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CC:

Steve Klein and Sarah Teachout, JFO
I am writing in response to Dan Towle's February 28, 2005 memorandum on the financial services tax credit program. Subsection (f) of the statute requires the Department of Economic Development (DED) to evaluate and report on the effectiveness of the tax credit. Specifically, the report "shall include an update on the financial services industry in Vermont, including the number of new jobs, new companies, payroll growth, and the amount of credit claimed."

In my opinion, the memo from DED does not meet the requirements of the statute and, therefore, does not provide policy makers with sufficient information to determine the effectiveness of the tax credit. The memo contains inaccurate information, data gaps, and offers no real analysis. 
To date, the program has cost the state over $5 million in foregone revenues 
 (avg. $700,000/year) and there has been no meaningful review. 
The credits are intended to reward Vermont investment services companies that serve out of state clients. The amount of credits is determined by a formula involving tax liability, revenue from services to non-residents, and payroll costs. The program does not require companies to hire new workers. This is noteworthy because a program based solely on payroll in an industry where compensation includes large bonuses could result in credits being taken with little or no job creation.
Although job growth is not required, it is instructive to review changes in the industry over time. The Department presented figures that appear to show a 33% increase in jobs from 2001 to 2002. However, as was noted in a footnote, the industry codes were changed by the Bureau of Labor Statistics in 2001. More importantly, however, the figures reported for 1996 - 2001 are for only one SIC category (securities and commodities brokers), while the figures for 2002 - 2004 include two other industry codes that were not included in the Department's earlier figures (see table below). As a result, the trend in job growth is very misleading.

	Total jobs in the financial services sector 


	
	Securities & Commodities

NAICS 523 
	Funds & Trusts

NAICS 525
	Mgmt. of Companies

NAICS 5511
	Combined 

Total
	DED 

Total

	1996
	597
	54
	160
	811
	596

	1997
	650
	59
	281
	990
	617

	1998
	689
	61
	252
	1002
	670

	1999
	741
	73
	295
	1109
	741

	2000
	781
	81
	301
	1163
	820

	2001
	823
	93
	314
	1230
	863

	2002
	753
	103
	306
	1162
	1145

	2003
	754
	106
	282
	1142
	1141

	2004
	NA
	NA
	NA
	NA
	1133


It is clear that the Department excluded jobs in NAICS 525 and 5511 prior to 2002. When they are added, we find a drop in employment in 2002 rather than the 33% increase reported by DED. 
DED data for payroll is also inaccurate and misleading. First, there are discrepancies between my figures and DED's for 1996 - 2001 because 1) DED did not use updated and adjusted figures from DET; and 2) they did not include NAICS 525 and 5511. More importantly, however, all of these figures (mine and theirs) are irrelevant because the awards are based only on payroll for the companies that claim credits, not total payroll for the three sectors. We need company specific data, which can only be provided (in aggregate) by the Tax Department. In any case, total payroll can be a useful surrogate measure as we try to understand the effectiveness of the program.
	Payroll in the financial services sector 


	
	Securities & Commodities

NAICS 523 
	Funds & Trusts

NAICS 525
	Mgmt. of Companies

NAICS 5511
	Combined 

Total
	DED 

Total

	1996
	$35,439,017
	$1,920,363
	$7,846,852
	$45,206,232
	$33,100,000

	1997
	$43,470,684
	$2,160,914
	$10,612,549
	$56,244,147
	$40,700,000

	1998
	$49,729,492
	$2,189,959
	$10,206,594
	$62,126,045
	$45,700,000

	1999
	$57,748,468
	$2,903,822
	$12,974,865
	$73,627,155
	$57,200,000

	2000
	$72,073,058
	$3,372,728
	$12,934,052
	$88,379,838
	$71,300,000

	2001
	$76,869,076
	$4,285,454
	$14,770,356
	$95,924,886
	$76,800,000

	2002
	$68,837,054
	$4,905,254
	$17,590,830
	$91,333,138
	$88,700,000

	2003
	$69,986,087
	$5,271,360
	$16,779,434
	$92,036,881
	$88,700,000

	2004
	NA
	NA
	NA
	NA
	$97,600,000


When we look at all three sectors, we see that total payroll has actually declined since 2001, as has the number of jobs. 

Although required by the statute, the DED memo did not provide the number of new jobs per year. As noted above, this is not the basis of the credits, but it's an important piece in the puzzle. 
	
	Securities & Commodities

NAICS 523 
	Funds & Trusts

NAICS 525
	Mgmt. of Companies

NAICS 5511
	Combined 

Total
	Credits claimed

	1997
	53
	5
	121
	179
	$620,982

	1998
	39
	2
	-29
	12
	$591,764

	1999
	52
	12
	43
	107
	$576,027

	2000
	40
	8
	6
	54
	$543,091

	2001
	42
	12
	13
	67
	$672,748

	2002
	-70
	10
	-8
	-68
	$472,331

	2003
	1
	3
	-24
	-20
	$1,558,994

	Totals
	157
	52
	122
	331
	$5,035,937


As you can see, we actually lost jobs in 2002 and 2003, fully 36% of all the jobs created in the preceding five years. Therefore, the program allowed over $2 million in credits in 2002 and 2003 even though we lost 88 jobs. This cannot be what the legislature intended.
We don't have company specific payroll figures, but total payroll declined by $4.6 million in 2002 - and companies claimed $472,331 in credits anyway. In addition, payroll rose by less than 1% in 2003 but companies claimed $1.6 million in credits (three times the annual average from prior years). 

