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Constitutional Mandate
Pursuant to Article VII, Section 10 of the Hawai‘i State Constitution, the
Office of the Auditor shall conduct post-audits of the transactions, accounts,
programs and performance of all departments, offices and agencies of the
State and its political subdivisions.
The Auditor’s position was established to help eliminate waste and
inefficiency in government, provide the Legislature with a check against the
powers of the executive branch, and ensure that public funds are expended
according to legislative intent.
Hawai‘i Revised Statutes, chapter 23, gives the Auditor broad powers to
examine all books, records, files, papers and documents, and financial
affairs of every agency. The Auditor also has the authority to summon
people to produce records and answer questions under oath.

Our Mission
To improve government through independent and objective analyses.
We provide independent, objective and meaningful answers to questions
about government performance. Our aim is to hold agencies accountable
for their policy implementation, program management and expenditure of
public funds.

Our Work
We conduct performance audits (also called management or operations
audits), which examine the efficiency and effectiveness of government
programs or agencies, as well as financial audits, which attest to the
fairness of financial statements of the State and its agencies.
Additionally, we perform procurement audits, sunrise analyses and sunset
evaluations of proposed regulatory programs, analyses of proposals to
mandate health insurance benefits, analyses of proposed special and
revolving funds, analyses of existing special, revolving and trust funds, and
special studies requested by the Legislature.
We report our findings and recommendations to the Governor and the
Legislature to help them make informed decisions.

For more information on the Office of the Auditor, visit our website:
http://auditor.hawaii.gov

Foreword

Our audit of Hawai‘i’s Motion Picture, Digital Media, and Film
Production Income Tax Credit was conducted pursuant to article VII,
section 10, of the Hawai‘i State Constitution and section 23-4, Hawai‘i
Revised Statutes, which require the Auditor to conduct postaudits of the
transactions, accounts, programs, and performance of all departments,
offices, and agencies of the State and its political subdivisions.
We thank the Department of Taxation; the Department of Business,
Economic Development, and Tourism; the Hawai‘i Film Office; and
other individuals whom we contacted during the course of our audit for
their cooperation and assistance.

Leslie H. Kondo
State Auditor
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What problems did the audit work
identify?

Audit of Hawai‘i’s Motion Picture, Digital
Media, and Film Production Income Tax Credit, we found that insufficient
administration of the film tax credit by the Department of Taxation (DoTAX)
and the Hawai‘i Film Office has likely increased the cost of the credit while
overstating the possible economic benefits that it provides to the State.
IN REPORT NO. 16-08,

Why did these problems occur?

of the film tax credit by including
out-of-state expenses as “qualified production costs.” That action is
inconsistent with the plain language of the statute and the Legislature’s
intent that the incentive would stimulate economic growth in Hawai‘i. For
example, expenditures paid to out-of-state businesses and service providers
do not infuse money into Hawai‘i’s economy or provide income for local
residents; they do not create local jobs.

DOTAX HAS BROADENED THE SCOPE

We also found that DoTAX has not adopted administrative rules needed to
provide assurance that the film tax credits are sufficiently administered.
Without such rules, tax credit qualifications are unclear, the film office

Tax credits: tools
for economic
development
TAX CREDITS and other
forms of financial incentives
are forms of government
spending. Tax credits
reduce the amount of tax
that a business otherwise
would be required to pay.
In the case of refundable
tax credits, if the amount
of a tax credit exceeds a
taxpayer’s tax liability, the
excess of the credit over the
liability can be paid by the
government to the taxpayer
in the form of a tax refund.
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does not have the administrative tools to enforce deadlines and other
filing requirements, and there is no requirement that production costs be
independently verified as qualifying for the tax credit. We have serious
concerns about DoTAX’s extended delay in promulgating rules. It has been
more than ten years since the current form of the film tax credit
was enacted.

Although the film tax credit law has existed in its current
form since 2006, DoTAX has yet to promulgate rules.
While we strongly recommend that DoTAX promulgate rules without
further delay, we found a number of provisions in the most recent public
version of the proposed rules that should be revised to provide greater
assurance that the film tax credits are being managed in accordance and
consistent with the statute’s intent.
We also found that the film office’s analysis of film tax credit data does not
measure the incentive’s true costs and reports economic impacts that are
based on incomplete and overstated data. For instance, it includes
an unknown amount of out-of-state expenditures and wages paid to nonresidents, as well as inaccurate production expenditure data. For example,
highly paid producers, directors, actors, and crew are often residents
of other states. While they may spend some of their salary or wages in
Hawai‘i, it is very unlikely that a significant percentage of their Hawai‘iearned income flows into the local economy. Including these salaries and
other out-of-state expenditures in the calculation of benefits to the State
significantly over-inflates the film tax credit’s economic impacts. Instead,
the film office should report to the Legislature on the quality of the jobs
generated by film productions. Currently, the film office collects this type
of information from production companies applying for the tax credit, but it
does not track or report on it.

20/25

The percentages of
qualified production
costs a company
receives as a tax credit
for filming on O‘ahu (20
percent or a neighbor
island (25 percent.

Why do these problems matter?

is set to sunset at the end of 2018, at which time the
Legislature will need to decide whether the benefits of the program justify
its continuing costs. Unfortunately, the film office cannot provide the
Legislature with the relevant, accurate, and timely data necessary to make
this determination.
THE FILM TAX CREDIT

Starring Roles

We found that, for a major motion picture
shot in 2014, above-the-line talent earned
$3.36 million in wages while filming in
Hawai‘i. All of these jobs were filled by
non-Hawai‘i residents. Based on the
Department of Business, Economic
2
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Development and Tourism’s economic
model, the film office likely estimated
that the $3.36 million earned by the
non-resident talent generated more than
$1.41 million in local household income,
even though the majority of the abovethe-line talents’ earnings likely were spent
outside of Hawai‘i.

Chapter 1

Overview of Hawai‘i’s
Film Tax Credit

W

is considered the home of feature films
and major television shows produced by U.S. companies,
locations outside of California have become significant film
production centers in recent years. For example, Louisiana
hosted more major feature films released in 2013 than any other location
on earth. Hawai‘i and other jurisdictions are increasingly using tax
incentives as economic development tools to lure in film and television
productions. As of 2014, 39 states and Puerto Rico had film production
incentives on their books, compared with just a handful that provided
such incentives in the early 2000s.1 Film and television productions are
targeted because they generate crew wages and other expenditures that
directly benefit local vendors and suppliers. The production money also
circulates within local economies, providing indirect benefits to residents
and businesses unaffiliated with the production.
HILE HOLLYWOOD

Legislative history of Hawai‘i’s motion picture, digital
media, and film production income tax credit
Hawai‘i’s income tax credit for motion picture and television production
costs was created in 1997 through Act 107, Session Laws of Hawai‘i
(SLH) 1997. Film and television productions were entitled to a tax
credit of up to 4 percent of production costs incurred in the State, and 6
percent of the expenditures for transient accommodations. In 1999, the
credit increased from 6 percent to 7.25 percent of actual expenditures for
transient accommodations. Act 88, SLH 2006, significantly increased
the tax credit—to 15 percent of eligible O‘ahu production expenditures
and 20 percent of eligible neighbor island production expenditures—and
renamed it the motion picture, digital media, and film production income
tax credit. The purpose of the tax credit, which is set to sunset at the end
of December 2018, is to encourage the industry to hire local residents
and to support training and educational initiatives and opportunities.
More specifically, the Legislature intended that the tax credit would:
(1) provide enhanced incentives that attract more film and television
productions to Hawai‘i, thereby generating tax revenues; (2) generate
jobs and income for residents; (3) support tourism and the natural
beauty of Hawai‘i; and (4) enable Hawai‘i to effectively compete for
productions against other jurisdictions that offer similar incentives.

Tax credits: tools
for economic
development
TAX CREDITS and other
forms of financial incentives
are forms of government
spending. Tax credits
reduce the amount of tax
that a business otherwise
would be required to pay. In
the case of refundable tax
credits, if the amount of a tax
credit exceeds a taxpayer’s
tax liability, the excess of the
credit over the liability can
be paid by the government
to the taxpayer in the form of
a tax refund.

Tax credits, however, are
much less transparent
than direct expenditures
because they are not part
of a state’s budget and are
not appropriated by the
legislature. As a result, tax
credits are much less likely
than other government
spending to be analyzed,
debated, and weighed
against other priorities.

