed that these projects
would be eligible for the maximum credit of $500,000. It is also assumed that these projects will
have little to no tax liability (as any income will most likely be offset by depreciation), thus the
transferability of the credit will result in a cost equal to the full eligible credit amount. Thus the
revenue loss from commercial properties in a year is equal to $500,000 multiplied by the number of
new facilities built.

PROPOSED SD 2 AMENDMENTS

SECTION 1. Section 235-12.5, Hawaii Revised Statutes, is amended as follows:
"§235-12.5 Renewable energy technologies; income tax credit. (a) When the requirements of

subsection (c) are met, each individual or corporate taxpayer that files an individual or corporate net
income tax return for a taxable year may claim a tax credit under this section against the Hawaii state
individual or corporate net income tax. The tax credit may be claimed for every eligible renewable
energy technology system that is installed and placed in service in the [State] state by a taxpayer during
the taxable year. This credit shall be available for systems installed and placed in service in the [~]
state after June 30, 2003. The tax credit may be claimed as follows:

(1) [Solar thermal] For each solar energy system[s], thirty-five percent of the actual cost or the
cap amount determined in subsection (b), whichever is less; and fer..

fAt Sffigle fafl'lily resiaemial 13ro13erty: thirty fhe 13er eem of the aetual eost or
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$2,250, whichever is less;
tIB ~fuki family resideRtial property: thirty five per C@Rt of the aernal cost or

$350 per aRit, v/hichever is less; aRd
(C) Commercial property: thirty five per c(mt of the actaal cost or $250,000,

whichever is less;
(2) [Wind povlered] For each wind-powered energy system[s], twenty percent ofthe actual cost

or the cap amount determine in subsection (b), whichever is less. fer:.
(At SiRgle family resideRtial property: tweRty per cem of the act1::lal cost or

[$1,500] the cap amoam determmed iR s1%BSectioR (g), whichever is less;
tIB Maki family residemtial property: twenty per ceRt ofthe act1::lal cost or $200

per aRit, v/hichever is less; aRd
fbi COflll1'.lefCial property: tweRty per cem of the act1::lal cost or $500,000,

whichever is less; aRd
(3) [photo'/oltaic] Salar eleetrie eRergy systems for:

(At SiRgle family residemial property: thirty five per cem of the act1::lal cost or
$5,000, whichever is less;

tIB Maki family resideRtial property: thirty five per c@m of the aernal cost or
$350 per aRit, whichever is less; aRd

(C) Commercial property: thirty five per cem of the act1::lal cost or $500,000,
'ivhichever is less;]

provided that ffi1::lltiple OWRers of a siRgle system shall be emitled to a siRgle tax credit; and provided
further that the tEtJ( credit shall be apportioRed betweeR the OWRers iR propOrtiOR to their coRtribrnioR to
the cost of the system.

IR the case of a partRership, S cOrpOratiOR, estate, or trust, the tax credit allowable is for every
eligible reR@wable eRergy teclmology system that is iRstalled and placed iR service iR the [State] state by
the eRtity. The cost upOR which the tEtJ( credit is computed shall be determined at the emity le'/el.
DistribrnioR and share of credit shall be determiRed parsaaRt to sectioR 235 llO.7(a).

(b) The amount ofcredit allowed for each eligible renewable energy technology system shall not
exceed the applicable cap amount, which is determined as follows:

(1) Ifthe primary purpose ofthe solar energy system is to use energy from the sun to heat water
for household use, then the cap amounts shall be:

(A) $2,250 per system for single-family residential property;
(B) $350 per unit per system for multi-family residential property; and
(C) $250,000 per system for commercial property.

(2) For all other solar energy systems, the cap amounts shall be:
(A) $5,000 per system for single-family residential property;
(B) $350 per unit per system for multi-family residential property; and
(C) $500,000 per system for commercial property.

(3) For all wind-power energy systems, the cap amounts that apply shall be:
(A) $1,500 per system for single-family residential property;
(B) $200 per unit per system for multi-family residential property; and
(C) $500,000 per system for commercial property.

For purposes of this section, "household use" means any use that heated water is commonly put to in a
residential setting, and includes any commercial application of those uses.

