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Executive Summary
Background
In 2012, the Hawaii Tax Review Commission (Commission) engaged The PFM Group (PFM) to perform a
systematic study of the State’s tax structure, with particular emphasis on answering two key questions:
1. Will the current tax system provide sufficient revenues to meet near and long term future needs
st
for the 21 Century?
2. Are there alternate tax structures that could improve Hawaii’s ability to generate sufficient
revenues?

T

To conduct the study, PFM obtained and analyzed state revenue and expenditure data and forecasts,
conducted extensive interviews with stakeholders inside and outside of state government, benchmarked
ding st
sstudies from past Commissions.
Hawaii with other states, and reviewed numerous prior reports, including
o tax structu
PFM also conducted best practices research and analysis related to
structure and tax principles. PFM
report, with a final report to follow in
vetted its analysis with key stakeholders and now submits this draft repo
September 2012.
Overview

AF

Hawaii’s unique history, location and demographics
cs are important
importan for unde
understanding how its expenditure
and revenue structure have evolved – and may continue to chan
over time. Among the key factors:
change – ove
Island state. While many states
consumer mobility in key aspects of its tax
es must
st consider consum
structure, it is less of a concern for Hawaii given that it is 2,400 miles from the nearest U.S. state.



eco
Cyclical economy. Over the years, the economy
has been dominated by key industries that
d and then declined. Beginning
B
have generally ascended
with Sandalwood and also including
nd tourism, the State economy
ec
sugar cane, pineapple and
has generally been less diversified than in
th case for the State in the aftermath of the terrorist
most states. This can be a risk, as was the
mber 11, 2001.
attacks on September



Hawa
Haw
‘Aloha spirit.’’ While the native Hawaiian
population has declined over time, there continues to
e in Hawaii history and traditions. A respect for the land and concern for maintaining
be great pride
e characteristics is important to many residents.
Hawaii’s unique
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Demographics

Hawaii’s demographics are significantly different than the norm in the US in a number of areas. This also
helps to explain why some aspects of its tax and expenditure policy are different from other states – and
why benchmarking is a challenge. Among key demographics:


Ethnic diversity. Hawaii is among the most diverse states with the greatest percentage of
residents in any state identifying as ‘Asian’ (38.6 percent) and ‘two or more races’ (23.6
percent). In addition, Hawaii’s percentage of citizens who identify as ‘white’ is the lowest among
the 50 states at 24.7 percent.



Growing – but aging – population. While still a relatively small state in terms of population
th
(1.4 million, 40 among all states), Hawaii’s population more than doubled between 1960 and
2010 – a much faster rate than the nation as a whole. The state is also getting older – it ranks
th
th
10 among the states in the percentage of population 18 and over, and 12 in the percentage of
population ages 65 and over.
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Above average income. Hawaii ranks 16 overall in average per capita income; its median
th
household income ranks 5 among all states.



Above average educational attainment. Hawaii ranks 9 among states in percentage of
th
population with a high school diploma and 16 in percentage of population with a bachelor’s
degree or higher.

th

Economy
Hawaii’s economy has, over the years, depended on industries and sectors that capitalize on the State’s
unique location and other characteristics. That continues to be reflected in many aspects of the economy
today:
Lack of diversification. The State generally ranks low in measures of economic diversification,
although the connection between diversification and economic stability and growth is less clear.



ustr
High concentration of employment in travel-related industries.
Hawaii has a far greater
services in
concentration of employment in the leisure and hospitality servi
industry than the nation as a
ry exceeds
excee 100,000
100,0 and is second only to
whole. Employment in the leisure and hospitality industry
federal, state and local government.



ngs in government. As noted above, federal,
High concentration of employment and earnings
mployers in Hawaii, nearl
nearly 125,000 in 2011. That
state and local government are the largest employers
ngss per employee
employ
of ne
sector also pays well, with average earnings
nearly $81,000, ranking third
(behind utilities and business services).



nt, earnings and outp
Small concentration of employment,
output from manufacturing. While
rcent of GDP for the nation
n
manufacturing accounts for over 12 percent
as a whole, it accounts for just
mploys just over 13,000 and
a has average wages ($44,097) well
2 percent of Hawaii’s GDP. It employs
below most key industries.
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Revenue Structure
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Current Tax Structure

