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ACTI ON NARRATI VE
3:31: 28 PM
CHAIR M KE DUNLEAVY called the Senate State Affairs Standing

Commttee neeting to order at 3:31 p.m Present at the call to
order were Senators G essel, Egan, WIlson, and Chair Dunl eavy.

PRESENTATI ON: The Effects of Various Taxes on Al aska' s Econony

3:31: 53 PM

CHAI R DUNLEAVY announced that the committee wll hear a
presentation fromthe Center for State Tax Policy. He asked that
M. Wil czak address broad-based taxes given that Al aska has had
a generation of no broad-based taxes. He noted that sone people
hope that Al aska has anot her generation of no broad-based taxes,
a discussion that the Legislature will have this year.

3:32:36 PM
SENATOR COGHI LL joi ned the conmittee neeting.

3:33:13 PM

JARED WALCZAK, Policy Analyst, Center for State Tax Policy, The
Tax Foundation, Washington, D.C, specified that he wll| address
the foll ow ng:

e Considerations that are associated with the various broad-
based taxes other states |evy.

e Pros and cons of each tax.
e Adm nistrative questions.

e Ways Al aska will possibly structure the various broad-based
t axes.

He di vul ged that The Tax Foundation is an 80-year old tax-policy

research organi zati on based out of Washington, D.C and detailed
as follows:

 Wrks at both the federal and state |evels.
* Provides analysis and research on tax issues.
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* Nonpartisan and strives to be a resource for nenbers of
both parties across the ideological spectrum by primrily
focusing on a state's revenue targets and how to best
structure taxes as sinply and transparently as possible to
achieve neutrality w thout picking wnners or |osers.

MR. WALCZAK summarized that The Tax Foundati on addresses how a state
can have a tax code within its revenue paraneters that is as pro-
growt h as possi bl e.

3:34: 58 PM

He said Al aska has been a very unique place for nmany years. The
ability to forgo not one, but nultiple major taxes is very
unique. He noted that npst states with simlar tax attributes
have a significant natural-resource econony with sonme sort of a
severance or extraction tax that can be a substantial portion of
t he budget: South Dakota, Texas or Womn ng.

He said one of the advantages to a resource econony is the
exportation of a state's tax burden; for exanple, Alaska' s oi
and gas production tax is being paid by people outside of the
state. The legal incidence of Alaska' s oil and gas production
tax is going to be the oil conpany, but the econom c incidence
is on everyone who is purchasing the final product outside of
Al aska.

He noted that in sonme years, as nuch as 90 percent of Alaska's
revenue has essentially come from the oil industry which is
great for the average taxpayer who does not pay very nuch, but
living and dying on one product creates an extrenely volatile
tax structure; e.g., no revenue in 2015.

He set forth that one reason why Al aska has an extrene reliance
than other states is due to the structure of its severance tax.
The severance tax in many states is based on volune or on price
where revenue is generated even when there is no profitability;
however, Al aska's systemis on net revenue which is nmuch closer
to a high-rate corporate incone tax on one industry where Al aska
realizes all of the benefits during the good years, but no
revenue like in 2015 when the conpanies |ost noney. Al aska's
volatile tax structure suggests that there needs to be sone
mechani sm

3:37:44 PM

CHAI R DUNLEAVY addressed M. Wl czak's statenent that there was
virtually nothing collected in A aska and noted that there was a
royalty coll ected.

SENATE STA COW TTEE - 3- January 26, 2017



MR. WALCZAK pointed out that he was referring to the production
or severance tax. He admtted that Al aska collects other taxes:
royalty and property. He specified that $460 mllion on average
is paid annually in property taxes on the pipeline; however, the
bul k of the state's collection comes fromthe severance tax.

He set forth that volatility can be addressed in a nunber of
ways. He said one way is to put things aside in good years and
noted that Alaska has nore than any other state in substanti al
reserves with over $56 billion in the permanent fund and all of
the different funds. He pointed out that Al aska's funds are both
statutorily and constitutionally protected.

He said Alaska's ability to reserve sonme of its funding in the
good years allows the state to get by in its volatile tax
structure in ways other states could not. He referenced a study
that shows nost states over the last 15 years averages revenue
swings of plus or mnus 5 percent. Wonmng, a resource heavy
state |ike Alaska, has revenue swings close to 12 percent. He
revealed that no state gets close to Alaska's 34 percent plus-
or-mnus revenue swing. He summarized that in the good years

Al aska's tax revenue is really good, but in the bad years it's
tough; being able to snoboth that out wth reserves is very
val uabl e.

3:40: 03 PM

He said the other thing that can be |ooked at is tax revenue
diversification, something that is certainly on the table.
Al aska benefits a lot by not having an individual-income tax or
sales tax, but the reason for consideration includes additiona
revenue, revenue diversification and nore stable tax structures.
He pointed out that there are always tradeoffs. He said
stability for the state governnent is inportant, but the state's
economc health nust be considered and every tax, to sone
degree, is going to disadvantage sone activity; this is just the
nature of taxation or any cost.

