HOUSE FI NANCE COW TTEE
February 10, 2017
1:32 p. m

1: 32: 17 PM

CALL TO ORDER

Co-Chair Foster called the House Finance Commttee neeting
to order at 1:32 p.m

VEMBERS PRESENT

Representati ve Neal Foster, Co-Chair
Representati ve Paul Seaton, Co-Chair
Representative Les Gara, Vice-Chair
Representative Jason G enn
Representative David Guttenberg
Representative Scott Kawasaki
Representative Dan Otiz
Representative Lance Pruitt
Representative Cathy Tilton
Representative Tanm e WI son

VEMBERS ABSENT

Representative Steve Thonpson

ALSO PRESENT

Jonathan King, MS, Vice President and Senior Econom st,
Nort hern Economi cs; Dr. Ral ph Townsend, Director, Institute
of Soci al and Econom c Research, University of Al aska.
SUMVARY

PRESENTATI ON:  FORECASTI NG ALASKA' S ECONOWY: 2016- 2017
NORTHERN ECONOM CS

PRESENTATI ON:  ALASKA' S ECONOWY
| NSTI TUTE OF SOCI AL AND ECONOM C RESEARCH

Co- Chair Foster addressed the neeting agenda.

NPRESENTATI ON:  FORECASTI NG ALASKA' S ECONOWY:  2016- 2017

1: 34: 09 PM
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JONATHAN KING M'S, VICE PRESIDENT AND SENI OR ECONOM ST,
NORTHERN ECONOM CS, provided a PowerPoint presentation
titled "Forecasting Alaska's Econony: 2017 - 2026" dated
February 10, 2017 (copy on file). He believed that the
state's econony was in recession. He noted that the
presentation would focus on how the recessi on devel oped and
where the state was heading. He addressed an overview of
the presentation on slide 2:

Overvi ew

W're in a Recession
We just conpleted Phase 1 lead by the oil industry and
allied sectors.

The Tim ng of How W CGot Here

Where W are Headed

What does Phase 2 | ook |ike?

How nuch does the State of Al aska and the consuner
sector pull back?

M. King spoke to predicting recessions in Al aska (slide
3):

Predi cting Recessions in Al aska

Layperson’s definition is tw quarters of negative
gross donestic or state product (CGDP/ GSP).

Gross State Product in Alaska is not a great neasure:
The value of all of the goods and services produced in
AK...

Largely tied to the value of oil exports...

Hi ghly variable from quarter-to-quarter because of oi
production mai nt enance schedul es...

Hi ghly variable from year-to-year because of the price
of oil.

If we used GSP to neasure recessions we'd have to
acknowl edge that we're entering our fifth full year of
recessi on.

M. King relayed that gross state product (GSP) was not a
great neasure in Al aska.
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1: 36: 55 PM

M. King noved to slide 4, titled: "The Value of Qur
Econony." He relayed that the value of the state's econony
had peaked in 2012 at $50.6 billion, conbining both the
public and private sectors, and had been in decline for the
past five years (slide 4). He detailed that the decline was
due to a conmbination of oil production declines and oil
price collapse. He turned to slide 5 and addressed a chart
"Looking for Consistent Year-over-Year Job Losses."” He
reported that sustained nulti-year job |losses was an
i ndicator of recession in the state. He pointed out that
for nost of the 2000s the state's enploynent change had
been above the gold line on the chart (represented at zero
percent) except for a short period in 2009 to 2010 when
unenpl oynent dropped sharply (1 percent) and quickly rose
back above the gold line due to a rebound in oil prices.
The econony had started slowi ng down while still growing in
2011. He highlighted two reasons for the slow down: the
federal sequester renoved a lot of noney from the Al askan
econony and slowing investnent in the oil industry. He
summari zed that the Al askan econony began slow ng down in
2011 but did not stop growing until 2015.

1: 40: 02 PM

M. King spoke to quarterly wages paid to Al askans on slide
6. The slide included a chart titled "Wage Gowh Trend
Broken." He delineated that the chart depicted wage grow h;
each year the high had been a bit higher and the | ow was a
bi t hi gher (the fluctuations were due to seasonal
enpl oynent) i ndi cating a growng econony. However,
beginning in 2015 the trend was broken and a fundanental
shift in wages being earned in the econony occurred. He
turned to slide 7, titled "Household Confidence.” The chart
refl ected the household confidence index since 2010. The
gold line represented the entire index, which increased
over tinme and peaked to above 60 [third quarter of 2014].
Subsequent to a vote on SB 21 (G| and Gas Production Tax)
[CHAPTER 10 SLA 13 - 05/21/2013] and the general election in
the fourth quarter of 2014, it becane apparent that oil
prices were in decline and the household and consuner
confidence began to drop. The dark bars rising from the x
axis for each quarter year represented individuals'
expectations from their state and |ocal econony. He
el aborated that expectations had peaked in 2014, but then
oil prices had coll apsed and expectations declined to under
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30 points in 2016. He stated that a decline under 30 was
very mathematically difficult to "push" any |lower. He noted
a slight recovery in the expectation levels. He remarked
that the country's consuner confidence rose by 20 points in
the last quarter of 2016 and wages increased in the second
half of 2016. The "Trunp effect"” recently increased
consurmer confidence due to a switch in the US
adm ni stration.

1: 43: 42 PM

M. King addressed "High Earning Sectors" on slide 8. He
expl ained that oil and gas, construction, and professiona
and business services were three economc sectors that
contained highly skilled, high demand jobs for a highly
educated workforce. The three sectors were closely aligned
to oil prices. He expounded that the first sector depicted
on the graph was the oil and gas sector. He noted that the
area above the red dotted line on the chart (zero percent)
was positive and below was negative. There had been
continued growh and periods of record high growh (2014 to
2015) in oil and gas enploynent, but a decline began in
2015 and dipped well below the red dotted line in 2016.