The State tax structure
re is dominated by two m
major taxes, the General Excise Tax (GET) and the Individual
Income Tax (IIT). The
largest
e GET is the larg
larges source, making up 58 percent of General Fund tax revenue,
while the IIT makes up 29
9 percent. The
Th next largest source, the Insurance Premiums Tax, makes up just
over 3 percent of General Fund
Others that make up the bulk of General Fund tax revenue
und tax revenues.
r
are Cigarette and Tobacco taxes,
xes the Transient Accommodations Tax (TAT) and corporate net income
tax. Key characteristics of the current revenue structure are:






Greater reliance on two revenue sources. Hawaii raises 77 percent of its total tax revenue
(General and non-General Fund) from the GET and IIT; by contrast, the average for all states that
levy these types of taxes is 65 percent.
Little reliance on corporate income tax. While corporate income taxes are generally referred
to as one of the three major taxes among all states (along with sales and individual income
taxes), in Hawaii it makes up less than 1 percent of total General Fund revenue.
Extremely broad base/low rate for the GET. As a business privilege tax, the GET is applied to
a much broader array of goods and services than most sales taxes. Besides applying to food, it
also is broadly applied to services. A Federation of Tax Administrators (FTA) survey of services
commonly taxed by states found that Hawaii taxes 160 of 168 services, the most of any state.
The GET’s 4.0 rate is the second lowest state rate in the nation for a broad-based consumption
tax (which in most states is a sales and use tax).
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Progressive and regressive features of the IIT. Hawaii’s twelve income tax brackets are
notable at both the low and high end of the income spectrum. At the low end, the income levels
between brackets is relatively narrow, meaning lower income individuals move fairly quickly into
higher tax rates. On the high end, Hawaii is tied with Oregon for the highest top marginal tax
bracket (11 percent) among the states.

Relationship between State and Local Taxes
Across the country, local taxes can vary widely from state to state (and even from city or county within a
state). It is often difficult to make accurate comparisons of state taxes without considering local taxes as
well. This difficulty in making state tax comparisons is particularly pronounced in Hawaii, because of the
manner in which local schools are funded.

AF

Tax Burden

T

Nationally, the largest local government expenditure category is support for K-12 education – averaging
nearly 37 percent. By contrast, local governments in Hawaii spend less than 1 percent of their revenue
ing for K-12 education, the State is
for this purpose. It is a given that if there is little local government funding
Haw provides far more revenue to
the only real alternative to support this function. In fact, the State off Hawaii
Hawa compared
comp
support this function than nearly any other State – 82 percent in Hawaii
to 44 percent among
ue source iin Hawa
all states. As a result, property taxes (the primary local revenue
Hawaii and among all states)
dential, commerc
commercial and industrial). In effect,
are relatively low in Hawaii for all classes of property (residential,
s
there is a trade-off taking place, with what may be seen ass higher taxes at the state
level supporting what
ng responsibilities in other states.
are commonly considered shared state and local funding
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PFM reviewed a variety of methods that are used
sed to measure tax burden.
bur
b
As previously noted, state tax
burden should not be considered in a vacuum
uum but combined with llocal taxes to reflect the unique nature
of funding for K-12 education in Hawaii.
i. To adjust for this, PFM generally relied on the combined state
and local tax burden calculations done
by the Tax Foundation. This calculates state
ne on an annual basis
b
and local taxes as a percent of income.
are of tax revenues as a share of income,
come. Because the rankings
rranki
it’s notable that a state’s percent
cent
ent share and relative ranking can rise or fall without changes to its
underlying tax structure. Over
to rank in the upper half of states (with state
er the
e years, Hawaii has tended
t
and local taxes consuming
average percent of personal income). However, the last
ng
g a higher than
tha averag
analysis determined that
at Hawaii’s compos
composite tax burden as a percentage of personal income for 2009
was 9.6 percent – below
ow the national average of
o 9.8 percent.
While aggregate analysis
ysis
sis of tax burde
burden is useful, it is also important to examine how the tax structure
impacts those at different income levels
levels. Many taxes are considered regressive – where a larger share of
leve
total income goes for paying
g the tax for those at lower income levels. Several tax burden comparisons
examine these factors in its analysis.
At least two national surveys suggest that Hawaii’s overall tax
na
structure is regressive. One, an annual survey by the District of Columbia, compares the burden of major
taxes on a hypothetical family of three in the largest city in each state; it found that taxes paid as a
percentage of income in Hawaii were low at income levels of between $50,000 and $150,000 (ranking
rd
rd
th
between 43 and 33 of the 50 states), but high (ranking 9 ) for those at the $25,000 income level.
Tax Performance of All States
Across the nation, nearly every state has had to deal with tax structure fall-out related to ‘the Great
Recession.’ The States as a whole registered negative revenue growth throughout the recession, and
revenues were slow to rebound. While circumstances differ from state to state, there are some key
themes that have emerged or come into greater focus in recent years. Among them are:


Base erosion for key revenue sources. This has been particularly notable for the sales and
use tax, where legislated exemptions and the rise of digital commerce have contributed to a
situation where sales tax as a share of personal income has been declining for over 50 years.
According to Dr. William Fox, a noted national expert on this topic, the tax loss for the State of
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Hawaii related to uncollected GET from e-commerce transactions is estimated at $145 million a
year (and growing) for the State of Hawaii. Base erosion has also been an issue for other taxes
– for example, aggressive corporate income tax planning and a move by many states to a single
sales factor for income apportionment has reduced the taxable base for corporate income taxes.
Heightened volatility. In each of the past two recessions, the depth of the percentage decline
in state revenue was much more pronounced than in previous post-world war II recessions. This
has made it particularly difficult for states to accurately forecast projected revenues during
economic downturns. One survey found that in FY 2009, the collective margin of error by states
in forecasting individual and corporate income and sales taxes amounted to a $49 billion
shortfall, with a median error of a 10.2 percent overestimate.
Changes in consumption. Most sales tax structures broadly tax goods and more narrowly tax
services (in this area, Hawaii is an exception). Over the last 50 years, personal consumption has
shifted from 65 percent goods to nearly 60 percent services. In many cases, sales tax structures
have not responded to this directly (by adding services to the base) but instead resorted to
increases in the sales tax rate – which can create greater economic distortions.
al impacts on consumption –
Demographic shifts. The US population is getting older, which also
y age cohort indicates that the top age
and consumption taxes. Nationally, sales tax profile by
rs of age – and steadily
s
range for per capita sales tax revenues is 35-44 years
declines in each
additional age cohort.
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nturn from December 20
These trends, coupled with the severe economic downturn
2007 to June 2009 help to
evenue through
throug tax law changes in each year from
explain why the 50 states collectively increased net revenue
creases in
i 2011, the long-term budget outlook for
2002 to 2010. While net state tax cuts exceeded tax increases
promisi
state and local governments is generally not considered to be promising.
A model of state and local
operating balances maintained by the US Government
vernment Accountab
Accountability Office (GAO) suggests that state
and local budget deficits as a percentage of GDP
DP will grow from the years 2015 through 2060 (the entire
window of the model).
Hawaii Tax Structure SWOT Analysis
sis

A SWOT (strengths, weaknesses,
esses,
es, opportunities and threats) analysis generally looks at a system or
organization from two perspectives
rspectives
spectives – that of the internal organization and system (strengths and
weaknesses) and the external
and threats). Based on this, the following are
xternal environment
environmen (opportunities
(oppo
identified as key issues
es in these categories:
Strengths
In many respects, the Hawaii tax structure
has been developed to capitalize on the State’s unique
str
st
geographic situation in relation
other states. The following are internal advantages of the current tax
tion to ot
structure:


Broad and stable base for the GET




Relatively low tax rate for the GET
Insulation from cross-border competition issues



GET is responsive to demographic and economic changes



Ability to export a significant share of the state tax burden

Weaknesses
The prominence of the GET helps to expose some of its weaknesses as well. Other aspects of the tax
structure and how it is administered are also areas of concern for the overall tax structure:


Largely dependent on two taxes (GET and IIT)



GET results in some tax pyramiding



Comparatively high IIT rates at the high and low income levels

Hawaii Tax Study
Tax Review Commission
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Exempts a growing source of revenue (pension and social security income) from the IIT




Small source of revenue from the corporate net income tax
Variety of tax law sunsets in coming years



Older tax collection systems and processes

Opportunities



Federal solution on e-commerce tax collection
Voluntary vendor compliance on e-commerce tax collection

Threats



Continued erosion from e-commerce
Reductions in federal spending



owntu
owntur
Decline in tourism, either related to broad-based economic downturns
or specific shocks

