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ACTI ON NARRATI VE
3:19: 09 PM

CHAIR KURT OLSON called the House Labor and Commerce Standing
Commttee neeting to order at 3:19 p.m Representatives O son
Hughes, LeDoux, Colver, Tilton, Kito, and Josephson were present
at the call to order.

PRESENTATI ON: ~ ECONOM C | MPACTS OF ALASKA FI SCAL OPTI ONS -
| NSTI TUTE OF SOCI AL & ECONOM C RESEARCH

3:19: 34 PM

CHAI R OLSON announced that the only order of business would be a
presentation on the Econom c | npacts of Al aska Fiscal Options by
Prof essor Gunnar Knapp, Director of the Institute for Social &
Econom ¢ Research, University of Al aska Anchorage. Chair 4 son
provi ded brief background information regarding Dr. Knapp.

3:21:12 PM

GUNNAR KNAPP PhD, Director and Professor of Economics, Institute
of Social and Economc Research (ISER), University of Al aska
Anchorage (UAA), said he would provide an overview of the draft
conclusions of a report on the econom c inpacts of Alaska fisca

options. He began with a summary, followed by a detailed
present ati on. Dr. Knapp and his colleague, Dr. WMatthew Bernan
studied the weconomic inpacts of ten fiscal options under
consideration to reduce the state budget deficit: spendi ng
cuts, taxes, dividend cuts, and saving |less, although they nmade
no recomendation [summary slide 3]. Summary slide 4 listed the
ten fiscal options that were studied. Dr. Knapp noted that
options vary in direct economc inpact, which is the initial way
they inpact the econony. For exanple, spending cuts reduce

government jobs and pay, and other types of spending cuts, such
as broad-based or capital cuts, affect governnent purchases and
have direct inpact on industries that supply the governnent.
The direct inpacts of taxes are to reduce Al askans' disposable
income, and he pointed out that tax options are partly paid by
non-residents and are partly offset by reductions in federal tax
obligations. In addition, a cut to Alaskans' pernmanent fund
di vidend (PFD) Is partly offset by lower federal t ax
obl i gati ons. Saving less has no short-term inpacts except it
slows the growth of the Al aska Permanent Fund (PF) and |owers
its future earnings. Summary slide 5 listed who is nost
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affected by the different fiscal options: spendi ng cuts nost
af fect government workers and contractors; incone tax variations
nost affect higher-income Al askans; sales taxes affect all; a
di vidend cut nost affects |ower-inconme Al askans; and saving |ess
nost affects future Al askans.

3:28: 32 PM

DR.  KNAPP continued to summary slide 6 which illustrated
estimates of short-run economic inpacts per $100 nillion of
deficit reduction. Based on the foregoing standardi zed unit of
reduction, <cutting dividends has the greatest inpact. Tax
options affect Al askans' incone to a |esser extent because non-
residents pay taxes. The effect of spending cuts is snaller
with capital cuts, however, spending cuts have the greatest
i npact on jobs. Summary slide 7 indicated that of all of the

options, only saving less has no short-term inpacts; all others
affect the economy but vary in who is nost affected and the
relati ve magni tude of inpacts. Summary slide 8 listed points on
how fast the deficit should be reduced. Dr. Knapp advi sed that
the snpothest transition would be to nake a significant start
this year to avoid increased household and business |oss of
confi dence, reduced i nvest ment further credit rating
downgr ades, and reduced private investnent. He strongly urged
for significant action to be taken this year, however, an
argurment can be nade that fully closing the deficit this year
may not be in the state's best interest, and to "continue to
make progress, rapid, steady, and conplete progress over the
next couple of years."

3:35: 48 PM

REPRESENTATI VE LEDOUX returned attention to summary slide 5 and
expressed her understanding that a sales tax is a regressive tax
t hat woul d nost inpact | ower-incone Al askans.

DR. KNAPP explained that a sales tax is regressive, but has a
hi gher inpact in that higher incone residents buy nore and pay
nor e.

REPRESENTATI VE LEDQUX commented that | ower-incone residents
would "feel it the npst."”