There were still declines in the oil and gas sector, but
the line had turned upward, neaning |osses were slow ng but
woul d not stabilize until the line rose to the red dotted

line. He pointed to a construction sector line in gold. The
construction sector was volatile and seasonal. The sector
peaked in 2014 due to large capital budgets. The |line
declined in 2015 and was closely aligned with the oil and
gas sector. The construction sector |line rose above the red
dotted line in the latter half of 2016 for unknown reasons.
He pointed to the professional and business sector
represented by the purple line on slide 8 The sector was
stagnant since 2013. He related that many businesses had
not been adding staff at the tinme because they knew the
state's spending was unsustainable. The sector negatively
declined in md-2015 and |osses continued. The sector was
expected to remain in contraction to an unknown point in
time.

1:47:31 PM

Vice-Chair Gara pointed to slide 5 and slide 8 related to
year-over-year statistics. He wondered why the graph |ines
were so jagged over tine. M. King clarified the
informati on was represented nonthly year-over-year
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Representative Otiz spoke to the ~construction and
manufacturing sector that had junped back above the zero
line. He wondered why. M. King replied the reason was not
yet known but noted the line was a "U' shape under the red
dotted line and had been rising. He continued that federa
spending had increased but since the 2017 presidential
i nauguration canme to a halt. He deduced that nost |ikely,
the largest outside driver was the stationing of the F-35
fighter jet and associated construction that was "hel ping
to insul ate" Fairbanks.

Vice-Chair Gara surmsed that job nunbers would be easier
to follow He pointed to the construction nunbers and asked
whet her the nunbers on the graph represented percentages
conpared to the year's prior. M. King replied in the
affirmative. He stated that the graph did not depict tota
jobs in the econony; the data was conpared to "12 points
prior." H's goal was to show the evolution of the
recession. He referred to a recent article in the Al aska
Di spatch News (ADN) that declared 9000 jobs were lost in
the third quarter. He contended that the interpretation of
the data was incorrect. He conveyed that the correct
interpretation was "conpared to the 3rd quarter in 2015
there were 9,000 fewer jobs in the Al askan econony in the
3rd quarter of 2016." H's graphs were "watching the
relative health of the sectors" versus total job nunbers.
He would switch to the total nunber of jobs data in |ater
sl i des.

1:51: 59 PM

M. King addressed slide 9, titled "State Enploynent and
Retail." He noted that the red circle on the graphic
portrayed where the high earning sectors transitioned into
recession. He explained that retail had growmn in late 2015
t hrough 2016 and had begun to decline in late 2016. He had
recently spoken with the head of a major retailer in the
state who stated that the first quarter of 2017 was the
first time in 160 quarters (16 years) that the conpany | ost
noney in the state. The retail sector was not a "primry
sector” of the econony and did not bring noney into the
state, but it signified what people did with their noney
after earning it from a sector that brought noney into the
econony. Ther ef or e, the retail sector represented a
secondary effect of the econony. He reported that "the
contagion was starting to spread" from the prinmary sectors
to the secondary sectors. A gray line represented state
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government as well as a green circle. The state started to
contract right after Governor Walker's inauguration in
2014. The contraction was slower and nore neasured due to
yearly accounting periods. The line depicted that state
government was |losing jobs at the equivalent of 5 percent
per year.

1:54: 49 PM

Representative WI1son asked for <clarification about the
slide. She asked whether the slide depicted state
government and retail jobs. M. King replied in the
affirmative. He elucidated that the graph represented jobs
not positions. He enphasized that Departnment of Labor and
Wor kf orce Devel opnment (DLWD) statistics only counted the
actual nunber of jobs. The count was based on enployed
i ndi vidual s as neasured through unenpl oynent insurance. The
data represented "real people losing real jobs."

M. King noved to slide 10 titled "Qur Biggest Gowth
Sector.”™ He noted that the red dot reflected the high
earning sectors, the green was retail and the Dblue
reflected state enploynment. The green line represented
heal thcare which was the one growh sector in the econony
along with a slight increase in tourism in 2016. He
reported that tourism was a |ower earning sector and not
driven by the state's econony. He offered that healthcare
was the largest wage and salary sector in the state's
econony with 50 thousand enpl oyees. He detailed that other
than commercial fishing, which was not a wage and salary
sector, healthcare was the |argest enployer in the Al askan
econony. Towards the end of 2016 the line flattened and
"kicked up" to the right, indicative of the governor's
Medi cai d expansi on deci si on.

1: 57: 11 PM

M. King advanced to slide 11 titled "Were are we Headed?"
Basi ¢ Thi ngs Det erm ne Econom ¢ Robust ness:
Money comng in...
Money goi ng out ...

Ri ch econom es bring noney in and hold onto it.
Ri ght now we’ re doi ng neither.
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M. King noted that the state had difficulty retaining
noney inside Al aska because of the lack of manufacturing in
the state. He elaborated that when a bush resident bought
something in their comunity's store, $.80 cents of every
$1.00 spent imediately left the state's economy. A good
multiplier in the Lower 48 was that a dollar would
circulate 2 to 2.5 tinmes, whereas in Alaska the multiplier
was $1.20; higher in the urban areas at $1.60 to $1.70. He
remarked that the state "leaked noney like a sieve." He
concl uded that when the state |ost revenue fromoil, it was
felt very quickly in the econony.

1: 59: 19 PM

M. King addressed the, "Three Legged Stool" on slide 12:

Federal Governnent:
Education and Health Care
Di rect Enpl oynent
Constructions

al:
| ndustry Direct |nvestnent
St at e Revenues

Everyt hi ng El se:
Fi shi ng
Touri sm
Air Transport
M ni ng

M. King turned to slide 13 titled "Budget Context."
FY2017 budget gap:$ 3.0 billion
Approx. max sustainable flow from

Per manent Fund (incl. ER, CBR)

4.5%x $60 B = $ 2.7 billion
$300 million

So the long run gap:

$1000 PFD: $300 M+ $700 M= $1.0 billion
$2000 PFD: $300 M+ 1.4 B = $1.7 billion

M. King highlighted slide 14, titled "Dynam c Forecasting
with the Alaska REM Model : "
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Conparable to ISER s Man in the Artic Program ( MAP)

Dynam ¢ nodel which forecasts policy changes over
time.

