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Department of Revenue
Administrative Services Division
Fiscal Note Analysis
Individual Income Tax Bill

3/13/97

Assumpt 1ons:

1. The Administrative Services Division will be responsible for the following
functions relative to the Alaska Individual Income Tax Withholding System
and the Alaska Inoividual Income Tax Return Processing System.

a) Design, purchase and distribute all necessary tax returns and related
forms.

b) Process all tax returns, including mail handling, microfilming,
document review, data capture and filing.

c) Process all remittances of tax due which is received with tax returns.

d) Design, program, test, document, and maintain the automated Alaska
Individual Income Tax Withholding System and Alaska Individual Income
Tax Return Processing System.

e) Process and account for all individual income tax refunds to
individuals.

f) Establish an automated billing subsystem for routine tax
deficiencies, penalty and Interest.

g) Acouire and maintain computer capacity to accommodate the two systems
and the access required by the department's users.

2. The Department of Revenue will contract with a bank to provide a
"lock-box" function, with employees depositing all individual income taxes
withheld on a monthly basis.

3. The Department of Administration's data processing chargeback system will
require that the Department of Revenue budget for the cost of data
processing resources used by the withholding system and returns processing
system. The total chargeback is budgeted in Administrative Services.

4. The Permanent Fund Dividend program will stay intact through FY92, in its
current form.

5. The processing of Withholding and Individual Income Tax returns will be
automated as much as possible.

6. The Alaska Individual Income Tax Withholding System must be in place
before January 1, 1988.

7. The Alaska Individual Income Tax Return Processing System must be in place
before January 1, 1989.

8. The fiscal note includes the Incremental cost of providing space for the

employees and equipment required by the department.



9. After reviewing the fiscal analyses of all divisions, an estimate of the
additional computer resources needed has been made. This cost assumes:

a) The withholding and Income tax processing systems will reside on
DOA's mainframe computer and will be programmed In command-level CICS.

b) To gain the tremendous advantages in programming development offered
by the Wang VS, Revenue will purchase a software package which allows
an analyst/programmer to write programs on the Wang VS and have them
translated to command level CICS to run on the mainframe, which
offers economical storage and processing for large files.

10. Given the existing federal tax law, this bill requires all persons
receiving a permanent fund dividend to file an Alaska Individual Income
Tax return. However, for purposes of this fiscal analysis, it is assumed
that the final version would not require filing by a person whose only
source of Income Is the Alaska Permanent fund Dividend. Thus, mos"t of
Alaska's children would not have to file. If this proves not to be .the
case, there will be an incremental cost of processing the additional
180,000 tax returns.

Program Summary:

The Alaska Individual Income Tax will require the creation of two major
processing systems:

1) Alaska Individual Income Tax Withholding System.
2) Alaska Individual Income Tax Return Processing System.

In‘addition to designing, programming and maintaining the two above mentioned
automated systems, the Administrative Services Division will process, review,
microfilm, and data capture approximately 70,000 withholding forms and 275,000
Alaska Individual Income Tax returns annually. Refund warrants will be issued
on approximately 213,750 of the returns filed. In addition, approximately
25,000 individual letters will be prepared, mailed, and controlled in response
to persons who file incomplete tax returns or whose tax returns result in a
mathematical adjustment.

Finally, the addition of such a major program to the Department of Revenue
will definitely impact the ability of the Administrative Services Division to
provide general administrative support services with the existingstaff.

The Administrative Services Division will require staffing as early as FY88 in
order to design and establish the computerized processing systems envisioned,
and to produce the forms required. In late FY88, staffing will come on board
to process the Withholding reports and returns. In FY89, additional staff
will be needed to support the Alaska Individual Income Tax Return Processing
System. The analysis below shows the estimated expenditures for FY88 - FY92.

FY88
1. Poslt lons :

A Data Processing:

1 PFT Analyst/Programmer V, R21,

(? $4,856/Ho including salary and

benefits for 12 months ' = $58,272
-2-



2 PFT Analyst/Programmer 1V, R19,
0 $4,281/Mo each Including salary
and benefits for 12 months = 102,744

2 PFT Analyst/Programmer 111, R17,
0 $3,730/Mo each Including salary
and benefits for 6 months * 44,760

The above analyst programmer team will design, program, and maintain the two
major systems mentioned above, Including all subsystems and Interfaces with
the existing Revenue systems and the Alaska State Accounting System.