1
National Conference of State Legislatures, State Film Production Incentives &
Programs, May 2014, p.1.
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In 2013, the Legislature increased the tax credit by another 5 percentage
points for production expenditures incurred on O‘ahu and the neighbor
islands. Act 89, SLH 2013, also requires the Department of Business,
Economic Development and Tourism (DBEDT), which administers the
credit through the Film Industry Branch, also known as the Hawai‘i
Film Office (film office), to submit an annual report to the Legislature
detailing the non-aggregated qualified production costs.2 The film
office also must provide the Legislature, annually, with a cost-benefit
analysis of the tax credit.3

The film tax credit law
Hawai‘i’s film tax credit is codified in section 235-17, Hawai‘i Revised
Statutes (HRS), as part of Hawai‘i’s income tax law. The film tax credit
is based on a production company’s expenditures while producing
a qualified film, television, commercial, or digital media project in
Hawai‘i. Although there is no total annual statewide spending cap for
the film tax credit, there is an annual limit for the amount of tax credit
that each production can claim. As of 2013, the maximum amount of
tax credits that a production can claim is $15 million per project per tax
year,4 and the credits must be claimed within 12 months following the
close of a taxable year.
Qualified productions include motion pictures, television shows, music
videos, interactive games, and commercials with expenditures in Hawai‘i.
News, sporting events, and pornography do not qualify for the credit. To
be eligible for the film tax credit, a qualified production must:5
• Have qualified production costs totaling at least $200,000;
• Provide the State, at a minimum, a shared-card, end-title
screen credit, where applicable;
• Provide evidence of reasonable efforts to hire local talent and
crew; and
• Provide evidence of financial or in-kind contributions or
educational or workforce development efforts in partnership
with related local industry labor organizations, educational
institutions, or both, toward the furtherance of the local film and
television and digital media industries.
The film office is required to protect a production’s confidentiality by redacting
information that can reasonably identify the production.
3
Act 89, SLH 2013.
4
Only one entity per project may claim the tax credit. DoTAX Tax Information Release
No. 2009-05.
5
Section 235-17(c) and (l), HRS.
2

4
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Hawai‘i’s film tax credit compared to similar incentives
offered by other jurisdictions
Hawai‘i’s film tax credit is roughly in the middle tier of the film
production-related incentives by one measure: the percentage of the
incentive. Hawai‘i’s film tax credit of 20 to 25 percent of qualified
production costs is the same as California, more than Nevada, and
slightly less than Louisiana and New York, for example. However,
while most states have an annual total funding or program cap, Hawai‘i
has no cap. Also, while some states prohibit or limit incentives to
support wages and salaries paid to non-residents, Hawai‘i allows
productions to include all of the compensation of non-resident cast and
crew earned for work performed in the State as expenditures eligible
for the tax credit. Exhibit 1.1 shows the range of incentives for film
productions in selected states.

Exhibit 1.1
Comparison of Selected States’ Film Production
Incentives
Incentive %*

Total Funding
or Program Cap

Incentive
Type

California

20 or 25

$330 million

Tax Credit

Georgia

20 or 30

No cap

Tax Credit

Hawai‘i

20 or 25

No cap

Tax Credit

Louisiana

30 or 35

$180 million

Tax Credit

New Mexico

25 or 30

$50 million

Tax Credit

New York

30 or 40

$395 million

Tax Credit

25

$2 million

Grant

5-22.5

$32 million

Grant

State

Tennessee
Texas

Source: Office of the Legislative Auditor, State of Minnesota, Minnesota Film & TV Board
Evaluation Report, April 2015; Cast & Crew Financial Services, The Incentives Program,
Fall 2016
*Note: This covers a range of reimbursement rates because many states have different
reimbursement rates based on higher minimum spending amounts, resident wages, or
spending that occurs in different regions of the state.
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Administration and implementation of the film tax credit
Both the Department of Taxation (DoTAX) and DBEDT, through the
film office, are involved with the administration and implementation of
the film tax credit.
DoTAX’s film tax credit responsibilities include adopting administrative
rules to implement the film tax credit, reporting on tax credits claimed
by Hawai‘i taxpayers, conducting taxpayer audits, and disbursing
unused tax credits in the form of refunds.

The film office
The film office, which is part of the Creative Industries Division,
promotes and advocates for Hawai‘i’s film and television production
industry. The film office was established within DBEDT in 1978 to
recognize the increasing importance and potential of the film industry
and serves as a liaison between the State and the industry by providing
information and services to filmmakers. It also operates the Hawai‘i
Film Studio, manages the film tax credit in conjunction with DoTAX,
and oversees the film industry permit application center, which is the
central coordinating entity for processing film permits for the use of
State lands and properties.
The film office prequalifies productions for the film tax credit based
on information contained in a production registration form that a
production company must submit at least one week before its first
Hawai’i shoot date. Upon project completion, the production company
must submit a Hawai‘i production report to the film office. The film
office reviews the production’s reported expenditures, then issues
a certification letter, which the taxpayer submits with its tax forms
to DoTAX. Additionally, the film office, with the support of the
DBEDT’s Research and Economic Analysis Division, is responsible for
submitting an annual report to the Legislature.
In 2015, the film office certified that 35 productions qualified for the
tax credit. On average, there were 37 qualified productions for years
2013–2015. Exhibit 1.2 shows the qualified expenditures and tax
credits certified by the film office during 2014 by production type.
In 2014, the $145.2 million in production expenditures that qualified
for the tax credit, as shown in Exhibit 1.2, would have generated
approximately $17.4 million in Hawai‘i income tax and general excise
tax (GET) revenue. Assuming that the entire $30.1 million in tax
credits certified in 2014 were claimed with DoTAX, the State would
have paid out $12.7 million more in tax credits than the tax revenue
created by qualified production spending.
6
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Exhibit 1.2
Qualified Expenditures and Film Tax Credits Certified by Production Type for 2014

Qualified Expenditures for Television
$92.8 million
$19.1 million tax credit
Qualified Expenditures for Feature Film
$44.6 million
$9.4 million tax credit
Qualified Expenditures for Branded Entertainment (short film/commercial)
$7.9 million
$1.7 million tax credit

Source: Hawai‘i Film Office production certification letters

Film tax credit costs
The film tax credit cost the State about $31.9 million in 2013 compared
to $12.7 million in 2012, when the total film tax credit allowed for a
single qualified production was capped at $8 million. Exhibit 1.3 shows
the number of income tax returns that claimed the film tax credit and
the total amount claimed for years 2011–2013, which was the most
recent data available.

Top Film Tax Credit
Claimants in 2014
1

$52 million
(Television production)

$10.4 million tax credit
2

$40.5 million
(Feature film production)

$8.5 million tax credit
3

$26.8 million
(Television production)

Audit Scope and Methodology
We conducted this performance audit of the film tax credit pursuant
to article VII, section 10 of the Hawai‘i State Constitution and section
23-4, HRS, which authorizes the Auditor to conduct postaudits of the
transactions, accounts, programs, and performance of all departments,
offices, and agencies of the State and its political subdivisions. This is
our first audit of the film tax credit.

$5.4 million tax credit
4

$6.2 million
(Television production)

$1.6 million tax credit
5

$2.8 million
(Feature film production)

$565,678 tax credit
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Exhibit 1.3
Film Tax Credits Claimed by Hawai‘i Taxpayers
for Tax Years 2011–2013
180

Despite the cap per
production being
raised in 2013, the total
amount claimed did not
increase substantially.

150

$150

120

$120

90

$90

Cap per
production
increased
in 2013

60

$60

30
0

$30

2011

2012

Total Qualifying Expenditures

2013

$0

Total Amount Claimed (in millions)

Tax
Year

Production Cap

Total Qualifying
Expenditures

Total Amount
Claimed

2011

$8 million

$127.7

$25.7 million

2012

$8 million

$189.1

$12.7 million

2013

$15 million

$163.8

$31.9 million

Source: Department of Taxation, Hawai‘i Creative Industries Report 2015

Our audit was performed from November 2015 through May 2016 in
accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our
findings and conclusions based on our audit objectives. We believe
the evidence obtained meets these standards for providing a reasonable
basis for our findings and conclusions in this report.
To achieve our audit objectives, we reviewed legislation relevant to
the State’s film tax credit, DoTAX’s proposed administrative rules,
budgets, performance measures, various DBEDT and DoTAX reports,
and other key documents. We also interviewed personnel within the
Creative Industries Division (CID), the film office, and DoTAX who are
involved with the credit’s planning and implementation.
8
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In addition, we reviewed the film office’s policies and procedures
for administering the credit, information provided by the film office
to taxpayers, forms required to be submitted by productions during
the registration and certification processes, the film office’s annual
reports to the Legislature, and other supporting documents. We further
interviewed key personnel within CID, the film office, DoTAX, and
DBEDT’s Research and Economic Analysis Division, who have roles in
administering and reporting on the tax credit.
As part of the work described above, we reviewed the legal
requirements of other selected states’ film prodcution incentives and
identified best practices issued by the U.S. Government Accountability
Office in its Standards for Internal Control in the Federal Government.
We compared the results of our work performed against these and other
relevant criteria to reach our conclusions as they pertain to our audit
objectives.
Based on the understanding of DBEDT’s film tax credit administration
gained through our review of relevant documents and interviews, we
judgmentally selected a sample of 25 productions that the film office
certified for the tax credit during 2014 and 2015 that we determined to
be representative of the entire population of productions certified for
that period. We then reviewed the productions selected to determine
whether the film office complied with its own policies and procedures
to prequalify and certify taxpayers for the incentive in accordance
with the requirements set forth in section 235-17, HRS, and DoTAX’s
proposed administrative rules.

Objectives of the Audit
1. Assess the adequacy of DBEDT management’s planning and
implementation of the film tax credit, in conjunction with
DoTAX.
2. Assess the adequacy of DBEDT’s administration of the film tax
credit.
3. Make recommendations as appropriate.