He said the broad-taxation choices are as foll ows:

* Capital tax:
= Corporate incone tax or other taxes on capital goods.
= Effect:
» Reduce investnment which has a strong effect on
econoni ¢ growt h.
> Legal incidence is going to be on the owners of
capi tal

SENATE STA COW TTEE -4- January 26, 2017



* Labor tax:
= | ndividual incone tax.
= Effect:

» Changes | abor productivity: people on the whole are
going to work |l ess and fewer people are going to be in
t he | abor force.

» Conpetitive advantages for sone people for being in
ot her states: conpanies may have to pay a little nore
to be conpetitive, which may reduce enploynment due to
hi gher salaries that applies pressure for sone
individuals to migrate to other states where there are
better opportunities.

> Falls alnost entirely on |abor

MR.  WALCZAK summarized that the previously nentioned tax
scenarios are in the margin and there is no sense that |evying
any of the taxes wll result in some mass exodus where everyone
| eaves, but people do respond to taxes.

3:41:52 PM
He set forth that the third broad tax is consunption:

 Consunption tax:

= Ceneral sales tax or excise tax.

= Less di sadvantageous than a decrease in investnent or in
| abor.

= Consunption is nore flexible where people can determ ne
how much t hey spend.

= Sales taxes can be regressive if solely based on a goods-
only tax fromthe 1930s.

= Sales tax is nore neutral if personal services are taxed
as well.

= Effect:
» Hi gher consumner prices.

He detailed that nost states do have a sonewhat regressive sales
tax because they have an old sales tax that is based on the
econony from the 1930s when sales taxes were first inposed. He
noted that 50 years ago the nation's econony was two-thirds
goods and one-third services, currently the econony is two-
thirds services and one-third goods. He set forth that the U S
is a service-oriented econony with sales taxes that are goods
oriented, which makes for a sonewhat nore regressive tax. He
expl ai ned that people of all incone |evels need to purchase the
staples of life, but a lower-incone person will spend a higher
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percentage of their income on the "staples"” than a higher-incone
i ndi vidual who has nore flexibility in their consunption. He set
forth that services flips the equation because personal services
are consuned nuch nore by higher-incone individuals. Sales taxes
are made needlessly regressive when personal services are not
i ncl uded. He summarized that i ncluding personal servi ces
broadens the base, lowers the overall rate and the tax becones
much nore neutral

3:44:59 PM

MR.  WALCZAK pointed out that Alaska's |ocal-sales taxes
contribute to regressivity primarily with the use of sales-tax
caps. He noted that every locality has a sales-tax cap and sone
"caps" are high enough that they do not nmke an enornous
difference. He detailed that Juneau's "cap" is $12,000 where
nost purchases are being covered; however, sonme conmunities have
"caps" as low as $500 which nmkes the tax nore regressive
because wealthier individuals are getting a tax break on big-
ticket itens. He said a state considering a broad-base
consunption tax needs to think about the distributional effects
that can result in a lot of issues. He set forth that a state
can make a neutral tax, but structure nust be considered rather
than just borrowing what sonme other state did because of a
previ ous date going all the way back to the 1930s.

CHAI R DUNLEAVY asked to verify that the concept of broad-and-I|ow
means a broad tax that is across as nmany goods and services as
possible, resulting in a percentage that is kept |low. He added
that excluding nore nmeans the percentage has to grow on fewer
sectors, goods or services.

MR. WALCZAK answered correct. He revealed that nore states are
cutting individual and corporate taxes, but increasing sales
taxes. He explained that the increases are not because states
have decided to shift nore towards consunption, but because the
sales taxes are eroding. He detailed that erosion occurs when
taxes for a limted base continues to be a smaller portion of a
state's econony. He pointed out that excise taxes are constantly
ratcheted up; for exanple, state cigarette taxes keep rising
because |ess people snoke and taxes increase to nmintain
revenue. He said a narrow base w thout erosion controls requires
continuous tax increase to keep up. He opined that com ng back
to vote on tax increases is not what anyone wants to do.

3:48: 05 PM

SENATOR WLSON asked that M. Wil czak address the services
covered by a services tax.
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MR.  WALCZAK explained that ideally, all final sales or
"term nus" of services would be included. Every state captures
at least a couple of business inputs, sone capture a lot. He
noted that three states capture approximately 100 service-tax

categories: Hawaii, New Mexico and South Dakota. He opined that
personal services would not only include barbers or dry
cl eaners, but accounting and legal services as well. He
cautioned that taxing "internediate,"” "business to business"” or
"busi ness inputs” causes nultiple taxation, also called
"pyram ding."

3:50: 21 PM

CHAI R DUNLEAVY asked to confirm that theoretically a sales tax
woul d be charged for a carpenter that does work on someone's
house.

MR. WALCZAK answer ed yes.

CHAI R DUNLEAVY asked if a sales tax can be inposed on nonthly
rent.