(c) Multiple owners of a single system shall be entitled to a single tax credit and the tax credit
shall be apportioned between the owners in proportion to their contribution to the cost of the system.

In the case of a partnership, S corporation, estate, or trust, the tax credit allowable is for every
eligible renewable energy technology system that is installed and placed in service in the state by the
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iBehule solar thermal eleetrie aBEl photovoltaie

A usable source of thermal or mechanical energy;
Electricity; or
Fuel.

eBergy systems"

entity. The cost upon which the tax credit is computed shall be determined at the entity level.
Distribution and share of credit shall be determined pursuant to section 235-110.7(a).

[fbj]@ For the purposes of this section:
"Actual cost" means costs related to the renewable energy technology systems under subsection (a),

including accessories and installation, but not including the cost of consumer incentive premiums
unrelated to the operation ofthe system or offered with the sale ofthe system and costs for which another
credit is claimed under this chapter.

"Renewable energy technology system" means a new system that captures and converts a renewable
source of energy, such as wind [, heat (solar thermal), or light (photov:oltaie) from the SliR] or energy
from the sun, into:

(1)
(2)
(3)

"Solar eleetrie
systems.

"Solar or wind energy system" means any identifiable facility, equipment, apparatus, or the like that
converts [iRsolatioR] energy from the sun or wind energy to useful thermal or electrical energy for
heating, cooling, or reducing the use ofother types ofenergy that are dependent upon fossil fuel for their
generation.

"Solar thermal eBergy systems" iBelade solar water heatiBg, solar air eOBElitioBiBg, solar spaee
heatiBg, solar dryiBg, aBd solar proeess heat systems.

[(e)] Btl For taxable years beginning after December 31, 2005, the dollar amount of any utility
rebate shall be deducted from the cost of the qualifying system and its installation before applying the
state tax credit.

[(61] ill. The director of taxation shall prepare any forms that may be necessary to claim a tax
credit under this section, including forms identifying the technology type ofeach tax credit claimed under
this section, whether for solar thermal, photovoltaic from the sun, or wind. The director may also require
the taxpayer to furnish reasonable information to ascertain the validity ofthe claim for credit made under
this section and may adopt rules necessary to effectuate the purposes ofthis section pursuant to chapter
9l.

[~] fg} Ifthe tax credit under this section exceeds the taxpayer's income tax liability, the excess
ofthe credit over liability may be used as a credit against the taxpayer's income tax liability in subsequent
years until exhausted. All claims for the tax credit under this section, including amended claims, shall be
filed on or before the end ofthe twelfth month following the close ofthe taxable year for which the credit
may be claimed. Failure to comply with this subsection shall constitute a waiver ofthe right to claim the
credit.

[fB].au By or before December, 2005, to the extent feasible, using existing resources to assist the
energy-efficiency policy review and evaluation, the department shall assist with data collection on the
following:

(1) The number of renewable energy technology systems that have qualified for a tax
credit during the past year by:
(A) Technology type (solar thermal, solar thermal eleetrie, photoV'oltaie from the

ffiiR;" sun and wind); and
(B) Taxpayer type (corporate and individual); and

(2) The total cost of the tax credit to the [~] state during the past year by:
(A) Technology type; and
(B) Taxpayer type.

(g) A taxpayer who iBstalls aBd plaees iB ser¥iee aB eligible reBewable eBergy teehBology
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system in the state fer whieh a tax eredit under this seetion may he elaimed may transfer the tax
eredit in exehange fer a eash t»ayment eCfHal to the t»resent value of the tax eredit."
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The Department of Business, Economic Development, and Tourism (DBEDT) supports

ofHB2005, HD2, which revises the current definitions of solar systems to include new

technologies being developed.

We defer to the Department of Taxation on tax implications, and concur with their

recommended revisions.

Thank you for the opportunity to offer these comments.

HB2005SDl_BED_03-18-08_EDT_test.doc



To: Senator Carol Fukunaga, Chair

Economic Development and Taxation Committee

From: Sopogy Inc.