Auditor’s access to information
Throughout our audit, we requested information and various documents
from the film office. However, we experienced significant delays in
obtaining some of the documents requested. For example, we requested
actual production expenditure information for 2013 and 2014 from

Report No. 16-08 / November 2016
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the film office on December 22, 2015. The office did not make the
information available to us until April 7, 2016.
We were granted access to nearly all production file contents during
the fieldwork phase of the audit, with the exception of the certification
letters issued by the film office to productions, which productions must
submit to DoTAX to claim the tax credit. We could not gain unredacted
access to the letters because they are considered confidential tax
documents that are part of the taxpayers’ returns. Because our access
to these certification letters was restricted, we could not independently
verify the certified expenditure and credit amounts that were provided
by the film office.

10
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Chapter 2

DoTAX’s Inadequate Regulation
Has Increased Costs and
Hindered Assessment of Film
Tax Credits

H

as a location for movies and
television shows, including recent, big-budget blockbusters
such as Jurassic World and Godzilla, and TV series such
as Hawai‘i Five-0. Since 1997, productions have received
taxpayer aid in the form of generous film tax credits. In return, the
productions have created jobs, infused millions of dollars into Hawai‘i’s
economy, and provided global exposure that supports the State’s visitor
industry. However, we found that inadequate administration of the film
tax credit by DoTAX and the film office has likely increased the cost of
the credit, while inflating the possible economic benefits that it provides
to the State. The film tax credits are set to sunset at the end of December
2018, at which time the Legislature will need to decide whether the
benefits of the incentive justify its continuing costs. Unfortunately, the
film office cannot provide the Legislature with the relevant, accurate,
and timely data necessary to make this determination. We also identified
internal control deficiencies that are noted in Chapter 3 of this report.
AWAI‘I HAS A LONG HISTORY

Summary of Findings
1. DoTAX has broadened the scope of the film tax credit by including
out-of-state expenses as “qualified production costs.” This action,
which is inconsistent with the plain language of the statute and the
legislative intent of the incentive, increases the cost of the film tax
credit to the State.
2. DoTAX has not adopted administrative rules needed to provide
assurance that the film tax credit is properly administered. Without
such rules, tax credit qualification requirements are unclear,
the film office does not have the administrative tools to enforce
deadlines and other filing requirements, and there is little assurance
that claimed production costs qualify for the tax credit.
3. The lack of reliable and timely information makes it difficult to
evaluate whether, from a cost-benefit perspective, the film tax
credit is beneficial to the State and for the Legislature to determine
whether or not to extend the credit beyond 2018.
Report No. 16-08 / November 2016

11

Chapter 2: DoTAX’s Inadequate Regulation Has Increased Costs and Hindered Assessment of Film Tax Credits

Allowing out-of-state expenditures to qualify for
the film tax credit increases the credit’s cost to
the State.
As it is currently administered, Hawai‘i’s film tax credit subsidizes not
only a production’s in-state expenditures, but also spending for some
goods and services in other states. How much this out-of-state spending
inflates costs to the State is unclear; what is apparent, however, is that the
policy is not consistent with the film tax credit statute.

20/25

The percentages of
qualified production
costs a company
receives as a tax
credit for filming on
O‘ahu (20 percent) or
a neighbor island (25
percent).

The film tax credit, codified in section 235-17, HRS, provides a
refundable tax credit in the amount of 20 percent of qualified production
costs incurred on O‘ahu or 25 percent of qualified production costs
incurred on a neighbor island. “Qualified production costs,” or the
costs that are eligible for the credit, are defined by statute as “the costs
incurred by a qualified production within the State that are subject to
the general excise tax under chapter 237 or income tax under [chapter
235].”1 However, we found that DoTAX has expanded the film tax
credit to include production expenditures incurred outside of the State
that are subject to Hawai‘i’s use tax under chapter 238, HRS.2 The use
tax is a means for the State to tax goods and services acquired outside of
the State that are not subject to the general excise tax (GET).3 DoTAX
justifies its position by noting that the use tax effectively serves as
“a substitute” or “tax equivalent” for Hawai‘i’s GET and that it was
established to ensure “a level playing field” for business transacted inside
and outside of Hawai‘i.4

Section 235-17(l), HRS (emphasis added).
In 2009, DoTAX issued Tax Information Release (TIR) No. 2009-05, which included
DoTAX’s proposed administrative rules relating to the film tax credit. In relevant part,
section 18-235-17-16 of the proposed rules provides:

1
2

Because chapter 238, HRS, is a substitute for Hawai‘i general excise
tax, production costs incurred by a qualified production in Hawai‘i,
which would otherwise qualify as a qualified production cost, are
considered subject to tax within the meaning of section 235-17(l),
HRS, where the production cost (as either an item of tangible
personal property, service, or contracting) is imported into Hawai‘i
and is subject to the use tax under chapter 238, HRS, and the use tax
is actually paid.
TIR No. 2009-05 at 32 (proposed rule section 18-235-17-16(c), Hawai‘i Administrative
Rules (HAR). The TIR specifically states that the proposed rules, including the above
quoted section, “serve as [DoTAX’s] positions” and that “Taxpayers may rely upon this
TIR and the accompanying revised proposed administrative rules[.]”
3
The GET is a tax assessed on a wide range of businesses and other activities in the state
based on values of products, gross sales, or gross income. Section 237-13, HRS.
4
TIR No. 2009-05 at 32 (proposed rule section 18-235-17-16(a)-(b), HAR).
12
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When implementing a legislatively enacted policy, such as the film tax
credit, an agency’s foremost obligation is to ascertain and put into effect
the intention of the Legislature, which is obtained primarily from the
language of the statute.5 Where the statutory provision is unambiguous, the
agency’s duty is to put into effect the statute’s plain and obvious meaning.6
The definition of qualified production costs in the film tax credit law
appears to be unambiguous: “costs incurred by a qualified production
within the State that are subject to the general excise tax under chapter
237 or income tax under this chapter.”7 Costs subject to the use tax, by
definition, are not incurred “within the State”; those costs are not subject
to tax under either chapter 237 or chapter 235.
By extending the film tax credit to include production costs that are
incurred outside of the State, DoTAX appears to have exceeded its
authority. DoTAX’s understanding that the use tax is intended to
“complement” the GET in the State’s overall excise tax regime does not
allow DoTAX to unilaterally expand the breadth of the film tax credit to
include costs beyond those identified and included by the Legislature.
If a statute is ambiguous, an agency may consider the reason and spirit
of the law in interpreting the law.8 However, we found that DoTAX’s
interpretation of the film tax credit statute to include out-of-state
expenditures subject to the use tax is contrary to the law’s overarching
purpose. The legislative history of the statute reflects that, in 2006,
the Legislature expanded the film tax credit to promote film industry
growth in Hawai‘i because the industry “[i]nfuses significant amounts
of new money into the economy” and creates skilled, high-paying jobs
and income for Hawai‘i residents. Although the Legislature cited other
purposes—to support Hawai‘i’s tourism industry and enable Hawai‘i
to compete with other states, for instance—the broad purpose was to
stimulate economic growth in Hawai‘i. Construing qualified production
costs to include expenditures subject to the use tax means the State is
subsidizing some of a production’s out-of-state costs. Expenditures paid
to out-of-state businesses and service providers do not infuse money into
the Hawai‘i economy or provide income for local residents; they do not
create local jobs. Instead, those out-of-state expenditures infuse money
and jobs into economies of other states, which appears to be neither the
intent nor the spirit of Hawai‘i’s film tax credit.

SUBSIDIZING
OUT-OF-STATE
BUSINESSES
Hawai‘i’s use tax
law, chapter 238,
HRS, imposes a
levy on out-of-state
goods and services
imported for use in
Hawai’i. Providing
production companies
with tax credits for
such expenditures
eliminates the
intended incentive to
hire Hawai’i vendors
and purchase goods
in the State.

Our belief that DoTAX has exceeded its authority notwithstanding,
we found that DoTAX does not follow its own written policy before
5
See State v. Toyomura, 80 Haw. 8, 18, 904 P. 2d 893, 903 (1995); Jou v. Hamada, 201 P.
3d 614, 620-21 (Haw. App. 2009).
6
Toyomura, 80 Haw. at 18, 904 P. 2d at 903; see also sections 1-14 and -15, HRS.
7
Section 235-17 (1) (emphasis added).
8
Section 1-15, HRS.
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qualifying out-of-state expenditures for the tax credit. DoTAX requires
that the use tax be paid before the cost qualifies for the credit.9 However,
we found that the requirement is not enforced. DoTAX does not confirm
with the production or through other means that the use tax had been
paid. DoTAX believed that the film office was requiring some proof
that the use tax had been paid before verifying that the expenditure was
a qualified production cost eligible for the tax credit; however, the film
office does not require any such proof or even require a production to
represent that the use tax had been paid. Moreover, neither DoTAX nor
the film office are aware of the amount of out-of-state expenditures for
which productions have received tax credits. Without such information,
we could not determine the amount of additional cost to the State caused
by DoTAX’s expansion of the film tax credit.
We note that a number of other states subsidize out-of-state spending
by productions through their respective film tax credits. For instance,
while Georgia, Louisiana, Minnesota, North Carolina, Tennessee,
and Washington subsidize purchases only from in-state vendors,
Massachusetts and New York allow out-of-state costs as qualifying
expenditures. However, as discussed above, based on both the plain
language of the statute and the legislative history, we understand
Hawai‘i’s film tax credit to apply to certain production expenditures
incurred in Hawai‘i , not out of state. If either DoTAX or the film office
believes that the film tax credit should include out-of-state expenditures,
we recommend that they request the Legislature to amend the statute to
reflect that intent. Unless and until that happens, we strongly recommend
that DoTAX and the film office allow productions to claim the film tax
credit only for those production expenditures that are subject to Hawai‘i
GET or income tax, as the law currently states.
DoTAX appears to include other types of expenditures as
qualified production costs that are inconsistent with the plain
language of the statute.
In our review of DoTAX’s proposed administrative rules, we found that
DoTAX appears to allow other costs to qualify for the film tax credit that
are outside and beyond those expenditures that the statute defines to be
qualified production costs.
The proposed rules include as qualified production costs: (1) the cost
of insurance premiums that are subject to Hawai‘i’s insurance premium
tax under chapter 431, article 7;10 and (2) the amount of the depreciation
9

TIR No. 2009-05 at 32 (proposed rule section 18-235-17-16(c), HAR).
TIR No. 2009-05 (proposed rule section 18-235-17-14, HAR).

