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Preface [Top]

The Louisiana Legislatucesatedthe Task Force on Structural ChangeBudget and Tax Polidyring

the First Specigbession of 2016. The purpose wwadsook beyond recent temporamevenuefixes and
recommend permanent solutions for the growing and possibly intractable imbalance between annual
state revenues and spenditgyels. Led by Rep. John Schroder and supported by House Speaker Taylor
Barras and Senate President John Alario, House Concurrent Resolution[SeeAfpendix Adirected

the Task Force "to make recommendations of changes to the state's tax lawsfiioino modernize

and enhance the efficiency and fairness of the state's tax policies for individuals and businesses, to
examine the structure and design of the state budget and make recommendations fetelong

budgeting rebrms." The members of thieggislature and the Office of the Governor are fully aware that
this imbalance between state spending arelenues collected will not solve itself.

Public meetings commenced March 18, 2016, and continued on an almost weekly basis through October
2016 Theresolution called upon the Task Force to report to the Legislature and to urge and request

the Governor to support and implement initiatives for structural change. The key component would be a
"specific plan for longerm tax policy that may be used to imoduce legislation no later than the 2017
Regular Session of the Legislature.” The Task Force in concurrence with House and Senate leaders
lengthened the original September 2016,report deadline to November,22016 On that date, the

Task Force submitteits Outlook and Recommendations to the Legislature and the Governor.

This final reportwhich begins witla Summary of Task ForBecommendationss larger in scope and
includes additional perspectives, background information, charts and tables dffgréne Task Force

for a fuller account of its work during the yedihe report outlines the basic principles of a good tax and
fiscal system, identifies the problems with the current system in Louisiana, and recommends a package
of solutions. Theseeconmendations are designed to be holisth impact. As a practical matt we

have to focus on one tax at a time when assessing an entire fiscal structure, but the changes in the
entire tax structure that we recommend should be examined globally in rel&ai@me another. We

strongly caution against a piecemeal approatiteone tax change by itself may appear to be focusing

on taxing one sector of the economy or one group of taxpayers while examining all of the proposed tax
changes wilallow the overallmpact of the proposed tax changes on all income categories, on
individuals versus businesses, and state obligations versus local activitiesully appreciatedequally
important, once reforms are in place, the Legislature and the Governor must tlesisgmptation to

begin carving ouéxceptions or diluting the impact of the new structure.

A failure to act is not an optioMost of thetemporary revenue fixesnplementedin 2015 and 2016
valued atwell more than $1 billionwill expire in 2018Realistic spending cuts of this magnitude are not
expectedto be found.A massive budget shortfall and deeply damaging instability would ehither

! presentation materials, suppontj documents and video archives are available on the LDR website
(http://www.revenue.louisiana.gov/LawsAndPolicies/TaskForceOnStructuralChangesBudgetTaxPolicy).
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Blueprint Louisiana, Committee of 100 for Economic Development, and the Louisiana
Association of Business and Industry.)

91 Louis ReingPresident of the Louisiana AELO. (A member appointed by the President of the
Senate from a list submitted by the LouisdaBchool Boards Association, the Louisiana Budget
Project, and the Louisiana AELO.)

1 Randy RoachMayor of Lake Charles. (A member appointed by the Speaker of the House of
Representatives from a list submitted by the Louisiana Sheriffs' Associatidmtisana
Assessors' Association, the Police Jury Association of Louisiana, and the Louisiana Municipal
Association.)

1 Robert Travis ScottPresident of the Public Affairs Research Council of Louisiana. (A member
appointed by PAR.)

9 Dr. Steven M. SheffrinProfessor of Economics and the Director of the Murphy Institute at
Tulane University(One economist or tax specialist appointed by the President of the Senate
from a list of nominees submitted by public or private universities in the state including the
Louisiana State University AgCenter and the Southern University AgCenter.)

The Task Force would like to thank ghebsitutes who sat in for members @bme meetings. They
included: Steven Procopio, Policy Director for PAR; Scott Richard, President.ofithiana School
Boards Association; Ed Parker, Louisiana@iBl. Camille Conaway, Vice President for Policy and
Research at the Louisiana Association of Bassirand Industry; Barbara Goods®eputy Commissioner
of Administration; Ron Gitz, CEO of ®eciety of Louisiana CPAs; Brandon Lagar&éector in the
Postlethwaite & Netterville Tax Services Group; and Bryan Beam, Calcasieu Parish Administrator

Additionaland profoundthanks are owed to the many individuals, government officials andester

groups that providedaluableinformation and testimony to the Task Forceerhnput was vital to the
processDue to the engagement and support of employees of multiple state agencies, including in
particular the staffs of the Division of Adminidicm, the Department of Revenue, and the Legislative
Fiscal Office, the Task Force was able to request queries and multiple analyses of fiscal data. For these
efforts, the Task Force is most appreciative and forever indebted, as it would have been ihepmssib
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process.



Summary of Task Force Recommendations [Top]

The Task Foe on Structural Changes in Budget and Tax Policy started with the premise that a tax
structure should generate sufficient revenues to fund legitimate and necessary government expenses. In
so doing, the tax structure should be fair, simple, competitivih wther statesandstable over the

short and long term. These qualities are best achieved with taxes that are-becssatl with low rates

and that do not play favorites for or against a particular constituency. The Task Force viewed economic
competitiveress and comparisons to other states as fundamentally relevant factors in its decision
making, while attempting to assure that compliance with a new structure would be easy and clear. The
Task Force also believes that exceptions should be minimaaicat ckarly establishedeasons that serve
2dzNJ adl 6SQa ySSRao

The Task Force acknowledges that much of what the state spends each year is constitutionally and
statutorily obligated before the Legislature begins the budget debate and is primarily requireceto me
fundamental state obligations. The Legislature is limited in its ability to alter the spending obligations
and there are few clearly identifiable areas that can easily be eliminated to materially reduce overall
state spending. Additionally, a substamigertion of the state budget is derived from federal matching
funds that cannot be used for anything other than the designated purpose. However, there are areas
that should be addressed to provide for better budgeting practices and to prevent overspetithhg
would mitigate the potential for migyear deficits, allow for better lorterm planning and potentially

free up revenues to address loistanding accumulated state obligations.

The Task Force offers the following recommendations that should b&idemed as a package. Although
the changes will require separate pieces of legislation, they should be considered in their entirety as a
whole and not individually in isolation, because of their interactions with one another in establishing a
balanced andair tax system. With that in mind, the Task Foredéter more than six months of

information gathering and deliberationsnakes the following recommendations:

Budget and spending recommendations

1. Avoid budgeting practices that allow for spending beyavailable recurring revenues.

2. Implement and adhere to improved revenueeds forecasting, particularly with regard to the MFP,
Medicaid and TOPS, that more closely predicts actual utilization. The state should strengthen
current law which provides fagstimating conferences in various major spending areas to provide a
formal multiryear spending forecast for such things as Medicaid, the MFP, TOPS and Corrections.

3. Continue the ongoing review of state contracts to identify opportunities for consolidation,
renegotiation or elimination.

4. Examine individual constitutional dedications to determine if they remain a state policy priority.

Conduct a holistic review of state trust funds for possible revision, elimination or merger of funds.

6. Continue to implementiscal structures that will help protect the state budget from swings in
volatile state revenue streams, such as mineral revenues and corporate taxes.

o
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7. Implement staggered sunsets on all statutory dedications to see if they can be adjusted, eliminated
or combined with others.

8. Continue payments to state pension systems on the initial Unfunded Accrued Liability under the
current timeline to avoid increasing debt, while looking for ways to accelerate payments toward an
earlier debt retirement.

9. Examine expeded rates of return on pension investments to make proper adjustments to ensure
that the retirement systems are not creating another new and costly unfunded accrued liability in
the future.

10. Continue review of various tax credits, rebates, deductions,exainptions to state taxes to
determine whether they can be eliminated, curtailed or more closely regulated.

Sales tax recommendations

1. Expand the sales tax base and reduce the sales tax rate from its cu¥got® more than 4 To
do so, the Task Foe recommends: (1) retaining, with a few modifications, the expanded state sales
tax base adopted in Act 26 of the first special session of 2016 and amended by Act 13éadhd
Special Sessipmwhich would continue the tax on such things as customasoft, business utilities,
and storm shutter devices; and (2) making certain services, such as those taxed in Texas, and digital
transactions subject to sales tax. Some of the taxable services include cable and satellite television,
repairs to nonresidentia commercial property, web hosting and security services.

2. The state should take meaningful steps to establish a more uniform sales tax base by bringing
exemptions and exclusions in line on both the state and local levels.

3. State and local governments shid work to create a uniform system of tax administration,
collection and audit that respects and protects local revenue streams from any overlap with state
revenues.

4. Give local governments the authority to increase their sales tax rates without a vtite sfate
Legislature, but still require a vote of the people in the area being taxed. Sales tax and property tax
reform are essential if local governments are to have the tax capacity to independently provide their
own funding.

5. In order to provide greateclarity and ease of compliance, the Task Force recommends a
recodification of sales tax law.

Income tax recommendations:

1. Eliminate the state deduction for federal income taxes paid, accompanied by appropriate state
income tax rate reductions. Thislcy 3S g2 dz R RSO2dzLX S [ 2dzA &aAl yI Qa
tax changeskliminating federal tax liability as a deduction for the income tax will break the
connection between federal changes in tax policy and state income tax collections. The statle shoul
not be rewarded when the federal government decides to lower taxes nor penalized when the
federal government decides to raise federal taxes. The only way to lower the individual income tax
rates is to get rid of the federal tax liability exemptidhalso recommends limiting the excess
itemized deduction for personal income to%0These two deductions account for a reduction of
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$1.225 billion in income tax collections in Louisiana at the current rate structure. These exemptions

provide a much largerix break to higher income groups, both absolutely and proportionally. If the

excess itemized deduction were limited to%0mortgage interest and charitable giving would still

be deductible¢ KA & LINRLIZal > Ff2y3 ¢AdK wilbabncatieloie@Ra NI A
tax structure among various income categories in terms of who is paying for state services.

2. Two options for changes to the individual income tax law _ one constitutional and the other
statutory. A constitutional option allows Loidgsa to expand the income tax base, narrow the
brackets, and lower all rates by ZbA statutory option only allows base expansion and narrowing
of the brackets.

a. Under the constitutional option, the Task Force recommends allowing voters to approve the
elimination of the federal income tax deduction that decouples the Louisiana tax base from
federal tax changes. This option would include scaling back excess itemized deductions to
50% A new threebracket structure would be used and rates of taxation loweredd5% on
the first $25,000 ($12,500 single), 3% on $25,000 through $50,000 ($12,500 through
$25,000 single) and 4.5% above $50,000 (above $25,000 single). Not only would rates be
lowered by 254 but they would apply more fairly and evenly to all taxpayleecause of the
proposed elimination of many deductions and exemptions.

b. Under the statutory option, the excess itemized deduction would be fully eliminated. This
would be coupled with the elimination of other deductions and exemptions proposed by
the Tak Force. The statutory option would use the new compressed timeeket
structure, but tax rates would remain at the current 2%, 4% and 6% levels.

3. Eliminate many income tax exemptions and credits and impose a moratorium on any new tax credits
or exemptis applied to the individual income tax. The Task Force recommends keeping (1) the
standard and dependent deductions, (2) the exclusion for military pay for active duty personnel, (3)
the credit for taxes paid to another state, (4) the earned income tagit{because it allows the
state to enhance the progressivity of its income tax and reduce the regressive nature of the overall
state tax structure), (5) the exclusions for social security and retirement income for public
employees, and (6) credits relateo child care and early childhood education ( in part because
these programs help all families and improve educational outcomes, and in part because they
leverage federal money).

Corporate tax recommendations:

1. Eliminate the deduction for federal taggpaid for the corporate income ta& constitutional
amendment included on the statewide ballot on Nov. 8, 20&ed with44% of voters favamgthe
amendment. The reform would have decoupled the Louisiana tax base from federal tax changes and
would have set the corporate tax rate at a flat 6.5%. The upper bracket rate for Louisiana currently is
8%. This approach would have better aligned Louisiana with its competitor states, potentially
provided for a more stable source of revenue than the current amafe income tax structure, and
eliminated instability in state corporate tax collections due to actions in Washington, D.C. The Task
Forcebelieves this proposal should be considered again since it will be impossible to lower the
marginal corporate tax ta, a very important ingredient in lorigrm tax reform, without
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eliminating a major exemption such as federal tax liabilif{so, at this stage, it will be combined as
part ofanoverall tax refornmpackage reform antlopefully will bebacked by politicdleaders with a
strong constituency of support. A convincing public edisraeffort will be needed

2. Direct the Department of Revenue, with the Louisiana Tax Institute, to study moving from single
entity taxation on the corporate level to a system of duned reporting with findings due by
January 2019. Under combined reporting, corporations are taxed based on their apportioned share
2F AyO02YS 2F UGKSANI GdzyAlGFNE 3INRdzZLE 6KAOK Ay Of dzR S
common management ancommon lines of business. Combined reporting solves the pshiiting
incentive because related companies are part of a unitary group in which intercompany transactions
are eliminated. Instead a state will apportion the entire unitary group using a cadbeturn to
determine its share of its tax base.

3. Restructure, phase out or eliminate the corporate franchise tax, provided the state identifies
replacement revenue that coincides with changes in the tax. The analysis of the restructuring,
elimination, o phase out, along with the identification of the replacement revenue source, is to be
conducted by the Department of Revenue, with the Louisiana Tax Institute. The findings are to be
presented to the Legislature by January 2019.

Ad valorem tax recommend#ons

1. Amend the Louisiana Constitution to provide local governmental authorities with a role in granting
industrial tax exemptions and create a statutory framework to establish the extent of this role for
local involvement, as well as defined policiesudse of the exemption as an economic development
tool that favors job growth.

2. Expand the use of payment in lieu of tax arrangements for local governments considering property
tax exemptions to attract economic development. Such arrangements should rehaire
coordinated approval of the elected officials in the impacted taxing jurisdiction.

3. Amend the Louisiana Constitution to allow for a gradual elimination of lerafpsed inventory
taxes over a 1Qear period accompanied by the elimination over a{fpear period of the state
AyO2YS FyR FNIyOKA&S GFE ONBRAG LIAR 2y Ay@SyidzN
revenues, the Task Force suggests several options, including a constitutional change to allow a roll
up in existing property tax millagesnhanced local revenues resulting from expansion of the sales
tax base and changes to the industrial tax exemption, and creation of a temporary revenue sharing
fund to bridge the gap as the inventory tax goes away.

4. Amend the Louisiana Constitution tanit the property tax exemption on property owned by ron
profits to that used exclusively for the texempt purposes of the neprofit.

Economic developnent incentive recommendations

1. Require the Louisiana Department of Economic Development (LED) ahdgistature to establish
sunset review periods for all incentive programs and eliminate underutilized or inactive programs.

2. Require LED to continue to monitor and regularly report on the performance of all its incentive
programs. The reporting must incla information on the return on investment for each program

9



and be conducted by independent third parties in accordance with the legislatively established
objectives for these programs.

