HOUSE FI NANCE COW TTEE
March 18, 2004
1:44 P. M

TAPE HFC 04 - 61, Side A
TAPE HFC 04 - 61, Side B

CALL TO ORDER

Co-Chair WIllianms called the House Finance Commttee neeting
to order at 1:44 P. M

VEMBERS PRESENT

Representative John Harris, Co-Chair
Representative Bill WIlIlianms, Co-Chair
Representative Kevin Meyer, Vice-Chair
Representative M ke Chenaul t
Representative Eric Croft
Representati ve Hugh Fate
Representative Ri chard Foster
Representative M ke Hawker
Represent ati ve Reggi e Joul e
Representative Carl Mses
Representative Bill Stoltze

VEMBERS ABSENT

None
ALSO PRESENT

Representati ve Peggy W/ son; Bob Bar t hol onew, Chi ef
Qperating Oficer, Al aska Per manent Fund Corporati on,
Departnent of Revenue

PRESENT VI A TELECONFERENCE

Dan Dickinson, Director, Dwvision of Gl and Gas Audit,
Departnent of Revenue, Anchorage; Mchael WIlians, Tax
Di vi si on, Departnent of Revenue, Anchorage

SUMVARY

HB 236 An Act i1nposing a tax on enploynent; and providing
for an effective date.

HB 236 was HEARD and HELD in Committee for further
consi derati on.

HB 298 An Act relating to t he di stribution of
appropriations from the Alaska permanent fund
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under art. 1X, sec. 15(b), Constitution of the
State of Al aska, and maki ng conform ng anendnents;
and providing for an effective date.

HB 298 was HEARD and HELD in Committee for further
consi derati on.

#HB298
HOUSE BILL NO. 298

An Act relating to the distribution of appropriations
from the Al aska permanent fund under art. [IX sec.
15(b), Constitution of the State of Al aska, and nmaking
conform ng anmendnents; and providing for an effective
dat e.

REPRESENTATI VE M KE HAWKER provided an overview of the
| egislation. He stated that HB 298 woul d be effective only
if a Percent of Market Value (POW) constitutional anendnent
is approved by the voters during the 2004 general el ection.
HB 298 provides conform ng |anguage to existing statute to
accommodat e changing the constitutional requirenent that al
income of the Permanent Fund be deposited into the genera
fund to the nore limting appropriation mechanismof “up to
5% of market value in the proposed POW constitutional
anmendnent . It would also recognize the nerger of the
Ear ni ngs Reserve Fund into the Permanent Fund.

Represent ati ve Hawker added that HB 298 provides the annua

appropriation from the Permanent Fund under the POW
managenment structure, to be divided equally between paying
i ndi vi dual dividends and public services.

Represent ati ve Hawker descri bed each section

. Section 1: Amends the basis for the Alaska jury
list to people applying for a Permanent Fund
D vidend. Forner |anguage referenced applicants for
a “distribution of Al aska incone.”

. Section 2: Changes the duties of the Legislative
Budget and Audit Committee (LBA) from nmaking annual
recommendations for investnent policy for the
“inconme” of the Permanent Fund to nmaking annual
reconmendations for investnent policy for the
Per manent Fund. The change woul d be consistent with
the merger of the Earnings Reserve (incone) Account
into the Permanent Fund and wth the genera
oversight responsibilities of LBA for the Permanent
Fund operati ons.

. Section 3(a): Provides that no appropriation
“shall” be made from the Permanent Fund in excess of
the average 10-year real rate of return. If the
fund does not nake a 5% real return over 10 years,
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the anount available for appropriation would be
reduced to the real return. The provision provides
a statutory framework for inplenmenting the “up to
5% provision in the proposed POW constitutional
anmendnent .

. Section 3(b): Provi des that annual appropriations
from the Permanent Fund be divided equally between
payi ng i ndi vi dual dividends and public services.

. Section 3(c): Defines the index to be wused in
determ ning the Rate of Inflation.