REPRESENTATI VE JOSEPHSON returned attention to sunmary slide 7,

and questioned whether depleting savings in the earnings reserve
by nmore than $1 billion, and not fully balancing the budget this
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year, underm nes the governor's proposal that savings nust be
used in prudent ways to protect future options.

DR. KNAPP responded that nobst years the PF has earnings and
saving |less nmeans saving less of the current year earnings of
the PF, as opposed to reducing the existing balance of the
earni ngs reserve. He gave an exanple of reducing inflation-
proofing and reducing deposits to the earnings reserve from the
PF.

REPRESENTATI VE HUGHES returned attention to summary slide 6, and
asked for clarification.

3:40: 58 PM

DR KNAPP explained that raising $100 million by cutting
di vidends reduces the incone of workers in Alaska by $150
mllion because of direct and indirect effects, such as
resi dents spending |ess. In further response to Representative
Hughes, he said the spending cuts nean Al askans end up with $138
mllion in less incone, which will be explained in detail |ater
in the presentation. Dr. Knapp continued to slide 10, and said
the final report is due in March, 2016. Slide 11 listed what
was studied in the report. Slide 12 indicated what options were
not studied such as changes to oil taxes, oil tax credits, cuts
to specific prograns, how the state delivers services, and the
potential of proposed fiscal legislation. Slide 14, illustrated
percentages of the contributions of non-residents and the
federal governnment; for exanple, non-residents working in Al aska
woul d contribute about 7 percent to incone taxes, and non-
resident workers and visitors contribute 7 percent to 11 percent
of sales taxes. Slide 15 illustrated that a portion of an
income tax inmposed on Al askans would be offset when taxpayers
deduct their state incone tax from federal inconme taxes and
reduce their federal obligation, and he provided an exanple.
Furthernore, the anount of one's PFD is reduced by federal
income tax and a reduction in the PFD reduces one's obligation
to the federal governnent. In addition, slide 15 further
illustrated estimates of how nmuch the federal governnent would
contribute to the revenue options in the form of reduced federal
tax obligations. He pointed out that higher-inconme Al askans
benefit nore from the reduction of federal taxes; |ower-incone
Al askans with no incone or no federal tax obligations would not
have a reduction.

REPRESENTATI VE COLVER observed that conventional w sdom is that
an incone tax would garner revenue from non-residents; however
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slide 15 indicates that they would pay 11 percent in sales tax
wi th nore excl usions.

3:54:14 PM

MATTHEW BERMAN PhD, Professor of Econom cs, |SER, UAA responded
that the main exclusion is a sales tax on food at hone, which is
paid | ess by visitors than residents.

REPRESENTATI VE COLVER asked how an exclusion on food would
affect the revenue derived froma sal es tax.

DR. BERVAN said a 3 percent tax that includes food and a 4
percent tax wthout food would raise about the sane anount of
noney. In further response to Representative Colver, he
estimated this would equal raising the tax rate by about one-
third, and said he will provide an exact nunber.

REPRESENTATI VE KI TO questioned the effect of the sales tax
exclusions that were illustrated by slide 15.

DR. BERVAN said that fewer exclusions neans including food so
non-residents pay |ess and residents pay nore.

DR. KNAPP restated that the percentages are per $100 mllion
rai sed: if the state taxes food at hone and collects $100
mllion in taxes, a larger share is from Al askans and visitors
pay less; if the state excludes food at hone, nore is paid by
non-resi dents.

REPRESENTATI VE KI TO questioned why a sales tax deduction would
have nore inpact on an Al askan's federal tax burden than an
i ncone tax.

DR. BERVAN said he would verify the percentages in that regard.
DR. KNAPP also noted that the percentage details are related to
estimates of tax rates for different inconme groups, which are
very conplicat ed. Furthernore, higher inconme groups who pay
nore tax also have a higher savings rate; he said the study
authors will further investigate.

