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JARED WALCZAK, Policy Anal yst
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Washi ngton, D.C.

POSI TI ON STATEMENT: Delivered a PowerPoint presentation titled
“Inplications of an Al aska | nconme Tax.”

ACTI ON NARRATI VE

9:03:10 AM

CHAIR M A COSTELLO call ed the Senate Labor and Comrerce Standing
Commttee neeting to order at 9:03 a.m Present at the call to
order were Senators Stevens, Hughes, Gardner, Meyer, and Chair
Costel |l 0.

HB 115- 1 NCOVE TAX; PFD PAYMENT/ CREDI T;
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9:03:28 AM

CHAI R COSTELLO announced the consideration of HB 115, and
advi sed her office was accepting witten testinony on the incone
tax bill.

She wel coned M. Wal czak fromthe Tax Foundati on.

9:05:10 AM

JARED WALCZAK, Policy Analyst, Tax Foundation (TF), Washington

D.C., said HB 115 seeks to resolve the inportant issues of the
budget shortfall, but it’s a challenge because the state relies
on a single industry for nost of its revenue.

9: 06: 18 AM
SENATOR STEVENS asked M. Wilczak to introduce hinself and who
he works for, so the commttee understands his potential bias.

MR. WALCZAK stated that he represents the Tax Foundation, a
nonparti san, nonpr ofit tax policy organization based in
Washi ngton, D.C. They work with the principles that taxes should
be sinple, transparent, and pro-growh. Taxes should also be
applied in as neutral a manner as possible. As a tax policy
organi zation, TF tries to steer clear of questions about whether
a state needs additional revenue and what the optimal |evel of
tax revenue may be. He said his interest is tax structure and
the inplications of inposing an income tax versus a sales tax
versus the current situation of no tax. He |ooks at behaviora
responses and what is optinmal in a tax code. Being a nonprofit,
TF receives contributions from both famly and charitable
foundati ons, corporations, and individuals.

9:09: 09 AM
SENATOR HUGHES asked if he prepared his coments after he had
| ooked at the overall budget, the per capita spending, how

Al aska conpares to other states, the state’s savings, and the
Senate’s goals to reduce the budget deficit.

MR. WALCZAK said he’'d go into that in nore detail later in the
presentation but Al aska does have the highest expenditures per
capita of any state in the nation. Some of that can be explained
by Alaska’s wunique characteristics. Qher states can take
advantage of economes of scale that are nmore difficult in a
| arge, dispersed geographic region |ike Al aska. Provi di ng
education and basic services in Alaska can be expected to be
nor e expensive on a per capita basis.
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He said he does believe that Al aska has been on a glide path
where expenditures were not controlled as strictly as they would
have been in other states. Because revenue was so readily
avai lable, the pros and cons of different spending prograns
probably were not scrutinized as nuch as they mght have been

The i ndividual incone tax was repealed because it was
essentially deenmed unnecessary once oil started to flow through
the pipeline. At the peak in FY2014, state and |ocal per capita
spendi ng was $19,357 conpared to about $8,700 nationw de. This
is sonething to take seriously within the context and perhaps
bef ore any consideration of broad-based tax changes, he said.

CHAI R COSTELLO asked himto proceed with the slide presentation

9:13: 00 AM

MR. WALCZAK said everyone realizes that the budget shortfall is
related to the degree of reliance on a single industry. Mning
and mnerals represent about 18 percent of the gross donestic
product (GDP) and, at peak, oil and gas taxes were responsible
for as much as 72 percent of all state revenue. He said Al aska
also has a severance tax that is based on the operator’s net
income, which is unique and potentially volatile. He highlighted
that the oil related revenue in 2017 is estimated to be about $1
billion, whereas it was $7.4 billion in 2014. He said Texas,
North Dakota, and Louisiana have also experienced shortfalls,
but not the scope of what we're seeing in Al aska. He said one
answer to the problem of relying on a single industry for the
overall revenue picture is to adopt a new broad-based i ndi vi dual
income tax. The difficult question is whether that is the right
answer. He said he believes that nost people would say that the
current tax structure is too volatile, but many other questions
need answers too. These generally relate to price forecasts,
estimated revenue needs, the tax structure and duration, the
role of the state’s traditional revenue sources, and expenditure
reform

9:16: 45 AM

MR. WALCZAK said he wanted to talk about what constitutes
optimal tax design to help inform the general understanding of
how a tax code is developed. One principle is to develop a tax
code that distorts economic choices to the |east extent
possi ble. The goal is that the code is not picking w nners and
| osers. It’s as neutral as possible so people base their market
decisions on their own assessments of relative value and worth
rather than on tax arbitrage or tax avoidance. He said there's
also a broad principle that the optimal tax on internediate
goods i s always zero.
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9:18: 09 AM
SENATOR GARDNER asked if he agrees that tax incentives distort
econom ¢ choi ces.