. Section 4. The proposed POW constitutiona
anmendnent al |l ows appropriations based on the “market
value” of that fund. The section provides a

statutory mandate that “market value” be determ ned
in accordance wth generally accepted accounting
pri nci pal s.

Representative Croft questioned the value flexibility and if
it was realized or unrealized. Representative Hawker
explained that wunder the generally accepted accounting
principals, the value of business investnents of the
Per manent Fund Corporation would be neasured on a market
principal. The unrealized earnings and | osses woul d be used
for determnation of the value of the fund.

Representative Croft agreed that would be easy with the
stocks and bonds but nore difficult with the small real
estate investnents. Representative Hawker suggested that it
woul d be determined in a case-by-case base.

BOB BARTHOLOVEW CHI EF OPERATI NG OFFI CER, ALASKA PERVANENT
FUND CORPCORATI ON, DEPARTMENT OF REVENUE, explained that the
determ nation of value under the generally accepted
accounting principals for stocks and bonds that are publicly

traded in the nmarket have a daily pricing. Under the
accounting principals, they are determned daily for the
val ue. For the real estate properties direct investnents
for buildings, the generally accepted accounting principals
require that the value be recorded at the cost. They are
not marked up and nost of the inconme fromreal estate cones
from the rental incone. That is recorded on an on-going
basi s. If buildings |oose value, for accounting purposes

that is recorded.

Representative Croft asked if it was only nmarked down, not
up. M. Barthol omew replied that was correct.

Representative Croft thought, “Ganmes could be played with
what fair market value is”. He asked other areas that m ght
be problematic. M. Barthol onew advised that at this tineg,
the Permanent Fund is not invested in anything other than
stocks, bonds and real estate. The Board has nmade two
decisions during the Jlast tw neetings to allocate
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approximately 3% of the value of the fund into alternative
i nvestnments. The two possible categories are:

. Private equities investing in start-up businesses;
and/ or
. Buyi ng busi nesses already in place.

A manager would be hired to do this work and they would be
responsi ble for providing a quarterly evaluation. There are
general ly accepted accounting principals and rules that are
foll owed in eval uations.

Representative Hawker added that the Permanent Fund 1is
subject to an annual outside audit that provides a benchmark
and standardi zed discl osure procedures, providing assurance
that the determnation of fair value would be objective and
consistent and not manipulated by the managenent of the
fund.

M . Barthol onew conti nued:

. Section 5: Elimnates the current statutory
provi sion that any unexpended operating budget of
the Permanent Fund Corporation be included in the

determnation of “income” of the fund for the
calculation of incone available for distribution.
The determ nati on of i ncone avai |l abl e for
distribution will no longer be required under the

proposed POW constitutional anmendnent, which bases
the anobunt that can be distributed on market val ue.
Accordingly, the provision wuld no Ionger be
rel evant.

Representative Croft asked if that amount would come out of
the legislative 5% M. Barthol omew explained that the
current constitutional amendment woul d limt al |
appropriations out of the Permanent Fund to 5% hence the
operating and the investnent nanagenent costs would cone
fromthat 5% That would make a portion be placed for the
cost of nanagenent, approximately $45-$50 mllion dollars
per year.

Represent ati ve Hawker conti nued:

. Section 6: The Permanent Fund Corporation manages
the investnment portfolio of the Mental Health Trust
Authority. Current statute provides that the incone
from those funds be determned “in the same manner
the corporation determnes the net incone of the

Al aska Pernmanent Fund.” The Mental Health Trust
Aut hority previ ously adopt ed a POW style
managenent . The section provides a statutory

mandate that the net incone of the Mental Health
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Tr ust fund be determ ned in accordance wth

generally accepted accounting principals. That is
the sane | anguage adopted for the Permanent Fund in
Section 4.

. Section 7: The section changes |anguage in the

exi sting Permanent Fund D vidend paynent statutes to
| anguage that conforms to the proposed POW

nmet hodol ogy. The change has no substantive
consequence on t he current di vi dend paymnent
stat utes.

. Section 8: The section changes |anguage in the

di sclosures required on the paynent stub for the
Per manent Fund Dividends to |anguage that conforns
to the proposed POW net hodol ogy. The change has no
substanti ve consequence on the disclosures required.