Retain the Motion Picture Investor Tax Credit as a-appropriated,non-refundable tax credit
incentive with both discounted redemption and transferability as alternative options for use. The
Legislature should implement a modified freed cap to control the number of credits issued from
inception and implement other méanisms to encourage reasonably timely use to avoid the
creation of another backlog of credits that would put a drain on the state budget. The
implementation of the frortend cap should coincide with the elimination of the ba&eid cap.
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Chapter 1: LouisiAT A8 O &&8O0AAT - [Top]

f we want to solve our fiscal problems and not repeat mistakes of the past, we need to
understand how we got to where we are

Taves and spending are inextricably linked. The fundamental purpose of a tax system is to provide

sufficient revenues to pay for public services in line with the overall demand of the electorate and in line

with the development and growth of the state. As rdtin business publications such as Forbes,

. t22Y0SNBI YR GKS ¢ E C2 dzy Pfstate hwegmeht depéntisipisaQ & | (0 (G NJ
stable and competitive tax structure and the delivery of public services necessary to maintain a friendly
environment for companies and their employees. Factors that influenceobstate investors also

affect choices made by individuals and businesses already in the state. Louisiana cannot afford to ignore

the image that is being transmitted to cwoff-state invesors and credirating agencies by an annual

budget debacle, or the uncertainty it creates for individuals and businesses who have already invested in

the state.

At the time theTask Force on Structural Changes in Budget and Tax Watidprmed, a preaient view

among government leaders and policy analysts was that past management of the state budget and the
underlying fiscal structure were flawed and needed fundamental change. State spending levels had

chronically outpaced recurring state revenues, asdf early 201éhe forecastedgapfor the next

budget yeawasapproaching $2 billion. The situation posed a threat to the state's ability to provide

oFaA0 LWzt AO aSNBAOSA yR G2 YFAYyUlFLAY FAYlFIYyOALFf a
a22Re@Qa 6FNYSR AY wHnmp | 062dzi [2dzZAaAiAl ylQa a3aINRgAY3
a0 i0SQa b20SYOSNI Hamp 0 dzRAEISL Y R-edeENBrESsy (@K IHiE  dod A N
ail 6SQa LISNEAAGSY U 0 dzRsAnfSidatedXielwérd d®king Bralduisiand KdtlerdNI G A y 3
to form a consensus to bring recurring revenues and expenses into a more stable alignment. After 13

years of credit rating improvements, Louisiana was on the verge of a costly downgrade.

Temporary revene-raising measures weiashionedto address the emergenciés 2015 and 2016The
Legislature raised more than $725 million2015 witha variety of tax changefom increases in the
tobacco tax to trimming the value of tax credits. But thasgustmenswere not enough to allow the

state to get througltfiscal 2016 without further revenuiecreases. In February 2016 the state sales tax
was increased from 4% to 5%, and many exemptions and tax credits were further modified, suspended
or reduced. Many of thse revenue measures are scheduled to expire on June 30, 2018. If no further
action is taken, the state's annual revenue stream will rise in the next two years and then fall by
approximately $22 billion. Combined with expected spending levels, the budggt for fiscal 2019 is
currently estimated at $1.5 billion and projected to approadhsdillion by 20D as depicted in Figure

1.
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Figure 1. Projected Budget Outlook Based on Current Expenditures and Tax Structure
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balances have been severely depleted and recent revenue collections have failed to meet expectations,
leading the state to borrow shoterm to maintain cash flow and pay state expensea titmely manner.

Adding to the stress, a budget deficit of $313 million was determined for the fiscal year that ended June
30, 2016and for fiscalyear2017 it is anticipated that the state will be facing another budget deficit of

over $300 million

Ckarly, the state has lived well beyond its means as defined by the revenues produced by its tax
structure even if it has not lived beyond its means as defined by the consensus needs of the state. The
Legislature has too often determined the state budgeslyyolicy of spending as much recurring

revenue as is collected plus any additional windfalls that can be found. The budget seems to have been
based on how much money we have, otwhat we need to spend to meet the obligations of the

state. The goal ofsablishing a real and reliable balance between spending by the state and tax
revenues received by the state is the greatest challenge facing the Legislature and the Administration.

It did not happen overnight

Government tax and spending policies in istaang as in other statesare a combination of old and new

tax laws and spending priorities, shaerm remedies, and changing circumstances. The fiscal structure
2F GKS adlradS 0S02YSa | OO SthaiefoeEhénges i it heodifficuitl S Qa
Also, the state survives from year to year. Sometimes, decisions that work in theesmortio not
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work in the longterm. Sometimes decisions made many years ago need to kessessed given the
ReEylYAOa 2F GKS adl @doidy. SO2y2Ye FyR ylFOA2yl f

In Louisiana the fiscal situation has been volatile since the 2005 hurricanes as illustrated in Figure 2. The
aldliSQa TAYylIyOSa g-RatiBa ybaksRhayfedult Kfinerdased tix ravéhGes frdm alli

major revenue sources, s@ential and business recovery spending, federal aid, and insurance coverage.

[ 2dZA aAl yI Q& GFES&as tA0SyasSa FyR ¥5S&a NBIFOKSR | LIS
fees and seffjeneratedfunds), less federamoney,reached almost 8 billion, a record that would

stand for the next eight years. Tax cuts un@avernorBlanco in 2007 an@overnorJindal in 2008 for

individuals and businesses were a significant savings for taxpayers but also amounted to about a $1

billion difference imnnual state revenue.

CA3IdzNBE H O [ 2dzA & A | YIFQ2015. dzZR3ASG t F GOGSNYY C
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The federal bailout of the states during the national recession of ZDWB eventually phased out,

removing a temporary prop. The cost of tax credit programs grew subslignt@orporate income tax

revenue that soared above $1 billion in the p#&itrina years has fallen to a fraction of that amount. Oll

and gas tax revenues have declined by $1.4 billion since 2008, and, recently, the dip in oil and gas prices
hasled to private sector layoffs and lower business profits. In 2@1/5and gas revenues accounted for

just over 10% of total taxes, licenses, and fees; however, in fiscal @DarRd gas revenues are

projected to accounbnly for about 4%of those revenuesThis llustrates the dramatic shift in the

revenues available to support state spending.

Budget challenges grew worse

Inadvisable budget practices added to the imbalance over time. Trust fund depletions, debt defeasance
maneuvers, and four tax amnesty pericate® examples of ways the state borrowed from the future and
spent money from sources that were not available in subsequent years. The previous administration and
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the Legislature also passed budgets that chronically underfunded the real expenses of Y)&dRS
O2ft SIS &a0K2f I NERIR fuhdigprogrsii Asia KeSult, inigar buSgetshoitfalls
became a regular occurrence.

The federal matching rate for Medicaid money in Louisiana was revised downward after Hurricane

Katrina due to risig percapita income, a major reason the program's annual cost in state money grew

by nearly a billion dollars.Even before Medicaidxpansion for lowincome adults was launched this

year in Louisiana, Medicaid expenses and enrollments had steadilysed®a S| y 6 KAt ST GKS a
annual expenses for the public pensions and the government employee BGengdits lealth insurance

program increased. The annual payment schedule for unfunded accrued liabilities (UAL) in the state
pension systems required keshan $600 million in 2006 but has grown to more than $1.6 billion since

that time.

[atN

Starting in 2009, thousands of staenployeepositions were eliminated or moved into the private

sector, notably during therivatizations of the stateun Charity hosjials. Thichange in the Rarity

hospital system reduced the number of state employees, but it did not necessarily reduce state
expenditures associated with providing health care for the indigent. This was a major structural change
in how Louisiana handiehealthcare for indigents and the fiscal impacts are still bassgssed.

Meanwhile, gveral state agenciesustainedsignificant cuts in state general fund spending, including

the Department of Children and Family Services. Higher education copedutstimdirect state

support by raising tuition, fees, and enroliments. Essentially, the state was balancing its budget partially
on the backs of college students and their parents.

Credits and xemptions flourished

Tax exemptions and deductions have besound for ages with some going back to the 1930s. Some
have been created by statute and others have been put in the Louisiana Constitution by a vote of the
people. Tax credits became mdrequent andsignificant in defining tax policy starting in th88Ds and
1990s. Rductions are a reduction in@al E LJF @ SN & {dx Eredistar® a dirgcOredicSom in a
01 ELJ & SN Af thé textcreditAs llamydr thanidhe tax liability, the state nrmgome caseprovide

a refund to the taxpayer.he tax credit can also be mobile in the sense that some tax crediye
transferred to other parties with a significant tax liability. Table 1 pravadsense of the change in
exemptions, deductions, and credits over the years. Many tax exemptionactieds, and credits really
took off after 2008.

2The Federal Medical Assistance Percentages (FMAP) provided Louisiana with about 7BBédicaisl costs, but

this match was lowered to about 62% based on the formula used to compute the federal assistance per state. This
F2NXdzAE I O2YLI NBa GKS adlrasSQa FgSNIF IS LISNI OFLAGE AyO2YS
effective in 2Q.1.

® Medicaid Expansion will reduce the cost of Medicaid for Louisiana, at least initially. There is still a debate about

the longterm financial implications of Medicaid Expansion and some of this discussion depends on assumptions

about federal policy.
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As an example, thstate'shorizontal drilling exemption was originally passed in 1994 when horizontal
drilling was truly an infant industry. It was not used extensiuglyouisianaintil 2008with the

expansion oK @ RNJ dzf A O fFaking® & dotBwgsHLDuistan@Baynesville Shale. From 2008
through 2015 the horizontal drilling emption represented a cumulative tax break of more ti#dn
billion. It could be argued that this exemption encoged the drilling and production; however, itdlso
likely that thehigh price of natural gas, peaking at over $9 per thousand cubic feet, was a more
important factor in encouraging the exploration, drilling, and production.

Table 1. Exemptions, Deduonhs, and Credits for Selected Years (in millions of dollars)

General Sales Individual Corporate Severance Tax Sales,
Tax (not Income Tax Income and Income,
including sales Franchise Tax CIFT, and
tax on motor Severance
vehicles)
FY 2000
Collections $2,119.0 $1,582.0 $491.0 $406.0 $4,598.0
Est. Exemptions, $378.0 $927.7 $427.8 $69.0 $1,802.5
% Exemptions | 17.8% 58.6% 87.1% 17.0% 39.2%
to Collections
FY 2005
Collections $2,152.0 $2,190.0 $416.0 $514.0 $5.272.0
Est. Exemptions,| $1,876.7 $939.8 $5408 $87.9 $3,445.2
% Exemptions | 87.2% 42.9% 129.8% 17.1% 65.3%
to Collections
FY 2008
Collections $2,802.0 $3,116.0 $1,005.0 $898.0 $7,821.0
Est. Exemptions| $1,441.6 $1,292.7 $1,094.8 $117.6 $3,946.7
% Exemptions | 51.4% 41.4% 108.9% 13.1% 50.5%
to Collections
FY 2015
Collections $2,658.0 $2,786.0 $623.0 $826.0 $6,893.0
Est. Exemptions,| $3,148.2 $2,138.7 $1,695.2 $328.2 $7,310.3
% Exemptions | 118.4% 76.8% 272.1% 39.7% 106.1%
to Collections

As another example, the inventory tax credit was finstdduced in the 1990s. This credit essentially

made the state responsible for any inventory taxes paid by companies to local governments. From 2005

to 2015 the assessed value of inventories rose from $2.045 billion to $4.389 bdli@m increase of
115%. This compares to a 62% increase in the assessment of real asté¥increasen personal
property not including inventories; and 71% in public service properfies.Task Force found that
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inventory assessments in Louisiana have grown at a mutiehigte than inventory assessments in
other states that allow that form of property tax but do not have a similar credit.

20K 2F (KSaS SO02y2YA0 RS@OSt2LIYSy i Aallédgeuith dSa R
after 2008 whenthey grewto becomeY | 22 NJ O2y G NA o6 dzi2NB G2 GKS adlds
lost during the economic downturi.he state's motion picture production tax credit also grew
substantially during this time.

Here's another way of looking at the impact. The s@g@eral sales tax, the individual income tax, the
severance tax, and the corporate income and franchise taxes together reprdesgtavo-thirds of

the overall state revenue base fiscal 2000exemptions, deductions, and credits represented about
39%of the actual collections dhose taxesThispercentage grew to 65% in fiscal 2005, just over 50% in
fiscal 2008, and over 100% in fiscal 200%at means the vakiof all exemptions, deductiorand credits

in fiscal 2015 was larger than the total cotiens of all those taxe3.he tax base has been eroded by
special provisions.

These tax advantages all htbir own specific purposg A national trendwas under wayo use the tax
system in multiple ways to address certain problemnspportunities As westatedearlier,the tax

& 0 NHzO G dzNB Q& idtiNFoVYide NuificidnideNdnlzes t6 fund state governmeButwith the use

of the tax system to provide an economic spark to the economy, the purpose of the tax system became
more complicated andnore difficult to assess if it was truly serving the multiple purposes we had asked
it to do.

We know now that the growth of the exemptions, deductions, and credits have affected the ability of
the tax structure to provide sufficient revenues to suppstdte services as deemed necessary by the
Legislature and the Office of the Governor. Thiessakshave become part of the tax structure and part
of what individuals and businesses expd@xpayerare accustomed to making use of these special tax
providonsand they areused to advance certain public policies. But the question now, given the
imbalance between state expenditures and projected tax receiptshé&ther we choose to sustain or
increase highiates on taxes or eliminatsome of the exemptiongjeductions, and credits.

Overcoming our past

Eventuallythe Legislaturencreased taxedirst in 2015 and then again in 2Q1#it these measures
have not resolved théscal and structurgbroblems and were not mearto be longterm solutions.The
Legslature chose temporary solutistwith the full knowledge that in 2017 the state will have to agree
on a longterm plan, along with a transition to the lorigrm plan.

The challenge before us is to find a way to balance the budget realisticallyahdlgurably for the
future. The Task Force sees three broad approaches to achieve this goal:

1. Providing a general framework to address major expenditure issues;
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2. Revising the revenue structure so that it generates the necessary revenues and gri@idess

and competitiveness; and,
3. OQutlining the importance of state versus local responsibilities both from a tax perspectivasand

an expenditure issue.

The focus is on a lortgrm framework that is durable for the ned0 to 20years In establishing sucha
framework, we are cognizant that the transition from the current imbalance to the-teng
framework requires attention and suggestions.
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Chapter 2: Spending Practices and Management [Top]

ur chronic budget shortfalls and biggest inflationary costs must be addressed
with long -term treatments and better fiscal discipline

Comprehensive state spending must be addressed as part of the solution faeletomdiscal

sustainability. n Figure 2 we shoed all state spending, including all dedications and fees and self
generated funds. A surge in state spending came in 2007 and 2008, but state spending fell in 2009 and
has been, on average, relatively stabiger the last seven years Witvery modest increasetjough

there may have been changes in priorities within the budgets.

Federal dollars in the state budget began a decline in 2010 but rebounded with a substantial increase in
fiscal years 2016 and 201@ur total state budget ineased accordingly. Federal funds cannot be

utilized for anything other than the identified purpose, which in most cases are roads, hospitals and
healthcare. Among the 50 states, Louisiana ranks No. 2 in the use of federal funplsresrdage of its

annud budget, which is primarily a statement on our high level of poverty. Mississippi is ranked first.

The Task Force recognizes that the issue of state spending involves the amount of money the state

spends on various government programs and the structidngriorities that are built into the state's

dedications and spending mandates. Most of what the state spends each year is obligated even before
GKS [S3aratlkidNE 6S3Aaya GKS |yydadft o0dzRISG RSolFGSo
dedicatiors made years ago. Some, if not many, of these dedications may stand the test of scrutiny year
after year, but dedications do inhibit extra examination of each spending program.