MR. WALCZAK replied that rent theoretically could be, but rent
woul d probably be excluded due to an equity issue in taxing hone
ownership as well. He noted that the materials wused in
constructing a honme is taxable, but the labor often is not. He
added that what to tax on a nodular home is in question and
typically a half-rate tax is inposed. He pointed out that a
broad-based tax would include the service side of hone
construction.

3:52: 01 PM
SENATOR EGAN asked what occurs for out-of-state nodul ar-home
constructi on.

VR. WALCZAK  expl ai ned that sales taxes are typically
"destination sourced,” neaning that the sales tax is paid where
the good or service is being received or utilized, not where it
is purchased from He pointed out that use-tax conpliance cones
into question and he noted that businesses conply at a high rate
due to audits; however, individuals generally do not do a very
good job of remtting their use-tax and nost states do not dea
with it. He noted that legally everyone has to pay their use-
tax, but the odds of someone buying sonething from Amazon and
filling out a format the end of the year and noting an online
purchase is low He admtted that Alaska wll have a higher
percentage of sales that originate out of state, but noted that
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Al aska wi Il not have cross-border activity where people drive to
a nei ghboring state to avoid paying hi gher taxes.

3:53:48 PM

SENATOR EGAN pointed out that a sales tax is inposed on goods
from businesses with a presence in Al aska; however, an item
pur chased online from Amazon is not taxed.

MR, WALCZAK explained that "econom c nexus" is required by the
Suprene Court fromthe 1992 Quill decision. He revealed that two
states have passed legislation to test the Quill decision.

SENATOR EGAN noted that sone people have tried to include USPS,
UPS and FedEx as instate warehouses for storing and delivering
packages.

MR. WALCZAK expl ained that the courts are not going to allow the
scenario that Senat or Egan descri bed. He admtted that
challenges to the Quill decision regarding marketplace fairness
coul d affect destination-based-renote transactions.

He advised that if Alaska would be looking at a sales tax that
the state ook at a group of other states that are involved in
streamlining sales taxes in anticipation of new federal
| egislation. He projected that states will be required to have
their sales taxes look a certain way, have unified collections
and be sinplified. He pointed out that the U S. has over 10,000
sales-tax regimes and requiring every retailer to conply wth
10,000 different sales-tax jurisdictions can be exceedingly
conpl ex. He suggested that if Alaska is creating a sales tax
from scratch that the state | ook closely at the best practices
for a streanlined sales tax so that renpte sales taxes can be
collected to avoid an overhaul .

CHAI R DUNLEAVY asked that M. Wilczak hit the main points on a
sales tax as it relates to Alaska and what the state's
differences may be versus the Lower 48. He asked that M.
Wal czak address incone tax and property tax as well.

3:57:52 PM

MR. WALCZAK concurred that Al aska is unique conmpared to a |ot of
states, which makes superinposing experiences from other states
nore difficult. He pointed out that the state does not have
border conpetition where people drive to other states to buy
sonething. He said a larger percentage of purchases in Al aska
are going to be "use" rather than "sales" tax based sinply
because nore things are being shipped in and purchased from
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conpani es outside of the state. Al aska has higher costs of goods
which creates price sensitivity issues depending on what the
sales tax i s when higher prices already exist.

MR. WALCZAK said the state has sonme uni que opportunities because
a patchwork of local sales taxes already exist wth high
conpliance costs, individual remttances and requirenents for
everyone. He pointed out that consolidating local and state
sales taxes is cost beneficial to remtting conpanies due to one
source of collections and audits.

He opined that a sales tax often has advantages over an incone
tax in that consunption effects are less detrinental. Both the
i ncone and sal es taxes do export to sone degree; however, no tax
will export the way that the severance tax shifts the economc
burden on the rest of the country and not on Al aska. He said the
majority of an inconme or sales tax is going to be borne by
Al askans, but not all of it. He detailed that an incone tax wll
capture taxes from out-of-state workers and a sales tax captures
touri sm spendi ng.

4:00: 45 PM
SENATOR WLSON asked to clarify that it is better to have a
sal es tax than an incone tax.

MR WALCZAK replied that a sales tax is generally nore

econonically advant ageous. He admtted that distributiona
effects on which populations to burden should be considered, but
a sales tax will have less of an effect on econonmic growmh. He

admtted that the average payer in Alaska will face a relatively
lowtax environnent fromeither a sales or incone tax. He said a
significant portion can be exported, but a sales tax is probably
preferable of the two systens. He pointed out that purchases can
be scaled up or down with a sales tax versus individual incone,
so the effects of an inconme tax to sonme degree are going to nmake
it nore costly to work in the state. He said either tax wll
have sonme effect on wages due to the higher cost of living and
prices. He noted that there is an inverse correlation between
income taxes and population shifts that is larger than in a
sal es tax, but both taxes woul d have sone effect.