Note: Companies that cut jobs in one year can claim credits the next if they re-hire. If so, we would be rewarding companies that are simply responding to business cycles. 
The justification for the program was that Vermont wanted to assist this sector because wages were above average and it was "clean." But what were the job trends prior to the program?
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As you can see in the graph at right, the core sector (securities & commodities brokers) had been growing nicely for years prior to the creation of the program. If so, why did we need this added stimulus? 
Interestingly, the trend is very much the same for the years since. This raises some questions about the usefulness of the program.

We find the same pattern for the second [image: image2.emf]Vermont job growth -- NAICS 525
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Trend after tax credit 

program 

sector, "funds, trusts, and other financial vehicles." Again, the trend was positive and has continued in the years since the program started.

The third sector (non-bank holding companies) presents a different picture (see graph at middle right). It had grown steadily but jumped in `97. Since that time, this sector has seen some ups and downs but now has only one more job than it did in `97.

Note: If I'm not mistaken, the jump in `97 was the result of the opening of one large new company. Is it coincidence that the program was created just in time?
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In addition to pre-program growth trends, there is the issue of background growth. That is, how did this sector perform nationally compared to what happened in Vermont?
The graph at right shows that the U.S. and Vermont tracked closely from `97 to `02. This suggests that at least some of t[image: image4.emf]Comparison: U.S. & VT percent annual job growth 
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he job growth in Vermont would have occurred without the credits since the entire industry was growing until the recession.
Therefore, it's reasonable to ask whether the tax credit program has resulted in any new jobs that would not have been created without it.

The DED memo stated that the number of companies in the industry has grown considerably over time (90 - 160). But this is inaccurate. According to DET, the actual figures are 134 - 156 (16% growth as opposed to 78%). 

More importantly, however, is the number of filers who have claimed the credits. The number of filers taking the credit has fluctuated between 13 and 22, and this includes individuals who are partners or shareholders in S corps or LLC's. Therefore, the $5 million in benefits may well have been enjoyed by no more than a handful of companies and the partners / shareholders. Only the Tax Department can provide this information and DED either didn't ask or failed to include it in the report. 
The formula for determining the amount of credits includes the amount of "revenue from assets under management or other investment business for non-Vermont residents who are unrelated persons, divided by the total revenue from assets under management or other investment business for unrelated persons during the tax year." [§5922(a)(5)] 
In plain English, this means that companies are rewarded for having a high percentage of wealthy out of state clients. But since some services are billed based on the value of the assets managed, it also means that increases in the value of a client's portfolio will lead to higher tax credits, regardless of whether any new jobs were created. 

Indeed, that may well be what happened in 2003. Overall we lost jobs and payroll barely increased but companies took $1.6 million in credits. Thus, this could be the result of the market rebounding, which would tend to increase the value of some portfolios. 
In addition, the formula also considers compensation. This industry is known for paying bonuses, which are included in DET's wage figures. Therefore, if employees or partners have good years and earn substantial bonuses, total compensation could rise significantly without any new job creation.
The statute says that "The credit may not be applied as a result of transferring employees or assets among affiliated companies or persons. The commissioner may adopt rules to define affiliates." [§5922(d)(3)] A proper analysis of the program would include information about whether the Tax Department has adopted any rules and whether it has ever audited any of the recipients. DED did not address this issue.

The statute also includes a recapture provision. ([§5922(e)] I don't know whether the Tax Department has ever reviewed employment figures to determine whether the recapture provision was triggered. But in my opinion, it is outrageous that a company claiming credits one year could lay off up the 35% of its workers the next year with no recapture or penalty.
In the end, DED did not meet its obligation to evaluate this program. With $5 million already out the door, it seems to me that the state should have conducted a serious review of this program. The failure to do so (to say nothing of the positive spin of the memo) suggests that DED is not concerned about meaningful performance reviews. In my view, the legislature would benefit from an independent analysis of all the economic development programs created for or administered by the Department.
The most important lesson here is that tax credits for job creation - especially in a volatile industry - are NOT long-term investments since the jobs can just as easily disappear. Indeed, a handful of taxpayers received $5 million in benefits but more than a third of the new jobs are now gone. And it makes no sense to provide incentives for jobs that would have been created anyway. 
Basically, this program is a direct transfer of wealth from taxpayers to wealthy business owners for no long-term return. I strongly encourage you to eliminate this wasteful program. 
� 	The Tax Dept. found that an additional $1.6 million was claimed in 2003.


� 	Figures for NAICS 523, 525 and 5511 are from DET's "Covered Employment & Wages." DED used SIC figures while I used updated and adjusted NAICS data. For 2004, DED used data from DET (a rolling 4 quarter avg. up through the 2nd quarter of 2004). I didn't have access to this data.


� 	Ibid.
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