4:01: 41 PM

REPRESENTATI VE LEDOUX stated that the Cty and Borough of Juneau
(CBJ) has a sales tax exenption for senior citizens that 1is
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limted to residents of Juneau; she asked whether the state
could constitutionally assess a sales tax on non-residents.

DR. KNAPP said he woul d defer to | egal advisors.

DR. BERMAN added that it is constitutional to have a seasona
sales tax; the study did not estimate the effects of a seasona
sal es tax.

DR. KNAPP observed that if the state were to contenplate a sales
tax it would makes sense to carefully study the details thereof.
He turned to the relative inpacts of fiscal options on different
income groups, and directed attention to slide 17, which
illustrated ten groups of Alaska households grouped by per

capita inconme in 2013. Each group contained about 30,000
househol ds. Slide 18 showed the average household incone within
each group. Slide 19 illustrated that the share of the highest

income group in total income was al nost as high as the shares of
the bottom five groups conbi ned.

REPRESENTATI VE JOSEPHSON r emar ked:

Am | right that, this graph is actually, in terns if
one is an egalitarian, this is better than what's
going on in the Lower 48?

DR. KNAPP deferred to Dr. Bernan.

DR. BERMAN agreed that incone is nore equal than that of other
states, however, a contributing factor is the PFD. Twenty-five
years ago, the inconme distribution in Al aska was nore equal, so
the trend is the sane as that at the national |evel.

4:08: 33 PM

DR. KNAPP continued to slides 20 and 21, which were graphs that
showed the estimted effects of taxes and of dividend cuts on
per capita disposable inconme, per $100 mllion in deficit
reducti on. A reduction in the PFD of $155 would result in a
reduction of $155 in inconme per person for those in the |owest-
i ncome range; however, the reduction would be less for those in
t he hi ghest-incone group. An inconme tax would not reduce incone
for those in the |owest-income group, but would reduce incone
for those in the highest-inconme group, and a sales tax falls in
the m ddl e. Slide 22 translates the information on slides 20
and 21 to percentage of inconme reduction per person. He
restated that a dividend cut makes a nuch higher inpact on a
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household with a |ower incone, and a progressive incone tax is
designed to take nore from a household with a higher incone.
The sales tax with nore exclusions is "flattest." Slide 23
indicated that conbinations of deficit neasures result in
internedi ate effects on household incone; in fact, a 50 percent
di vidend cut and 50 percent incone tax result in an internediate
effect "between the two extrenes.”

4:16: 01 PM

REPRESENTATI VE JOSEPHSON asked whether the "sweet spot"” is
i ndicated on the green line on slide 23.

DR. KNAPP cautioned that political judgenent is needed to
determ ne whether a conprom se i s best.

REPRESENTATI VE KI TO asked whether the study considered market
reducti ons which may affect the anount of the PFD

DR. KNAPP said the study defined deficit reduction by state
action; although, there nay be factors that affect the deficit
reduction and state budget, a dividend cut is a reduction in
what a resident would be getting no matter what the narket does.

DR. BERMAN suggested that regardless of earnings from the stock
market, the |egislature could divert $150 from 700, 000 residents
to fund state governnent.

DR. KNAPP said that slide 24 transfers the information from

slide 23 into percentage terns of household incone. Slide 25
illustrated the incone distribution for different regions of
Al aska. As different regions have different inconme |evels,

regi ons such as Juneau would be nore affected by an incone tax,
and regions such as the Kusilvak Census Area would be nore
affected by a dividend cut.

4:23:56 PM

REPRESENTATI VE JOSEPHSON questi oned whether the study considered
the cost of living in each region.

4:24:12 PM
DR. KNAPP said that the cost of living was not included in the
study; he cautioned that a sales tax that does not address the

cost of living, would have a great effect on those in areas of
| ower-inconme residents and a relatively high cost of |iving.
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REPRESENTATI VE CCOLVER questioned the inconme statistics for the
Kenai Peni nsul a Borough

DR. KNAPP said the data was supplied by the Internal Revenue
Service (IRS), U S. Departnent of the Treasury.

REPRESENTATI VE LEDOUX expressed interest in obtaining incone
di stribution data broken down by house districts.