Date: March 17, 2008

Subject: Support for HB 200S - Relating to Renewable Energy Technologies

Chair Fukunaga, Vice-Chair Espero, and Members of the Committees:

Sopogy, Inc. (Sopogy) is a solar power technology company based in Hawaii. Our purpose is to

bring renewable solar energy technologies to Hawaii and its people for the betterment of our

environment, independence from volatile imported fossil fuels, and energy stability.

Sopogy has developed a concentrating solar panel that enables the production of electricity, air

conditioning, and/or process heat using the sun's power. Our technology is not categorized as

Photovoltaic but as Solar Thermal and/or Concentrating Solar Power (CSP). Understanding,

therefore, that solar generated electricity can come from a broader range of technologies than just

photovoltaic (PV), Sopogy supports this bill's original language that would broaden the investment

tax credit to all solar electric technologies.

With respect to the Department of Taxation's request to eliminate Section G, Sopogv strongly

rejects the proposed elimination since this would adversely affect efforts to develop all

renewable energy projects within the State of Hawaii. Transferability of tax credits enables

projects to more fully utilize the benefit afforded by the State to incentivize renewable energy

initiatives. Moreover, transferability simplifies investment structuring, and thus attractiveness, by

allowing the tax credits to be shared between both Hawaii and mainland investors with Federal

and State tax liability. Similar to the transferability of tax credits under QHTB (Act 221), Section

G will allow mainland investment in Hawaii's renewable energy projects and spur growth in

Hawaii's renewable industry.

With the ITC equally applied to solar thermal electric and photovoltaics, and with the inclusion of

Section G, Sopogy supports the adoption of renewable energy and energy efficiency measures to

reduce the state's dependence on oil, reduce greenhouse gas emissions, and provide energy price

stability to Hawaii's consumers.

Thank you for this opportunity to testify.

C'>l £').••
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TESTIMONY OF SUNEDISON, LLC IN REGARD TO HB2005 HD1 SD1,
RENEWABLE ENERGY TECHNOLOGIES TAX CREDIT BEFORE THE

SENATE COMMITTEE ON ECONOMIC DEVELOPMENT AND TAXATION
TUESDAY, MARCH 18, 2008

Chair Fukunaga, Vice-Chair Espero and Members of the Committee.

SunEdison is a developer of large solar photovoltaic (PV) systems with seven offices in
five states and an international presence. We simplify the installation of solar electric
resources so that the benefits of solar energy, particularly the reduction in oil-fired grid­
supplied electricity, can be realized in Hawaii. SunEdison develops PV systems at the
lowest possible cost and, as a result, has been the fastest growing solar developer in the
nation. We believe that Hawaii's dependence on oil and the resultant high electricity
prices create an excellent opportunity for solar resources. Our commitment to Hawaii
includes involvement in PUC proceedings, the legislative process and the acquisition of a
local solar company. Our projects employ many people, create economic benefits for the
host customer and local community, and save all utility ratepayers money.

SunEdison supports HB2005 HD1 SD1. Broadening access to the tax credit will enhance
its usability and help diversify Hawaii's energy markets reducing our dependence on
imported oil.

Oil imports in 2006 totaled $3.4 billion at a time when oil prices were in the $60-$70/bbl
range. Recent prices have exceeded $11O/bbl. Over $2 million is spent daily on Oahu
for imported fossil fuels to generate electricity. We have to begin to tum this around - oil
prices are not coming down.

Hawaii originally passed its renewable energy technologies tax credit in 2003 (SB855)
providing an incentive to install renewables such as solar to reduce dependency on
imported oil, which was running about $30/bbl at the time. Indeed, Brian T. Taniguchi,
Chair, Committee on Ways and Means, noted in his committee's report:

Your Committee finds that supporting alternate energy systems is critical
to reducing the State's dependency on imported oil. This dependency not
only sends capital resources out-o.fstate, but also creates a tenuous
reliance on an unsustainable and unstable resource.

Since then however, the tax credit has been little used by solar developers. For 2005, the
most current year for which data is available, the average credit amount per taxpayer was
about $1,000. While 185 residential installations are helpful, the impact on reducing
dependency on foreign oil would be much greater with larger systems. Yet, despite



SunEdisort'
simplifying solar

increasing the commercial tax credit cap from $250,000 to $500,000 in 2006, there are
precious few commercial systems being installed.