. Section 9: Repeals statute that woul d be superceded
by operation of the proposed POW constitutional
anendnent . AS 37.13.140 defines income and net
income of the Permanent Fund for purposes of nmaking
di stributions. Under t he pr oposed POW
constitutional anendnent, distributions are based on
mar ket val ue, not on incone. AS 37.13.145 defines

the disposition of income of the Permanent Fund
including inflation proofing and transfers it to the
di vidend account. Inflation proofing is inherent in
t he proposed POW constitutional amendnent. Section
3 of HB 298 provides for transfers to the dividend
account.

. Section 10: Provi des that Sections 3, 4 and 6-9 of
this Act, take effect only if a POW anendnent is
approved by the voters during the 2004 genera
el ection and then takes effect.

. Section 11: Provi des that subject to Section 10,
the effective date of the Act would be January 1%,
2005.

. Section 12: Provides that subject to Sections 1, 2,
and 5, it will take effective i mediately.

Co-Chair WIlianms inquired about Section 12. Representative
Hawker noted that he personally did not support that
section, suggesting that it “clouded” the issue. M.
Bart hol omew added that the three changes would have little
effect on the Permanent Fund.

Vi ce Chair Meyer questioned how t he Ways and Means Committee
determned the 50/50 split. He assuned that it was the
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correct split but wondered how it had been determ ned. He
noted that the Conference had recommended a 60/40 split and
that the Permanent Fund Corporation had witten a letter
indicating that to keep the dividend at the same level as it
currently is, a 70/30 split should be used.

Represent ati ve Hawker advised that the 50/50 split had been
an “intuitive agreenment”. It was a judgnent decision and
would be a “fair” division of the proceeds. Justification
is highlighted in the graph handout contained in nenber’s
packets indicating, given the approximate five year bal ance
of $26 billion dollars, 5% of that would nake avail able for
public spending, $1.3 billion dollars. If that anount was
divided into equal conponents, half to the whole of the
State and half to the general fund for State purposes. A
$650 nmillion dollar anpbunt would continue to be able to pay
a dividend check in excess of $1000 dollars a year and
continue to grow.

Vice Chair Meyer commented, based on that chart, the State
woul d be receiving $650 nmillion dollars, an anmount nore than
needed at present tine. He inquired if in that case, would
then nore go toward divi dends.

Representati ve Hawker advised that the Legislature retains
the conplete authority of appropriation. D vi dends could
either be increased or they could deal with the deferred
capital needs or apply funds to the $6 billion dollar debt
owed to the Capital Budget Reserve (CBR) fund. The
Legislature is entrusted with the managenent of public funds
and woul d be responsible to determ ne what woul d be the nost
appropriate manner to utilize the remaining funds.

Vice Chair Meyer acknow edged that the proposed idea is a
great plan. He thought that as the fund grows, the 5% woul d
increase, as would the State s needs. He added soneti ne,
the State needs to consider inflation proofing education.
If a spending cap was in place, the fornula could work well.

M. Bartholomew interjected that fromthe Board of Trustee's
perspective, addressing the use of earnings would be outside
of their policy responsibility. The Board has not taken a
position on how the noney should be used but instead
attenpts to determ ne what can be avail able. There is no
recommendation for the anmounts; however, there is
information on historical and future paynents under various
al | ocati on earnings.

M. Barthol onew noted that the Pernmanent Fund had prepared
sever al different analysis. He suggested that the
information be |ooked at from a couple different
perspectives, as there is a lot of wvolatility and that
creates weakness in the current system He pointed out how
much of the 5% has historically been allocated to dividends.
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There have been years when the entire 5% could have been
needed. If the fornmula goes back to 1990, conputing the
actual dividend paynents as a percentage of the fund and
then noving forward to 2015 provides a 25-year w ndow. That
anount of tinme can enconpass the “good and bad tines” in the
mar ket . A medium case return is predicted for the future
and | ooks nore like a 70/30 split. By starting next year
and | ooking forward at the next 10-year period, as presented
at the Conference of Al askans, that amount would result in a
60/ 40 split. The difference is that in the next three
years, there is a large dowward dip in what is being paid
into the dividend because of the 5-year average and the bear
mar ket experi enced.