10
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allowance for fixed equipment owned by a production company that
is used in multiple productions.11 However, as discussed above, the
statute includes only those production costs that are “subject to the
general excise tax under chapter 237 or income tax under [chapter 235].”
Neither the cost of insurance12 nor the depreciation allowance are subject
to the GET or income tax.
The total amount of the insurance premiums and depreciation allowances
qualified for the film tax credit are unknown, as neither DoTAX nor the
film office track data on these production expenditures. However, we
noted that a production with qualified production expenditures of nearly
$40.5 million incurred more than $352,000 in insurance costs, which
resulted in more than $70,000 in tax credit to the production.
As with the out-of-state expenditures, we strongly recommend that
DoTAX and the film office allow productions to claim the film tax
credit only for those production costs that are subject to Hawai‘i GET
or income tax until the statute is amended to include costs subject to the
insurance premiums tax and/or the amount of a production’s depreciation
allowance for fixed equipment as qualified production costs.
Without administrative rules, the film office cannot ensure
that film tax credits are awarded properly.
Administrative rules are essential to an agency’s ability to administer
a legislatively enacted program. While the Legislature establishes a
program’s broad framework through statute, rules may be necessary to
provide program details, including, for instance, the specific requirements
and procedures needed to comply with the statute’s conditions. In fact,
Hawai‘i law requires an agency to engage in “rulemaking” to adopt
any “statement of general or particular applicability and future effect
that implements, interprets, or prescribes law or policy, or describes
the organization, procedure, or practice requirements.”13 Those rules
are promulgated pursuant to the Hawai‘i Administrative Procedure Act,
TIR No. 2009-05 (proposed rule section 18-235-17-15, HAR).
Although the statute includes a non-exclusive list of the types of expenditures that
constitute qualified production costs, one of which is “[i]nsurance and bonding,” the
Legislature appears to have intended that only the costs associated with insurance and
bonding that are subject to the GET or income tax be eligible for the film tax credit. In
contrast, the Legislature included as qualified production costs the rent or fees for use of
State or county facilities, notwithstanding that they are not “subject to the general excise
tax under chapter 237 or income tax under [chapter 235].” Section 235-17(l), HRS.
13
Section 91-1(4), HRS (emphasis added). Regulations concerning only an agency’s
internal management, which do not affect private rights or procedures available to the
public, are not “rules” and, therefore, are not required to be implemented in accordance
with chapter 91.
11

12

Report No. 16-08 / November 2016

15

Chapter 2: DoTAX’s Inadequate Regulation Has Increased Costs and Hindered Assessment of Film Tax Credits

chapter 91, HRS, which requires, among other things, public notice and
an opportunity for public comment.14 Generally, once adopted, the rules
have the force and effect of law.15
In the context of the film tax credit, the statute contains a number of
requirements that a production must satisfy to qualify for the tax credit.
Among other things, a production must provide: (1) “a shared-card, end-title
screen credit”; (2) evidence of “reasonable efforts to hire local talent and
crew”; and (3) evidence of “financial or in-kind contributions or educational
or workforce development efforts” that further the local film and television
and digital media industries. In addition, productions must “prequalify” by
registering with the film office and submitting a post-production report to the
film office.
The statute, however, lacks the detail necessary for productions to
understand how to specifically satisfy the requirements to qualify for the
tax credit and for the film office to properly administer the incentive. For
instance, while it is clear that a production must provide “financial or
in-kind contributions or educational or workforce development efforts,”
the statute does not state the amount of monetary or in-kind contribution
needed to satisfy that requirement. We believe that administrative rules
are necessary to specify how DoTAX interprets and intends to implement
the statute, including the required minimum amount of financial or inkind contributions.
The Legislature specifically empowered the DoTAX director to require
productions to furnish information that the director deemed necessary
to determine the validity of a production’s claim for the tax credit and to
implement rules to effectuate the purposes of the statute.16

Although the film tax credit law has existed in its current
form since 2006, DoTAX has yet to promulgate rules.
In 2009, DoTAX issued a Tax Information Release (TIR), which, as
discussed above, included proposed rules to implement the film tax
credit.17 DoTAX originally said it intends to adopt the rules before the
Section 91-3, HRS.
State v. Kimball, 54 Haw. 83, 89, 503 P. 2d 176, 180 (1972).
16
Section 235-17(g), HRS.
17
The DoTAX rules officer said those proposed rules have subsequently been revised, but
because they had not yet been finalized, DoTAX provided the most recent version of the
draft proposed rules to us, with the understanding and agreement that the document was
a confidential draft. For that reason, we refer herein only to the version of the proposed
rules that were included in the 2009 TIR, which we understand to be DoTAX’s most
recent pronouncement regarding its position with respect to the film tax credit. We do not
believe that the new proposed rules change the analysis contained herein.
14
15
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end of 2016. However, as of the date of this report, DoTAX’s temporary
rules still have not been approved by the governor for public hearing.
DoTAX stated that, if the governor approves them before the end of
2016, the rules will be issued as a public draft. The rules officer, who
assumed his current position in 2013, said that he did not know why it
had taken the department more than seven years to begin the process to
formally adopt the rules.
The TIR states that the proposed rules “serve as [DoTAX’s] position”
and “[t]axpayers may rely upon [the] TIR and the accompanying revised
proposed administrative rules[.]” However, the proposed rules are
not official and, therefore, have no legal effect until approved by the
governor.18 Consequently, while taxpayers may rely upon the proposed
rules, neither DoTAX nor the film office can require compliance with
the procedures and other eligibility requirements stated therein. Rather,
those rules merely provide guidance to productions, and DoTAX and the
film office can only rely upon productions’ voluntary compliance.
Administration of the film tax credit has been superficial.
We found ample evidence that, without the ability to compel and
enforce compliance with the proposed rules, DoTAX and the film
office’s administration of the film tax credit has been superficial.
Neither DoTAX nor the film office can compel a production to provide
certain information or to take specific action to satisfy the statutory
requirements, and it is unclear as to the consequence, if any, of a
production’s failure to register with and submit documents to the film
office within the timeframe required by the statute. For instance, we
found seven registration forms that were approved by the film office even
though they were received after the deadline required in the proposed
rules.19 In one instance, the registration form was received more than
one year after the first Hawai‘i shoot date. We also found two production
reports that were received by the film office after the 90-day deadline.20
Although the deadline is set by statute, the DoTAX rules officer said that
the law does not specify any penalty for missing the deadline. Without
rules to provide further guidance, the film office currently consults with
DoTAX on a case-by-case basis to decide whether a production has
waived its ability to claim a film tax credit because it missed a deadline.

It has been more than ten
years since the current
form of the film tax credit
was enacted, and as noted
herein, the lack of rules
has resulted in minimal
accountability and has
severely restricted the film
office’s ability to properly
administer the credit.