We will make it clear from the beginning that any major change in the delofgayblic services or even

in the downsizing of public services will not generate major savings in thershortThis is not to say

that structural changes in the public services offered by the state or in the way in which the state
delivers them shouldiot be examined, evaluated, and altered. Rather, we want to warn everyone that
they should not expect an immediate reduction in expenditures from structural changes in public
programs. This has been amply noted by the major change in the delivery tifdagalto persons in
Louisiana that did not have access to healthcare. Closing state healthcare institutions and replacing
them with private hospitals via cooperative endeavor agreements may and hopefully will save money
and improve services in the lomgn; in the shortrun, it was not promoted as a method of balancing the
budget.As a general rule, elimination of structural elements of a system is rarely, if ever, achieved with
an immediate overall savings if a transition is to be successful.

Fiscal maagement recommendations

The Task Force offers these recommendations on state spending, viewed especiallyraadeng
treatments and cures:
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As an absolute guideline, the state must avoid budgeting practices that allow spending beyond the
available recuring revenues. Also, the state should not create shierin spending or revenueaising

gains in exchange for greater lotgym costs. These practices and budget gimmicks in recent years have
had a profound and damaging impact on state fiscal stapdidgNJ a G § SQa ONBRA G | yR
ultimately resulted in an inefficient allocation and expenditure of resources

Furthermore, the appropriations process must be based on the most realistic forecasts of budget
expendituresin recent years, grosglnadequate targets for the real utilization of MFP school funding,
Medicaid, and TOPRtve been used to give the appearance of a balanced budget during the
appropriations process, but have ultimately ledrtad-year budget shortfalls as actual utilizatibas
materialized. Louisiana has experienced Hygdr budget cuts in each of thast eight years,

sometimes more than once per year. To reduce the potential for this reoccurring, the Task Force
recommendsestablishing a formal muljear spending forecésa tool that some other states have

found useful. Alsahe Task Force recommends that all estimates of spending be carefully and correctly
projected. Good budgeting requires reliable information being built into the budget process.

More efficient speding can possibly be addressed through toatinuedelimination, streamlining,
consolidation or appropriate outsourcing of government servegesnongoing endeavor. The
Commission on Streamlining Government issued a report in 2010 with 238 specifitmeadations

many of which have been adopted and implemented2014 the state commissioned a study by Alvarez
and MarsalGovernment Efficiencies: Management Suppwtich outlined different ways of cutting

state expendituresMore recently, the Legisiare passed House Concurrent Resolution 25 to compel
state agencies to demonstrate efforts to become more efficient.

The Task Force was not charged with conducting a detailed study of the proposed efficiencies and
streamlining, but memberg/ere providedwith and reviewedhe HCR 25 reports submitted by each
agency. Some of the reports contain detailed and worthwhile initiatives even though they might not
lead to transformative changes in state spending levalgparticular, theTask Force wants to commen
the Board of Regents' report for a thorough review and listing of alternatives to encourage efficiencies
and enhance the overall higher education structurbe Task Force has placedppendix B

information about processes used to evaluate spendingypams in the state.

Contracts management

Additionally, the Task Force notes that the Division of Administration, pursuant to Governor John Bel
Edwards Executive Order JBEQE; and the Legislature have undertaken a comprehensive review of
all state contacts to determine whether there might beost savingsAlthough not quantified, this

effort has resulted in the cancellation of some state contracts; however, more significantly, this

effort has revealed that many of the largest contracts are directlgt teethe provision of vital public
services. As such, these contracts cannot and should not be cancelled because these services were
deemed to be provided more efficiently to the state through a contracted relationship. They could
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yield either greater cotrols over costs or potentially savings in the long rthe Edwards
Administration iscontinuing this process andplementing changes in state contractimfperever
available as detaileturther in the main report.

The Task Force recommends a contiraralysis of state contracts with the idea of eliminating those

that are noressential or reducing those that can be reduced. Some key facts may help to manage our
expectationsThe top 50 contracts in the state currently represen®at# the contract spenihg,

including the five multyear, core Medicaid managed care pacts with private insurance companies. Each
of these contracts has an estimated value of $2 billion or more. Fbree of the 50 top contracts are

for three or more years. Mangontracts repesent a move toward privatization, and many involve work
that stateemployeesdo not have expertise to perform or that would necessitate an expanded
government workforce if a private firm was not hired. Privatization is a method of reducing government
employment but maintaining certain services that can only be provided through public support.
Contracts are necessary if privatization is to be accomplished.

A review of the Constitution

Much of state spending is determined in the Constitution by deseéid trust funds. Of the nearly 50
constitutional funds, about half make a significant impact on state spending or major government
programs. Approximately thre®urths of these funds were created or substantially revised since the
enactment of the Condtition of 1974. That is a rate of nearly one new fund per year. Constitutional
provisions also serve to detour or restrict certain sources of revenue and to mandate various types of
spending or savings. The letegm piecemeal approach of locking up staésources and obligating
expenditures in the Constitution has raised anxiety that the state's fiscal structure lacks the flexibility to
deal effectively with its most pressing financial problems. Certainly, the bulk of the fund management
placed in the Castitution continues to align with current Legislative priorities. Still, in some cases, what
was a budget priority in years past might not be seen as so vital today, and some new best practices may
have come to light to better inform our state's polit¢yowever, while the number of trust funds

locked up in the Constitution is a matter for concern that should be avoided in the future; the vast
majority of dedicated revenues in the Constitution are contained within funds dedicated to
education and transportadn, both of which are vital needs of the state.

The Task Force did not have the responsibility of reviewing individual constitutional funds and making
specific recommendations for changes; however, the members recognize the dimensions of the problem
andare prepared to suggest next steps. The Task Force recommends a new holistic review mainly of
Article VII and Article VI Part Il of the Louisiana Constitution, and related statutes, with the purpose of
identifying consensus on changes that would improwe state fiscal structure, including potential

revisions, elimination or mergers of funds. This initiative could take one of several forms, including a
special legislative committesr a constitutional convention limited in scope to Article VII and nothan t
entire document.
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Stabilizing the budget

Additionally, the Constitution has been used to control the volatile revenue streams from oil and gas
taxes, particularly through the Budget Stabilization FundRainy Day Fund/oters passed a

constitutiond amendment on the Nov. 8 ballot that will further control large surges in mineral and
corporate income revenue. These types of controls can serve to stabilize revenue and government
operational budgets over the long run and may also contribute to strooggtit ratings for the state.

This type of mechanism should be included in any review or convention dealing with constitutional
changes. The goal would be to ensure the mechanism is simple, well protected and flexible enough to be
practical while still seving the purpose of stability.

Dedications management

Statutory dedications also present a challenge and perhaps some opportunities. Numbering about 500,
they reduce the ability of state policy makers to set priorities through the appropriations okks1y
receive little scrutiny. However, eliminatisgatutory dedications does not necessarily create

substantial new revenue or solve spending problems, especially if the dedications are adding value to
the state or are already offsetting general funxpenses. Eliminating dedications may not create more
revenue, but it might allow for funding to be more optimally spent on key policy areas.

The Task Force recommends staggered sunsets on atdarstitutional dedications by specific dates,
with genuirely skeptical reviews to determine if they can be adjusted, eliminated or combined with
others.

Pension pressure on the budget

Among the state's most significant spending problems is the unfunded accrued liabilityoflitie.)

state pension systems. @RJAL is a more than $20 billion defbéated by past decisiortbat places a

serious stress on the state budget. It arises from historically inadequate funding of the state pension
system, which is a constitutionally established benefit to current anchéorstate employees that takes

the place of both a pension plan and Social Security for those who participate. Each year the state makes
payments toward this UAL according to a ldagn scheduleas noted in Figure,3vhich for the two

largest systems redred less than $600 million in 2006 but has grown to more than $1.6 billion annually
since then. A portion of the UAL is targeted to be paid off no later than 2029, due to a constitutional
amendment mandating this that was passed in 1988.

The money for AL payments is drawn from funds appropriated or received by state agencies, colleges
and school districts, which are obligated to fund the cost of maintaining this pension program. The UAL
pension costs have soared to keep up with the escalating schedbkre now these agencies, colleges

and school districts must pay the equivalent of more than 20% (for teachers) or 30% (for rank and file
state workers) of each employee's salary in order to make their UAL contributions. These payments
reduce the fundingvailable for policy priorities, squeezing already esishpped agencies. Testimony
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and materials provided to the Task Force reveal that the structure of the program has undergone
substantial legislative modification over the past decade. Now, the pyimarblem associated with our
pension program is the need to pay down the existing UAL and ensuring that we avoid the creation of
new UALs. This goal must be pursued through the utilization of sound projections and transparency into
the costs associated thireducing this state obligation.

Figure 3. Past and Future UAL Payments
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This report does not make recommendations regarding a restructuring of the pensions or a potential
change toward a defined contribution system. Such an evaluation was befyerstope of the Task

Force's work. The Task Force neither called for such changes nor ruled them out. However, the Task
Force recognizes that state leaders need to continue evaluating those structures and looking for ways to
anticipate and control stateasts in the long run. Some of the potential letegm proposals, such as

moving from a defined benefit to a defined contribution plan for new employees, would likely cost the
state more in the short term compared with the current rate of normal costs.TE®k Force questioned
whether the current contribution level toward the pension normal costs is adequate to prevent further
build-ups of UAL.

Alleviate longterm pension costs

As for future direction, the Task Force recommends that the state contindenignéts UAL payments
without stretching the debt further over time for the purpose of shigtm gain. Also, as the pension
systems have demonstrated with their analysis, extra contributions toward the Initial UAL debt would
show a strong return on invesient for the state and could hasten the day when the Initial UAL can be
retired, freeing substantial amounts of money for the state operating budget. If additional funding is
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found, it can be put to good use by paying down the UAL. For example, the alttubASERS and TRSL
has estimated that an additional $100 million per year dedicated to the UAL could create a net savings
of either $427 million over 11 years or $698 million over 9 years depending on how much short term
relief was given to the agencies.

The Task Force also would like to draw attention to the Legislative Auditor's recommendations for the
pension systems and for the need to establish the most accurate possible rate of expected return for the
pension investments. A lower expected rate efurn would cost the state more in the short term but, if
warranted, would make a sounder financial plan for the long term by limiting further the possibility of
creating new UALs.

Credits and exemption cost management

Tax credits, rebates, deductong&® SESYLIWiA2ya Kl @S GKS alyvysS STF¥SOG |
because they reduce the revenues that would otherwise flow to the state for use in the state general

fund. As such, while these mechanisms may and do, in some cases, serve a usefid, ghepnumber

and value of these measures have grown remarkably and have placed an undeniable strain on the state
budget by limiting receipts in many cases and actually requiring a direct payment from the state to the

party claiming the rebate.

Between 1990 and 2013, the Legislature added 34 credits and various exemptions to the corporate and
franchise tax structure and 61 new measures affecting the individual income tax, 30 new sales tax
exemptions, and 63 sales tax exclusions. Among those afféatieg on sales, individual and corporate
income, franchise and severance, the total value of these breaks between 2008 and 2015 grew 85% to
$7.3 billion and exceeded actual collections of the taxes themselves. This report addresses many of
these programsiad in many cases recommends elimination, revision, curtailment or increased oversight
and regulation.

We caution the Legislature that in the absence of express provisions in the enabling legislation, these
special tax provisions are essentially uncoaisited and the growth of the exemption, deduction, or

credit is not controlled by the State Legislature. Most significantly, resources utilized to satisfy a tax
exemption, deduction, or credit will take precedence over the allocation of resources asheesicr HB

1 ¢ the state operating budget.

Higher education challenges

Higher education in Louisiana faces daunting challenges unlike anything seen in recent memory. State
funding for colleges and universities has declined significantly over the lastyeigrs, while the burden

on students and families through tuition and fees has increased by nearly 100%. Louisiana ranks last
amongSouthern Regional Education Boatdtes in state funding for higher education, at@"

nationwide in the total funding pr full-time student.
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At the same time, our higlieeducation system is the mo&tN&A G A O £ O2YLRySyid Ay RSt .
workforce of the future. Fortygixpercentof Louisiana job openings last year required a festondary

credential and the dmand for skilled workers continues to grow, yet Louisiana ranksm8ducational

attainment. This is disparitythat must be addressed.

State public universities have implemented numerous efficiencies over the last eight years and their
effortshaved SSy NBO23y AT SR o0& (GKS ! o{d / KIYOSNI 2F / 2YYS
higher education the A most efficient in the South and the T6nost efficient nationwide.

Still, there is a clear need to ensure that postsecondary education inidwaais sustainable for the
future and an appropriate review of the entire enterprise must be ongoing.

To that end the task force recommends that the Board of Regents and the management boards as
applicable:

1 Continue to conduct reviews and recommerfthoges on the role, scope and mission of each
public postsecondary institution in the state of Louisiana.

1 Submitrecommendations to the Legislature and implement changes within the higher
education systems based on opportunities for operational and adirédtiige mergers or
consolidations within or across institutie to optimize state resources.

1 Make recommendations for consolidating programs based on statewide and regional reviews of
low-completer programs, graduate programs and targeted undergraduatgrpros with
consideration for 1) their ability to meet student and state needs and priorities; 2) their
sustainability given current and anticipated fiscal constraints taking into account programs that
are selfsustaining or low costand, 3) other factoras set out in the report

1 Develop policies to reduce unnecessary duplication of academic programs.

Concurrent with these recommendatiortbe task force believes thdhe Legislature should continue to
look at ways to provide more flexibility to institatis to enable them to manage their operations more
effectively and recommends that higher educatifficials be givemgreater autonomy with regard to
selfgenerated revenues.

wdzad Fa GGKS aidl 8I0a2 N KPR & 8§ NXzD | [dexistiidnésgwittdtherS 02 y 2 Y A (
states, so, too, does a higjuality system of postsecondary education which is responsible for

developing the highkgkilled workforce Louisiana needs for the future. Given that, the task force also
recommends that the Legislatel continue to look for ways to provide a more equal balance between

state and student support for higher education and take the necessary steps to ensure that our colleges

and universities are able to provide both highality services and access to dlizens.
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The tax system underlying Louisiana's buduget contributed toour fiscalproblems.This chapter looks
closely at that system and identifigs merits andfaults, as viewedy the Task Force on Structural
Changes in Budget and Tax Polioybrief, Louisiana's tax and revenue system is the product of a long
and incremental evolution, with layers of adjustmentgpecialadvantages, and compromises added

over the years. As a result, what we have today is not a comprehensively integrated or simple state tax
code but an ad hoc tax system that has failed to adagttegially to the changing circumstances facing

all state and local governments in thaited States

We have high tax rates for certain taxes and moderate rates for others, numerous exemptions and
deductions, a variety of tax credits, unclear and complicatefthitions, unbalanced priorities, and a

difficult time trying to forecast what it all meanghe projection of how much revenue the tax structure
might provide for the state is becoming increasingly difficult to forecast because of the frequent changes
in the tax codeFigure 4 illustrates the sources of tax collections from the 1960s through 20ik5.
chapterprovides the highlights of howe got to the current system of state taxatiamd reviews the

most important shortcomings.