4:03: 01 PM

SENATOR G ESSEL noted that the proposed incone tax was based on
federal -incone tax. She referenced a news article that said
using the federal -incone tax is unusual .
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MR. WALCZAK concurred with Senator G essel's observation. He
revealed that Alaska was one of six states that wused the
federal -i nconme tax system when the state |ast had an incone tax.
Al aska would be the only state if it adopted the federal-incone
tax. He disclosed that every state is slightly different in how
they structure their income taxes, nost begin wth a federal
definition of income and then adjustnents are nade; e.g.,
incentives are provided or sonething is taxed nore heavily, but
the federal definition of incone is the base.

He explained the advantages to using the federal definition of
i ncome as foll ows:

e The federal government's audit opportunities is captured.
e States adopt their own rates and brackets.

He noted that Al aska previously adopted wholesale the entire
federal system and then just scaled it down to 15 percent. Most
states adopt the federal definition of income and create single
rate or progressive rate systens. He divulged that 18 states
have single rate incone taxes; e.g., 3 percent or 5-percent
bracket rates.

He explained that the pro of adopting what Al aska used to have
is the incredible sinplicity for the taxpayer, nultiply the Form
1040 results by 15 percent; also, the state wuld have
advant ageous auditing and adm nistrative costs.

He set forth that the con in inporting the entire federal system
is that like it or not, there are incentives, deductions and
exenptions in the federal code that my or my not be
appropriate for Alaska that the Legislature may or may not w sh
to include. He added that any changes nade by the federal
governnent is imediately inported into Al aska without the state
doi ng anything. He explained that whether or not the state wants
to adopt a nortgage interest deduction, the sane treatnent of
charities, child tax credit, earned incone tax credit (EITC,
treatment of capital gains incone, dividend interest inconme, the
state will be adopting the entire systemfor all of its pros and
cons.

He summarized that states have chosen not to inport the entire
federal system He noted that the federal governnent is |ooking
at potential tax reform within the next two years which could
radi cally change what the income tax |ooks like and the state
may be a part of the change whether it wants to or not.
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SENATOR EGAN expl ai ned that since statehood, mnunicipalities have
traditionally had the option of using a sales tax. He noted that
sales taxes and property taxes vary throughout the state. He
asserted that he has serious concerns about allowing a state-
sales tax. He pointed out that non-resident workers in his
district pay no nore than the sales tax on a can of beer on
their way back hone. He admitted that conpanies that enploy non-
resident workers pay a property tax, but residents do not get
di rect benefit.

4:08: 23 PM
MR. WALCZAK concurred and noted that Senator Egan's concern is
very legitimate. He pointed out that there wll be economc

activity that is sinply not subject to either a sales or incone
tax for out-of-state participants. He noted that an income tax
does not capture tourism revenue and a sales tax does not
capture the part-tine Alaska enploynent. He disclosed that
nati onwi de, Alaska's reliance on nobst taxes is fairly low He
detailed that Alaska has over 100 sales-tax jurisdictions, but
property taxes are still much larger, primarily due to the
pi peline or industrial property.

CHAI R DUNLEAVY noted that an upcom ng presentation from |SER
will show that a sales tax captures nore outside incone for
Al aska then an incone tax.

He set forth that the commttee neeting's presentations should
not be interpreted as a tax advocate discussion, but rather a
way for the committee to get up to speed as to what the various
taxes are |like, how the taxes can be nodeled in Al aska, and what
are the things the state will have to | ook at.

He pointed out that M. Wil czak nentioned that Al aska is unusual
in its varied taxes. He opined that Al askans are generally
skeptical of taxes and are "taxaphobic.” He said the Legislature
is having tax discussions because nore and nore folks are
advocating for alternative revenues and the commttee wants to
get as nmuch information as possi bl e.

4:12: 45 PM
SENATOR W LSON asked for details on the costs associated wth
tax enforcenent and col |l ecti on.

MR. WALCZAK expl ained the costs associated with various taxes as
fol |l ows:

e Sal es tax:
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» Relatively low costs for the state because retailers are
the tax collector and remtter.

» Retailers bear sonme of the burden of collection.

= Administration costs are generally lower than an incone
t ax.

= Conpliance tends to be fairly high because it is tougher
for a business to cheat due to transaction counts.

* Individual incone tax:
= Few actually get reviewed, even at the federal |evel
= More expensive to have conpliance and adm nistrative cost
on an incone tax.
= Less costly than corporate taxes, but nore expensive than
sal es tax.

e Corporate incone tax:

= Cost nore due to conplexity: apportionnent of incone,
determining what is taxable wthin a conpany, and
appeal s.

= Businesses appeal a |ot because difficult questions are
subj ect to rulings and court deci sions.

= Most expensive of the major taxes because corporate
income taxes are fairly small share in nobst states
revenue.

MR. WALCZAK said neither of the taxes are going to be
extraordinarily expensive for Alaska, but the costs are real,
especially if taxes only raise a limted anpunt of revenue. He
noted that estimtes suggest that 50 to 70 full-tine enployees
will be required for either of the taxes. He sunmmarized that
raising less noney from any tax wll nmean a higher percentage
will go towards audit collections, etc.

4:16: 15 PM
CHAI R DUNLEAVY asked M. Wilczak to address how property taxes
in the Lower 48 differ from Al aska.