Section 91-3(c), HRS.
The proposed rules require a production to submit its prequalification registration to the
film office no later than one week before principal photography begins. TIR No. 2009-05 at
15 (proposed rule section 18-235-17-02(a), HAR).
20
No later than 90 days after the end of the tax year in which the qualified production
costs were incurred, a production must submit a sworn statement to the film office, which
includes a detailed expenditure report. Section 235-17(h), HRS.
18
19
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We have serious concerns about DoTAX’s extended delay in
promulgating rules. It has been more than ten years since the current
form of the film tax credit was enacted, and as noted herein, the lack of
rules has resulted in minimal accountability and has severely restricted
the film office’s ability to properly administer the credit. While we
strongly recommend that DoTAX promulgate rules without any further
delay, we found a number of provisions in the most recent public version
of the proposed rules that should be revised to provide greater assurance
that the film tax credits are being managed in accordance and consistent
with the statute’s intent and that the State is receiving reasonable benefit
relative to the amount of the tax credit that a production receives. Those
provisions are discussed below.
Productions should be required to obtain independent, thirdparty reviews to certify that production costs are eligible for
the film tax credit.
States are increasingly requiring independent verification of production
expenditures under their film tax incentive programs. At least 15 states
now require an audit or other third-party review of a production’s
expenditures.21 Colorado, for example, requires a production’s requested
credit, including the total amount of qualified local expenditures,
financial information, production workforce information, and all backup documentation, to be independently verified by a certified public
accountant (CPA). Maryland and Tennessee require an independent,
third-party auditor’s report on agreed-upon procedures performed by a
licensed CPA. Louisiana directly engages a CPA to prepare a production
expenditure verification report on an applicant’s cost report of production
expenditures, and the applicant is assessed Louisiana’s actual cost for the
production expenditure verification report fee.
DoTAX’s proposed rules require productions with qualified production
costs of $1 million or more to provide the film office with independent
verification of the qualified costs.22 Although the requirement has not
been approved and, therefore, cannot be enforced, a limited number
of Hawai‘i productions voluntarily submitted third-party verification
of their qualified production costs.23 According to the film office,
21
National Conference of State Legislatures, State Film Production Incentives &
Programs, March 2014.
22
TIR No. 2009-05 at 35 (proposed rule section 18-235-17-18, HAR).
23
The film office reported that it requested that a television series with $1.9 million in
qualified production costs to submit an independent, third-party verification of those
costs. According to the film office, the estimated cost to obtain the requested review was
between $10,000 to $12,000, which could be added to the qualified production costs and
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fewer than half of the productions submitted third-party reviews with
their production reports in 2014, as Exhibit 2.1 shows. Examining
those limited instances, we found that independent reviews protect the
State’s interests by identifying errors that inflate the amount of qualified
production costs and, ultimately, a production’s tax credit. We found five
instances in which the third-party reviews submitted by productions in
2014 and 2015 identified non-qualifying expenditures.

Exhibit 2.1
Number of Hawai‘i Productions that Submitted Third-Party
Reviews for Calendar Years 2013–2014
13

20

Productions submitted
third-party reviews

Productions with qualified
expenditures of $1 million
or more

63

Productions did not submit
third-party reviews

56

Productions with qualified
expenditures of less than
$1 million

Source: Hawai‘i Film Office

We agree that an independent, third-party review is essential to proper
administration of the incentive. Such a review assures the State that the
costs, which are the basis for the amount of a production’s film tax credit,
are in fact qualified production costs under the statute. A third-party
analysis of a production’s spending also provides some assurance to the
State that those expenditures appear reasonable.
We thus recommend that the State require an independent, third-party
verification of production costs for all productions applying for the film
tax credit, not just productions with $1 million or more in production
would be eligible for the film tax credit. However, the production said the review was
cost-prohibitive to obtain, notwithstanding its request for a $377,000 film tax credit.
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costs, as the proposed rules currently provide. Without independent
review of a production’s expenditures, the responsibility for ensuring that
the production meets the certification requirements for the film tax credit
falls entirely upon the film office. However, we found that the film office
does not adhere to its own policies and procedures for conducting such
reviews, which were sparsely documented, and thus provided limited
assurance that production expenditures were consistently and thoroughly
reviewed. Given that the film office both administers the film tax credit
and advocates for the industry, duties which may inherently conflict,
independent analyses of production spending can provide greater
assurance that the State is allowing the tax credit only for production
costs that qualify under the statute.
We suggest that the reviews be performed by third-party accounting
firms, verifying that the production costs are eligible under the statute
and reporting their findings in an agreed-upon procedures report for
each qualified production. However, we suggest that the tax opinion,
as described in the proposed rules, provides insufficient verification
of the production costs and, therefore, does not provide the requisite
assurance of the validity of the amounts claimed for the film tax credit.
If the requirement of an independent review cannot be mandated through
an administrative rule, we recommend that DoTAX request that the
Legislature amend the film tax credit law to require such review.
The rules should specifically describe the efforts to hire local
talent and crew that a production must undertake.
To satisfy a statutory requirement that a production make reasonable
efforts to hire local talent and crew, the rules should require the
production to submit documentary evidence that it contacted Hawai‘i
chapters of film industry unions or guilds or that it provided public notice
of its desire to hire locally. While the proposed rules list examples of the
types of documentary evidence that can be submitted—copies of press
releases, flyers, and newspaper ads, for example—we found that the rules
provide insufficient detail on how to satisfy the requirement. Without
specifics on what constitutes “reasonable efforts,” there is minimal
assurance that a production’s actions are sufficient to justify the amount
of the production’s film tax credit.
To ensure that the intent and spirit of the film tax credit law are met
and to protect the State’s interest, we recommend that the rules more
clearly define what constitutes “reasonable efforts.” This could include,
for example, requiring evidence that a production solicited Hawai‘i
residents through an advertisement in a local newspaper or other print
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publications, and by specifying the size and location of the advertisement
and the number of times and frequency that the advertisement must
be published. Without such specificity, neither the film office nor
productions have sufficient guidance as to what constitutes reasonable
local hiring efforts.
Financial or in-kind contributions and education or workforce
development requirements should be increased to more
appropriately align with the amount of a production’s
qualified production costs.
The Legislature intended that the film tax credit support and help grow
the State’s film industry, including developing a local workforce, by
requiring productions to make financial contributions to Hawai‘i schools
or to provide training and educational initiatives and opportunities.
Accordingly, the statute requires productions to submit evidence to
the film office of “financial or in-kind contributions or educational
or workforce development efforts, in partnership with related local
industry labor organizations, educational institutions, or both, toward the
furtherance of the local film and television and digital media industries.”24
The proposed rules clarify that only one contribution is necessary to
fulfill the statutory requirement. The proposed rules further define the
monetary amount of the financial or in-kind contributions required under
the film tax credit law: “at a minimum, equal to the lesser of 0.1 percent
of a production’s qualified production costs or $1,000.”25 The proposed
rules also state that a production may fulfill its workforce development
requirement by merely providing “[a]t least one on-set or post-production
internship” through a local public or charter school26 or “[a]t least one onset craft apprenticeship” through one of the local labor unions.27
We suggest that, when compared to the amount of the film tax credit
awarded, the State is not receiving sufficient benefit; that is, the financial
contribution and workforce development requirements seem unlikely
to help meaningfully grow the local film industry. For example, a
production with $1 million in qualified production costs incurred on
a neighbor island is entitled to receive a film tax credit of $250,000.
Yet, that production can satisfy the requirement by making a monetary
contribution of only $1,000, which is only 0.4 percent of its tax credit.
Section 235-17(d)(5), HRS.
TIR No. 2009-05 at 40 (proposed rule sections 18-235-17-20(d)(1) and -20(d)(2),
HAR) (emphasis added).
26
TIR No. 2009-05 at 40 (proposed rule section 18-235-17-20(d)(3), HAR) (emphasis
added).
27
TIR No. 2009-05 at 40 (proposed rule section 18-235-17-20(d)(4), HAR) (emphasis
added).
24
25
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A production that receives $15 million in film tax credits, which is the
maximum statutory amount, can similarly satisfy the requirement by
making a $1,000 contribution to a Hawai‘i public school; a production
with $200,000 in neighbor island incurred qualified production costs may
be eligible for a film tax credit of $50,000, but, under the proposed rule,
is required to make a contribution of only $200.
While we offer no opinion as to the amount that may be more reasonable
for a production to contribute to be entitled to the film tax credit, we
recommend that the amount be increased. If a production’s financial
or in-kind contribution is intended to be more than merely symbolic,
we believe that the value must be better aligned with the amount of the
tax credit that the production is entitled to receive. Similarly, if one of
the purposes of the film tax credit is to develop the local film industry,
including training Hawai‘i residents, we suggest that requiring only one
internship or one apprenticeship does not meaningfully advance the
Legislature’s intent of developing Hawai‘i’s film industry or provide the
State with reasonable value relative to the amount of the film tax credit.
Unenforceable and unmonitored requirement for productions
to provide end credits to the State raises questions as to
whether Hawai‘i is receiving exposure benefits.
The Legislature intended that in exchange for subsidizing a certain
amount of production costs, productions must provide the State with
shared-card, end-title screen credits.28 However, we found that the
film office neither requires a production to submit evidence that it has
provided the required screen credit nor independently tracks whether
a production complied with the requirement. We found 11 out of 19
productions that we reviewed did not submit screen credits as required by
law, despite being certified for the film tax credit.
We also found that the proposed rules are silent as to the screen credit
requirement. We recommend that the rules specify how a production
must satisfy the screen credit requirement and the evidence or other
type of assurance that the production must submit to be eligible for the
tax credit and ensure that the production will provide the State with
the required screen credit. For example, New York’s post-production
tax credit application requires submission of a frame grab from the
production’s end credit sequence to verify that the state was provided
credit.29
Section 235-17(d)(3), HRS.
New York State Post-Production Tax Credit End Credit Requirements. http://esd.ny.gov/
businessprograms/Data/Film/2016/EndCreditRequirements_Post_2016.pdf
28
29
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The “benefit” of the film tax credit cannot
be reasonably assessed a decade after the
incentive was expanded because of insufficient,
inaccurate, and untimely production data.
In addition to administering the film tax credits, the film office also
is required to report annually on the levels of incentives granted to
productions and perform a cost-benefit analysis of the credits. We found
that the film office’s analysis of film tax credit data does not measure the
incentive’s true costs and reports economic impacts that are based on
incomplete and inflated data.
Inclusion of “above-the-line” salary numbers and weak tracking
and reporting impair the current economic analysis of the film
tax credit.
Prior to each legislative session, DBEDT is required to report the nonaggregated qualified production costs that are the basis for productions’
film tax credit claims to the Legislature.30 DBEDT is also required to
submit a “cost-benefit analysis” of the film tax credit.31 We found that
the film office’s annual report to the Legislature includes an accounting
of the office’s costs to administer the credit, which is specifically required
by the statute, as well as estimated qualified production expenditures,
estimated film tax credits itemized by production, and number of each
production’s local and out-of-state hires. The report also includes
certain economic impacts that are generated by DBEDT’s Research and
Economic Analysis Division (READ) and based on the amount of total
qualified production expenditures compiled by the film office. However,
the chief state economist, who is the head of READ, acknowledged that
these metrics do not constitute a cost-benefit analysis of the film tax
credit.32
The chief state economist said that a true cost-benefit analysis of the tax
credit should take into account the costs, including the amount paid in
Section 235-17(i)(4), HRS.
Act 89, SLH 2013, section 4. Section 235-17(i), HRS, further requires DBEDT to
annually submit a report detailing “the non-aggregated qualified production costs that
form the basis of the tax credit claims and expenditures, itemized by taxpayer, in a
redacted format[.]”
32
READ, in collaboration with the Creative Industries Division and the film office,
separately produced a creative industries benchmark report in 2007, which it updated
in 2010, 2012, 2014, and 2015. The 2015 report includes a number of refined metrics
intended to more effectively monitor the progress of Hawai‘i’s creative sector, including
the film industry. That report, too, does not analyze the cost-benefit of the film tax credit.
30
31
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tax incentives, and the benefits to the State. He added that the analysis
should include, for instance, the estimated amount of industry earnings
by non-residents that “leaked out” of the State, as well as the number
of visitors who came to Hawai‘i directly because of their exposure to
productions filmed in the State. He also noted that the economic impact
numbers compiled by READ do not consider the cost to residents and
businesses from the closure of public spaces, such as roads and buildings,
to accommodate a production’s filming. Additionally, READ does not
adjust its calculations to account for “free-riders,” or those productions
that would have filmed in Hawai‘i regardless of whether the State offered
a film tax credit. Although the chief state economist said factoring in all
of this information would be difficult, a true cost-benefit analysis should
attempt to quantify these factors to determine whether the film tax credit
is a net benefit for Hawai‘i.