Figure 4. Distributn of Tax Sources from 1964 to 2015
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Source: Louisiana Legislative Fiscal Office
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Evolution and adaption

In the 1960s and 1970s oil and gas dominated the revenues of the €ibtind gas contributed well
2OSNI nx: 2F (iKfBcaldg8lTheSoMDkust of tER1IDIS, however, devastated the

economy and the state budget, leading to aenealuation of the government's reliance on energy
revenue.To deal with a $1 billion shortfall in 1984, the state legislature raised the sales tax rate from 3%
to 4%, increased the corporate franchise tax, increased taxes on tobacco and gasoline, and increased
several other taxes. Oil and gas severance and royalty payments still make a significant direct
contribution to the state's finances batre no longer a mjor portion even though the industries related

to oil and gas remain a base of the economy.

Lotteries casinos and video poker spread across Louisiana in the 1990s, with these forms of activities
being the substitute for tax increases in the 1998anbling taxes now form the fourth largest source of
state revenue, with more net collections than the corporate income and franchise taxes combined.
Ganbling revenues have also been relatively stable over time. Meanwhile, net state revenue from
corporate inome and franchise taxes has been volatile and has been compromised by a variety of
credits, rebates, and exemptions, some of them intended to act as economic development incentives
but with an uncertain impact on actual development.

The excise tax on mot fuel that finances the Transportation Trust Fund has been imposed at the same
tax rate-- 20 cents per gallor since 1990 while fuel usage in the past decade has been flat until only
very recentlyCars have become much more fgfficient over the Iat 25 yearsso the productivity of

the tax compared to miles of travel has diminish&te result is that dedicated revenue for roads and
other transportation needs has not kept pace with the inflationary costs of projects and maintenance.
Also, dedicatedoad funds have been diverted to pay for state operating costs. Fees from licenses, titles,
and other drivingrelated revenue sources have been increased substantially in recent years to support
general fund spending, leaving few alternativestimheruser fees tchelp pay for roads. The fuel taxes
debate is both a revenue and a spending issue. A separate task faddréssinghe issue of

transportation and infrastructure improvements and will be examining different methddisancing.

The Task Foe on Structural Change in Budget and Tax Policy decided to leave possible changes in the
gasoline and special fuels taxes to the Task Force on Transportation Infrastructure Investment. We note
that the sales tax on gasoline is constitut@ly prohibitedat this time.Presently, gasoline and special

fuels taxes make up about 6% of total state revenues.

The sales tax and the individual income tax are by far the two largest sources of state revaking

up almost 60% of all taxes, licenses, and feegct@tl in fiscal @15. The sales tax base has been
compromised by nearly 200 exemptions added over time that the government estimates at a $2.8 billion
cost in revenue. The state sales tax rate in 2016 was increased from 4% to 5%, creating a combined state
and local average sales tax rate of 10%, the highest in the nation. The Legislature also suspended or
reduced many exemptions temporarily, adding to the complexity of the sales tax and the ability to
projectthe amount oftax revenue the changes might bgirThe individual income tax is also diluted by

26



exemptions, deductions, and credits. These choices were made over a long period of time and were
done with knowledge of the consequences, at least in the short term. In order words, legislatures and
governorsmade choices that they considered to be in the best interest of the state at the time.

To Stellyand back again

Ina constitutional amendment vote 2002 the people of the state made a fundamental change in the
salesandindividual income tastructure. This change was called the Stelly Pteamed after state Rep.

Vic StellyThe Stelly Plan created major constitutional exemptions on state sales Raxéisularly

important were the exemptiors on food for home consumption, prescription drugs, anddeatial

utilities. The plan raisethcome taxes on middle to upper level filers by eliminating excess itemized
RSRdzOGA2ya & |y SESYLIiA2Y AyThe StelylPlan dlsédGodiXné [ 2 dzA & A |
brackets in which théncome taxrates 0f2%, 4%, and 6% applied. Eliminating excess itemized
RSRdzOlGA2ya a Iy SESYLIiAz2Yy | FFSOGSR lo62dzi wpz 2F
tax system with the expectation of producing stronger and steadier revenue growth over time.

After HurricanesKatrina and Ritancome tax receipts increased substantially, bat solely because of
Stelly.Federal tax reductions in 2001 and 20€8] the effect outomaticallyincreasng state income

tax collectionsThat's because in Louisianadgraltaxesare an exemption that can be deductédm

taxable income on the state income tax for@n top of the federal changes and the Stelly Plan, the
Louisiana economy grew sharply because oftthgicanerecovery efforts. Income tax collections, along

with sales tax collections, corporate income and franchise taxes, and mineral revenues all'Bpgked
abundance of revenue, as noted in Fig@rallowed the state to grant additional credits and deductions

to promote longterm growth and key elements of ¢hStelly plan were peeled away in the form of

individual income tax cuts. In fathe two elements of the Stellyléh pertaining to individual income

taxes were changed in 2007 during the Blanco Administration and in 2008 by the Jindal Administration.
Taypayers got a break on their income taxes and the state received less income tax revenue. Meanwhile,
the reduction in sales tax collections that was an integral part of the Stelly Plan was not changed in 2007
or 2008 Whereas the income tax changes couldhtede in statutes, the Stelly Plan salesreductions

were protected in the Constitution.

Toexplainthe impact of the Stelly Plamps and down®n Louisiana taxpayerge are providing Figures

5 and 6 regarding the number of taxpayers in Louisianaitamoize on their federal tax returns and the

size of the excess itemized deductions claimed on their state returns in 2014. Just over 420,000
Louisiana taxpayers itemize on their federal tax returns out of 1.8 million taxpayers. The largest number
of taxpayers who itemize is in the income categories of $50,000 to $100,000 and $100,000 to $200,000.
The average value of the excess itemized deduction ranges from just over $9,000 in the $50,000 to
$60,000 income range to almost $13,500 for taxpayers ir$t&0,000 to $200,000 income range.
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Figure 5. Number of LA Taxpayers Filing Schedule A with Federal Tax Returns
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How we got to here

Since 2002several other major tax changes were ma@me waghe elimination of the state sales tax

rate on manufacturing machinery and equipmewith this process being enacted over a period of time

to avoid a sudden impact on the state budget. Similarly, thpa@te franchise tax on debt was

gradually eliminated as well. And the tax on industrial utilities was gradually reduced prior to 2016. All of
these tax changes were aimed at econonéwelopment.As illustrated previously in Figure 2, the ability

of the date to spend or to provide additional tax advantages grew by over 38% from 2005 to 2008. From
2008 through 2014, the emphasis was on avoiding tax increases and providing additional tax advantages
through exemptions, deductions, or credits.

In 2015 and 206, the state made significant increases in tobacco, beer, liquor and wine, and excise
license taxes, as well as limiting multiple tax credits and offsets, with particular attention to the

inventory ad valorem tax credit. Additionally, in 2016 the staised the sales tax rate from 4% to 5%

and expanded the sales tax base in Act 26 of the First Extraordinary Legislative Session; several changes
were made to tax credits associated with the individual income tax; and an adjustment was made to the
horizontaldrilling exemption associated with the severance tax on oil and naturalfpaschanges in

2015 were estimated to yield $750 million in additional revenue in fiscal 2016. The changes in 2016

were estimated to increase state revenue by approximately Billion for fiscal 2017 and fiscal 2018.

The state is projected to collec.$.811billion in state taxes, licenses and fees in fiscal 2017 while at the
same time the state is expected to allow $7.71 billion of exemptions, deductions, and credits. The
amount of these breaks is equal t&% of state tax collections. In theory and assuming no changes in
the behavior of taxpayers, if there were not any exemptions, deductions or credits, the state would
receive approximately $20 billion in state revenues nges and fees.

Many of the tax changes made in 2015 and 20déluding the new 5% sales tax ratesre temporary in
nature and will expire on June 30, 2018. Therefore, the state faces a fiscal shortfall of over $1.5 billion in
fiscal 2019, which meansdhe is an absolute necessity to amend the tax structure to fund the programs
that the state believes are in the best interest of the state or to make appropriate reductions in state
expenditures.

Ananalysisof the current revenue structure

The Task Foe has carefully reviewed Louisiana's tax system and will pinpoint a number of problems.
We highlight the sales tax and the individual income tax since these two taxes acconnaréthan

60% of the total state revenues. Additionally, these are tteabrbase taxes that have been diminished
by a number of exemjuins, deductions, and credit¥he overall state tax program is summarized in
Table 2.
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Table 2. State Taxes, 2017
Sources of Revenues, Fiscal 2017 (in thousands)

Projected % of Bxes, Licenses, Comments
and Fees

Sales Tax, General and $4,298.1 35.7% Over 60%. Must find

Motor Vehicles most efficient and

Individual Income Tax $3,088.3 27.7% equitable way of using
Sales and Income.
Cannot avoid making
fundamental choices.

Corporate Incore and $510.4 4.2% Changes made. Must

Franchise allow implementation.

Severance/Minerals $464.6 3.9% Issue not taxation, but
appropriate use of
these revenues. Might
look at separately

Tobacco, Beer, Liquor $381.3 3.1% Increased in 2015 and

and Wine 2016

Gasoline/Special Fuels $624.1 5.2% Not to balance budget,
but for infrastructure

Gaming $906.6 7.5% Maintain as is due to
competitive alternatives

Excise License $858.6 7.1% Increased in 2016;
these taxes need to be
examined separately

Others $9001 7.5% Variety of taxes

Total $12,032.1 100.0% Based on June 30, 201
estimates

Estimated Exemptions, $7,707.6 64.1% of total Sales, individual

Deductions, and Credits estimated taxes, income, CIFT, and

licenses and fees | Severance make up 94

of these exemptions

The table points out several items: (1) sales and individual income tax collections dominate the revenue
estimates (2) the corporate income and franchise tax and mineral revenues together matelyip

about 9% of total revenues and boththiese revenues are subject to fluctuatigri8) some ofthe other

taxes have been increased alrea@)the gasoline and special fuabsx isnow focused on

transportation and any new revenue would likely emphasizecial infrastructure project¢5)

exemptions, deductions, and credits account for over $7.7 billlwrabout 64% of taxes, licenses, and

fees collectegdand @) the sales, income, corporate income and franchise, and severance taxes
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accounted for 94% of the exemptions, deductions, and cseditfrom a different perspective,
exemptions, deductions, and credits associated with the sales tax, individual income tax, corporate
income and franchise tax, and severance taxes represented 86% of the taxes collected from these
sources of revenues

Sales taxdependency

The state is dependent upon the sales tax, both generaffanchotor vehiclesales Until recently, the

sales tax and the individual income tax brought in about the same proportion of revenue for the state,

but that situation has chaged. The sales tax in fiscal 2017 accounts for about 36% of all state sources of
revenue. The next largest source is the individual income tax, at about 26%. LdBiselea tax system
providesmore than athird of K S a il 4§ SQa NB IS yudSthaRcaribedesc8bedKas adl y 3 F S|
tax policy. It features ultrhigh rates especially when local sales tax rates are included, an extraordinary
number of exemptions and exclusions, a difference in sales tax bases between the state and local
governments, mliiple sales tax collectors and auditors, and multiple sales tax rates within a parish.

Both the state and local governments make above average use of the sales tax comjiardoe

practice inother states.

The list of concerns about the Louisiana sdbx system are given below:

-At 10%o0r more, Louisianéhasthe highestaveragecombinediocaland state salestax rate in the nation.
TouriststatessuchasFloridaand Nevadawhichdo not haveanincometax, havecombinedsalestax
ratesof 6.66%and 7.98%respectivelyin 2016 accordingio the TaxFoundation.Tennessegwhichhas
no incometax on salariesandwages hasa state andlocalsalestax rate of 9.45%.Arkansashasa rate of
9.3%and Alabamais at 8.97% TheLouisianasalestax rate canhawe a deterrent effect on business
investmentin the state sincesomeof thesetaxesare paid by businesses.

-Ahighsalestaxrate will affectmostdirectlythe lowerincomefamiliesin the stateasnotedin Figure?.
Incomein the lowestincomegroupsmay be misrepresentedy variouspublicassistancgrogramsthat
enhancesa LJS NA abilftydadipurchasdtemsbut do not showup asincome.Butevenfrom around
$20,000in income the averagefamily spendsabout 1%of their incomeon salestax while at the higher
incomescaleghe averaget | Y Aspeadidgon salestax collectionsapproache®.1%ofa¥ | YA f € Qa
income.
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Figure7. SalesTaxExpendituresas%of Averagelncome
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-Ananalysidhy the Institute on Taxationand EconomidPolicyestimatedthat a 3%salestax rate on
familiesin the lower 20%o0f incomeearnersin Louisianawith food, prescriptiondrugs,andresidential
utilities in the tax basewould resultin slightlylesstaxesor just aboutthe sameamountof taxesasa 5%
rate on all itemsexceptingfood, prescriptiondrugs,andresidentialutilities. Lowerincomefamilies
purchasemorethanjust food, prescriptionsand utilities.

Saledax collectionshortcomings

-Althoughactualcollectionsare up dueto highrates,the underlyingbasefor salestaxeshasbeena
weakeningsourceof revenuegrowth for the state andfor someparishesThereare severalikely
reasondor this. Louisianaeexemptsmanybasicitemsfrom the state portion of the tax suchasfood,
prescriptiondrugs,andresidenial utilities andtheseitemswould add stabilityto anysalestax base.
Additionally,the modernmarketplaceoffers consumersa growingwealth of goodsand serviceghat
maynot comewith a salestax. Internet salesgrowth is underminingstate andlocalsalestax collections
we do not havean exactnumberbut we knowthat Internet salesare growingrelativeto other sales.

-Saledax exemptionsare more numerousand costlythan in other states,and manyof them havenot
beenreviewedto ascertainif they were still servingtheir purpose.A largecollectionof exemptionsis
groupedunderthe categorya 2 i & B 81 LIiwitHayaiuéestimatedat $800million to $900million,
or nearly30%of total exemptions We do not know preciselynow muchsomeof them are costingthe
state or what is beingaccomplishedy havingtheseitems exemptedfrom payingthe salestax.
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-Parishesmunicipalities schoolboards,and somesheriffsare heavilydependenton the salestax
comparedto the situationin the greatmajority of stateswherelocalgovernmentgend to be reliant on
more stableproperty taxes.

-Theoverallhightax rate reducesthe flexibility of localgovernmentgo generaterevenueif necessary
soconditionstend to forcelocalgovernmentgo seekassistage from the state.

-Localsalestax revenuegend to be more volatile than property taxescollections Thisrelianceon sales
taxescreatesvolatility in revenuesherebygeneratingmore uncertainlocalgovernmentbudgets.This
volatility cancausdocalgovernmentgo expandservicesandthen haveto cut backdueto the short
term nature of the revenuegrowth.

A lackof uniformity

-Thestateandlocalgovernmentsdo not applythe salestax to the sameitemsasthe state or possiblyto
eachother, creating a lackof conformityin the state-localsalestax basethat is unusualcomparedto
other statesandthat alsohindersthe goalof streamliningthe & (i | Saeagsystem.

-Lackof state-localuniformity anda highlydecentralizedcollectionand auditing systemcomplicates
reform efforts and could penalizeLouisiandf Congrespassedegislationthat would help Louisianastate
andlocalgovernmentscollectsalestax revenuefrom Internet and shippedsales Louisiands only one of
two statesthat currently havedecentralizeccollectionand auditing.

-Statesalestax policyaffectingbusiness- suchasfor businesautilities and manufacturingmachineryc
wasreducedfor economicdevelopmentpurposesandthen hasbeenincreasedleavingthe private
sector unsureofthe & i | ibrfgr@rn tax policy. In addition, the state wasnot taxingmanufacturing
machineryequipmentbut mostlocalgovernmentsdo taxit, creatinganothermismatchbetweenthe
stateandlocals.