There are a number of reasons for this (including net metering limitations and utility­
unique interconnection standards), however tax credit usability is a major problem.
Structuring effective projects for tax credit allocation within a partnership is a complex
and cumbersome process resulting in higher costs. Transferability will reduce these
complications allowing more competition within the industry, reducing installation costs,
and allowing local businesses and non-profits to reduce their power load.

Hawaii tax equity investors have many other investment options that are not tied to
project performance risk. For example, the QHTB (Act 221) tax credit is fully
transferable, offers a typical market return of2 for 1 (i.e. $2 in tax credits for a $1 dollar
investment), and does not have project risk. We can most efficiently match investors with
projects ifwe can transfer the Renewable Energy Tax Credit. Moreover, transferability
will allow solar developers to compete for investors with projects that use the much more
versatile QHTB (Act 221).

Transferability will enable the solar industry to achieve efficiencies and truly enable
Hawaii to become a market where solar development can occur on a significant scale.

The Department of Taxation has legitimate concerns about the administration of such
transferability. To address DOT's concerns more directly, we would be amenable to
additions to the bill which would (l) require a certificate to follow the owner of the tax
credit, (2) indemnify the certificate holder if the property was sold within the first 5 years
such that the owner would be responsible for paying any HI REITC recapture penalty,
and (3) limiting the transfer of the credit to a single transfer.

HB200S HDI SDI provides the necessary transferability in paragraph (g) of Section
1, and we urge the committee to retain this sentence in its current form, or modify it
consistent with the above discussion.

In 2006, Hawaii exported only $16.3 billion in goods and services, including visitor
spending, while importing approximately $24 billion. Let's keep Hawaii dollars in
Hawaii and spend fewer dollars on oil. We would like to thank the Committee for the
opportunity to submit testimony and for the Committee's consideration.

Keith Cronin,
President, SunEdison Hawaii

Rick Gilliam
Managing Director, Western States Policy
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TESTllvIONYOF TaE HAWAII SOLARENERGY ASSOCIATON
mREOARD TO H.B. ZOOS,H.D. II S.D. 1

RELATING TORENEWABL£ ENERGY·TECFINOLOQIES
BEFORE THE

SENATE COMMITTEE ON ECONOMIC DEVELOPMENT &, TAXATIQN
ON

TUES])AY! MARCH 181 2008

Chair Fukunaga, Vice-Chair Espero and members ofthe committee, mynmnc;: isRi¢k
Reed and J represent the HaWaiiSolar Energy Assn (HSEA) .TheHSEAis.aprofessional
tradeasSoqiation esta1;>Ushed.in 1977, and affiliated with theSolar Energy Industries
Association (SEIA) in Washi:qgton1 DX1- FI~EA. represc;:ntsIIia:quIa¢tliters,distijblltors,
conrractorslfinanciers, and utility companies actiyein thesQ1lP'etlergyindllStryi:q
Hawaii. We strongly suppdrt the passa.ge ofH.B. 2005, H.D. 1, s.a 1.

The realm of$()lar energy inc:ludes 1;>ot11 heat Csolarthel1.ll,a.l)and light(solar electricity).
Solar thermal energy is particularly versatile in that it can be used to provide air
conditioning, to heat wateraI1da.ir;ol' to generate electridty; .. High temperature solar
thermal stemn.generators, often referred to generi¢allyas concentrating solar power
(C~P) technoIQgies,arc;:capable (lfgenetatlng enOl1.ll,Ou.SaIl'iountofe:lectrIcity.

H.B. 2005providesadefifiitional change (line IS) that acknowledgesthatbothP'Vand
solarthennal systems are capable ofgenerating electricity. The bill deletes the reference
to "P11otOyoItl1ic energysystems"a.:qd replaces itwith "solare:leGtriG energy systems"~

whichis more accurate a:qd clarifies the rang¢(jfsol;:u- technologies capa.1;>leofgenetating
power.

a,B. ~Q05 also provides a ·q.etlnltion for quaHfylng i'$olar>therma1ener~y systems" ­
thatDo Notgenerate electricity,.., to inc:lude solar water heating, solar air conditioning,
solar spaceiheating, solar drying, and solar process heat systems,

These changes provide clarity to the law and rn.a.Ice thisstatuternore consistent with the
real. \lVor1{l tech:qical applicatioM for solar energy.