We found that, for a major
motion picture shot in
2014, above-the-line talent
earned $3.36 million in
wages while filming in
Hawai‘i. All of these jobs
were filled by non-Hawai‘i
residents.

The film office’s report includes READ’s calculation of the film tax
credit’s economic impact to the State. However, we found that analysis
to be superficial and overstated, as it includes an unknown amount of
out-of-state expenditures and wages paid to non-residents, as well as
inaccurate production expenditure data.
READ applies various multipliers to the total amount of qualified
production costs provided by the film office in order to estimate how
production spending circulates through the economy in the form of
household income, other industry sales, and state tax revenue.33 While
we did not examine READ’s multipliers, we found that the qualified
production costs used to estimate the economic impact of the film
tax credit include out-of-state expenditures that have little impact on
Hawai‘i’s economy. Payments to “above-the-line” talent, such as highly
paid actors, directors, and producers who often live outside of Hawai‘i,
are also used to calculate Hawai‘i impacts. Although the film office
requests productions to report the number of their local and out-ofstate hires, it does not track whether actual production jobs are filled by
Hawai‘i residents or non-residents.
We found instances in which nearly all above-the-line talent salaries
were paid to non-Hawai‘i residents, and those amounts were included to
estimate the film tax credit’s local economic impacts. For example, we
found that, for a major motion picture shot in 2014, above-the-line talent
earned $3.36 million in wages while filming in Hawai‘i. All of these jobs
were filled by non-Hawai‘i residents. The inclusion of these relatively
few, high-paying jobs inflates the film tax credit’s economic impacts to
33
For its estimate of the amount of other industry sales generated to support the local
economy, READ uses a multiplier of 1.75, which means an additional $0.75 is generated
in other industry sales for every $1 that a production spends in Hawai‘i. READ’s
multiplier is 0.42 and 0.12 for household income and tax revenue, respectively.
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the extent that these moneys are spent outside of Hawai‘i or paid to nonHawai‘i residents.

In reviewing its film tax incentive, Massachusetts recognized the
importance of properly tracking data on the types of production hires, as
well as out-of-state expenditure amounts, to measure its film tax credit’s
economic benefits. In its 2016 report, the Massachusetts Department of
Revenue found that not all production spending benefits the Massachusetts
economy or its residents, noting that production spending “leaks out” of
the Commonwealth’s economy if spent on imports of goods or services,
or employment of non-residents. Payments to Massachusetts residents
have much higher multiplier effects than payments to non-residents,
since a greater proportion of income earned by residents is spent on local
businesses, which, in turn, generates additional local economic activity.
While expenditures to non-resident actors and crew may constitute
qualified production costs that are eligible for Hawai‘i’s film tax credit,
we believe that the film office’s inclusion of those expenditures in the
base production costs to which READ applies its multipliers greatly
over-inflates the economic impact to the State. Productions should be
required to report out-of-state expenditures34 and salaries and wages paid
to non-residents, including below-the-line actors and production crew, as
part of the post-production reports they submit to the film office. READ
should not include these costs to calculate Hawai‘i impacts. To ensure
that the film office can require productions to report such information, we
recommend that DoTAX require this reporting in the administrative rules
that it promulgates to implement the film tax credit, if necessary. We
further recommend that the film office consult with READ to determine
whether other qualified production costs should be excluded from the

STAR SALARIES
SKEW IMPACTS
BIG-NAME

Hollywood talent
often command big
salaries; the question
for policymakers is:
How much impact
do these salaries
have on local
economies?
In the case of Walt
Disney’s Pirates
of the Caribbean:
On Stranger Tides,
which was partially
shot in Hawai’i in
2010, Johnny Depp
reportedly received
an upfront payment
of $55 million, or
22 percent of the
production budget. If,
hypothetically, Depp
earned one-quarter of
his wages or $13.75
million for filming
in Hawai‘i, his pay,
by itself, would have
purportedly generated
$24.06 million in
local sales and more
than $10.11 million
in income for local
households, using
READ’s multipliers.

Photo: Peter Mountain © Disney Enterprises, Inc. All Rights Reserved.

While the non-resident actors, producers, directors, and crew may spend
some of their salaries or wages in Hawai‘i, the chief state economist
agreed that it is very unlikely that a significant percentage of their
Hawai‘i-earned income flows into the local economy; rather, nonresident actors and others spend the bulk of their earnings outside of
Hawai‘i, most likely in the states in which they live. However, the chief
state economist said that he was unaware that the qualified production
costs provided by the film office included out-of-state expenditures and
non-resident salaries. Because READ’s analysis is a product of two
factors–the multiplier and the qualified production costs–the chief state
economist said that including the out-of-state costs and expenditures to
non-residents distorts the economic impact of the film tax credit.

As discussed above, in our view, out-of-state expenditures subject to Hawai‘i’s use
tax are not qualified production costs, as defined in the film tax credit statute, section
235-17(l), HRS. For that reason, even if the statute is amended to qualify the out-ofstate expenditures, those costs should not be included in the qualified production costs
provided to READ.
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economic impact calculation for the incentive’s cost-benefit analysis and,
if so, consider requiring productions to separately report those costs.
The film office should report to the Legislature on the quality
of jobs generated by productions, not simply the number of
new jobs.

RESIDENT
VS. NONRESIDENT
In 2013,
Massachusetts
found that about
68 percent of the
$170.5 million, or
almost $116 million,
in film production
wages went to
non-residents. Of
that amount, about
$62 million went
to individuals who
were paid more
than $1 million,
all of whom were
non-Massachusetts
residents.

One key component needed to evaluate the benefits of the film tax credit
is information on the quality of the jobs generated by the incentive and
whether those positions are filled by residents. For example, reporting
that a production hired 100 Hawai‘i residents for its film may suggest
that the production created many new jobs and infused money into the
State’s economy. However, if the majority of those Hawai‘i residents
were hired to be production extras, the economic impact to the State,
including job creation, may be relatively insignificant.
Although the film office collects information about the quality of the jobs
created by the productions applying for the film tax credit, the film office
does not track or report that information.35 On its production report,
the film office requests that productions indicate the number of Hawai‘i
resident and non-Hawai‘i resident hires by category, such as above-theline directors, producers, writers, and principal cast; talent, including
supporting cast and extras; department heads and keys; below-the-line
crew; and other hires. Productions are also asked to report the number
of local and out-of-state hires by department, from accounting to hair
and make-up to visual effects, as well as the number of Hawai‘i hires
by county residency. Such information, if properly tracked by the film
office, could significantly enhance its assessment of the film tax credit’s
benefits to the State in creating jobs, as intended by the Legislature.
A number of other states that provide production incentives have
measured the average salaries of incentivized jobs as one metric for
job quality.36 We agree such information can help the Legislature
evaluate the tax incentive. Accordingly, we recommend that DoTAX
adopt administrative rules that require productions to include the types
of information that the film office’s production report currently asks
productions to voluntarily report. The data will enable the film office to
provide a more comprehensive picture of the incentive’s effectiveness in
creating skilled, high-paying jobs for Hawai‘i residents.