DR. KNAPP said he may be able to |ocate data broken down by zip
code, and he offered to provide further analysis in the final
report.

CHAIR OLSON expressed his wunderstanding that the report was
previously expected to include socioeconomc data related to
ot her pending tax |egislation.

DR. KNAPP stated that the study was never intended to be that
det ai | ed. Slide 27 restated that saving |less and using savings
to fund government would have no short-run econom c inpacts on
the Al aska econony. He stressed that saving |ess does not
i ncl ude drawi ng down the bal ance of the PF earnings reserve, but
does reduce future investnment earnings and how much savings is
left for future Al askans. Slide 28 illustrated that from 2010
to 2015, the state saved an average of $1.4 billion annually of
PF realized earnings, and divided said savings into PF earnings
reserve, PF principal, and dividends. He restated that using PF
earnings to fund governnment does not take any noney out of the
econony, but would reduce the gromh of the PF

4:34:22 PM

REPRESENTATI VE LEDOUX inquired as to whether using only the PF
earni ngs woul d cl ose the budget gap.

DR. KNAPP said no, because the budget deficit is $3.6 billion,
and if all the savings were diverted to paying for governnent,
that would total about $1.4 billion per year on average. He
directed attention to slide 29, which indicated that all of the
ot her fiscal options have significant short-run economc
I npacts. Dr. Knapp said ISER tried to conpare the relative
impacts of fiscal options by a standard nethod of econonic
i npact analysis using the |MPLAN nodel [slide 30]. The first
step was to determne direct incone inpacts such as spending
cuts, dividend cuts, and taxes [slide 31]. Slide 32 listed the
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effects of direct inconme inpacts by $100 mllion of deficit
reducti on.

REPRESENTATI VE KITO returned attention to slide 31, and asked
how the reduction in pay to workers woul d occur.

DR. KNAPP explained that the slide only illustrated "the way
things would play out if you did these things." He returned to
slide 32, and pointed out that cutting the PFD al so takes noney
away from Al askans, however, incone and sales taxes take |ess
i ncome from Al askans because non-residents pay part of the tax.

4:42:40 PM

REPRESENTATI VE JOSEPHSON asked for an exanple of a broad-based
spendi ng cut.

DR. KNAPP gave an exanple of a departnent faced with a budget
cut that may reduce some positions, and also travel less, thus
part of the cut would affect other sectors of the econony.
Slide 33 showed that the next step in the economc inpact
analysis is to determne nultiplier incone inpacts such as
reductions in household and business spending that affect the

econony. He stressed that reductions in household savings
affect the econony |less than reductions in spending. Slide 34
illustrated the nmultiplier inpacts to various options as
cal culated by the | MPLAN econom ¢ nodel . Slide 35 illustrated
that direct economc inpacts are highest on jobs, and taxes and
dividend cuts have nmultiplier inmpacts on jobs. Slide 36

illustrated all of the different econom c inpact nunbers that
were previously discussed.

DR.  KNAPP presented slide 37, which illustrated the total
econom ¢ inpact of each spending cut option and the calcul ated
effect of a conbination of options. Slide 38 Ilisted the

econom c effects of spending cuts on incone and jobs depending
on what is cut, and he noted that econonic inpacts of spending
cuts cannot be generalized, but nust be identified. Also, cuts
to governnent spending nay affect the econony at a higher |eve
because some governnent services are vital. Slide 39
illustrated the regional economc inmpacts of spending cuts to
governnment jobs, since different regions are nore or |ess
dependent upon governnent spending. For exanple, in Juneau, the
| oss of a government workforce would be felt nore than in sone
regi ons. Further, school enployees represent a significant
share of total enploynent in small comunities.
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CHAI R OLSON announced the presentation would continue during the
House Labor and Comrerce Standing Committee neeting of 3/2/16.

4:59: 05 PM
ADJ QURNVENT
There being no further business before the conmttee, the House

Labor and Commerce Standing Conmttee neeting was adjourned at
5:00 p.m
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