Best in nmedium to long term applications (5 -50
years)

Model at the State and Regional (12) |evel

Used by Northern Economics for |larger projects
with dynam c policy inplications:

Shell O fshore

“Big Gas Pipeline”

Susi t na Wat ana

Recessi on Policy Forecasting
JBER Force Reduction

M. King explained the firm had done sonme forecasting with
the Alaska "REM" (Regional Economc Mdel, Inc.) nodel.
The nodel was a |arge mathenmatical nodel that represented
all of the different |inkages of the sectors in the Al askan
econony. The nodel was also |linked to a denographic cohort
nodel that defined the state by age, gender, and ethnicity.
The nodel enabled his firmto enter different scenarios and
determ ne the effect on the econony over tine;, up to fifty
years.

2:02: 53 PM

M. King noved to "2015 Fiscal Policy Forecasting” on slide
15. He elucidated that the slide depicted a scenario the
firmran with the REM nodel. The "Y' axis represented the
Total Enploynment Forecast that included the self-enployed.
He qualified that when DLMD and the Institute of Social and
Econom ¢ Research (ISER) perfornmed enploynent forecasting
they only considered wage and salary enploynent. He noted
that the total nunber of wage and salary jobs totaled
approxi mately 365 thousand. The nunber of self-enployed in

the state was 100 thousand that i ncluded doctors,
fishermen, carpenters, sole proprietors, etc. The nodel
projected the recession to continue wuntil around 2020,

losing jobs from a high of 460 thousand in 2015 to the
approximately 440 thousand job level; a loss of roughly
15,000 to 18,000 jobs. Subsequently, the econony would
i nprove. He delineated that in order for a job increase an
econom ¢ stinmulus was necessary in the formof spending. In
Al aska, typically the increase would represent federa
spending or nore oil revenue. In the nodel, the upsw ng was
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associated with an assunption that the |arge gas pipeline
woul d begin construction due to old forecasting. He rel ated
that in actuality, the Al aska econony had been nore durable
than forecasted in 2015. The prediction for 2016 (blue bar)
and actuals (gold bar) difference was | ess than 1 percent.

2:05:46 PM

M. King noved to slide 16 titled "2017-2026 Budget and
Revenue Scenari os: "

St at us Quo
$4.2B Unrestricted General Fund; Spending from
reserves

Scenario 1
$4.2B Unrestricted General Fund; Reduced divi dend

Scenario 2
$4.2B Unrestricted General Fund; Broad Based Tax

Scenario 3
$3.2B Unrestricted General Fund; Full PFD;, No Taxes;
Step down over 2 years

Nort hern Economn cs does
not advocate for any of
t hese individual scenari os.

Qur purpose is always to
hel p soci ety nmake better,
nore i nformed deci sions.

M. King reported that Northern Econom c prepared the four
nodels for the legislature as "book ends.” He added that
the scenarios were not in support of specific policies, but
as a forecast of the future under different scenarios. He
spoke to the status quo and acknow edged that the spending
was unsustainable and "endangered the corpus of the
per manent fund" w thout a recovery.

Vice-Chair Gara asked if he was referring to the actual
Permanent Fund Dividend (PFD) amount from the previous
year. M. King clarified that he was referring to the
actual $1,000 PFD that was paid to residents and built into
the nodel. He addressed scenario 1 that spent the reserves
from the reduced PFD on governnent services. He nentioned
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that Scenario 3 included unrestricted general funds of $3.2
billion UG full PFD, no taxes; and $500 million "step
down over two years." He enphasized that he was not present
to recormmend a scenario, but to provide options.

Representative WIson asked about the PFD anounts in
scenarios 1 and 2 on the slide. M. King answered the
status quo would be the normalized payout (a $2,000 payout
in 2016) and a reduced payout of $1,000 under scenario 1.
Representative WIson asked about the PFD anount in
scenario 2. M. King answered the scenario included a
substantially reduced dividend to bel ow the $500 | evel.

2:10: 33 PM

M. King underlined "Caveats and Assunptions” on slide 17.

USEIA G| Price Forecast
No strong recovery

Nom nal Dol l ars
Scenarios are in $2016

Addi ti onal assunptions
No mmjor positive economic novers such as
pi pelines or significant new oil production
Does not account for other potential black swans
(heal t hcare)
Smal | anounts of continued deficit spending.

All Forecasts are Wong
“Forecasts create the mrage that the future is
knowabl e”
- Peter Bernstein

M. King noved to slide 18 and spoke to "Conparison to
O her Forecasts"

What is a Job?
| SER and ADOLWD f orecast wage and sal ary j obs
NElI uses wage and salary + self enployed

Conver gence
Al'l  three organizations predict simlar |osses
for 2017
| SER forecasts are equivalent to NEI's status quo
f or ecast
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Di ver gence
NElI scenarios adapt the status quo to reasonably
i kely scenario

M. King noved to slide 19, titled "2017-2026 Enpl oynent
Forecasts.” He indicated that the graph depicted that all
forecasts were the same through 2017 because the policy
remai ned the same. The red dotted line presuned the status
guo and showed the recession in 2017 and the econony
stabilize in subsequent years. He explained that the reason
was the econony had gone through the contraction in the oil
industry and in state governnment and governnent spending
woul d stabilize. The econony went from a peak enpl oynent of
approxi mately 465 thousand in 2015 to under 445 thousand
t hrough 2026. He noted that "in the best case scenario”
15,000 to 20,000 jobs in the state's econony would be | ost.
He continued that with the next two scenarios, either a
broad based tax or significant reductions in the PFD, the
enpl oynent projects were essentially the same. He qualified
that with the two scenarios there was a significant
"functional difference on the ground.” He delineated that
rural residents or |ow earners preferred an incone tax to
reductions in the PFD, conversely, high wage earners
preferred reductions in the PFD. However, the aggregate
effect in the overall econony was the same. He spoke to the
fourth scenarios effect on enploynent. The full PFD
dividend coupled wth budget cuts considerably reduced
overall enploynent - instead of taking a bit of incone from
everyone, it would slice a portion of jobs from the
econony. The individuals would have a hard tine finding
jobs and would not spend. He communicated that by
elimnating 10 state jobs, 6 to 7 private sector jobs would
also be lost due to the |ess spending generated by the
state enployees. He contributed the data to an |SER study
by Dr. Muhcine CGuettabi, Assistant Professor of Econom cs,
| SER, who concluded that a reduction of state enploynent
was "the nost detrinental option in regards to overal
enpl oynent” due to lost dollars spent by the unenployed
state workers.