We note that READ, in the 2015 Hawai‘i’s Creative Industries report, found the
number of residents employed by Hawai‘i’s film and creative media industries declined
by an average of 2 percent annually from 2004 to 2014.
36
The Pew Charitable Trusts 2014, How to Measure the Results of Tax Incentives:
Promising Practices and a Proposal for Nebraska, 2014. The report additionally notes
35
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Conclusion
In its report to the Legislature for 2015, the film office states that
“[t]he Motion Picture, Digital Media and Film production tax credit
is performing as the Legislature intended: Stimulating the economy
and creating high‐paying jobs to serve a clean industry that preserves
Hawai‘i’s natural and cultural resources and provides valuable exposure
for our Islands as a world‐class filming and visitor destination.”
However, based on our examination of the film tax credit, we cannot
confirm that the film tax credit is resulting in a net benefit for the State
because the information reported by the film office is incomplete,
inflated, and insufficient.
What we do know is that DoTAX and the film office need to be more
accountable for the administration and oversight of the film tax credit.
Chief among these changes is the need for DoTAX and the film office to
limit the application of the tax incentive to those production costs that the
Legislature intended to be eligible for the film tax credit. Out-of-state
expenditures subject to Hawai‘i’s use tax are not qualified production
costs, as that term is defined in the film tax credit statute. DoTAX also
must adopt administrative rules to fully implement the film tax credit
law. Without the necessary definition to statutory requirements, the film
office has limited guidance as to its responsibilities in administering the
credit and productions may be unclear as to their obligations to qualify
for the film tax credit. DoTAX’s adoption of administrative rules will
give the film office the needed tools to effectively administer the film tax
credit and ensure the tax incentive achieves its intended purposes.

Recommendations
1. The Department of Taxation should:
a. Adopt administrative rules for section 235-17, HRS, and
consider incorporating the following provisions:
i. Require all productions to obtain an independent review by a
certified public accountant of qualified production costs and
provide the report to the film office prior to being certified
for the tax credit;
ii. Specify actions that satisfy the statutory requirement for
productions to make reasonable efforts to hire local talent and
crew;
that there are other factors that may play into the quality of the jobs created by incentives,
including the benefits of the jobs, whether they are ongoing as opposed to temporary, and
whether they are filled by state residents.
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iii. Require a more reasonable minimum financial or in-kind
contribution and educational or workforce development
contribution of productions and consider basing the amount
of such contributions on the amount of a production’s
qualified production costs;
iv. Require productions to provide proof of the shared-card,
end-title screen credit to the film office prior to being
certified for the tax credit;
v. Require all productions to provide the following information
as part of submitted post-production reports: (1) the number
of Hawai‘i resident and non-resident hires by category, such
as above-the-line, below-the-line, and extras; (2) salary and
wage information for resident actors, producers, directors,
and other hires; (3) salary and wage information for nonresident actors, producers, directors, and other hires; and (4)
any other information that DBEDT determines necessary to
estimate the benefits of the tax credit; and
vi. Include a penalty for productions claiming the tax credit
that do not meet the 90-day filing deadline to submit
their written, sworn statements to DBEDT, similar to the
stipulation for productions failing to prequalify for the credit
by registering with DBEDT currently in section 235-17(f),
HRS.
b. Request the Legislature to amend the statute to address the
above recommendations if the department cannot implement the
recommendations through administrative rule.
2. The Hawai‘i Film Office should:
a. Collaborate with READ to identify the specific production
information READ needs to prepare a comprehensive costbenefit analysis and/or economic output estimates that account
for the different categories of jobs created, salaries and wages of
resident and non-resident production hires, and any other relevant
information; and
b. Improve its reporting to the Legislature on the film tax credit by
ensuring that the reported data is accurate, consistent, and timely.

28

Report No. 16-08 / November 2016

Chapter 3

Internal Controls

I

is a process adopted by those charged with
governance and management to provide reasonable assurance
that an organization’s mission, goals, and objectives will be
achieved. Internal controls comprise the plans, policies, procedures,
and systems for planning, organizing, and directing operations and
measuring, reporting, and monitoring performance. They generally
relate to:
NTERNAL CONTROL

• Effectiveness and efficiency of operations;
• Reliability of reporting for internal and external use; and
• Compliance with applicable laws and regulations.
A deficiency in internal control exists when the design or operation of a
control does not allow management or employees, in the normal course
of performing their assigned functions, the reasonable opportunity to
prevent, detect, or correct (1) impairments to effectiveness or efficiency
of operations, (2) misstatements in financial or performance information,
or (3) violations of laws and regulations on a timely basis.

Internal Control Deficiencies—
Hawai‘i Film Office
Based on our audit, we found the following internal control deficiencies
which we believe are significant to our audit objectives:
Reviews of production company submissions to prequalify
and certify for the tax credit are inconsistent.
The film office has implemented policies and procedures for reviewing
documents received from production companies to ensure all required
forms and information have been submitted at each respective stage.
Those policies and procedures include the following checklists to
facilitate their reviews: (1) a tax credit task list for reviewing production
registration forms to prequalify for the tax credit; (2) a Hawai‘i
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production report review checklist for reviewing production reports
submitted upon project completion; and (3) a certificate letter checklist
for preparing final certification letters. The film office has one staff, an
economic development specialist, assigned to perform reviews for all
submitted productions.
Of the 25 production files we reviewed, 6 were missing tax credit task
lists, 1 production report review checklist was only partially completed,
and 4 certificate letter checklists were blank. Because these reviews
are not consistently documented, they provide limited assurance that
all required documents and information are received from production
companies before they are prequalified or certified for the tax credit.
Additionally, although the tax credit task list and production report
review checklist include steps to ensure the registration form and
production report are “filled out completely,” we found one registration
form and three production reports submitted by productions that were
incomplete.
Certifications of qualified production expenditures are not
well-documented.
Productions applying for the film tax credit are required to submit
a production report no later than 90 days following the end of each
taxable year in which qualified production costs were expended. The
production report must include a detailed report of qualified production
expenditures. Film office policies and procedures state that personnel are
required to review expenditures to ensure they qualify for the tax credit,
which may entail reviewing expenditures line-by-line, or spot-checking
expenditures of larger productions, such as major motion pictures. The
process also involves checking for calculation errors, misstatements, and
unusual or excessive expenditures.
We found that the film office does not consistently do line-by-line
reviews or spot-checks of production expenditure reports. Eleven of 25
production files we reviewed showed minimal evidence of film office
review, some containing only checkmarks next to the total expenditures
amounts. We also noted several discrepancies in expenditures that had
not been detected, although the affected productions had been certified.
The same economic development specialist is also the only staff assigned
to conduct these certification reviews, and when asked whether she
reviews line-by-line, she stated that she “does her best.”
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Annual reports to the Legislature are inaccurate and
inconsistent.
Section 235-17, HRS, requires DBEDT to submit a report to the
Legislature before each regular session detailing the non-aggregated
qualified production costs that form the basis of tax credit claims and
expenditures, itemized by taxpayer, in a redacted format to preserve
taxpayer confidentiality. We found that the reports prepared by the
film office are not formally reviewed or verified before submission
to the Legislature, resulting in inaccurate reporting of film tax credit
information to policymakers.
For example, we found discrepancies in qualified expenditures and jobs
data for 15 of 25 productions reported in calendar years 2014 and 2015
when comparing that data against registration forms. Additionally,
reports submitted to the Legislature for 2013 through 2015 state that the
total amounts in the report “are estimates based on the respective Hawai‘i
Production Registration applications.” However, we found several
inconsistencies in which reported data were based on actual figures taken
from production reports rather than registration forms. The film office’s
2013 and 2014 annual reports further state that DBEDT will provide a
subsequent report to the Legislature “that details the actual production
expenditures” before the 2015 and 2016 legislative sessions, respectively.
The film office has not yet submitted such reports.

We found the total
qualified expenditures
of $163 million in 2014’s
annual report were
overstated by $21 million
because of inaccurate
allocation of a television
series’ expenditures that
spanned calendar years
2014 and 2015.

In addition, the film office provided us with internal drafts of updated
reports for 2013 and 2014,1 which detailed actual qualified production
expenditures. When we compared these updated figures to the annual
reports submitted to the Legislature, we found that reported qualified
production expenditures were overstated by approximately $29 million
and $49 million for 2013 and 2014, respectively. Further, we found
discrepancies in 5 of the 17 production files we reviewed for 2014 when
comparing the 2014 updated draft report to production report documents.

According to film office personnel, these updated draft reports have not been submitted
to the Legislature.

1
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Office of the Auditor’s
Comments on the Affected
Agencies’ Responses

W

E TRANSMITTED A DRAFT of this report to the Department
of Taxation (DoTAX) and Department of Business,
Economic Development, and Tourism (DBEDT) on
October 28, 2016, and met with representatives of both
departments, jointly, on November 1, 2016, to discuss the draft. DoTAX
and DBEDT subsequently provided written responses to the draft report,
which are Attachments 1 and 2, respectively. At our request, DoTAX
provided a copy of the memorandum from the Hawai‘i Department of
the Attorney General (Attorney General) dated October 17, 2016, that is
referenced in its response as support for DoTAX’s expansion of the film
tax credit to include productions’ out-of-state expenses. The Attorney
General’s memorandum is included herein as Attachment 3.