-Thetax codeis outdated with regardto salesthat oncewere taxedastangiblepersonalproperty but
now are not taxed, particularlydigital agepurchaseof software,data, music,andvideos.Taxationof
theseitemsdoesnot necessarilyonstitute badtax policy,but a lackof clearmoderndefinitionsand
intent isa problem. Thisis anissuein manystatesgiventhe dynamicsof the market.

-Salegax law needsa recodificationto easecomplianceclarify definitions, better distinguishexclusions
from exemptionsandreflectthe transactioral realitiesof the 21stcentury.

-Finally salestaxesare extremelysensitiveto major disasterssuchasthe recentfloodingin the Baton
Rouge Tangipahoandthe Lafayetteareasandin north Louisiandrom CaddoParishto OuachitaParish
Saledax receiptswill increasesubstantiallybut theseincreaseslo not sayanythingaboutthe longterm
robustnessof the economy.
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Individual income taxchallenges

Louisiana's individual income tax carries an upper bracket tax rate of 6% that is effectivebéd taxa
income ofmore than$50,000 for single filerand $100,000 for joint filersthe 6% rate is less than the

top marginal rate in Arkansas and South Carolina, even with the top marginal tax rate for Georgia and
Kentucky, and higher than the top marginaktrate in Alabama, Mississippi, and North Carolliexas

and Florida have no individual income tax.

Louisiana's income tax allows a deduction for federal taxes paid. This deduction ties the fortunes of
Louisiana taxpayers and the state's revenue pitiorthe pertubations of the federal tax codand

hinders the adoption of lower rates that would apply to all taxpayers. Only two other stafdgbama

and lowa-- allow this deductionin its entirety. This exemption costs the state approximately $900

million in the most recent yeatax rates must be higher in order to offset the loss of this revenue. As
can be seen in Figure e value of this exemption is especially important to families earning more than
$200,000 per yeagiven the current tax ras and bracketsThis is predictable since the fadéincome

tax is progressivelhe average savings for a family earning about $45,000 because of this exemption is
about $100 while a family earning about $190,000 will save about $1,800. The famitlyge®tD,000

has an income about 4 times as high as the family earning $45,000, but the tax savings are about 18
times higher. The Louisiana income tax should not be used to mitigate the progressivity of the federal
income tax.

Figure 8. Individual Income Tax Increase Relative to Average Federal Adjusted
Gross Income Due tBliminating Federal Tax Liability
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Louisiana's income tax als a deduction for itemized deductions taken on the federal tax form that are

in excess of the federal standard deduction. Thes®sof t SR aSEOS&4& AGSYAT SR RSR«
either positively or negatively as a matter of tax policy, but they tjdginder the goals of achieving

lower rates and a broader bade. particular, the excess itemized deductions include taxes paid to the

state of Louisiana, a provision that is illogical and works against lower ftesexemption only applies

to about 5% of the individuals filing Louisiana tax returns.

Over time, the individual income tax form has become more difficult for taxpayers to navigate, partly
because of the many credits and deductions. Despite these complications, the individual income tax is
one of the easier taxes to administrate. From the perspective of the taxpayer and the tax collector,
compliance is relativelgnanageable.

Corporate income taxperspectives

The corporate income tawasrefined in the special sessions in 2016. &arprovisions were added
regarding apportionment, markeiased sourcing, and aduhcks with the focus of more clearly defining
the tax base for the benefit of both the corporation and the state. The Legislature should be
commended on making some fundamahtiecisions regarding the determination of the tax base for
corporate income taxedt is now the responsibility of the Louisiana Department of Revenue to
administer these changes.

Despite these improvements, the current system contains a number ohpttens, credits, and rebates

along with temporary restraints on those progranibe inventory ad valorem tax exemptigithe most

costly, with an estimate of close to $450 million in fiscal 2015. Corporations also have the federal tax

deduction amountingi 2 | 602dzi bPunann YAftA2Yy LISNI&@8SIFENJIAYy F2NB3I2)
The temporary restraints on these credits make revenue forecasting extremely diffisudn example,

in 2015 the kgislature implemented a reduction of the inventory tardit of 72% of its value for those

credits that were provided through a refund. The projection of the gain by the state due to this tax

change is still being examined.

Some of the exemptions, such as the Subchapter S Corp exemption, constitute samgeafustment

to avoid double taxation because the money is merely being moved directly from the corporation to an
individual.Also, the net operating loss provisiomigrmal compared with other states and federal tax
policy; it isjustifiablebecausecompanies experience fluctuations in earnings.

Louisiana's upper tax rate on corporate income of 8% is relatively high compared with other states in the
south and central regions of the country. Even though the net tax paid by corporations is more
compeftive with other states, the higher absolute rate creates at least the perception of a barrier to
economic developmenin November 2016, voters statewide rejectedanstitutional amendment that

would haveeliminated the federal tax deduction and alswould have triggered aorporateflat tax rate

of 6.5%, a rate that is more competitive. This amendmeaotild have connectetbwer rates with a

35



broadertaxbasé YR 62dz2 R KIS RSt Ay1SR FSRSNIt GFIE 26fA3
system TheTask Force supported this constitutional amendment enthusiastically and believe that we
should propose a similar amendment for the citizens of the state to examine one more time.

Various exemptions and credits contribute to volatility in corporate inctemecollections, and create
disparate tax burdens on different businesses. In most years, net taxes paid to the state are far less than
the total tax liabilities, an indication of the opportunity for lower rates for all businesses if tax breaks
were removel. As noted in Table, torporate exemptions, deductions, and credits for the income tax

and the corporate franchise tax amounted to almost $1.7 billion in fiscal 2015 while corporate

collections for these two taxes amounted to less than $700 million.

Thecorporate franchise tayperspectives

The franchise tax is a tax on wealth and investment that represents the equity of a corporation.
Investment supported by lonterm debt is not subject to the corporate franchise tax. Itis widely
recognized as a congx and antiquated type of taxation that discourages investment, inhibits economic
development, provides a disincentive to corporate headquarters operations and causes costly
compliance and auditing problemghe franchise tax is exceptionally complex doninister by the
government and to calculate for businesses. Audits and lawsuits are more common with the franchise
tax than with other tax types.

This tax is paid whether or not the business entity is profitable. Business startups and -naargin
busihessesn particularare adversely impacted. However, some businesses that are able to avoid
corporate income taxes through exemptions and financial losses could be paying some of their share of
the state tax burden due to the existence of the franchise ta

Actual collection®fthetaxt N& f 26d ¢KS (2GFf GFIE fAFOAfAGE F2NJ |
$460.1 million; however, after credits and prepayments, the net amount collected in state revenue was

only $157.1 million. Similarly, nebllections in fiscal 2013 were only $84.7 million. A law passed in the

First Exraordinary Session of 2016 will extend the tax to a broader class of businesses, possibly adding

$90 million in state revenue for fiscal 2018, according to the Legislatival Bffice. This new lawill

assess a franchise tax on Limited Liability Companies that choose to be te&aldchsptes / €

corporations for federal tax purposes.

Louisiana has always desired to attract corporate headquarters, but the state hadltgifficing so due
to this tax. This tax is levied on the sum of all corporate stock;ipaidpital, and retained earnings. In
other words, any corporation that is heavily capitalized, which is the most desirable kind to attract,

would be less likely to &ate in Louisiana due to this annual assessment.

[ 2dzA & A | Y | Q SepaFaeb iyfiOrK dthierSstatésh particular:
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-Louisiana is one of a diminishing number of states with a franchise tax. Sixteen states have a franchise
or a capital stock tax,favhich two-- including Mississippt are phasing theirs out. Five other states
have eliminated their franchise taxes in the past five years.

-Louisiana's rate is high. Only Connecticut has a higher franchise tax rate than Louisiana, and a company
in @nnecticut can choose to pay either the franchise or income tax liability, whichever is greater.

-Louisiana is one of only eight states with an unlimited franchise tax, including Mississippi which is
phasing out the tax.

Oil and gas taxemedies

The airrent oil and gas tax rates have been part of the state's tax structure since the 1970s and in the
future should be reassessed. However, in this sustained era of low energy prices, increases in the rate
structure are not likely to have a substantial effea revenue collections and could be damaging to the
industry and counteproductive for the state. The horizontal drilling exemption, which was created in
the 1990s to spur an expensive new technology and expanded exploration, was modified in 2015 after
the technology had matured. The new law would scale down the exemption if oil and gas prices rise in
the future.

This modification should also be reassessed to make sure that it is still a necessary tax advhigége.

the time tore-examine itbecau® once it is beindpeavilyutilizedagain the state would not be advised

to suddenly change the rules for market participants. Any change in this tax exemption should be made
within the guidelines of an overview of the entire oil and gas tax structureieder, the state's current
definitions and methods of calculating the sales point for purposes of taxation on the value of oil are
being contested and perhaps should be clarified.

Oil and gas revenues, both from severance taxes and from royalties aadpgaiments from state

owned landstend to bevolatile over time Prices will rise and then decline dramatically. The state

should be careful in how these dollars are incorporated into the budget for use as recurring revenues.

¢ KS ail S Qaation@iRd &b knpvinlastiRding Day Fundhas played a role in tapering

the surge of oil and gas revenues that sometime occurs by steering portions of that money into the fund
instead of into the state operating budget. Voters statewide passed Cotistinl Amendment 5 on the

ballotin November 2016 K+ & | RR& Fy2(0KSNJ tFr@SNJ 2F @2t GAtAGeS
Revenue Stabilization Trust Fund provides a mechanism to steer additional oil and gas and corporate
income revenue surges towagpecial spending priorities, including state pension debts and
infrastructure.The Task Force supported passage of Amendment 5.

Tobacco analcoholoptions limited

In 2016, excise taxes on tobacco products, beer, wine, and liquor were increased saligtartiese
changes followed recommendations by the Louisiana Tax Study presented to the Legislature in 2015.
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The new revenue was contributed to state general operating costs rather than as an offsetting method
to lower rates on other types of taxes. Tolbadaxes were increased in 20H60. As a result, the state
already has tapped these sources of income probably to ameadimum tolerable level, and the

revenue is ingrained in the state spending budget.

The gamble on gaming

During the 1990s the ate created a diversganbling industrythat provided new revenue for the state.
Gambling, or gaming, is the fourth largest source of state revenue. Tax rates are relatively high
compared to other states for the many forms of legalized gambling in Loajsentuding casinos, race
tracks, racinos, video poker, and the lotteries. Local governments also receive rés@mugaming.The
gaming industry is not a major growsfectorbecauset is drivenprimarilyby population and the

number ofcasino sites iBmited by law. The statbenefits from outof-state visitors coming to Louisiana
to gamble; however, the stateonstrains casinos from pursuing some competitive measures that might
increase tourism and taxable reventighere are always technical issuekatimg to any stateéndustry
relationship, but the state cannot expect the gaming industry to provide a large amount of net new
dollars for support of public services or for offsetting other sources of taxation.

Property taxes Louisiana style

Propertytaxes are collected by local governmerthestate does not levy property tax though the
state has the constitutional authority to impose a statewide property tax of no more than 5.75 mills.
Still, property taxes are@nimportant issue in state fiscablicy because they provide reventelocal
governmentsand help determine the degree of local dependence ondtage. Property tax exemptions
for homeowners and businesses are relatively high in Louisiana, resulting in arelesece by local
governments on sales taxestate support and sharetx revenue The exemptions shift theroperty

tax burden to a smaller group of taxpayers.

An exceptioristhe ad valorem tax on inventories, a type of business property tax that local
governments collect inull. The inventory tax is considered a form of property tax that is protected in
the state Constitutionlt is a common form of tax among the Southern states but is used by few states
outside the regionThe state accepted the burden of the inventory taxtie 1990s by creating a
refundable tax credit for businesses thatdd be applied against state individual income taxes or
corporate income and franchise taxes based on 100% of the ad valorem tax on inventories that they
paid to local government. Thisas a secondbest solutionthe local governments could not give up the
revenues from the ad valorem tax on inventories and the state felt that this tax was a deterrent to
economic development.

Other features of the property tax in Louisiana include:

1 Lauisiana has a significant homestead exemption of $7,500 of assessed value plus a variety of
special exemptiondMany homeowners of lesser value houses carry little responsibility for
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supporting their local government and schools. This exemption is a megeon that school

systems in Louisiana are less reliant on property taxes than schools systems generally in other
states.However, he real value of the homestead exemption in Louisiana has declined since it was
last changed in 19B Risindhome valuediaveincreased the property tax base for local
governmentsand the exemption has become lesfsa factor

For many yearshe industrial tax exemptioprovided manufacturing expansions and upgrades with
complete relief from property taxes for five yearsiplanother fiveyear renewable termThe

industrial tax exemptionvasgranted by the state even thouglcal governments are theecipients

of property taxes. Th€onstitution provides theayernorand aState Board of @nmerceand
Industrywith the authoiity to grant the exemptionsgGovernorJohn Bel Edwards and his newly
appointed board have made significant changes to the progasmoutlined in a set of ndw
proposedrules Local government agencies are niowolvedin the decisiormaking process.
Machinery replacements, miscellaneous capital additions and environmental equipment are no
longer eligible. The renewable term, if granted, wouldupeto an 80% exemptioover another

three years

Nonprofits areexemptfrom property taxes. &tain municipéities aregreatly affected, which has
raised questions about thappropriate application of property taxes to nonprofits.

The more propertythat istaken off the rolls for taxatiojthe greater the burden on other property
which is taxedsuch as commeial establishments and pele who rent houses or apartments. Or,
other taxes must be used to pay for local public services or local governments must ask for more
state support.
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Chapter 4: Tax Reform Solutions [Top]

e will need a combination of new, old and bold ideas based on sound
principles to create a better tax structure

The Task Force on Structural Changes in Budget and Tax Policy startetheigimemise that a tax
structure should generate sufficient revenues to fund legitimate and necessary government
expenses and, in doing so, should be fair, simple, competitive with other states, and stable over the
short and long term. These qualities drest achieved with taxes that are brodmhsed with low

rates and that do not play favorites for or against a particular constituency. However, the Task

Force viewed economic competitiveness and comparisons to other states as fundamentally

relevant factordn its decision making, while attempting to assure that compliance with a new
structure would be easy and clear. The Task Force also believes that exceptions should be minimal
AT A £l O Al AAOI U AOOAATI EOEAA CiTA OAAOGITO OEAO

Fairnes is an important value to be considered: Does a tax system in its entirety treat fairly
taxpayers of different income levels and other characteristics, and does a tax system treat fairly
businesses and individuals? Simplicity is essential: In our pofsuitltiple goals, have we

made the tax system unnecessarily complex to administer and for taxpayers to follow? Balance
and variety in revenue sources also need to be weighed: What type of balance between tax
types is the healthiest for lortgrm growth and stability?

Additional factors may enter into consideration that play upon people's differing value systems.
Some tax systems are more likely than others to result in stronger annual revenue growth,
which some might view negatively as an impetus fanegessary government expansion.

Others might view such growth positively. For example, an income tax that levies rates
according to income brackets might bring more revenue growth over time than a flat tax. The
Task Force has attempted to account for thésetors in its analysis.