2:15:53 PM

M. King discussed "2017-2026 Popul ation Forecasts" on
slide 20. He stated that w thout additional expenditures in
the econony (the status quo) the nodel predicted a net
negative effect on population beginning in 2017. The
natural reproductive rate nmay slow as the econony worsens.
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The population effects took |longer than the economc
effects for the other three scenarios. He reviewed a
summary of his nodel conclusions on slide 21, titled "REM
Summary Results: 2017-2026:"

Enpl oynent

Enpl oynment bottonms out in 2018-2020.
Sg: -13,000 j obs
S1: -25,000 jobs
S2: -24,000 jobs
S3: -33,000 jobs

W t hout addi ti onal fuel for t he econony,
enpl oyment does not neaningfully recover between
now and 2026.

Popul ati on

Popul ation | oss from baseline in 2016:
Sq: -13,000 residents
S1: -32,000 residents
S2: -31,000 residents
S3: -34,000 residents

While enploynent starts to recover around 2019,
popul ation declines start in 2017 and continue
t hrough 2026

M. King highlighted slide 22, titled "Key Takeaways 1:"
Mat hematically, solving the “fiscal gap” is not a

chal | enge.
The resources are there.

Solving the “expectations gap” is an incredible
chal | enge.
The hardest nyths to bust are those we tell about
our sel ves.
There is no such thing as a universal essential
servi ce.

W are in an ideological struggle over what our
state should | ook |ike now.

Qur progress has been hanpered by denial and
uncertainty about the duration of our situation.

House Fi nance Committee 12 02/ 10/ 17 1:32 P. M



M. King believed that it was difficult to overcone things
that were not true about ourselves. He spoke to two
generations in the state that were not used to paying taxes
that he viewed as a societal stunbling block. He concl uded
with slide 23, titled "Key Takeaways:"

Wt hout stimulus or spending stabilization, we have 2-
3 years left in this recession.

The size of second phase of the recession will be
a direct function of oil prices and the battles
bei ng wages in Juneau.

Not much  aggregate difference between PFD
reduction and a broad-based personal incone tax
because both reduce inconme for all or nearly all

Al askans.
The $3.2 UG plan has the greatest overal
effects because it involves directly cutting

18, 000+/-State supported jobs wth indirect
effects accounting for the remaining 12,000+ in
| osses.

Peopl e without jobs are nore likely to sell hones
and | eave, whereas reducing everyone's incone a
little | eaves a poorer, but econony nore intact.

M. King alerted the conmittee that as a business owner the
prospect of no economic stinmulus or stabilization was
“"terrifying." He could not hire nore people or grow his
busi ness Wi th t he st at us guo's future econoni ¢
unpredictability. He believed that the size of the
recession was going to depend on the decisions the
| egi sl ature nade. He comented that by actually making a
decision and conmmunicating it to the public, t he
communi cation was as inportant as the decision that was
made. He thanked the conmmttee on behalf of all 14 of the
conbined efforts of dedicated enployees at Nor t hern
Economi cs.

2:20: 58 PM
AT EASE

2:23: 20 PM
RECONVENED

NPRESENTATI ON: ALASKA' S ECONOWY

2:23: 25 PM
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DR. RALPH TOMSEND, DI RECTOR, |INSTITUTE OF SOCI AL AND
ECONOM C RESEARCH (I SER), UNIVERSITY OF ALASKA, provided a
Power Point presentation titled "Presentation to House
Fi nance Conmittee" dated February 10, 2017 (copy on file).
He pointed to the disclainmer at the bottom of the first
page that read:

| SER publications and presentations are solely the
wor k of individual authors and should be attributed to
them not to ISER, the University of Al aska Anchorage,
or the research sponsors.

Dr. Townsend nentioned that the purpose of the disclainer
reflected public educations "long tradition" of making the
resources of its faculty and staff available to the public
i ndependent of the institution itself." M. Townsend
clarified that ISER attenpted to maintain neutrality and
did not advocate for specific legislation. He spoke to his
short tenor in Al aska, having noved to the state the summer
of 2016 and reported that he |acked the vast experience of
living in the state and the historical perspective and
institutional know edge of previous |SER directors.

2:25:34 PM

Dr. Townsend noved to slide 2, titled "Managing 4 Kkey
Al aska Assets:"

1. Ol and gas resources
2. Financial assets (Permanent Fund, ER CBR, etc.)
3. Physical infrastructure
4. Human capita
Dr Townsend discussed that the oil resource in Al aska

generated a very unstable flow of revenue but was typically
not problematic because what it generated at its mninmm
was enough to invest in human capital and then determ ne
how to allocate the rest to physical infrastructure and
financial assets. He nentioned that currently, the oi

reserves were declining in its present value while the
state's financial asset was increasing. The state was at a
point where the oil revenue was drying up and created
econoni ¢ uncertainty. Consequently, the state had to manage
both the financial assets and oil resources and both assets
were volatile. The problem had becone nore conplicated
because the oil revenue was declining and the state had to
manage the financial asset with its inherent variabilities.
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2:29:34 PM

Dr. Townsend continued to slide 3: "Econom ¢ Context".

1. Moderate recession began |late 2015 and is forecast
to go into at | east early 2018.

2. State budget decisions wll affect Iength and
severity of recession.

Dr. Townsend elucidated that the recession was a "bit
worse" than predicted and what had beconme nore clear was
that the decisions about the state budget needed to
consi der what was going on in the broader econony.

Dr. Townsend continued to slide 4 titled: "Why a multi-year
pl an:"

|. Both risk and opportunity

*Being forced into a large one or two year adjustnent
wi |l seriously harm econony.

eChange is inevitable, but Alaska s savings allow a
mul ti-year adjustnent.