T

Structural Sustainability
PFM Long Range Financial Forecasting Model

D
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PFM built a multi-year financial forecasting model
del that
at project
projects the Stat
State’s General Fund revenues,
expenditures and financial results through FY 2025. The model
historic information and
mod uses detailed
d
management insight to produce a baseline
e financial projection.
projection The baseline projection assumes
maintaining the current level of service forr existing
mandated (primarily state and federal
sting programs and m
law) changes as well as the current tax and revenue
any statutorily required changes.
nue structure, including
in
inc
In constructing the model, historic revenue
data was provided by the Department of
evenue and expenditure
expen
Budget and Finance, and the Council
ncil on Revenue fore
forecasts were also used. PFM performed regression
analysis against key economic variables for a number o
of the State’s key tax revenue sources and also
calculated annual growth rates
revenues and expenditures will change going
s that
hat project how the State’s
Sta
forward.
In addition to the baseline,
scenarios to give a sense of the range of potential
eline, PFM built two alternate
alte
al
outcomes, using different
to create an optimistic and a pessimistic scenario. The
erent revenue assumptions,
assumpti
following outlines the results
esults under thes
these tthree assumptions.
Baseline Projection and Alternate
Scenarios
ernate Sc

As shown below, diverging revenue and expenditure projections lead to the model forecasting a series of
annual budget gaps reaching $240 million by FY 2025 if no corrective action is taken:

Millions

Baseline Scenario
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Of course, the magnitude of the budget gaps projected by the model cannot actually occur: As with 48
other states, Hawaii has an obligation to balance its General Fund budget on an annual basis; however,
the growing gap between ongoing revenues and expenditures is a sign of a structural issue – which
suggests that the current revenue structure is insufficient to meet near and long term needs of the State.
As can be expected, the Optimistic and Pessimistic scenarios diverge from the Baseline in opposite
directions. The Optimistic scenario, which assumes that the State experiences a sustained economic
upturn similar to the one that occurred in the mid-2000s, allows the State to maintain (and even build) its
surplus through most years of the forecast period. The Pessimistic scenario, which assumes that the
State experiences an economic downturn similar to the one that occurred in the latter part of the previous
decade, creates even larger deficits more quickly than the Baseline projection.

Millions

Optimistic Scenario
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7,800

$10,000
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$5,000
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0
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1
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849
19
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PFM does not view either of these alternate scenarios as particularly likely, and the magnitude of the
projected deficits or surpluses would never materialize in the realm of state public policy – in any state.
Again, they are provided to determine whether the State finances would be expected to attain structural
balance.
Finally, the Commission requested that PFM develop the model with the ability to view financial results on
an Accrual basis (as opposed to the cash basis form of budgeting use by the State – and most other
states). To do so, the model reflects the full pension and OPEB liabilities. When it does so, the projected
deficits in the Baseline projection become significantly larger and harder to manage:
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Millions

Accrual Basis for Pension and OPEB Liabilities Scenario
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Revenue Alternatives
Tax Policy Principles
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The charge for the study directed PFM to examine revenue alternatives
ternatives that w
would align with generally
accepted tax policy principles. Hawaii statute directs the Commission
ommission to cconduct its review of the State
tax structure ‘using such standards as equity and efficiency.’
cornerstone tax principles and
ncy.’ These are corn
cornersto
were considered in all aspects of the tax structure analysis.
numerous sources related to tax
sis. In reviewing numero
numerou
policy, PFM settled on the following principles, which were identified by multiple sources:
1. The system should be equitable (equity)

2. The system should minimize interference
decisions (efficiency)
ence
ce by taxes in marke
market d
able, and
nd sufficient
3. The system should be reliable, stable,

4. The system should be simple, allow for complian
and ease of administration
compliance, an

D
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5. The system should have a balanced variety of sourc
sources/broad base
It is important to acknowledge
ge that
at tax policy principles
principle can and will collide, and a weighing will often be
se--by
se
by--case determination
det
necessary. This is a case-by-case
– keeping in mind the perspective that there is no
of ne
perfect tax and all willl have some form o
negative consequences. The goal of the analysis is to
ve in the overall structure and minimize or mitigate the negative.
accentuate the positive
egies/Approach
egies/Approache
Possible Revenue Strategies/Approaches

PFM undertook a preliminary
y ana
analysis of approximately 100 tax and revenue options used in states
throughout the country. PFM preferred revenue options that are in general use and, to the extent
possible, can be modeled with available data. This created some limitations, as available State tax data
has, in many areas, not been updated for as many as 10 years. PFM then analyzed a smaller set of
alternatives in greater detail. While not all of those analyzed are included in the recommendations, many
are built into the PFM model (which will be turned over to the State upon project completion) and can be
developed into alternate scenarios should policymakers wish to consider them.
The following alternatives are listed by type of tax; another way of categorizing them, by approach (basebroadening, rate increases, exportability, etc.), is included in the Appendix to the full report.
General Excise Tax
Alternatives focus on changes to the base or rate. In general, base broadening is preferred, but some
rate changes are likely necessary to maintain a reliable, stable and sufficient system.