In accordance with its basic principles, the Task Force makes recommendations in this chapter
that are designed to be holistic in impact. The Task Force focused on the sales tax, individual
income tax, corporate income tax, andoperty tax, as well as the various exemptions,

exclusions, deductions, and credits that impact the revenues derived from these Aasxas.
practicalmatter, we have to focus on one tax at a time when assessing an entire fiscal structure,
but the changesi the entire tax structure that we recommend should be examined globally in
relation to one another. We strongly caution against a piecemeal approach.
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Revenue targets and balances

As an illustration of the challenges in establishing a sound revenuetste, consider the circumstances
presented in Table 3. Here we establish an estimate of the dollars that will need to be generated given
the decisions made by the Legislature in the last several sessions. We are building this tax scenario
around an assuption that the state will require $12.5 billion in fiscal 2019, according to the pattern set
by the Legislature. If this number is too low or too high, we can adjust the taxes required to cover the
budget gap.

Table 3. Estimated Revenues for Fiscal 201Bne with Expenditures Based on Current
Spending Priorities Based on Lotgym Tax Structure

Projected 2017 Projected 2019 with Estimated 2019 with
current expiration Tax Changes
Sales Tax, General ant $4,298.1 $3,176.4 $3,935.0
Motor Vehicles
Individual Income Tax $3,088.3 $3,222.1 $3,935.0
Corporate Income and $510.4 $361.4 $586.4
Franchise
Severance/Minerals $464.6 $558.7 $558.7
Tobacco, Beer, Liguor $381.3 $382.7 $382.7
and Wine
Gasoline/Special Fuels $624.1 $642.5 $642.5%
Gaming $906.6 $888.5 $888.5
Excise License $858.6 $656.0 $656.0
Others $900.1 $916.0 $916.0
Total $12,032.1 $10,804.3 $12,500.8**

*We have not made any assumptions about proposed infrastructure spending
**Assuming that the level of expenditures is conergtwith the expenditures in 2017.

As an example, in Table 3 we have made the following changes in the tax structure: (1) increase revenue
by about $225 million from changes in corporate income and franchise taxes; (2) set a balanced target of
$3.9 billilm each from the sales tax and the income tax; and, (3) correct the projections for all the other
revenue sources for 2019. These are the taxes that we suggested remain the same in Table 2. The Task
Force is not proposing to raise taxes; it is merely promps cover the projected spending as

determined by the state Legislature over the last several sessions. This chart shows the give and take at
play in achieving that goal.

The Task Force recommends that the individual income tax and the sales tandiarst to provide
F LILWINREAYFGSte GKS &l YS FyYy2dzyid 2F NBOSydzS (2 &dzliiz |
keep the rates for both the sales tax and the income tax as low as our identified revenue requirements
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allow. This also provides fair timent across income brackets, because lower income households pay a
larger share of their income in sales taxes and higher income households pay a larger share of their
income in income taxes. Both taxes grow with the economy; however, the individoaiénax has a
slightly higher elasticity than the sales tax.

¢KS dal EAYdzY hLIWiA2yacé

The Task Force studied examples of tax structures in which the broadest base with the fewest

exemptions could be combined with the lowest possible rates while still miaing revenue levels

similar to the projected outlook for 2019. This exercise is important because it presents what are
LINRPOl6ft& GKS aYFEAYdzy 2LIiA2yaé (2 GKS adlraGS F2NJ G
recommendations took a different form thahe maximum options, the scenario demonstrates the

opportunity cost in the form of lower tax rates that the state forfeits by allowing special exceptions,

credits, and exemptions.

For the sake of simplicity, we will use 2019 as a starting point, wheleikg in mind that actual
recommendations will need to be forecast over a period of years into the future. The current state sales
tax is 5% and is expected to produce about $4.3 billion in revenue in the 2017 fiscal year, not accounting
for the variable dflood recovery. Suppose that the state broadened the base and applied the full sales
tax to many purchases that have been exempt or partially exempt. This base expansion could include
food for home consumption, prescription drugs and residential utdijtel of which have been

protected in the Constitution since 2002. It would also include the items changed in Act 26Fafshe

Special Session, which amended certain exemptions. It would also include manufacturing machinery and
equipment and industrialitilities. Further, a limited group of services could be taxed, such as the sales

tax on personal and data services that Texas applies to its sales tax base.

What would these actions allow? Under this scenario, a 5% sales tax rate would theoreticadgénc
annual revenue up to $6.3 billion. Or, the state sales tax rate could be lowered to approximately 3.4%
and still generatehe same $4.3 billion level currently expected. The state sales tax rate could be
reduced even further if a decision were maderéduce the overall amount of revenue collected by the
sales tax and make the state less dependent on it. If the state wanted to collect about $3.76 billion from
the sales tax, then it could lower its rate to 3.0%. In Table 3, we suggest the salesulaxgemerate

about $3.9 billionwhich is the same that we propose the income tax generate. This would require a
sales tax rate of about 3.15%.

A further broadening of the base could be achieved by eliminating a longer list of more minor tax
exemptions. Br example, a guideline for this list might be the exemption tables prepared by Rep. Julie
Stokes and discussed by the sales tax streamlining commission. (Not all exemptions or exclusions on the
books should be considered in this exercise. For examplest#tte should not apply sales tax to raw
agricultural products; to do so would be wildly roampetitive for Louisiana farmers. So, we cannot

assume that all sales tax exemptions could be eliminated in the name of lower rates.) A greatly

simplified state ales tax could achieve a rate approaching a low of 3%, and this likely represents the
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maximum option for this tax type. It is also important to recognize that an expasidtelgovernment
sales tax base would increaselattalgovernment sales tax colleons if local governments followed the
example of the state.

A similar exercise can be applied to the individual income tax, which is also expected to generate
approximately $3.9 billion in 2019. An elimination of all deductions, exclusions and credits wo
theoretically generate revenue up to $5.1 billion. With this broader base, the tax rates could be lowered
dramatically and still bring in $3.9 billion. For example, one scenario might show a revenue neutral
outlook with a flat tax ratef approximately3%that would generate the $3.9 billion but also including a
zero tax on the first $10,000 of income for single filers and a zero tax for the first $20,000 for joint filers.
Thisapproximate figure of 3%kely represents the maximum option that could &ehieved with a tax

reform unless a lower amount of income tax revenue was deemed acceptable.

Although thesemaximum options are instructive, the Task Fopceposeda set of recommendations

that head in the same direction but without the burdenaif the highly controversial constitutional
amendments and other likely insurmountable obstact@ar income tax proposal is close to the
maximum option, while the sales tax proposal stops short of endorsing a constitutional amendment to
allow sales taxes on fdg drugs and home utilities.

Sales axrate and base recommendations

As a predicate to our recommendations, we note that the Louisiana Tax Study, presented to the
Legislature in 2015, called for the creation of a sales tax commission to make recomroesdatia

uniform sales tax collection process, rates and auditing. The Legislature did so with the creation of the
Louisiana Sales Tax Streamlining and Modernization Commission, whose work has been underway for
over a year working directly with all stakabers to identify a way to move to a common sales tax base
between state and local governmerdsd to simplify collections.his Task Force is fulsupportive of

those efforts.To provide this Commission with specific recommendations, the Task Forsesdsi

follows:

The Task Force recommends expanding the sales tax base and reducing the sales tax rate from its
current 26to no more than %and preferably less as the revenues derived from a tax base expansion
and eliminations of exemptions are quardifi To do so, the Task Force recommends:

(1) Retaining, with a few modifications, the expanded state sales tax base adopted in Act 26 of the
first special session of 2016 and amended by Act 12 iisdwond Special Sessiovhich would
continue the tax on sth things as custom software, business utilities, and storm shutter
devices.

(2) Making certain services, such as those taxed in Texas, and digital transactions subject to sales
tax. Some of the taxable services include cable and satellite television, repaoaresidential,
commercial property, web hosting and security services.

(3) Include non-residential utilities as part of the tax base
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(4) Including manufacturing machineandequipment as part of the state sales tax base but
establish rebates in order to be mpetitive with other states. We make this suggestion
regarding MME in order to maintain a common sales tax base with locals.

We also suggest that, with the exception of A@sidential utilities, any expansion of the state sales tax
base also apply tde local sales tax base as well. It would be our suggestion that locals use any revenue
enhancements to offset other reductions in local taxes or to lower the sales tax rate as appropriate. We
cannot provide specific information regarding the allocatiangong each governmental subdivision in

each parish.

The Task Force recommends allowing local governments the ability to increase their sales tax rates
without a vote of the state Legislature, but still requiring a vote of the people in the area beindy taxe
Sales tax and property tax reform are essential if local governments are to have the tax capacity to
independently provide their own funding.

The purpose of a low state sales tax rate is to keep Louisiana competitive with other states, while

allowing bcal governments the ability to fund local programs from locally derived revenuecidrige

Ffa2 NBRdzOSa 20t 3A2@8SNYyYSyiQa ySSR G2 asSS1 adl i
exemptions relieve some of the tax burden on lower income hoakk) the sales tax is regressive with

respect to individuals and families. As we broaden the base, the allocation falls on businesses and

higher income individuals to a greater extent than lower income individuals.

Additionally, the Task Force recommenithat local and state government create a uniform sales tax

base in a reasonable balanced, but expeditious manner. A common sales tax base is integral to
AYLINRGAY I GKS AYLINB&aarAzy 2F [2dAaAlyl Qa &altSa G+ E
currently view our system as complex, inconsistent and more challenging to comply with than other

states. Additionally, a uniform sales tax base will be helpful in allowing local governments to receive the
benefit of sales taxes associated with online sal@/hile there ararguments in favor and against

Internet sales taxes, the shift to online purchasing from vendors such as Amazon is occurring at a rapid

pace and our state and local governments are not receiving the sales taxes for these transadimns.

state passed a law in the extraordinary session in 2016 having Amazon and other online entities to

report the names of Louisiana citizens who purchase online from them. Amazon has indicated that it

will remit the sales taxes collected on the purcha$és goodsNotably, these are not new taxes, as a

GdzaS¢ GFE |t NBFRe LI ASAE (G2 (GKSaS (NIl yal OdAaz2yaT |
these revenues as the law intends.

In Apperdix G The Public Affairs Research Council of liags(PAR) provides a set of guidelines to help
navigate the complex web of sales tax exemptions in Louisiana.
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Sales ax administration recommendations

The state and local sales tax administration system should be made simpler for business and$axpaye
The Task Force recommendsitistate and local governments establish a uniform sales tax

administration and collection system. Louisiana must streamline tartlardize the sales tax collection
system in terms of definitions, exemptions, exclusionsl aaditing standards for the state and all local
political subdivisions. These recommendations are based on making sales tax administration simpler for
business tax compliance as well as minimizing the cost of administering and collecting the sales tax and
making our sales tax collection system conform to the best practices followed by other states. The Task
Force also recommends a recodification of the sales tax laws into a simpler, easier to follow format.

The ultimate goal and most effective way to amle tax streamlining is to pass a constitutional

amendment allowing a single, uniform state/locallection and auditing systethat would align

[ 2dZA aAl Yy Qa LINF OGAO0Sa ¢AGK (GK2aS dzaSR o6& 20KSNJ ail
constitutional amendment is not pursued, then alternative systems that would be effective in

streamlining collectionshould be developed and implemented. This system could incieddy

created oversight bodies that take advantage of existing and developing tedyahd maintain the

confidence of the local bodies whose budgets are dependent upon certainty of the revenue which flows

from this source.

In making these recommendations, the Task Force does not imply that there is a single way to achieve

this policychange or that any change can be accomplished in a short time frame; however, the Task

Force does contend that improvements in the administration of the sales tax collections will benefit the
aidlrasSqga SO2y2yeée yR Alda 02 welbdichoperaiion yf Statéamd the¢ 2 | OKA !
local governments is absolutely imperative in achievingdbhgential reform.

Additional sales tax reforms

The state shoulémpose a moratorium on any new or resurrected sales tax exemptions. Any remaining
exempfions shoulchave a sunset establishddr re-evaluation over a fivgear period. All of the
exemptions could not be evaluated in one year. We would need to establish a time path for the
exemptions to first state exactly what the exemption is trying toameplish; identify the cost to the

state of this exemption; and compare the accomplishments of the exemption to the cost to the state.
We recognize that every exemption is not alike in termasopurpose

Sales tax law needs a comprehensive recatifio to ease compliance, clarify definitions, better
distinguish exclusions from exemptions, and reflect the transactional realities of the 21st century.
Clarifications are also needed on what is defined as tangible personal property and software services
among other developments of the digital age. A lack of clear modern definitions is a problem and should
be addressed. This is a problem that exists in every state that uses the sales tax to pay for public
services.
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Individual ncometaxrecommendations

By design, the individual income tax is progressive and thereby offsets somerefjtbasive naturef

the sales tax. Itis also a growth tax offsetting the fact that a number of other state revenue sources do
not automatically grow with the economyn terms of administration and compliance, the individual
income tax is more cost effective than the sales tax or corporate taxes. The Task Force income tax
proposals are consistent with best practices utilized by competitor states in defining the inarrbase

and in establishing rates that are within ranges used by these states. These proposals create an
individual income tax system that is simpler, more transparent and more competitive than our current
system.

The Task Force recommends two optidmschanges to the individual income tax law. Option 1 will
require a constitutional amendment approved by the people, while the Option 2 may benatished
by legislative actioriThese options are presented in Tableddconstitutional option allows Lasiana to
expand the income tax base, narrow the brackets, and lower all rates%y/AStatutory option only
allows base expansion and narrowing of the brackets.

Table 4. Individual Income Tax Recommendations

Constitutional Statutoly

Tax Characteristics Lower Rates; adjust brackets; | Adjust brackets; expand tax bas
and expand tax base
Rates and Brackets (single filer| 1.5% on first $25,000 ($12,500 | 2.0% on first $25,000 ($12,500

in parenthesis) single) single)
3.0% on $25,000 through 4% on $25,000 through $50,00(
$50,000 ($12,500 through ($12,500 through $25,000 singl
$25,000 single)

6% above $50,000 (above
4.5% above 35000 (above $25,000 single)

$25,000 single)

Eliminateexclusions and Federal Tax Liability

deductions Excess Itemized Deductions
50% of Excess Itemized
Deductions $6,000 Retirement exclusion

$6,000 Retirement exclusion

12/31/2019 SunseExemptions | Net Capital Appreciation Net Capital Appreciation
and Deductions re-evaluate so | $25 Education Credit $25 Education Credit
changes, if necessary, can be | Quality Public Education

made. HomeSchooled Children Quiality Public Education

HomeSchooled Children
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Enhanced Oversight by
Legislature with specific
expectationsabout
accomplishments of special tax
advantages

Recreation Volunteer
Volunteer Firefighter
IRC Section 280C Expense

Recreation Volunteer
Volunteer Firefighter
IRC Section 280C Expense

EliminateTax Credits

Citizens Property Tax Credit

Citizens Property Tax Credit

Allow to Expire in 2018

Solar Credit

Solar Credit

Reevaluatein 2021

Historic Tax Credit

Historic Tax Credit

[ 95 Q& tr N Exbihing &
as group

See discussion at p. &3}

See discussion at p3-54

Property Tax Credits to be

See discussion at p8

See discussion at p8

examined in property tax

w | YRSNI GKS O2yadAddziazzyltf 2LWGA2yT GKS ¢Fal C2NDS
elimination of the federal income tax deduction that decouples the Louisiana tax base from federal tax
changes. This option would include scaling back excess @drdeductions to 5% A new threebracket

structure would be used and rates of taxation loweretl.5% on the first $25,000 ($12,500 single), 3%

on $25,000 through $50,000 ($12,500 through $25,000 single) and 4.5% above $50,000 (above $25,000
single). Themarginal taxateswould be lowered by 2%, but they would apply more fairly and evenly to

all taxpayers because of the proposed elimination of many deductions and exemptions.