Dr. Townsend spoke to slide 5, titled "Using The ER Bal ance
To Conceptualize Budgetary Ri sks:"

1. Drawing from the Earnings Reserve (ER 'S
essentially inevitable.

2. WII that draw be ad hocor planned?

3. Wiat is the risk that the ER draw, planned or ad
hoc, will take the ER to/ near zero?

4. What wll happen if the ER bal ance goes to/near
zero?

Dr. Townsend believed that in the near future it was
inevitable the state would need to draw funds from the
Per manent Fund Earnings Reserve Account (ERA) to bal ance
t he budget. He questioned the risks and what would happen
if the reserve balance cane close to zero. He worried that
there were a nunber of strategies that ran substantial risk
of reducing the ERA to zero within 10 years. He added that
the scenarios involved sone "bad luck"” but that proper
planning nmoved the possibility towards nore financial
control of the state's future by substantially reducing the
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possibility the earnings reserve would get to zero in the
future and woul d reduce the size and pain of the necessary
adj ust nent s.

2:35: 09 PM

Dr. Townsend noved to slide 6, titled "Hence, Planning"

*Planning will reduce the probability of getting to
the point that the ER i s exhausted.

ePlanning wll reduce the size (and pain) of
adjustnments if “bad luck” gets us close to exhausting
the ER

Dr. Townsend related that private business was advocating
for a fiscal plan and understood that budget adjustnents
i ncluded sone conbination of changes to state spending,
taxes, or the PFD. Variables in the plan wll affect
different Dbusinesses differently but created certainly.
However, no plan was unpredictable and created instability.

Dr. Townsend advanced to slide titled "Way a multi-year
pl an?"

1. Business inpacts are inevitable and will not be
uni form

eBoth further spending cuts and additional
revenues seem unavoi dabl e.

eDifferent cuts and taxes will affect businesses
differently.

Dr. Townsend believed nost businesses understood that
business inpacts were inevitable. He noved to slide 8,
titled " Exanples of Business Effects:™

*Sal es tax: Inpact fromlnternet conpetition.

*PFD cut: Inpact on rural businesses

*Hi gher property taxes from education cost shift to
| ocal governnent: Capital investnents face higher
t axes/ | ower returns

*No capital budget: Denmand for Professional Services
much | ower.

Dr. Townsend elaborated that higher property taxes were
particularly bad for conpanies that nmake |arge fiscal plant
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i nvestnments, which could be a "very substantial part of its
operating costs." He summarized that budget cuts would
affect different businesses differently and managers wanted
to know what the future held.

2:38: 45 PM

Dr. Townsend noved to slide 9: "A Footnote on Budget
Forecasts: Inflation."

Inflation needs to be treated identically in revenues
and expendi tures.

*All can be in *“nomnal” terms, using the sane
measures and expectations about inflation.

*All can be in “real” terms, which is the sanme as
“today’s dollars.” Economsts typically wuse rea
cal cul ati ons.

Dr. Townsend stressed that if some nunbers were nom nal and
others were real it would result in the wong calcul ation.
He remarked that real dollars was what a certain anount was
worth in the future, i.e., what $100 dollars buys today
versus its worth in 20 years. He noted that had seen
calculations of 6.9 percent return on the Pernmanent Fund
when predicting PFD payout and enphasized that the figure
clearly included inflation - it was beyond the real rate of
return that could be achieved by a fund the size of the
Per manent Fund. He warned that certain data predicted that
state governnment spending would be flat in noninal terns,
however flat nomnal spending neant 2 percent of the
services provided would need to be cut due to inflation. He
cautioned against the situation of using nomnal terns in

budget calculations. He illustrated that 2 percent over 10
years was 20 percent and on a $4 billion budget that
amounted to renoving $800 million from the budget. He spoke

about the difficulties in providing consistent assunptions
when cal culating inflation in the Pernmanent Fund.

2:42: 42 PM

Dr. Townsend noved to slide 10, titled "Tax Policy 101."
Broad and | ow.
Dr. Townsend commented that economi sts overall assessment

of good tax policy was "broad and low." He defined that it
was better to have an incone tax that included all of the

House Fi nance Committee 17 02/ 10/ 17 1:32 P. M



income at 2 percent than to institute an income tax that
had | oopholes for 50 percent and was effectively a 4
percent tax rate. Everyone wanted to be included in
| oophol es and the higher the tax rate the nore it paid to
| ook for the |oopholes. Broad and |ow neant the tax system
woul d not distort the decisions that people were nmaking. He
directed attention to slide 11, titled "Econom ¢
Consequences of Taxes:"

1. Adm nistrative and conpliance costs

2. Peopl e spend resources to reduce taxes

3. People shift economc activity to |ess productive
uses to reduce taxes

(2) and (3) are hidden, but often the real cost
of poor tax policy. Hence “broad and | ow.”

Dr. Townsend cautioned that the higher the tax rate, the
greater the incentive to spend noney on |ess productive
endeavors that reduced taxes. He added that people change
what they do to avoid taxes. He exenplified the strong tax
preference for investnents in housing. Individuals were
able to deduct property taxes and interest and "for a |ong
time there had been a very favorable depreciation schedul e
with respect to residential housing.” He deduced that the
favorabl e policies encouraged investnent in residential
housi ng. He enphasized that the decisions people nade to
avoi d paying taxes were nore inportant to consider than the
adm nistrative costs of the tax system He noved to slide
12, titled "Tax Policy 102:"

Equity and efficiency are often in conflict in tax
policy.

2:47:05 PM

Dr. Townsend continued that the things that reduced the
broad social costs of tax policy often resulted in "the
inequitable distribution of the burden of taxation." He
spoke to a tradeoff between equity and efficiency. He
advanced to slide 13: "Regressive vs. Progressive:"

*Regressive: percent of income paid in tax falls as

income increases. (Note that total tax paid may stil
i ncrease as incone increases.)
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*Progressive: percent of incone paid in tax increases
as i ncome increases.