Broaden the base by eliminating the exemption for non-profits

Hawaii Tax Study
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Eliminate the sunset on the application of the GET to activities in Act 105, Session Laws of
Hawaii 2011



Aggressively pursue nexus



Increase the rate



Eliminate the 0.5 percent rate, in conjunction with other corporate tax changes

Individual Income Tax
Hawaii uses federal adjusted gross income (AGI) as a starting point for determining state taxable income.
There are currently 16 total tax expenditures available to qualifying IIT filers – amounting to approximately
$253 million in total tax expenditures in tax year 2009. The following are alternatives to the current
structure:
Eliminate or reduce exemptions on pension income



Eliminate or reduce exemptions on social security benefits



Eliminate or reduce specific credits



Eliminate the deduction for property taxes paid



Reduce effective tax rates that apply to low-income filers
lers

T
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Excise Taxes
An excise tax is essentially a selective sales tax paid byy those who use or
o consume a specific good or
service. Excise taxes often provide an effective
ve strategy for exp
exporting a portion of the tax burden. It is
considered theoretically sound to export a portion
because non-resident consumers use
rtion of the burden b
be
state services (roads, police protection) while in the state.
Increase the TAT



Institute a prepared food tax



Restore the temporary
ry surcharge
rcharge on rental motor
mo vehicles and tour vehicles



Institute an amusement/recreational
activities tax
ement/recreational activit
ement/recreation



Increase the cigarette/tobacco taxes



Increase taxes
es on beer, wine and
a liquor
liq



Increase the motor
tor fuel
fu tax



Institute a snack food
od and/or soda tax



Increase the conveyance tax



Increase the insurance premium tax



Increase the cell phone service tax
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Corporate Net Income Tax
While generally viewed as one of the ‘big three’ taxes among all states, Hawaii raises less than one
percent of its general fund revenue from this source. The following alternatives were considered:


Increase tax rates and combine with reducing/eliminating GET for business-to-business
transactions



Switch to a single factor method of apportionment for multi-state corporations



Eliminate net operating loss (NOL) carry-back



Broaden definitions of nexus

Hawaii Tax Study
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Other Revenue Sources
States use a variety of approaches to raise non-tax revenue or enhance compliance and collection of tax
revenue. The following alternatives were considered:


Approve a lottery or other forms of gambling



Use tax gap programs and other methods to increase collection of taxes already owed

Observations and Recommendations
Future Lack of Revenue Sufficiency
Based on the constructed baseline from the long range financial model, the State is going to experience
structural budget deficits based on the current revenue structure and levels of service. This trend is
efits are factored into the model on
exacerbated when liabilities for retiree pensions and health care benefits
an accrual basis.
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This general view is supported by other recent reports and analysis both for the nation as a whole and
s
specific to Hawaii. As noted, the GAO model of US state and local governm
governments suggests
a long period
May 2011 downgrade of the
of decline for state and local government finances. For the State, Moody’s Ma
oncerns,
ncerns, including high d
state from Aa1 to Aa2 warned of several financial concerns,
debt ratios, pension funded
ng OPEB expe
expenses.
ratios that are low relative to other states and growing
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g the State can be ‘solved’
‘solve
‘s
Further, it is unlikely that the challenges facing
with approaches that only focus
y cut
ut its workforce and extracted wage and other benefit
on expenditures. The State has already
s opportunities
unities to furth
furthe
concessions from workers, limiting its
further constrain growth in this key area.
B obligations for current retirees are inescapable and will grow
Meanwhile, the pension and OPEB
ysis. Coupled with expected
expec
e
throughout the period of this analysis.
growth in key areas like health care, the
dget will pose many challe
cha
expenditure side of the state budget
challenges in the years to come.
s revenue struc
structure has been shown to be susceptible to economic shocks –
At the same time, Hawaii’s
prolo
both those associated with a deep and prolonged
recession and other shocks to key industries,
Stat
particularly tourism. It is likely that the Sta
State will need to build and maintain significant reserves to
itable future disruptions.
disruptions
disrup
withstand these inevitable
Framework for Weighing Recommend
Recommendations