MR. WALCZAK sai d absolutely, and the anount of distortion varies
based on the incentive and how it functions. An incentive that
is available to many firns in the market operates nore |ike
sinply having a lower overall rate, whereas one that is very
narrowly construed to benefit one industry or economc activity
is going to establish a set of winners and | osers. That woul d be
econonmically distortive and sub-opti nal

He said there is wdespread agreenent in the public finance
world that incentives are sub-optinmal, but it’'s hard for states
to opt out when they see thenselves in a conpetition. He opined
that the best econom c devel opnment policy a state can adopt is
to have a broader base and a lower rate. He cited the extrene
exanpl e of North Carolina that extensively carved out incentives
for agricultural and textile manufacturing industries. The

state’s econony changed over time, but it was still hard for
ot her businesses to cone in and conpete. It denonstrates that
it’s increasingly difficult to pick wnners and |osers,

particularly as the econony changes over tine, he said.

SENATOR COSTELLO asked if he had any experience with people
deciding to leave a state based on tax policy. She related that
the commttee heard extensive testinony to that effect |Iast
night. She asked if these are the things that a mlitary famly
consi ders when they decide where to retire.

MR. WALCZAK said that is relevant, but in Alaska it my be
difficult to get a handle on the significance. People do nmake
decisions on location based to sone degree on taxes, but
generally it’s based on a range of factors regarding the broader
environment. This can be the tax climte, the actual climte,
proximty to anmenities, an educated workforce, or ease of access
in transportation. He said he suspects that a lot of people
would find it challenging to nove to Al aska, neaning there are
probably sonme people who are on the nmargin on whether they want
to be in Al aska or another state.

MR. WALCZAK said we know people nake this determ nation at the
margin. There is a net outmgration from high tax states and
inmgration to states with |ow taxes, especially those with no
i ndi vidual inconme tax. In fact, 7 of the 9 states that forego
wage incone taxes are growi ng faster than the national average,
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and the other 2 are growing faster than their regional peers.
Wiile this isn't the only thing people care about, it is
sonething that is wthin the power of the legislature to
address, so it’'s pertinent. Many people in Al aska experience
high costs of living. That can put them on the cusp of the
decision and increasing living costs through a new tax could
drive out sonme individuals. He clarified that he isn't
suggesting there will be a nmassive outmgration, but people do
make these decisions, especially when they have flexibility.
Retirees, for exanple, are nore sensitive to tax changes than
people in the workforce. “W often see retirees or wealthier
individuals leaving.” The idea isn't to protect wealthy
i ndi viduals, but communities don’t necessarily want to see a
| arge outfl ow of higher incone individuals.

CHAI R COSTELLO advised that M. Walczak was still discussing
optimal tax design and avoiding distorting econom c choi ces.

MR.  WALCZAK discussed exenpting internediate goods in the
optimal tax design. He said the goal is to tax things just once.
This isn't just a problemwith a sales tax but also with capital
taxation. Capital is nmore nobile than |abor, which nmakes the
element of the individual income tax that hits small business
particularly pertinent. It may change where a business |ocates
and whether there is new hiring. Businesses also need to respond
to the fact that an individual incone tax reduces the value of
an enployee’s salary. Over tinme wages will rise as an offset,
but it nmeans that enploynent overall wll be lower. He said an
econonmist at the University of Alaska Anchorage did sone
econom ¢ nodeling and suggested a loss of 3,500 to 5,000 jobs,
should the tax to be inplenented. He opined that while there may
be sone dislocation of jobs initially, the real inpact will be
in later years when growth is slower than it woul d be otherw se.

9:31: 36 AM

SENATOR HUGHES asked if he had |ooked at the idea that Al aska
woul d be nore negatively inpacted by an individual incone tax
because it has nore small businesses per capita than any other
state.

MR  WALCZAK said he isn't sure if Alaska has nore snall
busi nesses per capita or if it’s that a larger percentage of
wor ki ng Al askans are enployed by a snmall business. He related
that nearly 90 percent of all businesses in the US are
identified as snall businesses. These are primarily passthrough
entities neaning that for tax purposes inconme passes through to
the individual federal form |If Alaska were to have an
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i ndi vidual inconme tax, they would pay that too. He said this is
a significant issue for Alaska s econony, perhaps nore than in
ot her states because so many individuals are enployed by snall
busi nesses, many of whomare fulltinme residents.