Dr. Townsend explained that in a regressive tax, a percent
of income paid in tax falls as income increases (total tax
paid may still increase as inconme increases). A progressive
tax was a percent of inconme paid in tax increases as incone
increases. He opined that societal favoring of progressive
taxes was a value judgenent. He added that not nany people
were in favor of regressive taxes, which he believed was
unfortunate. He noted the term itself sounded undesirable.
He believed people went |ooking for other reasons not to
like regressive taxes (e.g. admnistrative costs - which
were often very small). He contended that the consensus
that society was "in favor of progressive taxes was not as
broad as one would hear in the public discourse.”

Representative Otiz asked whether there was any consensus
anong econom sts about which type of tax had a greater
negati ve inpact on the econony.

Co-Chair Seaton noted the question was substantial and
woul d be answered after the presentation concl uded.

Dr. Townsend sunmmari zed slide 14, titled " Al aska's current
taxes-1:"

*Corporate inconme tax: 9.4 % max. (Anong 4 highest.)
eLocal property taxes: 10-12 nmls. (Slightly above
m ddl e of pack.)

*No vehicle property tax. (Like 25 others.)

*Fuel tax $.08/gal. (Lowest.)

*No personal incone tax. (Like 6 other states; 2 tax
di vidend and interest.)

Dr. Townsend voiced that Alaska was unique in that sone
communities |lacked property taxes. However nost people
lived in communities that did collect property taxes and
the taxes were at or above the national property tax
aver age.

2:52: 12 PM

Dr. Townsend addressed slide 15, titled " Al aska' s current
taxes-11:"

*No state sales tax. (Like 4 other states.)
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*No state lodging tax. (Al 4 states without sales tax
have | odgi ng tax.)

*10% car rental tax. (Second highest, with 5 other
states.)

Local sales taxes to 7.5% Local rooms tax to 12%
(38 states have | ocal sales taxes.)

Dr. Townsend related that the next four slides considered
sone "high level considerations" of various taxes. He noved
to slide 16, titled "Sales Tax Effects"

*Moderately regressive

* Exenptions, esp. food, reduce regressivity at cost of
collecting | ess revenue.

«“Broad” for sales taxes neans including services.
*Conpetition fromlnternet sales.

*Federal inconme deductibility for item zers.

Estinmated 10% 15% of purchases by tourists.

Dr. Townsend specified that a substantial anount of taxes
were paid by tourists. However, it was difficult to obtain
a good estimate of how nuch of the sales tax was paid by
non-resi dents versus tourists.

Dr. Townsend addressed slide 17, titled " |Incone Tax
Effects:"
*Rates can be progressive.
Differential t r eat nent of di fferent i ncone and
expenses can be quite distortionary. E.g., t ax

pref erences for housing.

| npact on work decisions, esp. for second earners.
*Federal tax deduction for item zers

* About 15% of wages to non-residents.

Dr. Townsend noved to slide 18 titled "Coordinating wth
Federal Tax:"

All state incone taxes rely on aspects of Federal tax
code.
*Adjusted gross incone with further adjustnents
nost conmon. Sone al so use federal deductions and
exenptions. Then apply own tax rates.
A mnority use Feder al i ncone bef ore
adj ust nent s.
*A few use their own incone definitions.
*None define taxes as % of Federal liability
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Dr. Townsend detailed that 30 states used adjusted gross
income with further adjustnents; their own deductions and
exenptions. Another 7 states used adjusted gross incone
with the sane federal deductions and exenptions or federa

taxable incone. Five states either had their own
definitions or r eadj ust ed f eder al i ncome in nor e
conplicated ways. He voiced that "at present, no states
defined taxes wusing the federal liability as the starting

point." He furthered that as of 1980 only 24 states had
income taxes and at that tine 6 states did enploy the
federal tax liability.

2:57:29 PM

Dr. Townsend addressed the effects of property taxes on
slide 19:

Property Tax Effects:

* Argunent s over progressive/regressive.
eDifferentially affects those on fixed incone.
*“Circuit breakers” reduce regressivity.

*Can create “tax conpetition” for industry.
*Federal tax deductibility for item zers.

Representative GQuttenberg asked for a definition of circuit
breaker. Dr. Townsend answered that “Circuit Breakers”
capped liability at a percentage of incone; if property tax
was nmore than a specified percent of inconme the state paid
the difference. He added that there were variations; in
sone cases the comunity cannot collect the tax or offered
provisions for renters. Crcuit Breakers were "very wdely
used" in the country.

Dr. Townsend addressed slide 20, titled "Permanent Fund
Di vi dend cuts: "

*PFD is a very progressive program

eTherefore, <cutting PFD has a strongly regressive
effect.

*PFD cuts offset by federal incone tax reductions.

Dr. Townsend remarked that the only simlarity to the PFD
was the progressive social welfare systens of northern
Europe. He noted there were two ways to shift taxes to
ot her payers: 1) the federal governnent paid for part by
reducing federal incone taxes or 2) non-residents or
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tourists pay it directly. He offered that the work |ISER had
done determned it was hard to estimate the anobunt of taxes
paid by non-residents. The institute ascertained that it
did not matter what type of taxes were levied or whether
the PFD was cut, approximately 15 percent of the change
woul d be paid either by the federal governnent in reduced
taxes or by non-residents. He nentioned that Al askans woul d
pay roughly 85 percent. He noted that it was difficult to
deduce who was really paying sal es taxes.

3:02:15 PM

Dr. Townsend briefly presented slide 21, titled "State and
Local Spending:"

Long run goal is to fund services whose value to
Al askans exceeds their cost.

Dr. Townsend stated that it was not possible to ignore in
the short-term that laying offs had a negative effect. He
believed that the |long-run goal was to assess the val ue of
t he services provided.

Representative Otiz asked what the term value in his
statenment neant. Dr. Townsend believed he neant economc
value. For exanple, he referred to a court worker. He
pointed to the econonmi c value of reducing a two year court
backlog to two nonths. He nmaintained that there was a real
econonmc value to having a well-functioning court system
that reduced the cost of |awers and societal costs. He
opi ned that value may be hard to neasure, but it existed.

Dr. Townsend addressed slide 22, titled "Spending Cut
Effects:™

* | npacts depend upon what you cut.

eDetails matter, such as inpact on federal receipts.
*Education cuts will increase |ocal taxes.

QG her cuts (e.g., university) wll shift costs.