MR. WALCZAK answered that property taxes are the oldest taxes in
the country and therefore have probably changed the nobst over
the years. He said at one point every state had a tax on rea
property at the state level as well as taxes on tangible
per sonal property.

He revealed that npbst states have exenpted nbst persona

property, at least for individuals. He noted that there was a
time when an individual had to calculate out the cost of
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everything they owned to remt an annual tax. He opined that the
country nmay be a nore materialistic culture and nost people
would not be able to easily determne how nuch they actually
possess in personal property. He said npbst states either
outright exenpt all hone-personal property or have a high enough
threshold that only inpacts the wealthiest people. He reveal ed
that fewer and fewer states tax business personal property;
however, outside of Alaska, every state in every locality has
real property taxes at the |ocal |evel.

MR. WALCZAK disclosed that 14 states have some sort of real-
property tax at the state level where only certain classes,
i ndustries or personal properties are taxed. He noted that sone
states levy a property tax on rail cars or on airplanes, whereas
local taxes are levied on all r eal property, i ncl udi ng
i nprovenents. He added that sone states have distinct classes of
property with either different assessnment ratios or rates. He
said the nobst common practice is to have a single rate wth
different assessnent ratios where residential property is
assessed at a 50-percent assessnent ratio and comrercial or
i ndustrial at a 70-percent assessnment ratio.

4:18: 57 PM

He admitted that tax disadvantages occur when a lot of the tax
burden is shifted to just a couple of property types, especially
from an assessnent limtation. He referred to California's "Prop
13" that set off a tax revolt decades ago where the ability for
residential -property assessnent values to rise was dramatically
limted and the burden shifted to comrercial property or new
property placed in the system He detailed that the end result
caused an adverse effect where a massive lock-in incentivized
people to not sell their property, a scenario that should be
avoi ded. He explained that there are property tax limtations
that can nmake sense to avoid pricing people out of their hones
and noted "circuit breakers"” where |ower-incone individuals can
be protected from certain increases. He added that sone states
use levy limts or collections limts; however, a state should
be careful in not <creating some perverse incentives or a
whol esal e shift. He revealed that lowa put limts on residentia

and agriculture properties that resulted in comrercial and
industrial rates becomng prohibitively expensive where Tax
I ncrement Financing (TIF) are being used.

4:20: 31 PM

He explained that a TIF nmeans sone revenue collection goes
towards a dedicated project; for exanple, a district's property
taxes for a commercial devel opnent goes towards building sone
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sort of infrastructure. He pointed out that lowa uses kind of a
ridiculous TIF system where taxpayers are paid back because they
can't repeal their residential and agriculture property tax
limts statute. He asserted that the lowa exanple is not
efficient, neutral or fair because not every business receives a
TIF. He said tax neutrality neans taxes should be predictable
with horizontal equity where simlarly situated and profiled
busi nesses pay about the same. He set forth that there is always
a cost wth incentivized tax systens where certain economc
activities, industries and taxpayers benefit at the cost of
soneone el se who has fewer resources or who is |ess certain.

MR. WALCZAK continued that neutral is good because perfectly
projecting what an econony is going to look like in 10 or 20
years is not possible. He pointed out that a |lot of states have
built tax codes entirely around an industry mx that either
existed or one that ought to exist; when reality diverges from
that, as inevitably it will at sone point, the tax codes can be
very unconpetitive. He said North Carolina was a good exanple of
a state that had high taxes and "m ddl e of the pack" collections
due to huge "carve outs" for favorite industries |ike tobacco
and textiles. Everything ran pretty snmoothly when the favorite
i ndustries made up the nmajority of the econony, but tobacco and
textiles no longer do and the state woke up and realized that
they could not attract new businesses due to a tax code that was
not conpetitive. He revealed that North Carolina reforned their
tax code to one that is nmuch nore neutral with a broader base
and |lower overall rates where industries that previously would
never have |ooked at the state now say North Carolina could, a
val uabl e experience for a |ot of states.

4:24:17 PM
At ease.

4:24: 34 PM

CHAI R DUNLEAVY called the commttee back to order. He noted that
Al aska has a lot of exenpt land, specifically native-corporate
| and. He asked if land purchased outside of a native
corporation's exenpt |land m ght potentially be taxable.

MR. WALCZAK replied that to the best of his know edge, triba
| ands thenselves in other states are sovereign and a state
cannot inpose a property tax on them but |ands purchased
outside of tribal lands is subject to the same tax treatnent
t hat ot her states have.
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CHAI R DUNLEAVY announced his intention to bring M. Wlczak
back. He asked that M. Wlczak briefly address an overal
property tax in Alaska in addition to incone and sal es taxes.