There are literally hundreds of ttaxes in use and thousands of variations that have been considered or
tried in the 50 states. The PFM analysis – and ultimately, recommendations – focused on three key
areas:
1. Adherence to the five key tax policy principles (with particular weight attached to equity and
efficiency)
2. Revenue generating potential
3. Impact on overall tax administration
Within the five key tax policy principles, the recommendations seek to accentuate the positive features of
the State’s tax system and minimize or mitigate the negative. For example, the GET has a broad base in
terms of its application to goods and services; this advances reliability, stability and sufficiency but makes
the system more regressive, impacting equity. The PFM recommendations mitigate some of that impact
by changes to the IIT targeted at lower income filers. Likewise, efficiency concerns are raised by some
aspects of the GET, including tax pyramiding related to the 0.5 rate for many business-to-business
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transactions. The PFM recommendations eliminate the tax on those business-to-business transactions
and make up some of the foregone revenue with changes to the corporate net income tax. While
improving efficiency, this also has the advantage of taxing profit, as opposed to simple business activities,
which improves horizontal equity.
At the same time, this study cannot solely be an exercise in structural improvements based on tax
principles. As has been noted, there is no perfect tax – they all have disadvantages that, in some way,
will reduce economic activity. On the other hand, taxes are necessary to fund services that Hawaiians
rely upon to maintain or improve their overall quality of life. As Justice Oliver Wendell Holmes noted,
“taxes are what we pay for civilized society.'' The impetus for these recommendations is the need for the
State to identify changes that can modify the tax structure in ways that will create sufficient revenue to
match the expenditure needs in the coming years.

T

Within the recommendations, their revenue generating potential is a key area for consideration. As noted
es occurring throughout the nation
throughout the report, there are key demographic and economic changes
o hel
help ensure that the structure will
and State. These changes were factored into recommendations to
ation ages, pension
p
continue to be sufficient in the future. For example, as the population
and social security
aintain a su
sufficient base for IIT purposes, it
income becomes a larger component of overall income. To maintain
n of that income
incom in th
is increasingly necessary to include at least some portion
the IIT base, and the
recommendations reflect that reality.
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cusing
sing on revenue
reve
gene
There are two other practical implications for focusing
generating
potential. First, the
ble impact
impa on the state’s structural deficit; taxes
recommendations focus on taxes that can have a tangible
e than nuisance taxes
ta
tha create unnecessary compliance
with little revenue potential are often little more
that
recom
recomm
burdens for taxpayers and collectors alike.. Second, the recommendations
are focused on revenue
d the nation. This concept, sometimes expressed as ‘an
modifications that are in use in Hawaii or around
old tax is a good tax’ is based on the premise that these taxes are generally understood by the market,
nue generating potential
po
m
can be complied with, and their revenue
more accurately modeled.

D
R

ministration and compliance
com
As previously noted, tax administration
is a valid concern; where possible,
hed more
ore favorably that rreduce the burden on taxpayers and administrators.
recommendations are weighed
system oper
Overall, a key goal is to improve syste
operation and transparency. To that end, some of the
th tax code but touch on ways to improve the overall system
recommendations do not make changes to the
s and administration.
administratio
of reporting, analysis
Base Expansion

As noted, this conforms with the
he principle
p
of having a broad tax base. This can, in certain situations, also
support greater horizontal and vertical equity.


Reduce the pension exemption in the IIT
The recommendation would tax pension income for taxpayers reporting over $50,000 of AGI.
With this as a growing source of income, this base expansion is necessary to maintain stability
and sufficiency. The exemption ensures that pension income for lower income filers will still not
be subject to tax (a vertical equity issue). At the same time, pension benefits are income, and
treating it differently than other forms of income is a horizontal equity issue.



Eliminate the deduction for property taxes paid
Hawaii is unique among the states in its full state support for K-12 education, which in most states
is a shared state-local responsibility, with the local funding primarily supported by property taxes.
In essence, the State is subsidizing property taxpayers by this funding approach at the expense
of those who do not pay property taxes (an equity issue). Eliminating this deduction helps reduce
this disparity by increasing the state tax burden for property taxpayers.