Dr. Townsend conmented that budget cuts had inpacts on
Al askans.

3:06:42 PM

House Fi nance Committee 22 02/ 10/ 17 1:32 P. M



Dr. Townsend relayed he was not advocating for a specific
pl an. He addressed "Elenents of a Milti-Year Fiscal Plan"
(slide 23):

1. How Permanent Fund and rel ated assets will be used.

2. How to manage volatility in net revenues fromoil.

3. Multi-year expenditure plans, based on value to
Al askans.

4. Role/timng of additional taxes/costs to residents and
busi nesses.

5. How will savings be used to work through -current
recessi on?

Dr. Townsend suggested that the timng for the taxes may be
to phase themin in. He enphasi zed that people know ng what
to expect relative to a tax plan was inportant.

3:09: 53 PM

In response to a question by Representative WIson, M.
King clarified that she was referring to year over year
enpl oynent associated with the fiscal environnent for the
oil and gas industry and how changes in the tax credit
program would affect enploynent. Representative W]Ison
affirmed and also wanted him to address spending and the
"domino effect that happened as well." M. King replied
that the issue was "incredibly conplicated.” He expounded
that in addition to Alaska's tax structure, oil conpanies
made financial decisions on an international basis. He
acknow edged that in a broad context, the credits mattered
to the oil industry. In the case of Alaska's interplay with
the oil industry, it was difficult to draw firm concl usions
or consequences from the decisions the industry made. He
rel ated that economi sts believed that it was "difficult to
prove the counterfactual"™ or what could have been in the
absence of oil tax credits. He deened that pulling back on
credits affected the small independent conpanies that were
much nore dependent on them The |onger-term question was
what the value of the credits was and the net present val ue
of the new oil discovered because of the credits 5 to 10
years in the future. He added that questions |ike what was
the value of credits if the newy discovered oil was not
near any infrastructure to transport it to market should be

consi der ed. The credits were neant to incentivize
production and not short-term enploynent. He concl uded that
conpanies will respond to changes in the tax credit system

but how and what would be the consequences were difficult
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to determine. In response to a question by Representative
Wlson, M. King answered that DLW reported enploynent
data on the borough level. He explained that it was
possible to find enploynent information called the
Quarterly Census of Enploynent and Wages Data or the
monthly survey data on the Fairbanks North Star Borough
through |ocal government and |ook at enploynent in the
i ndi vi dual sectors. He stressed the inportance of analyzing
the data to determne the effect of the credits and the
broader inplications of the state of the oil industry at
the tine. For exanple, if the price of oil was falling
there may be no imrediate layoffs and the question was to
determ ne whether no change in the enpl oynent |evel was due
to oil tax credits. He reported that sophisticated nodeling
was necessary to determine the inpact of tax credits on
i ndustry wi de vari abl es.

3:16:40 PM

Vice-Chair Gara addressed Dr. Townsend and inquired why
states had shifted away from using a percentage of federa
income tax. Dr. Townsend responded that one consideration
was certainly to avoid any fluctuation in federal tax rates
inmpacting the amount of tax the state collected. For
instance, a 10 percent decrease in the federal tax rate
resulted in a 10 percent reduction in state tax. In
addition, not relying on a percentage of federal incone tax
allowed states to neke their own decisions on capital
gains, mamintain control over what they were taxing, and
increased stability (the federal governnent often decreased
taxes during a recession - the opposite of what states
typically needed.) He indicated that ultimately, it was not
difficult for a state to use adjusted gross incone as a
basis for its incone tax rate. However, he spoke to the
ease of a state using a percentage of the federal incone
tax that did not increase the "conpliance <cost." He
delineated that many reasons existed for separating out
deductions and exenptions. He exenplified that the nost
inportant reason was that 20 percent of a state's tax
payers resided in the state for part of the year and nost
states wanted control of allocating their income and
exenptions in their calculations. The admnistration of a
state's independent tax system was only slightly nore

conplicated than a percentage of federal incone tax.
However, it was possible to design a state tax based on a
percentage of federal incone tax wth its own unique

features, which was what nost states attenpted to do.
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3:20: 56 PM

Vice-Chair Gara surmsed that a state would design its own
tax table that m m cked a desired percentage of the federal
tax liability, providing stability versus basing an incone
tax on adjusted gross inconme that fluctuated. Dr. Townsend
answered that presently, nobst states coordinated sone
aspects of their tax systemwth the federal system such as
the definition of income. He elucidated that regarding
deductions and exenptions, sone states use the federal
codes with the caveat that the state retained the authority
to review changes periodically and deci ded whether to adopt
or reject them He rem nded the conmttee that in the 1980s
when there had |ast been a state incone tax, substanti al
credits were not available for the typical tax payer.
Currently, the federal tax system had many credits for
things |like higher education and child <care that
substantially reduced tax liability. If the state used a
percentage of the federal tax rates the state had to absorb
the credits.

Representative Kawasaki related his experience as a nenber
of a fiscal policy conmttee in 2011 where ideas on a state
fiscal plan was discussed but not adopted. He asked about
the quickest ways to reverse the recession w thout harm ng
the state. M. King responded that "the opportunity to get
out of recession the fastest had gone by" and past severa
years earlier. He thought that the enphasis going forward
was to decide what kind of state should energe in the
future and act wthout doing substantial harm to the
econony. He deduced that since a fiscal plan that adopted
an annuity type approach that stabilized spending by
enpl oying the ERA and "rolling in the CBR and what was |eft
of the Statutory Budget Reserve (SBR)" past several years
earlier the state was currently facing stabilizing state
spending at a much lower level. He maintained that another
consequence was that the state had to wait for a rebound of
oil prices and could not invent a new industry that
generated as much revenue. He spoke to Dr. Townsend' s idea
of "broad and | ow' taxes to introduce the concept of paying
for services while attenpting to determ ne the services the
state really needed to provide, and to provide the services
well in order for people to have confidence in their state
governnent. He felt that the broad cuts over the past
couple of years did not address the question. He provided
exanples of ways the cuts had inpacted the Departnent of
Fish and Gane that resulted in negative consequences. He
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bel i eved that people needed to recognize that opportunities
were lost and that the state needed to adapt to the future
and think about the econony holistically.