Thank you for the opportunity to testify.

p.o. Box 37070 Honolulu, Hnwaii96837
$Ql,,!\.R HQTI,.INE .(808)521-9085



1-1AWAI SAllTION

TESTIMONY OF THE HAWAIl PV COALITION AND THE SOLAR ALLIANCE
IN REGARD

HB 2005 HD 1 SD 1 RELATING TO RENEWABLE ENERGY TECHNOLOGIES
BEFORE THE

BEFORE THE SENATE COMMITTEE ON ECONOMIC DEVELOPMENT AND
TAXATION

ON
TUESDAY, MARCH 18,2008 AT 1:15PM

Chair Fukunaga, Vice-Chair Espero and Members of the Committee.

The Hawaii PV Coalition is a non-profit organization that represents installers, suppliers,
manufacturers and customers of solar electric systems in the state of Hawaii. 1 The Solar
Alliance is a state-focused alliance of solar manufacturers, integrators and financiers
dedicated to accelerating the promise of photovoltaic (PV) energy in the United States.2

The Hawaii PV Coalition and the Solar Alliance supports HB 2005 HD 1 SD 1. We
believe broadening the access to the tax credit by both expanding the definition and
providing for transferring of the tax credit will help diversify Hawaii's energy markets
and reduce Hawaii's dependence on imported energy.

The State of Oregon has a simple pass-through/transfer provision (similar to the one
requested above) that has been helpful in expanding their solar program. In this system a
project owner may transfer a tax credit to a partner in return for a lump-sum cash
payment (the net present value of the tax credit) upon completion of the project. This
system allows non-profit organizations, schools, governmental agencies, tribes, other
public entities and businesses with and without tax liability to use the tax credit by
transferring their tax credit for an eligible project to a partner with a tax liabi1ity.3 The
language currently in this legislation was copied from the Oregon legislation.

We strongly support Hawaii putting in place a similar provision that will likely increase
the rate Hawaii uses renewable energy instead of importing fuels. We understand the
Department of Taxation (DOT) is concerned that "[s]elling the tax credits can be subject

1 The Hawaii PV Coalition, http://www.hawaiipvcoalition.org/
2 The Solar Alliance, http://solaralliance.org/
3nSIRE Incentives by State Incentives in Oregon,
http://www.dsireusa.org/library/inc1udes/incentive2.cfm?Incentive_Code=OR03F&state=OR&CurrentPage
ID=l



to abuse and suspect motivation by parties involves." (Dept. of Taxation testimony on
March 11 before Senate Committee on Energy and Environment). Currently one can
allocate the tax credit within partnership deals. These partnerships can be created in
several layers and can create a complex structure. These partnerships can be even less
transparent than a straight transfer and subject to an even greater level of abuse and
suspect motivation by parties involves.

The goal of the solar community, as well as that of the DOT we believe, is for Renewable
Energy Tax Credit (RETC) investors to be vested in the long-term success ofHI solar
installations.

The solar community understands that DOT would like to be able to track the
transactions with minimum administrative costs so that they can assure that the use of the
tax credit is legitimate. We support DOT's goal here as well. We believe that we can
address these concerns with fairly simple solutions. Limiting the transfer to the credit to
a single transfer, providing for indemnification, and requiring the taxpayer claiming the
credit to attach a project certificate to their tax return would provide a significant level of
traceability and tractability. With this system there would be no need to follow the
allocations through multiple tiers ofpartnerships in certain cases, which the DOT has
remarked about in the Act 221 context. This can be accomplished by inserting the
following language "(1) require owner of the tax credit to file a certificate letter with their
tax returns stating the details of the project, (2) indemnify the certificate holder if the
property was sold within the first 5 years such that the owner would be responsible for
paying any HI REITC recapture penalty, and (3) limiting the transfer ofthe credit to a
single transfer."