®w ! YRSNI GKS &Gl ddzi2aNE 2LI0A2y 3 (KfinaBEThS wauldbeii SYAT SR
coupled with the elimination of other deductions and exemptions proposed by the Task Force. The

statutory option would use the new compressed thdeeacket structure, but tax rates would remain at

the current 2%, 4% and 6% levéigproximately 420,000 Louisiana taxpayers itemize on their federal

tax returns. This represents roughly 25% of all taxpayers in the state. The purpose of doing away with

this particular tax advantage that applies to a portion of the taxpayer is to loveerdtes overall.

Figures 9 and 10 provide information regarding the impact of eliminating the deduction for federal taxes
and not changing the rate structure. As can be seen, the elimination of the federal tax liability will cost
the family earning betwen $40,000 and $50,000 about $111 on average. It would cost the family
earning between $100,000 and $120,000 about $586. For the family earning between $900,000 and
$1,000,000 this change would cost about $16,515. But these estimates are assuming thate¢hée

rates of 2%4%and6% remain in place. The idea behind eliminating the federal déallitgt would be

to lower rates.
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Figure 9. Tax Increase Due to Eliminating Federal Tax Liability up to $140,000
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Additional income tax changes

Additionally, the Task Force incligdim Table 4ecommendationsegardingtax breaks.

The Task Force recommends the elimination of many income tax exemptions artd aretithe

imposition of a moratorium on any new tax credits or exemptions applied to the individual income tax.
The Task Force recommends keeping (1) the standard and dependent deductions, (2) the exclusion for
military pay for active duty personnel, (@) credit for taxes paid to another state, (4) the earned

income tax credit (because it allows the state to enhance the progressivity of its income tax and reduce
the regressive nature of theverallstate tax structure), (5) the exclusions for sociausitg and

retirement income for public employees, and (6) credits related to child care and early childhood
education, in part because these programs help all families and improve educational outcomes, and in
part because they leverage federal money.

Thehistoric rehabilitation tax credits should be preserved because this program was recently revised
and reduced by consensus in the Legislature and is duefvakiation in 2021but this credit should
definitely be evaluated in 202Also, the program wolves many stakeholders with legal and financial
obligations over a long period of time and therefore could not be eliminated immedidteiffects
individual and corporate income tax revenues.

Corporate income tax recommendations

The Task Force hadaommended the elimination of the deduction for federal taxes paid for the
corporate income tax as a constitutional amendment included on the statewide ballot on November 8,
2016. Only 44% of voters were in favor of the amendment and this measure fapeg$oThe reform
would have decoupled the Louisiana tax base from federal tax changes and would have set the
corporate tax rate at a flat 6.5%. The upper bracket rate for Louisiana currently is 8%. This approach
would have better aligned Louisiana witk itompetitor states, potentially provided for a more stable
source of revenue than the current corporate income tax structure, and eliminated instability in state
corporate tax collections due to actions in Washington, D.C.

The Task Fordeelieves thiss a fundamental change that will allow the state to compete across the
country with lower corporate tax rates. We agree that any tax change is automatically subject to
concern, but the only way to reduce the top corporate tax rate is to scale back saime eemptions
with the federal deductibility being the one exemption that is not commonly allowed in other states.
Other states can have lower rates because they do not include the exemption of federal tax.|\kglity
appreciate that aonvincing pubit education efforwill be needed.

With respect to exclusions, deductions, and credits applicable to corporate income and franchise taxes,
the Task Force makes thecommendations set forth iffable5. However, it should be noted that
several exemptios and credits are really not corporate income tax issues, but instead pertain to other

FNBF&a 2F GKS adladsQa Gl E &G NHzOG dzNB @ YySe SEI YLX S&

economic incentives utilized by Louisiana Economic Development.
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Table 5. Corporate Tax Exemptions, Deductions, and Credits

Subchapter S Maintain Inventory Tax
Net Operating Loss Maintainand remove | Offshore Vessels
72% cap
School Readiness Cred Maintain Other Telephone
Companies
Federal Tax Deduction | Eliminate Natural Gas

Property Tax Issues; nc
really corporate income
tax issues Recommend
that these be discussed
separately

Donations to School
Tuitiont can also be
individual income tax
deduction

Expanded Legislative
Oversight

Motion Picture Credit
and other associated
credits

Interest and Dividend
Income

Study by LDR and Tax
Institute due by 2019

Enterprise Zone

I R ) Jo::

The Task Force recommends that all tempgrehanges enacted during the 2015 and 2016 Legislative
Sessions be allowed to sunset in 2018 in favor of the implementation of the permanent adjustments

LED Issues
Recommend that these
be discussed separately

that are being recommended herein.

New models for orporate incometax reform

During the legislativeessions in 2016, several important steps were taken to reform the corporate

income tax for Louisiana. These reforms were precipitated by the Louisiana Tax Study in 2015 and the

Tax Foundation report frothe Committee ofL00, as well as other prior repgrand our ongoing

discussions of tax refornWhile there were important accomplishments, additional items should be on

the reform agenda.

The U.S. Supreme Court has long ruled that a state can tax a multistate business as long as the income

fromthebla A y S & &
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basis, in which the tax for each corporation is calculated sepby, regardless of its corporate

affiliations or whether they are part of a consolidated return for federal tax purposes. Separate entity
taxation poses difficult challenges for a state with respect to intangible income, such as royalties and
interest. or example, corporations could pay royalties and interest to a related corporation in another
state where it is not taxed and thereby reduce reported corporate income in Louisiana. Effectively,

corporate profits are shifted from one state to another.

Tohelp preserve the tax base in Louisiana, the first major reform was the enactment of a ndvaekdd
statute in 2016. Addback statutes disallow deductions for intangible payments if they are not taxed in
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other states. This is a useful tool for the Depagnt of Revenue to preserve the tax base, and it also
provides clarity to taxpayers.

The second major reform involved changes to the methods that Louisiana uses to apportion the income
of corporations that operate both within and outside Louisianaoto the changes made this year,

there were a number of different methods, depending on the industry of the business. Manufacturing
and merchandising businesses apportioned income using a single sales féetbis, the ratio of sales

made into Louisiaa over total sales. Other businesses were typically required to use afténrts

method, taking an average of the factors for sales, payroll, and property. Bebend Special Session

of 2014 the Legislature extended the single sales factor tomdlistries except for oil and gas, which

now has a foufactor formula. The move to a near universal sirgddes factor is beneficial to the state,

as it removes any disincentives to employ capital and labor within the state.

The same legislation alethanged the way that corporate income is calculated for sales of services. Prior

to this legislation, sales for companies providing services were allocated to the state that had the

highest fraction of the cost of performing the service. If, for examptgedit card company processed

credit cards in South Dakota but circulated cards in Louisiana, the sales would be credited to South
5F120Fr® ¢KS yS¢g tSaxatliArAz2y Y20SR (2 | O2yOSLIi 27
allocated to the state wherthe market for the services was located. In this example, the sales would be
credited to Louisiana. With a single sales factor the ratio of Louisiana sales to total sales would be used

to apportion the income of the credit card company. Market sourcidgmean that Louisiana should

secure its fair share of income from multistate service companies.

Despite these positive reforms, important items remain on the corporate reform agenda. One would be

to move from singleentity taxation, as we currently hayto a system of combined reporting. Under

combined reporting, corporations are taxed based on their apportioned share of income of their

Gdzy A G NBE 3INER dzLE @ I 2N1LI2 N dA2ya INB O2Y0AYSR Ayiz |
common ownerkip, common management, and common lines of business. Combined reporting solves

the profit-shifting problem from intangibles because related companies are part of a unitary group in

which intercompany transactions are eliminated. A state will apportioretiitire unitary group using a

combined return to determine its share of its tax base.

The Task Force recommends directing the Department of Revenue, with the Louisiana Tax Institute, to
study moving from singlentity taxation on the corporate level tosystem of combined reporting with
findings due by January 201@ombined reporting is widely viewed as a more aggressive and reliable
approachthan addback statutes for counteringrofit-shifting. A separate state study of combined
reporting is underwayand this analysis could serve as a guideline for how and whether the state should
move to combined reporting for the corporate income tax. Combined reporting is now used in roughly
one-half of states, but not typically in the Soytidthough Texas uses cdined reporting for its margin

tax.
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Franchise tax recommendation

Because the corporate franchise tax as it is utilized in Louisiana differs substantially from how it is used
in other states, the Task Force recommends restructuring, phasing out onaling thetax provided

the state identifiesreplacement revenue to coincide withdke changeslhe determination of the
appropriate restructure, elimination or phase out would be through a study conducted by the Louisiana
Department of Revenue and the wisiana Tax Institute. The appropriate timeframe for any phase out or
elimination will also be determined by the study. The study of the franchise tax and the combined
reporting evaluation are to be completed within two years and recommendatiasged on lhe findings

are to be made to the Legislature by 2019.

LED developmenticentives

The Task Force recommends that the Louisiana Deyeat of Economic DevelopmentED) establish

sunsets and review periods for all of its programs, other than as setfiertsin. This has been

recommended by national organizatioagch aghe Pew Charitable Trusts as a way to ensure fiscal
responsibility and effectiveness of incentive progratd¢hile mos2 ¥ [ 95 Qa LINRINF Ya [ f§
established sunsets, the departmentll have to file legislatioduringthe 2017 and 201&gislative

sessions to extenthem. Examples includthe Quality Jobs (QJ), Enterprise Zone (EZ), Angel Investor
(Angel), and Research and Development (R&E8ntive prgrams

The Task Force reconends that LED continue to monitor and regularly report on the performance of

all of its programs. The reporting must include information on the return on investment for each
program in terms ofhe fiscalimpact, theeconomic impact and other metrics refnt to program
performance. Rigorous studies are required to examine tax incentives. We suggest that these studies
must follow three general guidelines.

First, the studies should be conducted by independent parties without a vested interest inagbificsp
conclusions of the studies. This means that the economic development agencies or the business
lobbying groups should not conduct these studies. Instead, the studies should be contracted out to
disinterested parties with strong track records in dating similar studies using best practices from
20KSNJ adlFisSaqQ aiddRASao

Second, the studies should recognize that using taxpayer funds for tax incentives means that these same
taxpayer funds cannot be used for other government programs. An implicatittisaguideline is that

(KS &iGdRASE aK2dAZ R 08 LINHRSY(G Ay O02yOfdaizya GKI

incentive in assessing the fiscal impact of the tax incenfhax incentives are one form of government
spending, and generglany government spending generates multiplier effeétsdollar spent by state
government on, say, school construction will generate additional economic activity through a multiplier
effect, just like a dollar given by state government to businessesjastax incentive will generate
additional economic activity via a multiplier effedssessing the viability and benefit of an incentive
program primarily based on its multiplier effects can overestimate the economic impact of the incentive

52

lj



program relaive to other spending programsA further implication of this guideline is that the studies
should make symmetric use of multiplier effects in assessing the fiscal impact of any program.

Third, the studies should recognize that many businesses mayéxgaelocate without the tax
AYyOSyiGA@dSao ¢CKAAda YSlIya GKIG GKS aiddzZRASa aKz2dZ R y:
activity is generated by tax credits. Instead, the analysis should assess the programs relative to the
legislatively iderified objectives with recommendations for how the programs can be modified to

achieve these objectives.

Recommendations on specific programs

The Task Force recommends that LED revisit the wage requirement ($14.50/hour) of the QJ Program.
The wage requed for program eligibility should be adjusted periodically to keep pace with the growth
of the economy.

It is recommended that LED restructure the R&D program from a 40% tax credit toaefitand
RSaA3AyLFGS I &LISOA T A fmarcipatidmtdioBlyihos dompames thatie@eideNal Y Q &
federal Small Business Innovation and Research (SBIR) grant

The EZ Program underwent significant reform in the First Extraordinary Session of 2016. The program

has been capped and the jobs credit hagb redesigned to reward the hiring of economically

disadvantaged Louisiana citizens. These changes will result in an estimated $26 million in savings by

fiscal year 2020. No further changes are recommended for the EZ program. The Task Force recommends
thalh G KS LINBINI YQa LISNF2NXIYyOS 06S O2yilAydzzdzate Y2yA

It is recommended that LED establish program sunsets of July 1, @02l of its tax credit incentives
and July 1, 2022n all of its tax rebate incentivedt is recommended that LED identify to the
Legislature all underutilized or inactive programs so that they may be eliminated.

Motion picture tax credits

The Motion Picture Investor Tax Credit Program underwent fairly substantial reform in the 2015
Legishtive session, which introduced new tools for LED, and for the inspector general to further inhibit
the potential for fraud and abuse. However, a bacid cap of $180 million per year was established
along with a oneyear suspension of the buyback optioBoth of these measures had the unintended
consequence of destabilizing the industry to the extent that the investments made through the
development of the industry over the last decade were at risk.

LED has been tasked with developing further recomdagions for reform for introduction during the

2017 Legislative session. The department has a strategic plan under development to accomplish this
goal. The desired result is a program that achieves sustainability and predictability, an improved return
for the state, and a positive statewide economic impact.
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The Task Force recommends that the motion picture credit be retained as-appwapriated, non

refundable tax credit incentive with both discounted redemption and transferability as alternative

options for use. The baeknd cap established during 2015 should be eliminated in its entirety and

replaced with a legislatively enacted frety R OF LJ G2 YAGAIFIGS GKS adrasSQa
forward. The state should implement a modification to théial certification process to allow for a

project to count against the cap only after it commences active production. This will allow the state to

have control over the number of credits issued from inception. Coupled with other mechanisms that

would target specific types of production and potentially encourage reasonably timely utilization of

credits, the potential for another backlog of credits that would materially impact the state budget may

be avoided.

The current review of the program by LEDla tlirection of Governor John Bel Edwards, which includes
outreach to the industry, is supported and it is recommended that the outreach to the industry be
incorporated into the future development of the program. One mechanism to achieve this would be to
reinstitute the Film Commission to provide for a structured means of incorporating industry insight on a
regular basis.

The biennial review of the program should be revised to include a report that specifically addresses the
progress of the program wittespect to each objective identified by the Legislature, especially with
regard to building a stronger, more sealfistaining Louisiana motigpicture industry, as well as newly
identified benefits of the program with a focus on accomplishing an acceptatlm on investment.
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Chapter 5: State and Local Relations [Top]

e must address the close relationships of state and local spending and
revenue and their impa cts on all citizens and levels of government

What is the relationship, and why does it matter?

The financial relationship betwedacal governmentsindthe stateis one of the most controversial

issues in policy and tax discussions in LouisianadThé 4 SQa € I NBHS 206t A3k GA2Yy A
combined with limits on local property taxes and other collectierigve contributed to a longunning
debate as to whether parishes and municipalities are structurally and overly dependent on state
resouces.State spending on local government tops $500 million annually not counting the MFP or
other educationrelated expensegpayments to sheriffs for housing state prisoners; or the inventory tax
rebate [SeeAppendix ) A recurring theme in the Task Ferbearings was the question of whether the
current structure is contributing too great a strain on state finances and just how that strain might be
alleviated without jeopardizing appropriate parish and city services. Local government representatives
offered substantial data and perspectives on this issue. Finding the potential solutions proved to be
challenging and complicade

State support to local governments comes in many forms, including direct state subsidies, annual
appropriations to public schoglsoad money, the provision and financing of charity and rural hospitals
and the main responsibility for community colleges. The state provides annual subsidies for salaries of
law local law enforcement and firefighting personnel. The state also sharesncErms of tax revenue

with local governments. State hotel occupancy taxes are dedicated to local causes throughout the
parishes. Local governments also can benefit from business expansions, which often are rewarded with
state incentives and credits.