Cap or replace with grant programs certain tax credits
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Hawaii has made extensive use of both IIT and corporate net income tax credits, including the
Renewable Energy Technologies and the Motion Picture, Digital Media and Film Production tax
credits. Currently, these and other tax credits are not capped, which can make it difficult to
maintain revenue stability and sufficiency over time. A viable alternative in use in many states is
to cap or eliminate broad-based credits and replace them with grant, loan and/or forgivable loan
programs. These can be more readily directed at specific types of projects and activities and
controlled through the application and approval process.
Reduce Regressivity
Multiple sources have identified Hawaii’s tax structure as regressive – a key equity concern. The
following changes would address regressive aspects of the two largest sources of General Fund revenue.
Exempt the first $20,000 of AGI from the IIT
This would address concerns related to the low income levels
els at which the IIT is applied in
Hawaii. It would also ameliorate concerns about the impact
income individuals from
ct on lower
l
eliminating the ability to deduct property taxes paid for IIT purposes.
purpo



Double the refundable food/excise tax IIT credit
aden the tax base and makes
m
Hawaii applies its GET to food, which helps to broaden
it more reliable
during economic downturns. The current refundable
income, ranging from $25
able credit is based on inc
$5
to $85 for those with AGI under
per qualified exemption for those with AGI of $40,000 to $50,000
orate
te some of tthe regress
$5,000. Doubling this credit will help ameliorate
regressive nature of the broad GET
base.

Reduce Pyramiding
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Economists are nearly uniform in their
eir belief that pyramiding
pyramidin distorts market decisions and reduces
overall efficiency. Because the GET applies a 0.5 rate to many business-to-business transactions,
ng adjustments would reduce
re
pyramiding occurs. The following
pyramiding and replace some of the lost
ated
ed taxes.
income with other business-related


5 percent GET an
Eliminate the 0.5
and Use Tax rate
This would improve
efficiency and should also improve horizontal equity – in many
mprove overall system ef
effic
ertain types of firms can structure their operations to avoid the tax but others cannot.
instances, certain



in
Allow the Act 105 temporary increases
to sunset
The tax code exempts
empts many
man business-to-business transactions from the GET. Because of
ese were
w
budget concerns, these
temporarily suspended in 2011. The suspensions should be
h
allowed to sunset as scheduled.
Restoring these exemptions will help reduce pyramiding.



Increase Corporate Net Income Tax revenue
Currently, the State has a three tiered structure, with higher tax rates with higher net income.
This can be an equity issue, as corporate net income is not necessarily equated with ability to
pay. The State should set a single rate in the range of 9 percent. Raising additional revenue
from a single tiered corporate net income tax and reducing the GET transaction-related tax would
better align with equity and efficiency principles.

Export Tax Burden
Given its destination location and home to thousands of federal civilian and military personnel, the State
has an opportunity to export a significant portion of its tax burden. The following recommendations
address this approach.


Increase cigarette and tobacco tax rates
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This has the added benefit of generally reducing smoking for key target populations, such as
children. While it is a regressive tax, research suggests that higher taxes also encourage lower
income individuals to stop smoking – which is a large economic benefit in the long run.
Increase gallonage taxes on beer, wine and distilled spirits
Revenue growth for these taxes has some connection to the performance of the leisure and
hospitality industry, suggesting that a significant portion of the tax is exported. While regressive,
higher taxes have also been shown to reduce consumption (which is generally perceived to have
positive health benefits).



Eliminate the sunset on the TAT rate increase
Temporary increases in the TAT are scheduled to sunset on June 30, 2015. Retaining the tax will
continue to export a significant amount of the tax burden. Based on travel activity, it does not
appear that the temporary tax increase significantly impacted the industry.



Restore the surcharge on rental cars
A temporary surcharge on rental vehicles was allowed to sunset. Restoring the tax to previous
Base on travel activity, it does not
levels will export a significant amount of the tax burden. Based
d the industry.
industr
appear that the temporary surcharge significantly impacted

Rate Change to Restore Structural Balance

T



nt
Increase the GET rate to 4.5 percent
st in the country fo
Hawaii’s GET rate is among the lowest
for states with this sort of broad-based
consumption tax. While Hawaii
aiiii has not raised its rate in over 35 years, over half of the states
have raised this rate since 2000 – in many cases multiple times. Given the need to restore
structural balance, an incremental
remental increase in the GET rate is the logical method to improve the
tlook.
ook. While the GET is considered regressive, other recommended
long-term financial outlook.
ce some
me of that impact.
changes would reduce
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With two key revenue sources and no logical major alternatives,
ernatives, the State is primarily
prim
pri
reliant on the GET
ure
e that includes
include the highest
highe top marginal rate among
and IIT. Of the two, the IIT already has a rate structure
d constant
ant at 4.0
4. percent ssince the 1960s.
all states. By contrast, the GET rate has remained

Changes to Improve System
ystem Administration

In the long run, improved
proved technolog
technology, p
processes and reporting can help increase compliance and
cy outcomes. The following can assist in advancing those efforts.
advance data-driven policy


Develop Tax Gap systems
stem to identify under-payment and non-payment of taxes
Many states are using sophisticated data warehouses to analyze tax and other state financial
information to uncover possible non-compliance with tax laws, rules and regulations. In many
instances, vendors will enter into a performance-based agreement that pays for the necessary
system improvements from additional tax revenue achieved because of the system
improvements. This effort can be built into current plans to improve the overall financial
management systems for the State.