3:27:40 PM

Dr. Townsend surmised that if the state attenpted to sol ve
the fiscal crisis in tw years the state would end up wth
a four-year recession, which he believed would negatively
impact the housing market and add further drastic
consequences. He advocated for budget adjustnents over a
multi-year time period. He suggested del aying inplenenting
taxes until 2019 and 2020. He stressed the inportance of
stabilizing the econony so businesses had the "confidence"
to make investnment decisions based on future certainty. He
restated the inportance of creating certainty by specifying
the fiscal approach the state would take and inplenenting
t he pl an over several years.

Representative Otiz referred to Dr. Townsend' s concept of
broad and |low tax rates and cited the 9.4 percent corporate
tax rate, one of the four highest corporate incone taxes in
the country. He asked whether the corporate tax was broad
and i ncluded exenptions.

3:31:16 PM

M. King replied that he was an owner of an S corporation
and he did not pay corporate incone taxes to the state, due
to the structure of the tax system taxes could "flow to his
personal incone taxes." He added that many of the S
corporations and LLCs fell wunder the sane category. He
opi ned that he was not opposed to a sales and incone tax in
exchange for services. Many in the professional business
sector were willing to pay taxes, but wanted the burden
spread fairly.

Co-Chair Seaton spoke to the 9.4 percent corporate incone
tax relative to the oil conpanies. He comented that the
tax was based on worl dwi de apportionnment and conpani es paid
an average of 4.4 percent two years ago and nost were
paying zero at present. He observed that the anount of
Al askan corporate taxes paid depended on the worldw de
profitability of the oil conpanies in Al aska. He asked
about trying to inplenent a tax in a reasonable tinefrane.
He el aborated that the conmttee was considering an incone
tax of 15 percent of the federal tax rate. He reasoned that
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devel oping exenptions and deductions decisions were
problematic and "alnbst as big as a problem and as
guestioned as deciding on the tax itself."

3:34:26 PM

Dr. Townsend answered that the |egislature could adopt the
federal definitions of deductions and exenptions, which
many states did. He detailed that npbst states had small
adjustnments for taxes paid on state or [|ocal bonds and
treat income earned in other states slightly different. He
voiced that designing a tax so that the l|egislature could
declare to its citizens a tax of 15 percent of the federa
incone tax would be inposed "was a straight forward
exercise. " He related the inportance of initially
conmmuni cating what the tax would do and then dealing wth
adm nistering the tax going forward. He suggested designing
the tax through the tax brackets and subsequently dealing
with credits and capital gains and other details. A tax
based on a percentage of the federal incone tax offered a
structure that dealt nore easily with the 20 percent of
part-year residents.

Co-Chair Seaton relayed that he was referring to all of the
efforts entities take to evade taxes in statute through
| obbyi sts. He believed that every tax related decision the
|l egislature had to nmke was in "peril because of the
| obbying effort of all of the interests" pressuring for
credits, exenptions, or deductions. Opening the tax to
adjustnments wunique to the state wuld elimnate the
opportunity to swiftly proceed in inplenenting the tax due
to the |obbying process weighing in on every individual
aspect of the tax.

3:37:55 PM

M. King mintained that an income tax attached to a
percentage of federal l[itability actually invited the
process Co-Chair Seaton wanted to avoid due to battles over
adjustnments. He relayed from personal experience paying
taxes in North Carolina and recalled a very short incone
tax form for a sinple tax based on adjusted gross incone
wi t hout deductions. He indicated that a state could set
rates to achieve the effect desired. It was relatively easy
to look at the structure of federal tax rates and use "a
percentage of what people actually ended up paying as a
portion of their incone." He offered suggestions on how to
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adopt a broad incone tax based on adjusted gross incone. He
informed the commttee that by adopting a tax based on a
percentage of federal liability the earned inconme credit
was also adopted by default resulting in half of the
state's citizens not contri buting because, after
adj ustnents, were considered too poor to pay federal incone
taxes. However, if the state used a formula based on a
percentage of adjusted gross incone, the flexibility to
share the burden nore equally was greater than a system
based on a percentage of federal liability. He declared
that there were nmany advantages to using adjusted gross
income and nany states transitioned to its use.

Co- Chai r Seaton referred to slide 9 of the |SER
presentation in regards to nominal versus real terns in
cal cul ating budget forecasts and inflation. He referenced
the Departnent of Revenue's (DOR), Revenue Source Book and
its calculation of oil price over tine. He wondered whet her
it was necessary to deduct or add 2.25 percent annually to
account for inflation.

3:42: 09 PM

Dr. Townsend replied that sorting out what a third-party
had done when forecasting was difficult and nearly
i npossible to determne unless specified in the forecast.
He cautioned that it was possible to include many vari abl es
in the calculations but it was inperative to determne
whether the wvarious nunbers were equivalent. Co-Chair
Seaton interjected that the question would be asked to DOR
He noted errors in the recent calculations on inflation and
the rate of return for the Permanent Fund.

3:44: 35 PM

Vice-Chair Gara referred to Co-Chair Seaton's point about
the legislature being mred in "fights" when attenpting to
pass an inconme tax. He wanted fairness as an objective. He
wondered whether it was possible to mmc the 15 percent
federal income tax rate within each tax bracket but the
state set its own tax rate. He asked about the ease of
establishing that type of tax structure. Dr. Townsend
replied in the affirmative and added that was exactly his
point. He comunicated that the rest of the states had a
ot of experience with the inconme tax and they had all
nmoved away from an incone tax as a percent of federal
income tax. He furthered that a structure was necessary
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within the tax to deal with the atypical tax payer. He
agreed with Co-Chair Seaton that any structure of incone
tax, would encourage "rent seeking." He defined rent
seeking as various entities investing in lawers and
| obbyists to seek preferred treatnment under the code. He
believed that it was what was wong with the federal tax
code. He agreed that the sane forces would be seen at the
state level. He opined that a lower tax rate reduced the
i ssues but rent seeking was "inevitable."

#
ADJ OURNVENT

3:48: 26 PM

The neeting was adjourned at 3:48 p. m
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