4:27:12 PM

MR. WALCZAK replied that he certainly wants to work with the
committee. He said there are probably nenbers who want to avoid
i mposi ng any new broad-based tax, but noted that there is an
opportunity to get it right. He disclosed that nost taxes in the
rest of the country are gradual creations over tine of
m scel | aneous provisions that sounded good at one point and may
even be good in isolation, but there are hundreds of tax
provi sions that have becone a bit of a hodge-podge of ideas that
perhaps do not work together as a cohesive whole. He remarked
that no one regardless of their political affiliation would
start from scratch and design nost of the systens that currently
exist. He asserted that starting from scratch is actually an
opportunity instead of inporting sone other state's tax code
that is over a hundred years of m scell aneous accretions. He set
forth that Al aska should ask what the tax principles are that
stand behind the structural issues.

He addressed the different taxes as foll ows:

* Property tax:
= Advant ages:
* Relatively little behavioral effects.
* Real property is not going anywhere and does have

val ue.
» Cones closer to passing a benefits test.
e Cenerally benefit property owner s roughly in

proportion to the value of the property.
= Unusual for states to tax property partly because the
benefits test is nore tenuous versus |ocal governnents
that provide direct benefits for: roads, street |ighting,
police services, and fire-and-anbul ance.

+ Sales tax:
= Advant ages:

 Mre limted economc effect that reduces consunption
rat her than investnent or |abor.

* Mst economi sts would say that a m nor negative effect
on consunption is preferred than on other categories.

* Captures incone fromtourists.
« Conpliance costs are cheaper.
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= Di sadvant ages:

* Not capturing nuch from seasonal workers that would
have to be captured through an incone tax.

* Regressivity when conpared to an incone tax.

¢ Legitinate concern that can be addressed through a
neutral-tax framework wth a broad base that
captures services and elimnates caps.

* Incone tax:
= Advant ages:
* Progressivity can be built into the tax.
» Captures out-of-state incone.
= Di sadvant ages:
« Sone degree of econom c reduction.
e Cost of working in the state wll be driven up.

MR. WALCZAK said conpliance costs for the various taxes wll not
be massively different. He opined that incone and sal es taxes
will be fairly simlar depending on their structures. He set

forth that additional incone tax considerations include:

e Should the federal tax base be used?

* Should the entire federal tax system be adopted whol esal e?

« Should the tax be a percentage of the federal |evy?

» Does the state want its own rates and brackets?

 WII the state be ready for federal tax reform if it
happens?

 WII the base be broadened wth a | ower rate?

He summarized that nost states prefer to have nore fiscal
control that is based on the needs of the state versus adopting
the entire federal system He pointed out that adopting the
entire federal system puts control in the hands of what the
f ederal governnent does.

4:31:48 PM

CHAIR DUNLEAVY thanked M. Wal czak and noted that  his
presentation gives the commttee an introduction on things to
think about. He pointed out that the intent is to educate
committee nmenbers as well as Alaskans as to what may be | ooked
at. He asserted that sonme legislators still hope and believe
that there are ways to potentially avoid a broad-based tax.

4:32:44 PM
At ease.
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DI SCUSSI ON:  The Mechanics of Collecting Sal es Tax

4:34:23 PM

CHAI R DUNLEAVY called the conmttee back to order. He announced
that the <conmmttee's next topic addresses tax concepts,
sonmething foreign to Alaskans for the past 40 years on a
statewide basis, but not foreign to mny of the state's
muni ci palities. He set forth that Bob Bartholonmew and dinton
Singletary with the Cty and Borough of Juneau will talk about a
muni ci pality's sales tax, what are the nechanics, pros and cons,
exenptions, and how the taxes are coll ect ed.

4:35: 03 PM

BOB BARTHOLOVEW Finance Director, Finance Departnent, Cty and
Bor ough of Juneau (CBJ), Juneau, Al aska, detailed that Juneau is
one of 105 local governnents that have a sales-tax program He
opined that the state mght be starting from scratch with a
sal es tax, but 105 communities wth a variety of prograns wll
have to be brought in as well.

He pointed out that CBJ's sales-tax code is 45 pages long with
local <citizens and businesses that interpret it conpletely
differently. He concurred that a broad-based sal es-tax program
is a good tax policy goal and CBJ is known to have a very board
sal es-tax program

He provided details about CBJ's sales and property taxes as
fol | ows:

e Collects sales taxes from services, goods, conmercia
rentals, but not fromresidential rentals.

e 4,000 registered nerchants.

60 percent of sales-tax revenue goes into CBJ's general
oper ati ng budget .

e 40 percent of sales-tax revenue goes into CBJ's capital
projects and to keep deferred mai ntenance from grow ng.

e CBJ's revenue ratio from sales taxes and property taxes is
50: 50.

« 60 percent of property taxes goes to education.

e 40 percent of property taxes goes into CBJ' s general
oper ati ng budget .

4:37:39 PM

MR. BARTHOLOVEW provided the history of CBJ's sales tax as
fol |l ows:
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 City charter adopted after CBJ wunification in 1970 that
said any sal es tax requires voter approval.

* 1-percent sales tax adopted in 1970.

 3-percent tenporary-sales tax adopted in 1983 and
continually renewed by voters every 5 years.
 1-percent tenporary-sales tax adopted in 1996 and

continually renewed by voters every 5 years. The tax
primarily goes towards capital projects.

e Inflation has caused the cost of goods and services to go
up, but revenues have grown in line with inflation.