Create a compliance and productivity account to fund staff and technology improvements
to foster taxpayer education, understanding and compliance
In many states, a specific funding stream is established to enhance staff and technology related
to education and compliance efforts. The State should capitalize a fund that the Department of
Taxation could access for staff and technology upgrades with an expected ROI. These
investments would then require a method for tracking performance, with payback to the fund from
a portion of the additional revenue received from the initiatives.



Provide Tax Expenditure Reports on a scheduled regular basis
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In previous years, the Department of Taxation published tax expenditure reports and other
information related to tax collections and taxpayer characteristics. While these were eliminated
because of budget issues, they should be restored. The need for transparent data on key tax
issues is critical for informed decision making. In many cases, analysis of actual performance of
tax law changes – and how they relate to key tax principles – requires the data and analysis that
takes place in a tax expenditure report.
Recommendations Fiscal Impact
According to the assumptions currently developed around the recommendations, the end result would be
a structurally aligned expenditure and revenue structure through the years the model projects. In some
cases, timing of actual implementation might require some adjustment (which the model allows PFM and
the State to do on a real time basis). The following illustrates the baseline projection with the tax
structure recommendations fully implemented:
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the fiscal impact for 2014:
The following table summarizes the recommendations and their
Summary of Recom
Recommendations

Initiative Data Load
Initiat
Base Expansion
on
Reduce the pension exemption in the IIT
Eliminate the
e deduction for property
prope taxes paid
Reduce Regressivity
ssivity
Eliminate IIT for Individuals
dividuals with an AGI of $20,000 or lower
Double the low-income
e food credit
Eliminate Pyramiding
Eliminate the 0.5 percent GET and Use Tax rate
Allow the Act 105 temporary increases to sunset*
Increase Corporate Net Income Tax revenue
Export Additional Tax Burden
Increase cigarette and tobacco tax rates
Increase gallonage taxes on beer, wine and distilled spirits
Eliminate sunset on TAT rate increase
Restore the surcharge on rental cars
Rate Change to Restore Structural Balance
Increase the GET rate to 4.5 percent
Changes to Improve System Administration
Develop Tax Gap systems to identify under-payment and non-payment of taxes
Total Fiscal Impact

2014
166,093,162
25,027,669
(17,119,736)
(19,977,459)
(134,708,410)
(74,550,434)
34,822,258
9,838,872
1,886,273
0
65,451,475
349,899,664
0
481,213,770

*Already assumed in baseline revenue projection therefore not including in savings total.
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Summary
The PFM long range financial forecasting model and the resulting analysis of baseline expenditures and
revenues conclude that the State faces a significant financial challenge. On a cash basis, the baseline
model projects an accumulated shortfall of $1.6 billion between FY 2013 and FY 2025. While an
optimistic scenario was created that could allow the State to avoid a structural deficit, an equally likely
pessimistic scenario suggests it will be far worse than even the baseline projection – with an accumulated
shortfall of nearly $14 billion through FY 2025. If the focus is shifted to an accrual basis to fully account
for liabilities associated with pension and OPEB liabilities, the baseline scenario accumulated shortfall
balloons to over $18 billion.
The State of Hawaii is at a crossroads: the PFM long range financial forecasting model projects that the
State can maintain a positive balance for the next few years under predicted current levels of service and
revenue forecasts. However, if the State waits to address the problem, it will lose the opportunity to build
og – that can assist it to improve
reserves and make strategic investments – as in, for example, technology
al tra
trans
overall productivity of the revenue system as well as financial
transparency, accountability and
compliance in the years to come.
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ge that build on current
The recommended initiatives form a comprehensive package
current, accepted taxes and
e also focusing on ways
way to increase equity and
modify them in ways that raise additional revenue while
den. Regardless of the approach
a
efficiency and further export part of the State tax burden.
the State takes,
ost likely to ccraft a structure
stru
this sort of a balanced, long-term approach will be most
that provides sufficient
ects of taxes
xes on the econo
revenue in a way that minimizes the negative effects
economy and taxpayers.
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