Representative Stoltze asked if it was intended to pass the
enabling legislation prior to the passage of the resol ution.
Co-Chair WIllians responded that it was his intent to hear
all the bills that relate to the POW and nove themto the
House Rul es Commi ttee.

Representative Stoltze nentioned the applications and their
effective dates and if it would require a 2/3 vote of both
bodi es. He wondered what woul d happen if one piece passed
and the other did not. If that happened, when would the
effective dates take place? Co-Chair Harris admtted those
wer e good points.

Co-Chair Harris stated that under the proposed bill, there
would be a 50/50 split. He asked M. Barthol onew, which
part of the 50% would the fees for the Permanent Fund cone
from M. Barthol omew understood that if the direction was
to allocate 50% of the available anmount to the dividend
fund, then the Legislature goes to the operating budget,
making the decision of where the fee is taken from He
comented that he had never been involved 1in those
di scussi ons.

Co-Chair Harris assuned that it would cone out of the 50%
appropriated to the general fund. M. Barthol onew clarified
that if the Legislature was giving 50%to the dividend, they
would then be taking all the operating costs out of the
other half. Co-Chair Harris acknow edged that nade sense.

Co-Chair Harris voiced his appreciation for the hard work
done by Representative Hawker and the Wys and Means
Commttee. He added that the concept of taking no nore than
5% froma “pot of noney” and insuring that nothing is taken
from the corpus of the fund, then the Legislature taking
noney fromit would be prohibited. He pointed out that sone
| egi slators believe that the main body of the fund should
not be depleted by the Legislature. He voiced concerns with
the 50/50 split because he did not think it would be
“sel l abl e”. He supported the 60/40 split with 60% for the
di vidend and 40%to be used for work in general governnent.
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Co-Chair Harris elaborated that he would be nore confortable
with the 40% bei ng used for public education rather than the
general fund. Public education is a huge growi ng cost for
Al aska. He believed that it would be the npbst “accepted”
funding vehicle to cone before the State, pointing out that
over 90% of Alaskans support greater public education

f undi ng. Even at the $650 million dollars, that anount
could not cover this year’s $1 billion general fund dollar
cost for public education. He reiterated that he would

support anendnents “l eaning toward” public education.

Representative Fate referenced Section 8, which would place
eligibility for di vi dends into t he Constitution

Representative Hawker pointed out that is already statutory
| anguage.

Co-Chair Harris clarified that |anguage would only conform
|l egislation to the anendnent of the constitution.
Representative Hawker noted that he had not read any
| anguage that would becone constitutional. The point is
that there are some statutes under the conditional effect
| anguage currently drafted, Sections 1, 2 & 5, would take
ef fect imedi ately upon being signed by the Governor and al
the rest would be conditional. Representative Fate noted
that he had m sunderstood the reference.

Representative Croft referenced Section 3(b) and asked if
the 5% would be deposited into the general fund. M.
Bart hol omew |ooked at the constitutional anendnent as
proposed, noting that it does not direct a deposit to the
general fund but instead directs that appropriation to be
limted to 5% The wunderlining appropriation bill would
det erm ne where noney goes.

Representative Croft observed that as a constitutional
matter, it would be sitting in the permanent fund and the
Legi sl ature woul d gi ve constitutional authority to
appropriate up to 5% out of it. M. Barthol omew agreed that
was correct.

Representative Croft asked if the constitution nentioned the
Ear ni ngs Reserve Account or if that account in the Pernanent
Fund was really just a general fund account in the sane
ar ea. M. Barthol onew explained that «currently, the
Earni ngs Reserve was by statute defined as an account within
the Permanent Fund, according to the statutory definition
from 1982.