9:34: 47 AM

MR. WALCZAK suggested thinking of an incone tax as a tax on the
total value of consunption plus the rate of change in savings,
which is essentially a tax on future consunption. At sone |eve
it’s a double tax if you have an incone tax and a sales tax, he
sai d, because you' re taxing current consunption in the sales tax
and future consunption of both the incone and the sales tax. He
said we often don't think about what inconme is equivalent to
economcally. Sales tax falls to a return to savings or on
capital income which is exenpt froma consunption tax, but it is
taxed in an incone tax. He said taxable return to savings does
distort work effort because it |lowers the payoff to work. People

who work today and plan on consuming in the future will be able
to consune less in the future for a given hour of work. A tax on
the return to savings, like a sales tax, would increase that

future cost of consunption. It’s hours of |abor producing fewer
goods at a later date. He said we think of different taxes in
different ways, but econom sts worry about income taxes wth
hi gh rates because of the distortive effects.

9: 37: 57 AM
SENATOR GARDNER asked him to speak to the definition of tax
neutrality.

MR. WALCZAK explained that tax neutrality is essentially the
notion that the tax code should apply equally to all simlarly
situated persons or activities. It should try to stay out of
econom c decisions as nmuch as possible while raising the
revenues desired. Trying to pick winners and losers is sub-
opti mal

SENATOR GARDNER said it’'s puzzling that you' re saying that
efforts and prograns to change behavior are sub-optimal as a tax
policy because virtually every state enpl oys those tools.

MR. WALCZAK said he believes that people in the economc
comunity would broadly agree that progranms to change behavi or
are sub-optiml but extrenely comon. He drew a distinction
between an overarching goal to grow the econony of the state
versus a nore nodest goal to shift investnent into a blighted
area. He suggested thinking of the latter as a nore traditiona
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governmental expenditure or grant than as a tax policy tool even
t hough they do run through the tax code.

9:43:39 AM

MR. WALCZAK returned to the slide that |ooks at both sales tax
and incone tax. He noted the variation in the 107 jurisdictions
in Alaska that inpose sales tax and comented on the advantage
of a broader base and |ower incone tax rate versus a very narrow
eroded base. He said tax can be applied to capital accunul ation,
| abor force participation, consunption, or property, but the
advantage in taxing consunption and property is that it has |ess
i mpact on econom ¢ grow h.

9:45: 11 AM

CHAI R COSTELLO asked if consideration of an income tax should
al so include a | ook at the onslaught of other taxes and expenses
individuals and famlies face. Last night the commttee heard
about a famly of four who spent $36,000 on health care costs
and now their property taxes are going up. She asked himto talk
about the inpact that passing an incone tax wll have on the
overal | econony.

MR. WALCZAK agreed that taxes should be considered in the
aggregat e because they can be a significant burden, particularly
for those on a lower or fixed inconme. He continued to say that
| egislators are probably in a better position than he is to | ook
in detail at the interaction of l|ocal tax increases and an
i ncone tax proposal.

9:49:48 AM

MR. WALCZAK returned to the presentation. He summarized the
advantages of sales taxes saying they are nore econonically
efficient, have l|low conpliance costs, and can capture revenue
from tourists. If the legislature were to decide on a state
sales tax, it would provide an opportunity to standardize the
| ocal sales tax bases and collection. The disadvantages of a
sales tax include regressivity, business input would be a
problem if they are taxed, taxes on use often aren’'t remtted,
and renote transactions could be a problem

The chal |l enges associated with an inconme tax are that it reduces
| abor force participation and nakes it nore expensive to do
business in the state. An advantage for the state is that an
income tax would capture revenue from nonresident workers. An
incone tax also falls on small businesses, which is a pro or con
depending on the perspective. He said the disparity between
corporations that are taxed and small businesses that are not
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taxed would persist if an income tax were adopted, because a
corporate income tax is essentially a double tax. He didn't
necessarily agree that adopting an incone tax creates (greater
equity.