CHAI R DUNLEAVY asked if CBJ suffers under the dedication clause
for its tax stream on a local I|evel where revenue can be
dedi cat ed.

MR. BARTHOLOVEW replied that CBJ cannot dedicate. He explained
that CBJ's voter panphlets specifies the city-and-borough's
desire to spend the sales tax on capital.

CHAIR DUNLEAVY clarified that CBJ "designates" sales tax
spendi ng.

MR. BARTHOLOVEW answered yes. He revealed that if the CBJ
assenbly chooses to spend the sales taxes differently, the
intent is shared wth the voters.

4:39: 35 PM

CLI NTON SI NGLETARY, Sal es Tax Adm nistrator, Finance Departnent,
Cty and Borough of Juneau, Juneau, Al aska, reiterated that CBJ
has a 5-percent sales tax that is broad based. He noted that
Lower 48 conpanies have conmented that CBJ has one of the
broadest taxes that they have encountered. He specified that CBJ
taxes the retail sale of goods, services perforned in Juneau,
all rentals except for long-term residential, 1ike apartnent
rental s.

CHAI R DUNLEAVY asked if CBJ taxes food.

MR. SI NGLETARY answered yes.

CHAI R DUNLEAVY asked if CBJ taxes nedicine.
MR SI NGLETARY answered no.

CHAl R DUNLEAVY asked if CBJ taxes cl ot hes.
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MR. SI NGLETARY answered yes. He revealed that an additional 3-
percent rate is added to alcoholic beverages and nmarijuana
products. For FY16 there was $45 mllion in revenues received
only fromthe 5-percent sales tax, $2.4 billion in actual gross
sales reported for all retail goods, services and rentals.

CHAI R DUNLEAVY asked how much CBJ collects during the sumrer-
touri st season.

MR. BARTHOLOMEW detailed that Juneau receives 1-mllion cruise
shi p passenger visitors and derives approxinmately $8 mllion in
sales taxes from spending activity, about 18 percent of the
total sales taxes collected year round.

4:41:52 PM

CHAI R DUNLEAVY noted that sonme villages, hotels and restaurants
are strictly open during the tourist season or offer discounts
during the off-season.

MR. SI NGLETARY provided details on CBJ's sal es-tax exenptions as
fol |l ows:

» 34 sal es-tax exenptions.

* Mst exenptions are fairly specific.

* Resale is the nost comon exenption for the state's
jurisdictions that only applies to the end consumer that
purchases froma retailer
= Exanple: a commercial fisherman that sells their catch to

a processor, processor sells fish to a retailer and the
retailer to the end consuner, the only tax occurs at the
tail end to the end consuner.

« Covernnent exenption for purchases by federal, state and
| ocal entities.

* Nonprofit organizations that are 501(c)(3) or 501(c)(4).

« $12,000 tax cap on the first $12, 000:
= Single item not a total invoice.
= Exanple: purchase of a vehicle where the first $12,000 is

t axed.

e FY16: exenpt sales of $1.5 billion, approximtely 60

percent of CBJ's overall reported sal es.

4. 43: 57 PM
He addressed program adm nistration as foll ows:

e Merchant registration
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= CBJ does not have a business |icense, but nerchants are
required to register so that sales taxes collected can be
report ed.
« Merchant education:
= Common misconception, a sales tax is not an incone tax,
but a remttance for tax collected from custoners.
e Reporting and remtting collected sal es tax:
= Sales tax is considered a "trust tax" where nmerchants
collect on behalf of CBJ and hold the collected tax in
trust until remttance.
= Sales taxes filed quarterly.
= Monthly or annual filings upon approved request.
= Process 15,000 returns annually.
= Fairly steep late fees and penalties are charged to
encourage on-tinme paynents.
e Conpliance and audit:
= Conpliance: nore infornmal where returns and reports are
reviewed to see trends or "red flags."

= Audit: full review of reported sales to review a
nmerchant's entire books.

* Primary i ssue: exenptions t hat are i mproperly
interpreted, rarely do nerchants fail to report overal
sal es. I nf or mal audits are conducted to focus on

exenpti ons.
» Enforcenent actions:
= Failure to register:

 Merchant is forced to register with a demand for
returns.

» Failure to file:
« Mdst common i ssue.
e Typically address 500 nerchants on a quarterly basis.
e Estimates can be prepared and billed to merchants that
fail to file.
= Failure to pay:
e Wrk with collections in the departnment of law to take
t he best course of action to collect.

e Less than two percent of total revenue a year take
col l ection actions.

4: 45: 54 PM
CHAI R DUNLEAVY asked what the size and cost is for CBJ's
adm nistration that is dedicated to sal es taxes.

MR. SI NGLETARY answered that five people work in the sales-tax
office, total cost is $830,000 for collecting $45 nmillion in
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sales tax, a little under 2-percent overhead. He added that
CBJ's treasury departnent handl es paynents and the |aw
depart nent addresses collection cases.