Representative Croft asked the legal effect in Section 3(b).
He asked if the statute would have any effect of the
Legislature’s ability to appropriate from them M.
Bar t hol omew understood that all the Constitution was doing
was |imting the total draw to 5% and then the statute would
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define where it goes. There would be an interpretation of
Lines 14-18, regarding the |egal requirenents. He
recommended Legi sl ative Legal confirmthat query.

Representative Croft maintained that the |anguage “50% nmay
be appropriated” was odd | egal | anguage. He asked the | egal
affect of Sections 3(b)(1&), as he did not see any limts
appropriating authority in that | anguage w thout using words
such as “must, may or nore than”. He requested that soneone
address that concern. Co-Chair Harris acknow edged the
| anguage was “perm ssive” as voiced by Representative Croft.

Representative Croft offered to check with Tam Cook at
Legi sl ative Legal Services regarding the concerns.

Co-Chair Harris explained that a | ot of what the Legislature
is allowed to do through statute woul d be determ ned by what
the constitutional provisions indicate. The | egislation
woul d technically do away with the Earni ngs Reserve Account.
There would be a single account and then no nore than 5% of
that could be used in any one year. If the earnings were
| ess than 5% they could not be used to maintain the val ue
of the single corpus. Statutorily, of that anount, it would
be determ ned how nuch could be used for dividends. That
| anguage could be in the constitution.

Co-Chair WIllians noted that HB 298 would be HELD in
Commttee for further consideration.

#HB236
HOUSE BILL NO. 236

An Act inposing a tax on enploynent; and providing for
an effective date.

REPRESENTATI VE M KE HAVWKER commented that the |egislation
woul d i npose an education tax on wages and net earnings from
sel f-enpl oynent in Al aska. HB 236 provides that the tax
collected would be separately accounted for and may be
appropriated for education. The tax inposed nmay not exceed
$100 per cal endar year.

. Section 1: Provides a short title: Al aska Educati on
Tax Act.
. Section 2: Adds the education tax to the list of

taxes that are prior, paranmount and superior to all
ot her leans upon the real and personal property of
the person liable for the tax.
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Represent ati ve Hawker conti nued:

Section 3:

43. 45. 011: | nposes a tax, not to exceed a conbi ned
total of $100 a calendar year on wages and net
earnings from self-enploynent in excess of $600.
The tax is inmposed at a rate of 0% on the first $600
of earnings, 10% on the next $1,000 of earnings and
0% on all other earnings. Section 3 also provides
that the tax is inposed only in calendar years
following a June 30" fiscal year end when the cash
balance in the Constitutional Budget Reserve Fund
(CBR) is less than $1.0 billion dollars. The tax
woul d be suspended in a subsequent cal endar year
following a June 30" fiscal year end when the cash
bal ance in the CBR was greater than $2.5 billion
dol | ars.

43.45.021: Provides that the education tax is to be
coll ected from wages by enployers in accordance with
regul ati ons adopted by the Departnent of Revenue.

43.45.026: Provides that the Departnment may require
security deposits from enployers who have been
delinquent in remtting the education tax.

43. 45. 031: Provi des that self-enployed individuals
remt their education tax in accordance wth
regul ati ons adopted by the Departnent of Revenue.

43. 45. 041: Provides for refunds of overpaynent of
t he education tax.

43. 45. 051: Requires that a person required to
report a paynent to a self-enployed individual to
the federal governnment, report the sane information
to the Departnent of Revenue.

43. 45. 061: Provides that the tax collected be
accounted for separately and nay be used for
educati on.

43. 45. 099: Defines critical terns by reference to
the Internal Revenue Code (26 U.S.C.)

Represent ati ve Hawker highlighted the sectional analysis:

Section 4: Allows the Departnent of Revenue to
devel op regulations to inplenent the Act before the
effective date of the Act.

Section b5: Allows Section 4 of the Act to take
effect imredi ately.

Section 6: Allows the other sections of the Act to
take effect January 1%, 2005, although the education
tax would not actually be inposed until the CBR
trigger point was reached.
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REPRESENTATI VE PEGGY WLSON commented that Al aska has many
resources and that the npbst precious resource 1S our
children. A head tax for education is inportant.