9:53: 01 AM

MR. WALCZAK turned to the issue of volatility. He said a Pew
study found that state revenue swings over the |ast decade
average plus or mnus 5 percent. Womng ranked second
nati onwide with revenue swings of plus or mnus 12.1 percent.
Al aska experienced revenue swings of plus or mnus 34 percent
over that period. Wth that sort of wvolatility, it is very
difficult to do accurate proj ections, make | ong-term
investnments, or build prograns that require stable funding. He
noted that the state does have several options to respond to and
snmoot h these significant revenue sw ngs. |nvestnent revenue from
the Al aska Permanent Fund and the Constitutional Budget Reserve
Fund may be used as well as interest on the permanent fund. It’s
al so very good news that Al aska has substantial reserves to draw
from Earlier this year the market value of the funds totaled
$55.7 billion. He opined that as long as the state has a natural
resource based econony, there wll always be significant
volatility and it makes sense to regularly rely on these funds.
Put the noney away in good years and use it in the bad years to
address a shortfall, but not as a source of supplenental revenue
for new prograns.

9:57.:45 AM

SENATOR STEVENS recal l ed that when Al askans voted to create the
permanent fund it was as a rainy-day fund and now there isn't
one. He asked M. Wlczak to talk about the difference between a
rai ny-day fund and a fund that snooths the state’s econony.

MR. WALCZAK said rainy-day funds vary in structure, but they're
basically designed so that states don't need to recreate their
tax code when they experience the inevitable econom c declines
in the business cycle. He said Alaska is different primarily
because it has reserves that are an order of nagnitude | arger
than any other state. Because the state relies heavily on one
i ndustry for revenue, it nmkes sense to nodify the way the
reserves currently work to have a nore traditional rainy-day
fund. The structure is in place, but the way it’s been used is
not as consistent as what we normally see for a rainy-day fund,
he sai d.

MR. WALCZAK turned to the question of conpetitiveness and what
taxes should be if there were an individual incone tax. He said
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the Tax Foundation published the State Business Tax Cimte
Index that |ooks at whether the tax structure is sinple,
neutral, and transparent. O her conponents on the index |ook at
corporate taxes, property taxes, and unenploynent insurance
taxes. Al aska does very well right now because it forgoes both
an individual income tax and a state sales tax. It currently is
in a four-way tie for first but would fall to 27" if an income
tax were adopted. There are several reasons for that. HB 115
refl ects an above average top marginal rate of 7 percent, it has
an above average nunber of brackets, and the personal exenption
is not indexed to inflation. If the bill becomes |aw, Al aska
would go from having no personal incone tax to having the 12!
hi ghest top marginal rate in the country.

He advised that Alaska would have a broader than average
i ndi vidual incone tax base sinply because nothing has been
carved out through deductions and exenptions. However, that also
neans that the effective tax rate would be higher than in other
states that have a simlar top marginal rate.

10: 07: 40 AM
CHAI R COSTELLO asked what peopl e should expect in the transition
froma no income tax to an income tax, should HB 115 pass.

MR. WALCZAK said these transitions are always difficult. There
is a large body of regulatory and adm nistrative code that mnust
be built essentially from scratch, revenue projections mght be
less than precise the first couple of vyears, and certain
necessary conponents mght be initially forgotten. He clarified
that individuals won't see a large difference because they're
already accustoned to paying inconme tax; it's the state
adm ni strative buildout that woul d be sonmewhat burdensone.

CHAI R COSTELLO clarified that her question related to the inpact
on the econony transitioning fromno inconme tax to an incone tax
envi ronment .

MR. WALCZAK answered that you should anticipate sone adverse
i npacts. “People are going to realize that they just have |ess
di sposable inconme, or small businesses are suddenly going to
have a cost that they had not budgeted.” This will show up in
the enploynent market. There aren’t any studies at the state
| evel, but federal studies generally indicate that the reduction
in economc activity resulting from inposing or increasing an
income tax would be larger by a significant margin than the
revenue gai ned.
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10: 15: 35 AM
CHAIR COSTELLO asked if it’s the right tinme to initiate an
i ncone tax when Al aska is experiencing a recession.

MR  WALCZAK said it's relatively comobn for states and
i ndividuals to experience an econom c crunch at about the sane
time. Taxes are often raised when people are already struggling
to make ends neet. That's why revenue reserves are so inportant.
He pointed out that Al aska the opportunity to take things slowy
because HB 115 doesn’t actually inpose the tax until 2019.

10: 17: 14 AM

SENATOR HUGHES asked, despite the 2019 effective date, if
i npl emrenting an individual inconme tax could prolong and deepen
t he recessi on.

MR. WALCZAK said it has the potential to create adverse econom c
inmpacts. He said he couldn't speculate on whether it has

recessionary inpacts, but reducing disposable incone of
individuals or reducing the demand for |abor would have an
adverse effect on a recession. If HB 115 were to pass,

busi nesses woul d presunmably nake investnent decisions this year
and next year in anticipation of the change in the tax code in
2019.