Currently, the banks in Hawaii are limiting going forward on.solar projects,4 which is
going to significantly slow the growth ofrenewable energy in Hawaii. Increased
financing of renewable energy projects is greatly needed now. This provision would
facilitate the expansion ofrenewable energy financing, which would in tum reduce fuel
imports and promote job growth in Hawaii. We look to your leadership to help
accomplish this.

We would like to thank the Committee for the opportunity to submit testimony and for
the Committee's consideration.

4 Under Hawaiian bank charter law, a Hawaiian bank is prohibited from selling power. In Hawaii, Bank of
Hawaii ("BOH") and First Hawaiian Bank ("FHB") have historically been active in tax-oriented financing
transactions. As of the beginning of2008, BOH and FHB have shifted to a position of not being willing to
finance Solar PPA deals at all with any company for the foreseeable future.
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SUBJECT: INCOME, Renewable energy technology systems

BILL NUMBER: HB 2005, SD-1

INTRODUCED BY: Senate Committee on Energy and Environment

BRIEF SUMMARY: Amends HRS section 235-12.5 to replace the term "photovoltaic" with "solar
electric." Adds a definition of"solar electric energy systems" to include solar thermal electric and
photovoltaic systems. Also adds a definition of"solar thermal energy systems" to include solar water
heating, solar air conditioning, solar space heating, solar drying, and solar process heat systems.

The taxpayer eligible for the credit may transfer the credit in exchange for a cash payment equal to the
present value of the tax credit.

EFFECTIVE DATE: July 1, 2050

STAFF COMMENTS: Hawaii's income tax credit for alternate energy devices was established by the 1976
legislature originally for solar energy systems and was later expanded to include wind energy devices,
heat pumps, ice storage systems, and photovoltaic systems. This measure proposes to further expand the
state energy tax credits to include solar air conditioning, solar space heating, solar drying, and solar
process heat systems.

While some may consider an incentive necessary to encourage the use of energy conservation devices, it
should be noted that the high cost ofthese energy systems limits the benefit to those who have the initial
capital to make the purchase. If the combined incentives of federal and state income tax credits during
the early 1980's equal to 50% were not able to encourage more than those who did install alternate
energy devices during the period when the federal credits were in effect, it is questionable whether the
state tax credits along with the federal energy tax credits (30%), will encourage many more taxpayers to
install such devices.

If it is the intent of the legislature to encourage a greater use ofrenewable energy systems by extending
the existing energy tax credits to include solar thermal energy systems, as an alternative, consideration
should be given to a program oflow-interest loans available to all income levels as is being proposed in
HB 2101. However, if the taxpayer avails himself of the loan program, the renewable energy credit
should not be granted for projects utilizing the loan program as the projects would be granted a double
subsidy by the taxpayers of the state.

Low-interest loans, which can be repaid with energy savings, would have a much more broad-based
application than a credit which amounts to nothing more than a "free monetary handout" or subsidy by
state government for those taxpayers who more than likely can afford to make the conversion. A
program oflow or no-interest loans would do much more to increase the acquisition ofthese devices.
Persons of all income levels could borrow the funds, make the acquisition, and repay the state program in

1(d)



HB 2005, SD-l - Continued

an amount equal to the avoided costs that their utility bills would now reflect. While this
recommendation has fallen on deaf ears in the past, the above-mentioned proposal would help put such
devices within the reach ofmore people. The credit, on the other hand, merely becomes a windfall for
those who are able to come up with the up-front costs for such devices. This leaves the poor and lower­
middle income families still dependent on fossil fuel energy.

While this proposal focuses on newer alternate energy technologies which are far more expensive to
acquire, it underscores the above point that the credit benefits only those who have the means to install
such devices. If lawmakers truly want to provide a financial incentive for taxpayers to make the switch to
using these alternative energy devices while taking advantage of the credit, then a program ofno-interest,
or low-interest loans would be far more effective. The state could provide the capital to acquire these
devices, and the taxpayer could receive a discount of 30% provided by the federal tax credit. The
amount of the state loan could then be amortized by the energy savings realized by the taxpayer.

Merely providing federal and state tax credits ignores the reality of living in Hawaii, that is, most families
don't have the resources to make such a large capital outlay while struggling to put food on the table.

Digested 3/17/08
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