In addition to this state support, local governments depend on a combination of their own sales taxes,
property taxes, fees on business and specific charges for utilities and other public services. Local
governments in Louisiana are less dependent on prigpaxes and more dependent upon sales taxes
compared either to national or southeastern regional averages. For example, Louisiana relies on
property taxes for 14.8% of its total state and local revenue, compared with an average of 30.1% among
all statesnationally, according to the Tax Foundation. The local sales tax rate in Louisiana is typically
about 5%. Combined with the current state sales tax rate of 5%, Louisiana has the highest sales tax rate
in the nation.

Homeowners in Louisiana enjoy the lasg homestead exemption in the nation while manufacturers
until recently have enjoyed a 3@ar total exemption on property taxes for qualified expansions. Many
people believe this sweeping property tax protection contributes to the state's fiscal proptamsing
locals to be too dependent on the state for financial and public service support. A comparison is often
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made with neighboring Texas, where local governments collect a much higher property tax than in
Louisiana and also tend to be more salffiaent with regard to schools, community colleges, health
care, law enforcement, infrastructure, and local project funding.

Although Louisiana property tax collections are relatively low compared to other states, Louisiana local
sales tax collections arelatively highPurchasing trends and fluctuations in the Louisiana economy,
especially in the oil patch, are causing cutbacks in many parishes affected by lower sales tax revenue,
whereas the lesemphasized property tax base is more stable and moreigasin good times or bad.

Local government spending tends to boom and bust with the sales tax cycles. Property taxes tend to be
a more stable form of revenue.

Local governments in Louisiana do have a few fiscal advantages over most of their peees gtabéls.

They can collect a property tax on business inventory and a sales tax on new manufacturing machinery
and equipment. Also, in lieu of paying a corporate tax to the state, banks in Louisiana are assessed a tax
that is distributed to local governnmés. The state shares various kinds of revenue with local

governments, such as taxes on video draw poker, a fire insurance fund, the severance-itatgiavent
financing deals, and a host of dedications of state hotel taxes that are routed to locattprajel
organizations. Local governments do not pay state sales tax on their purchases. Also, there are many
state-dedicated funds that spill over into local interests. For example state diverts personal income

taxes paid by visiting professional atds performing in New Orleans into revenue for the Superdome

and local sports development.

Specific obligations

The biggest ticket item in state support is for local schools, most notably in the form of the Minimum
Foundation Program (MFP) at a cos2016 of $3.67 billion. This amount makes up a large proportion of
K-12 school costs, which is not unusual compared to other states. Most states distribute money to
school districts according to a formula that helps maintain sufficient funding level®nempoounties
Bycomparison with other states, Louisiana is about average in its payment obligations to local schools.
What is unusual in Louisiana is that the proportion of school funding that comes from local property
taxes is well below the national erage.

The Revenue Sharing Fund veasablished in the state Constitution as a partial recompense for the
homestead exemption. It guarantees that every year $90 million will be distributed directly from the
state general fund to local governments througliormula based on population and homesteads. The
money is allocated in a separate bill each year and is spent strictly on local programs and projects, such
as law enforcement, general operations, stoplights, playgrounds, and sewers. This direct chihege to
general fund for local projects is among the very highest spending priorities for the state. It cannot be
interrupted by the Legislature or the Governor without violating the Constitution.

The Constitution also protects annual state funding for sem@ntal pay for police, deputy sheriffs, and
firefighters, at a cost of over $125 million. The annual supplemental pay has been defended as a state
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priority because law enforcement and emergency response efforts often overlap jurisdictions and
involve colaboration with state agencies. The Constitution also requires state financing of the Parish
Transportation Program. Less protected, but historically prolific, are local construction projects financed
by the state through the capital outlay process.

Most of these activities and financial arrangements are shielded from the state budget process in one
form or another. With few exceptionthey are on automatic pilot and have strong support in the
Legislature. The locatate relationship istsuctured into the spending system, the dedications system,
and the tax system, but it is also part of the culture of direct state provision of major public services on
the local level.

Outlook for state and local relations

The first step in dealing with the stagad local relationship is to create a fiscal structure for local
governments that will allow them an opportunity to financially handle more of their responsibilities.
Sales tax reform and property tax reform are essential if local governments are toHewapgacity to
raise sufficient revenues to provider themselves and not have ttepend on the state.

The state should allow local governments to increase their sales taxes without a vote of the Legislature.
Instead, a vote of the people in the area vidbe the requirement to determine whether the area will

be subject to a new tax rate. The state also should consider reducing some of its commitment to local
government as locals are given more authority to raise revenues and those revenues are collected.

Property Tax Reform

The property tax is a local tax. The state has the constitutional authority to levy an ad valorem tax of
5.75 mills but has not passed a law to do so. Several major exemptions apply to the property tax and the
state constitution estblishes an assessment process. Land and residential improvements are assessed
at 10% of fair market value; industrial and commercial property at 15%; and public service property at
25%. Farm and timber property are taxed on use value as opposed todidietwalue.

The homestead exemption was increased to $7,500 as of 1982 and has not been increased since that
time. Over the last 36 years the relative value of the homestead exemption has diminished due to rising
home prices and property taxes paid ®sidential property owners. In 1990 and in 2015 homesteads
made up just about half of all property taxpayers. In 1990 the Louisiana Tax Commission noted that 83%
of all owneroccupied homesteads were tdsee because the assessed value of their homesdid

exceed $7,500, while in 2015 only 38% of the homesteads werigdaxThe appropriate policy is to

maintain the present homestead exemption.
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The inventory tax

Local governments include business inventories as part of their property tax assgss8iace the

1990s the state has offered a tax credit to offset the inventory taxes that businesses pay to the local
I20SNYYSylGaod 'a AYy@Syid2NE aasSaaySyda aINBg 20SNI Gl
grew also. Total inventory taxoltections among all local governments statewide reached $463.1 million

in the 2015 report by the Louisiana Tax Commission. That figure fell by 10% to $416.8 million for the
O2YYAAd4aA2yQa Y2aid NBOSY(G wnmc NBLRxddipe, the @E NI LI2 NI
report reflects properties held in 2015.) This decline coincided with a fall in prices for oil and gas

commodities, which are stored as inventory in large volumes in Louisiana. The Legislature trimmed the
credit in 2015 and has taken othar(i S1LJA G2 NBRdzOS GKS adldSQa tAFoAfA

The Task Force recommends a constitutional amendment to allow for a gradual elimination of the
assessment of ad valorem taxes on inventory over-gedd period accompanied by an eliminatiof

the state income and franchise tax credit for ad valorem taxes paid on inventory overy@évéme
period. The constitutional amendment for the elimination of the ad valorem tax on inventory should
include a provision to allow faa roltup of exsting millageo offset the revenue reduction. In lieu of the
millage roltup to offset the revenue reduction, the Legislature should consider enhanced sources of
local revenue from changes to the local tax base including but not limited to changesitaltistrial

tax exemption or expansion of the sales tax base. Another alternative to offset the revenue reduction
would be the creation of a temporary revenue sharing fund. The offsets to address any revenue
reductions should consider the impact of the @mory tax elimination on each local governmental
subdivision currently collecting the tax.

The Task Force recommends the elimination of the ad valorem tax credit for natural gas overeafive
period. The Task Force recommends that the tax credésaated with offshore vessels and other
telephone company property be maintained presently, but that special committees, such as the SCR 6
Task Force, examine other methods of dealing with these unique ad valorem situations. The present
method of the st&e picking up the tab needs to be reassessed.

The industrial tax exemption

GovernoreEdwards, along with newly appointed members of the Board of Commerce and Industry, has

revised the industrial tax exemption program. This incentive has provided a bndakal property

taxes for up to 10 years for qualified manufacturing expansions. The Governor is empowered by the
Constitution to oversee the program and set the rul€keincentive is not authorized or controlled by

a0l ddziSaod ¢ KS D2 @ &bighedideiclude Same tyfePolmahufacturing

improvements, require more accountability and jobs creation, and give local parish officials the ability to

weigh in on the deals. The Board of Commerce and Industry has rewritten the guidelines favdbsspr

FYR ljdzh f ATAOFGAZ2Yad ¢KS ySg aSiG 2F NMz Sa Aa 2y N
Procedures Act.
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Taken in isolation, Louisiana's industrial tax exemption program has been a tax break that is unusual
among states that typally compete with Louisiana for manufacturing operations. Not only is it

monetarily generous, but it has been granted exclusively by the state board and the Governor, with no
involvementfrom local officials. However, industrial incentive packages canaeidwed in isolation.

Nearly all local governments in Louisiana have opted to maintain a local sales tax on the purchase of
manufacturing machinery and equipment. Such a tax is something local governments in most other
states do not collect, particularbt the relatively high local tax rate of 5%. Also, local governments in
Louisiana collect a tax on business inventory, which affects many manufacturing plants. Few states have
an inventory tax, and some that do also have an inventory tax break provigiomafwufacturers.

The Industrial Tax Exemption has increased in value since the market price of industrial expansion has
risen. This exemption has an economic development value, but the plants and facilities also require
public services. This is an exgtinn controlled by the state though the dollars given up are local
revenues. The Task Force recommends that local governments have a role in granting the industrial tax
exemption. As such, the Legislature should adopt a resolution amending the inttsstréxemption in

the Constitution to allow for local governmental approval of the exemption and creating a statutory
framework for the exemption that ensures local governments are included in the approval process and
establishing policies for use of tleemption as an economic development tool that favors job growth.
Further, the following guidelines could be included in the statutory framework: the industrial

exemption can be up to 100% of the value of the investment for the first five years andiph@en80%

for the next three years.

Other property tax issues

¢KS ¢l al C2NOS FTdzNIKSNI NBO2YYSyRa SELIYRSR d&AasS 27
local governments considering ad valorem tax exemptions to attract economic developnuetitan

the Legislature consider legislation deemed appropriate to expanding this opportunity. Any such use of
PILOT arrangements should require a resolution of the elected officials in the taxing jurisdiction in

addition to any appointed board, such asiadustrial development board.

The Task Force recommends a constitutional amendment limiting the ad valorem tax exemption for
property owned by nosprofits to property exclusively used for the tax exempt purposes of the non
profit. This recommendation euld still allow for a complete exemption of property owned by religious
entities and an apportioned treatment of negprofit owned property that is not exclusively used for the
tax exempt purpose of the organization. Other states have implemented an gppoent model to
allow for a partial exemption of the property.

State and Local Relations

There is no simpl@ne-policyoption that will improve the fiscal connection between the state and local
governments in Louisiana. There are over 300 munitigsin the state; 64 parishes and sheriffs; 70
school boards; and numerous special districts. All of these local governments have different ways of
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funding local services; some use mainly local sales taxes while others are more dependent on the
propertytax. We also have considerable economic inequality among the parishes. Improving the
ability of locals to fund services for themselves is an important first step, but certainly not the only step
to be considered. A careful examination of all spengirmgrams related to local government is also a

necessary step. Finally, we have to connect the revenue options and the spending requirements at the
local level.
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Conclusion and parting recommendations [Top]

iscal Stability is an essential ingredient for long -term growth and prosperity in
the state.

Louisiana has gone through a decade of budget instabilityindtividualand business

taxpayers unsure about thetax obligationsand public servicerovidersunable to make long

term commitmentsdue to uncertainty aboutunding . Economic development and growth do

not prosper in such an atmosphere. An essential ingredient in thetemg development of

the state is astable and predictable fiscal structure. The Task Force carefully and thoughtfully
suggested changes for the spending of dollars by the state government, changes in the way the
state pays for these public services, major changes in the administrats®vefal taxes with

specific focus on the state and local sales &ollections, and changes in the state and local
relationship.

None of these suggestions will be easymplement A state is typically reluctant to consider
major changsin its sgending priorities and tax structure. But the state has reached a stage
that it cannot keep doing what it has done for the past 40 or so years. It must plan for the next
40 years and be very realistic about what this plan must include.

The Task Forgarovides a guideline for making such changed we might note that many of

the fundamental suggestions in the state sales tax and the state individual income tax are
consistent with suggestions by the Tax Foundati@ve appreciate that many of these clgas

have to be phased in, but we should not delay initiating the changes. We are, in a sense,
pushed against the wall since there is a definite fiscal cliff coming in fiscal 2019. The state has
to make decisions in the upcoming legislative session i 201n a special session prior to

fiscal 2019. And, the state definitely should not merely renew temporary taxes for another
two years.

The ultimate goal is to build a tax structure that will produce the revenues for the state services
that the peopeé believe are essential for a productive state. This is an achievable goal, but it

will require decisive actiobythed G 6§ SQ&8 OAGAT Sya FyR LRtAGAOI f
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APPENDIX A -

House Concurrent Resolution 11

A CONCURRENT RESOLWIDdeate the Task Force on Structural Changes in Budget and Tax Policy
to continue the budget and tax reform evaluations begluming the 2016 First Extraordinary Session, to
make recommendations of changes to the state's tax laws in an effort to modernize and enhance the
efficiency and fairness of the state's tax policies for individuals and businesses, to examine the structure
and design of the state budget and make recommendations for-terg budgeting changes, and to

report to the legislature by September 1, 2016, and to urge and request the governor to support and
implement initiatives for structural change introduced incoming sessions of the legislature intended

to bring about longerm improvements to the programs and services of state government as well as

cost savings through more efficient and effective state operations.

WHEREAS, the citizens of the state of Lausexpect and deserve a stable, transparent, and effective
government that meets the needs of citizens through higfality programs and efficient services; and

WHEREAS, the state government of Louisiana has faced deficits annually since Fiscal 326892008
and

WHEREAS, the structure of the state budget continues to limit the ability of the legislature and the
governor to prioritize critical statewide services, and the brunt of annual andyead deficits continue
to fall on higher education and hehttare; and

WHEREAS, the state government of Louisiana is facing a $960 million projected budget deficit in Fiscal
Year 20182016 and a $2.1 bhillion projected budget deficit in Fiscal Year-2018; an®®

WHEREAS, the state general fund expenditures of state government are projected to continue to grow
in the fiveyear continuation baseline projection and state revenues are not projected to meet those
expenditures; and

WHEREAS, solving the budget defigitthe coming years and setting the state on a path of continued
fiscal responsibility requires a thorough review of all areas of state operations and spending; and

WHEREAS, there are numerous areas within state government in which reforming the polienat
and practices will produce savings or additional revenues for the state; and

WHEREAS, in 2015, the legislature commissioned a tax study to provide the legislature with alternatives
for a tax structure with predictable and stable revenues, thatnpotes competitiveness, and is fair and
simple; and

WHEREAS, the legislature began deliberating thetlermy recommendations included in the tax study
during the interim and 2016 First Extraordinary Session of the Legislature; and

WHEREAS, tax policjtiated in the 2016 First Extraordinary Session of the Legislature bringstehart
relief for the projected budget deficits; and

WHEREAS, the shaetrm relief serves to bridge the time needed for the legislature and stakeholders to
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