10: 18: 58 AM

SENATOR GARDNER nentioned the generalized uncertainty due to the
failure of the state to tackle the fiscal crisis, and asked how
he suggests addressing the recession and building confidence
that there is a durable plan when there aren’t new revenues now
or the prom se of new revenues fromtaxes in 2020.

MR. WALCZAK answered that if Ilegislators decide that a new
general tax is the way to tackle the fiscal crisis, there are
several things to consider in the process. There are questions
about the appropriate revenue ains for the tax and whether this
is a fix for the current recession or a nore fundanmental shakeup
of the entire tax code. It appears that HB 115 leans toward
reshaping the tax code, but that is something that needs to be
explicitly debated and understood. Expenditure reformis also an
important part, particularly since the state has significantly
hi gher expenditures per capita than any other state in the
nation. He said he also thinks that revenue snoothing nust be a
big part of the picture. New revenues nmay be necessary, but
there doesn’t seem to be agreenent on the anount that’'s needed.
There’s also the question of what will avert this situation in
the future. He said he thinks there is sone danger to only
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tackling the revenue side without tackling the other issues. He
urged a cautious approach. He said HB 115 is certainly a
credible starting point but there are a | ot of questions that it
doesn’t entirely answer. He pointed out that HB 115 doesn’'t have
things like a Section 179 deduction or a standard deduction,
al though the latter may be intentional. Also, the conformty to
the Internal Revenue code doesn’t appear to be conplete. He
suggested taking a step back to assess whether all the ains are
i n context.

10: 26: 26 AM
SENATOR GARDNER commented that placing a sunset on a new revenue
program prol ongs the uncertainty.

MR. WALCZAK said there’'s truth to that, but he didn’t know if
there woul d be a downside for the taxpayer

CHAI R COSTELLO asked M. Wal czak to continue the presentation

10: 28: 53 AM

MR. WALCZAK said he thinks there is risk associated wth
adopting a new tax reginme on the notion that the current
expenditure level is sustainable and desirable. If the goal is
to be conprehensive, it’s inportant to | ook at spending, revenue
snoot hi ng, revenue needs, and whether the new tax is necessary.
He opined that a sunset or trigger mechanismis consistent with
the ainms of many nenbers who don’t support a permanent tax. He
said there is sonething to the Senate proposal to |imt the
dividend to $1,000 for three years and to inplenment $750 million
in spending cuts over three years, because it |ooks at both
elenents. He reiterated that |ooking at the snoothing option is
very inportant. He urged doing things simultaneously so getting
t he new revenue doesn’'t short circuit other efforts.

CHAI R COSTELLO advised that the Senate proposal has a spending
cap, whereas the House proposal does not. She asked if raising
revenue through taxes without a spending cap is a concern.

MR. WALCZAK said the Tax Foundation doesn’'t have a position on
spending caps, but some sort of expenditure control is an
i nportant part of a package that | ooks at revenues.

10: 32: 46 AM
SENATOR HUGHES asked him to comment on the potential inpact if
the state income tax deduction is no | onger avail able.

10: 33: 27 AM
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MR WALCZAK said it's relevant because that is essentially the
partial offset associated with state and |ocal governnents
rai sing revenues through the major tax sources. He noted that
this deduction is one of the rare, highly regressive elenents in
the federal incone tax code. He said there is a good argunent
that Al askans would benefit from having a lower rate and
elimnating the deduction because nost of the value is flow ng
to states |ike New York, California, Pennsylvania, and New
Jersey. Nevertheless, it neans that state inconme tax wouldn't be
of fset by the federal income tax deduction. Mre of it would be
borne by Al askan payers. It is also significant because federal
adj usted gross incone mght change. If the base is broadened for

the federal inconme tax and used to lower rates, those base
broadeners are going to flow through to any Al aska incone tax.
The rate reductions will not flow through because HB 115 sets

those separately. He further pointed out that if HB 115 were
adopted, it would be a stealth increase in the tax because a
| arger definition of income would be taxed at the sane rate. All
states with an income tax will need to think about that and
perhaps lower rates to avoid a potentially significant incone
tax increase.

10: 38: 32 AM
CHAI R COSTELLO t hanked M. Wal czak and held HB 115 in comm ttee.

10: 38: 48 AM

There being no further business to cone before the committee,
Chair Costello adjourned the Senate Labor and Commrerce Standing
Commttee nmeeting at 10:38 a.m
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