In response to Co-Chair WIIlians, Representative W]Ison
t hought that the caller option would be a good idea, as it
woul d allow the people of the State to keep the Legislature
in a position of reporting what is spent in regard to what
is paid. It provides the necessary “pressure” for when
tinmes are economcally difficult statew de.

Co-Chair WIllianms inquired how the Ways and Means Conmittee
had determned the statewde testinony issues regarding
revenue taxes.

Representative WIlson replied that the Wys and Mans
Comm ttee, which helped in nmaking the determ nation for the
education tax calculation, had heard a lot of statew de
testi nony. Representative Hawker added that the idea of a
school tax was voiced throughout the State during the sunmer
hand he was inpressed that the school tax had been
consistently supported. He added that nmany Al askan
residents are hesitant to support the Percent of Mrket
Val ue plan without initiating taxes first.

Co-Chair WIIlians questioned how nuch would be generated
fromrecei pt of the tax. Representative WIson antici pated
approximately $43 nmillion dollars collected and the cost to
adm nister the tax will be about $1.4 million dollars.

Vice Chair Meyer addressed the fiscal note, pointing out
that the initial capital cost would be about $683 thousand
dollars and that the Departnment would need to hire about 10
people to adm nister the program He comented that was a
“lot of expense” to admi nister this program Vice Chair
Meyer suggested that an inconme tax “could get to the sane
pl ace and generate the sane anobunt”. Representative WIson
acknow edged that she would be willing to “switch”. Vi ce
Chair Meyer reiterated concerns with the high adm nistrative
costs for the program

Vice Chair Meyer asked about a “double tax” for those that
live outside of Alaska who <cone to work in State.
Representative Hawker pointed out that the initial fisca
note had been overviewed on with the Departnent of Revenue.

Wen the bill is in place, it wll cost the State
approximately $1 mllion dollars a year to administer and
collect alnpbst $46 nillion dollars a year. It is not

intended to be a conplete incone tax but rather a small
conponent to deal with the fiscal concern. He argued that a
$1 mllion dollar cost to adm nister a program that would
generate $46 mllion dollars wuld be a fair exchange. He
added that placing a surcharge on the out-of-state workers
remai ns an issue.
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Vice Chair Meyer commented the idea would be nore “sell able”
if out-of-state workers could be taxed nore. He asked about
t he $685 t housand dol |l ar fiscal note.

Vice Chair Meyer asked how the legislation would deal wth
the person working for nultiple enployers. Representati ve
Hawker responded that the provisions in the bill address
that first and if the person overpays during the course of a
year, the State would refund that at the end of the year

There is a provision that an enployer “shall” w thhol d noney
from an enpl oyee, unless the enployee can provide witten
docunentation that they had previously paid the tax. | f
there were sequential enployers throughout the vyear, it
woul d be easy to take their pay stubs in and show that the
anount had been paid. The responsibility rests on the
enpl oyee.

Representative Croft asked where the |anguage was | ocated
that indicates the tax will go to education. Representative
Hawker replied it is on Page 5, Line 18, the disposition of
tax proceeds.

Representative Croft responded that it shall be deposited
into the general fund and that the Legislature “my”

appropriate for education. He questioned if the anount
could be appropriated for anything else. Representative
Hawker advised that the State constitution prohibits the
absol ute dedication of funds. It is a “best interest
determ nation” that the noney be set-aside for specific
purposes. It becones a statenent of |egislative intent that

the funds are designated for that purpose, by creating
separate accounting of those funds.

Representative Stoltze inquired if Representative WIson
favored the trigger nechanism Representative WIson said
she did. Representative Stoltze noted his concern wth
“triggers”, commenting that the noney should go directly to
t he educati on cause.

Co-Chair WIllians advised that anendnments to the bill would
be taken at the next neeting.

Vice Chair Meyer voiced appreciation to the sponsors for
bri ngi ng the education concept forward.

HB 236 was HELD in Commttee for further consideration.
#

ADJ QURNVENT

The neeting was adjourned at 2:56 P. M
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