For the reasons explained in detail below, we disagree with the majority
of DoTAX’s and DBEDT’s responses to the draft audit report. Where we
agree with points raised in DoTAX’s and/or DBEDT’s responses, we also
indicate our agreement to those positions herein and report any revisions
to the draft report that were made to address those points.

DoTAX’s Response to the Draft Audit Report
The film tax credit statute defines, unambiguously, the production costs
that qualify for the credit to be those costs that a production incurs
“within the State that are subject to the general excise tax under chapter
237 or income tax under [chapter 235].” We found that DoTAX has
expanded the cost of the film tax credit to the State by allowing out-ofstate expenditures that are subject to the use tax under chapter 238 to
qualify for the tax credit.
DoTAX disagrees with our finding, quoting an Attorney General opinion
that DoTAX requested to respond to our finding: “To avoid subjecting
the film tax credit to constitutional challenge, the [DoTAX] Director
has correctly recommended the inclusion of the use tax as a qualified
production cost.”
While we have no position about the constitutionality of the film tax
credit statute, we disagree that the DoTAX director can ignore the
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statute’s plain and unambiguous language. As we explained in our
report, it is well-settled that “the fundamental starting point for statutory
interpretation is the language of the statute itself. . . . [W]here the
statutory language is plain and unambiguous, [an agency’s] sole duty is
to give effect to its plain and obvious meaning.”1

Moreover, the DoTAX
director’s belief that
the film tax credit law,
as written, may be
unconstitutional does not
allow him or her to, in
essence, create a new tax
credit for productions’ outof-state costs.

Moreover, the DoTAX director’s belief that the film tax credit law,
as written, may be unconstitutional2 does not allow him or her to, in
essence, create a new tax credit for productions’ out-of-state costs.
The separation of powers doctrine, which is one of the tenets of our
democratic form of government, confers distinct and separate powers
on each branch of government: the legislative branch makes, amends,
and modifies laws; the executive branch, of which DoTAX is a part, is
responsible to “faithfully execute” those laws; and the judicial branch
interprets those laws. By “amending” the film tax credit statute’s
definition of the types of production costs that qualify for the tax
credit, DoTAX has engaged in lawmaking. DoTAX cannot usurp the
Legislature’s power simply because it has concerns that the statute
may be subject to a constitutional challenge.3 As stated in our report,
DoTAX must ask the Legislature to amend the statute to address what it
believes may raise constitutional issues.
Awakuni v. Awana, 115 Hawai‘i 126, 133, 165 P.3d 1027, 1034 (2007). The Attorney
General quotes the same language in its memorandum purportedly as support for
DoTAX’s expansion of the film tax credit law to include the cost of insurance premiums
that are subject to tax under chapter 431. See Memorandum at 6-7. Similar to
DoTAX’s inclusion of the out-of-state costs, we found that DoTAX improperly allowed
the cost of insurance subject to the insurance premium tax under chapter 431 to be
eligible for the film tax credit. We believe that the Attorney General’s analysis with
respect to that finding is directly contrary to well-settled legal precedent, including
the Hawai‘i Supreme Court opinion quoted therein, and therefore, is unpersuasive.
In opining that “the plain reading” of the film tax credit statute supports DoTAX’s
inclusion of the cost of insurance subject to the insurance premium tax under chapter
431, the Attorney General myopically focuses on one term in section 235-17(l),
HRS, ignoring the unambiguous language immediately above that term: “Qualified
production costs” means the costs incurred by a qualified production within the State
that are subject to the general excise tax under chapter 237 or income tax under
[chapter 235]. . . . Qualified production costs include but are not limited to . . .
insurance and bonding.” (Emphasis added).

1

It also is beyond the DoTAX Director’s authority to declare the statute to be
unconstitutional. The Hawai‘i Supreme Court has expressly held that “[a]gencies may
not … pass upon the constitutionality of statutes.” HOH Corp. v. Motor Vehicle Indus.
Licensing Bd., Dep’t. of Commerce and Consumer Affairs, 69 Haw. 135, 141, 736P.2d
1271, 1275 (1987).

2

When a court determines that a statutory provision is unconstitutional, the state agency
that administers that provision is not then allowed to amend the language of the statute
to address the constitutional infirmaties; rather, the provision has no effect, i.e., it is void
ab initio. The Legislature has the power to “fix” the provision by amending the statute
or enacting a new law. We are unaware of any legal authority that would change the
process and confer the legislative power on the DoTAX Director simply because he or
she, rather than a court, declares the film tax credit statute may be unconstitutional.

3
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DoTAX also disagrees with our finding that its delay of more
than ten years in adopting administrative rules has deprived both
DoTAX and the film office of the tools necessary to properly administer
the film tax credit and to ensure that the State’s interest is adequately
protected. DoTAX’s apparent belief that the Tax Information Releases
(TIRs) provide sufficient guidance for taxpayers and the film office is
misplaced. As we noted in the report, the TIRs are not mandatory; i.e.,
neither DoTAX nor the film office can require compliance with the TIRs.
We believe that chapter 91 requires DoTAX to enact administrative rules
to implement the film tax credit and that the “guidance” that DoTAX has
offered through the TIRs does not satisfy that statutory requirement. We
strongly recommend that DoTAX consult with the Attorney General as
to whether its practice of issuing TIRs in lieu of enacting administrative
rules, when necessary, is appropriate.
DoTAX added that the governor approved temporary film tax credit
rules that took effect on October 20, 2016, and are effective for 18
months. Because the temporary rules were approved subsequent to the
completion of our fieldwork, we did not consider the temporary rules
for purposes of our report. We have not reviewed the temporary rules
and simply accept DoTAX’s representation as to the content of those
rules. To the extent that the temporary rules do not fully include or
address our recommendations contained in the report, we continue to
believe that DoTAX should implement those recommendations through
rule or, if necessary, request that the Legislature amend the statute.
Lastly, DoTAX notes that a graphic in the draft report, Exhibit 1.3,
mistakenly reported that 128 productions received a film tax credit
for tax year 2011. As DoTAX explained, 128 was the number of tax
returns that claimed the film tax credit, not the number of productions.
We have amended the information, including the graphic, in the final
version of our report.

DBEDT’s Response to the Draft Audit Report
DBEDT agreed that improved internal controls and administration
of the processing of tax credits are needed to provide the Legislature
with more accurate and meaningful information on productions
benefitting from the credits. DBEDT also agreed, generally, with our
recommendation that productions be required to increase their financial
or in-kind contributions, and education or workforce development
efforts in order to receive film tax credits. The department said it
already has implemented a new procedure for verifying that productions
benefitting from the incentives give credit to the State.
The department agreed with our recommendation to require thirdparty reviews to verify that production costs qualify for tax credits,
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but disagreed that all projects should have such reviews. DBEDT
argued that such a requirement would discourage $1 million or smaller
productions from being made in Hawai‘i. We are unaware of any
objective basis to support DBEDT’s belief. Moreover, DBEDT fails
to understand the basis for our recommendation: there is an inherent
conflict between the department’s dual roles, which require it to both
promote the film industry as well as to “police” the tax incentives
provided to productions. We maintain that third-party reviews provide
greater assurance for the State that tax credits are provided only for
those costs that qualify under statute and, for that reason, believe that
our recommendation should be implemented.

The department
misunderstands our
point that out-of-state
expenditures and wages
paid to non-resident talent
generate less economic
impact in Hawai‘i than
in-state expenditures and
wages paid to Hawai‘i
residents.

DBEDT disagreed with our finding that out-of-state expenditures inflate
the credit’s economic impacts. DBEDT argued that productions usually
buy goods and services from out-of-state vendors only when they are
unavailable in Hawai‘i. The department misunderstands our point that
out-of-state expenditures and wages paid to non-resident talent generate
less economic impact in Hawai‘i than in-state expenditures and wages
paid to Hawai‘i residents. We believe that those differences should be
reflected in reports to the Legislature to provide a more accurate and
meaningful picture of the economic impact on other industry sales,
household income, and other similar metrics. As we noted in the report,
currently, DBEDT includes the out-of-state expenditures as well as wages
paid to non-residents, the vast majority of which likely are spent outside
of Hawai‘i, in calculating a production’s impact on the State’s economy.
With regards to our finding that the benefits of the tax credits cannot be
reasonably assessed, DBEDT stated that its reports to the Legislature on
the costs of the credits comply with minimum statutory requirements,as
they include the most recent data available when issued. Our audit
acknowledges that reports to the Legislature include a “cost-benefit
analysis” that meets minimum requirements. However, we found the
film office’s complacent practices result in incomplete and inflated
data that distort the true costs of the credits. DBEDT also misses our
broader point that administrative rules are needed to ensure productions
provide the State with information on jobs, salaries, and other data
needed to better evaluate whether the benefits of the credits offset their
costs. As we note in our report, DBEDT failed to update reported
production expenditure data as promised in previously submitted
reports, which resulted in significant overstatements.
DBEDT raised the same concern as DoTAX about the number of
productions that claimed the film tax credit in tax year 2011. As
reported above, we have amended the information, including the
graphic, in the final version of our report.
We made other changes to correct certain factual errors in the draft
report.
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