CHAI R DUNLEAVY asked what percentage of CBJ's overall revenue is
derived from sal es taxes.

MR. BARTHOLOVEW answer ed approxi mately 35 to 40 percent.

4:48:. 42 PM

CHAI R DUNLEAVY asked if a sole proprietor that offers piano
tutoring services has to register and pay a tax for their
servi ce.

MR. SI NGLETARY answered yes.

SENATOR W LSON asked how a building contractor 1is taxed
regarding their |abor and materials.

MR.  SINGLETARY explained that contractors have a specific
exenption. He detailed that a contractor exenption is tied to a
city building permt for a job where services or any materials
going into a job are exenpt. He noted that a handynman-Ievel
service to paint or fix a wndow wuld be taxable because
typically the activity does not have a building permt.

4:51:52 PM
MR, BARTHOLOVEW addr essed public policy challenges that apply to
| ocal and statew de sal es tax prograns:

1. Sales tax sensitivity to econom c changes:

a) Cccur faster than incone taxes.

b) Peopl e stop spending when they get nervous or there is
uncertainty.

c) Alaskans and tourists stopped spending during the
2008-2009 financial crisis. CBJ lost $2.5 mllion of
revenue in 2009.

2. Sales tax rate is sensitive to buying el sewhere:

a) People buy online if the sales tax gets too
bur densone.

b) Younger denographi cs buy online.

3. Potential state sales tax uncertainties:

a) CBJ considered a sales tax exenption on food with a
sales tax increase to 6 percent in order to cover a
15-percent loss in revenue from the exenption. The
i ncrease was tabled due to a concern that the addition
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of a state-sales tax could nake the overall sales tax
t oo hi gh.

b) Concern about the 1-percent tax renewal vote in
Cctober 2017 if there is the potential for an added
st at e-sal es t ax.

4:55: 36 PM

MR. BARTHOLOVEW addressed a previous coment that collecting a
sales tax is admnistratively |ess expensive than an incone tax.
He pointed out that the cost of a business's tinme and costs is
not taken into consideration. He noted that CBJ does not
rei mburse busi nesses, but a $25 credit is provided.

He opined that an incone tax on the state level wll provide
di versification by capturing |ost economc activity. He asserted
that a sales tax should be left at the local level for |Iocal
control rather than state control. He pointed out that a hundred
separate progranms will have to be unified because businesses
woul d not be able to admnister two separate tax progranms. He
remarked that a sales tax is a nore regressive approach versus
income tax, but communities have gone the sales-tax route
because it's a way for everyone to pay, including tourism

He set forth that the biggest challenge is controlling the rate
that does not affect purchasing behavior. He said CBJ supports
the fact that the state needs to raise revenue or adjust
expenses. He asserted that Alaska's forefathers got it right by
saying sales tax should be the privy of |ocal governnent and the
i ncome tax should be the privy of state governnent.

4:59: 44 PM
SENATOR EGAN asked for an explanation on the sal es-tax exenption
on products exported from Juneau, |ike fish and beer.

MR. SINGLETARY specified that the exenption applies to products
that are ordered and consuned outside of Juneau.

SENATOR W LSON asked if CBJ knows what the sal es tax percentages
are for goods versus services.

MR. S| NGLETARY answer ed no.

MR. BARTHOLOMVEW stated that CBJ will get back to the comittee
and provide the tax percentage information.

SENATOR G ESSEL asked for an explanation of the cruise ship fee
t hat Juneau receives.
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MR. BARTHOLOMEW specified that Juneau receives two fees totaling
$8 per passenger: port developnent fee and the |ocal-marine
passenger fee. He added that as a cruise ship port-of-call,
Juneau also receives a statutory portion of the state's
passenger-fee program He pointed out that what the passenger-
fee revenue can be used for is very restricted by federal |aw.

5:01:40 PM
SENATOR W LSON asked what CBJ's bed tax percent is.

MR. SI NGLETARY answered that the bed tax is 7 percent on top of
the 5 percent sales tax, totally 12 percent for a hotel room

CHAI R DUNLEAVY thanked Messrs. Bartholomew and Singletary for
assisting the commttee in understanding the sales tax "on the
ground” in Juneau. He reiterated that the discussions in the
neeting were intended to be informational as the commttee tries
to get an understanding of taxation. He opined that there are a
nunmber of individuals that hope the state does not have to go
down the taxation road. He noted that M. Barthol omew expressed
his hope that a state-sales tax is not instituted, but he added
that there are people who also hope that state income and
property taxes are not instituted as well. He remarked that
there will be no easy solution to the solving of the problem He
admtted that oil has been very good to Al aska, but billions of
dollars have evaporated with the recent price crash, coupled
with a prolonged situation with the oil price and Al askan
production. He set forth that everyone is deternined to get a
fiscal fix this year for Alaska |ooking out several years into
the future.

5:03: 53 PM

There being no further business to conme before the commttee
Chair Dunleavy adjourned the Senate State Affairs Commttee at
5:03 p.m
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