These systems will provide for a minimum of the following:
Alaska Individual Income Tax Withholding System

* Online system comparable to the federal system with monthly deposits,
quarterly returns, and an annual reconciliation.

* Direct deposit system at a "lock-box" bank by employers.

* Automatic generation of:
guarterly packets of:
* monthly deposit coupons
* gquarterly tax returns
notices of tax deficiencies, penalty and Interest
standard correspondence
management reporting data.

* Interface with accounts receivable system and Alaska Individual
Income Tax Return Processing System.

Alaska Individual Income Tax Return Processing System

* document locator number system
* return data capture
* online systems
access/inquiry
address changes
status change system
generation of out cards
use of microfilm vs hard copy for review
automated calculation checks
generation of reduced refund notices with appeal rights
generation of automated billings for deficiencies, penalty and
interest with appeal rights
interface with accounts receivable system (A/R)
interface with AIITWHS to verifyclaimedwithholding
history file
possibility of multi-year file for easy access to information on
prior year activity, etc.
check writing for refunds
* management reporting data

% ok %

*



B. Document Processing:
1. Mall room

1 PFT Clerk 1V, R9, @ $2,343/Mo
including salary and benefits for
3 months - $7,029

This position will augment the existing mailroom staff to perform the task of
receiving, opening, sorting, and distributing an additional:

* approximately 70,000 pieces of mail due to the Alaska Individual
income Tax Withholding System (17,500 employers times four quarterly

returns.
* handling, sorting and posting of additional outgoing/incoming mail as

follows:
approximately 7,000 missing information letters, billing
notices, and correspondence with employers.

2. Manual Review

1 PFT Tax Examiner 111, R14, @
$3,124/Mo including salary and
benefits for 5 months = $15,620

2 PFT Document Processor |, R7, @
$2,118/Mo including salary and
benefits for 3 mcnths = 12,708

These positions will manually review all Withholding Tax returns filed based
on a predetermined criterion.

* identify incomplete returns

* send out automatically generated missing information letters and

billing notices

3. Microfilming

1 PFT Document Processor |, R7 @
$2,118/Mo including salary and
benefits for 3 months = $6,354
These positions will augment the existing microfilm staff to microfilm, assign

document locator numbers, and date stamp 100% of Withholding Tax returns filed.

4. Data Capture

2 PFT Data Processing Clerk I, RS,
@ $2,222/Mo including salary and
benefits for 3 months = $13,332
These positions will augment the existing Data Entry staff to data capture and

verify captured data of 100% of returns filed.



These positions will

for

Support Services

C. General Departmental

1 PFT Chief, Income Tax Operations,
R23, @ $5,558/Ho including salary
and benefits for 12 months =

1 PFT Personnel Assistant |l, R14,
0 $3,115/Mo including salary and
benefits for 12 months

1 PFT Clerk Typist 111, RS,
0 $2,222/Mo including salary
and benefits for 12 months -

1 PFT Supply Officer 11, R16
0 $3,515/Mo including salary
and benefits for 12 months =

I, RIO,
salary and

2 PFT Accounting Clerk
0 $2,468/Mc- including
benefits for 12 months

1 PFT Publications Specialist I,
R13, 0 $2,915/Mo including
salary and benefits for 12 months
augment the existing general
the additional programs and

* Personnel:

$66,696

37,380

26,664

43,180

59,232

34,9810

administration support staff

related 100+ new employees.

classification of postions and respond to reclassification

requests

maintain payroll and leave records

process registers, and arrange interviews

handle grievances, information requests, typing tests, etc.
* Fiscal:

increase in travel requests

general distributions

handling increase in cancelled warrants
* Supply and purchasing:

Increase in supply orders for paper intensive organization

Purchases increase:

* general equipment

* computer terminals, printers

* maintenance contracts

* general office supplies

Property Control (terminals, furniture, calculators, etc. will

increase



Forms management:

preparation of Individual

Income Tax booklet each year

(considerably more complex than PFD booklet)
preparation of employment withholding forms

miscellaneous

support forms:

* missing information letter
* denial forms
* check stock (refunds)
* General:
general supervision and management of major additional line
program in division, in addition to:
* permanent fund dividend program
* shared taxes
* administrative servicesto the department
TOTAL PERSONAL SERVICES $529.0
Other Expenditures:
a) Travel:
on-site review of selected tax return
processing systems in other states $4.0
training for analyst/programmers in
command level CICS and Wang VS Cobol. $6.0
TOTAL TRAVEL $10.0
b) Contractual:
Terminals
1. 3 Wang 4250 workstations $18,216
2. 3 Wang emulator boards 2,415
3. 2 Wang 4230 key-punch terminals,
2 months 1,800
4. Hicrofilmer, with maintenance,
3 months 3,792
5. 4 phones, centrex costs, local
and long distance 5,390
6. printing: Withholding Returns,
Deposit Coupons, envelopes,
calendars, W-4's, etc. 42,000
7. postage 22,000
8. chargeback for computer time
from DOA 91,600
Wang/IBM development package
(NETRON-CAP) with maintenance 123,500
10. Wang/IBM remote access software
with maintenance 5,240
11. wang Disk Pack cleaning 700
12. IBM Control Unit maintenance 600



13. WangVS-100 1.0.P. maintenance 360

14. WangVS-100 Memory maintenance 720
15. WangVS-100 Disk Drive maintenance 2,256
16. DOR's additional office space
requirements 102.354
TOTAL CONTRACTUAL $402.9

c) Supplles:
Computer, microfilming, duplicating, general consumption $5.5

d) Equipment:

1) Kodak film cabinet $1,025
2) Kodak film carrousel 225
3) Wang VS-100 I0OP (2) 7,200
4) Wang VS-100 Memory (6 MB) 32,400
5) Wang VS-100 disk drive (628 MB) 27,000
6) Wang Disk Packs (8) 4,800
7) IBM Control Unit 8,000
8) Additional systems furniture 72,827
9) Operational seating 4,750
10) File cabinets, calculators, etc. 5.000
TOTAL Equipment $163.2
TOTAL EXPENDITURES $1.110.6

3.  Funding - General funds

4. Section Cost Analysis - NA

Computations - N/A
Economic Impact - N/A
Impact on Local Government - N/A
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Fv89
1. Poriti
A Data Processing:
1 PFT Analyst/Programmer V, R21,

0 $4,856/Mo Including salary and
benefits for 12 months »>$58,272

2 PFT Analyst/Programmer 1V, R19,
0 $4,281/Mo each including salary

and benefits for 12 months =102,744
2 PFT Analyst/Programmer 111, R17,
0 $3,730/Mo each Including salary
and benefits for 12 months =89,520
The above analyst programmer team will design, program, and maintain the two

major systems mentioned above, including all subsystems and Interfaces with
the existing Revenue systems and the Alaska State Accounting System.

These systems will provide for a minimum of the following:
Alaska Individual Income Tax Withholding System

Online system comparable to the federal system with monthly deposits,
quarterly returns, and an annual reconciliation.

Direct deposit system at a "lock-box™ bank by employers.

Automatic generation of:
quarterly packets of:
* monthly deposit coupons
* quarterly tax returns
notices of tax deficiencies, penalty and interest
standard correspondence
management reporting data.

Interface with accounts receivable system and Alaska Individual
Income Tax Return Processing System.

Alaska Individual Income Tax Return Processing System

document locator number system
return data capture
* online systems

access/inquiry
address changes
status change system
generation of out cards
use of microfilm vs hard copy for review
automated calculation checks
generation of reduced refund notices with appeal rights
generation of automated billings for deficiencies, penalty and

Interest with appeal rights



* interface with accounts receivable system (A/R)
* interface with AITWHS to verify claimed withholding
* history file
A possibility of multi-year file for easy access to Information on
prior year activity, etc.
A check writing for refunds
* management reporting data
B. Document Processing:
1. Hallroom
1 PFT Clerk 1V, R9, @ $2,343/Mo
Including salary and benefits for
12 months = $28,116
1 PFT Clerk 11, R7, @ $2,118/Mo
including salary and benefits
for 6 months = 12,708
These positions will augment the existing mailroom staff to perform the task

of handling, opening, sorting, and distributing an additional:

*

*

*

approximately 275,000 Individuallncome taxreturns filed per year.

approximately 70,000 pieces ofmall due tothelndividual Income Tax

Withholding System.

posting, handling and sorting of additional outgoing mail as follows:
approximately 7,000 missing information letters, billing
notices, etc.

2. Validation
1 PFT Data Processing Clerk I,

R8, @ $2,222/Mo including
salary and benefits for 6 months = $13,332

This position will manually validate all the Alaska Withholding and Individual
Income Tax Returns accompanied with a payment.

* % o %

separate checks and returns
validate checks and returns
forward checks to Treasury
forward returns to microfilming

3. Manual Review
1 PFT Tax Examiner 111, R14, @

$3,124/Mo including salary and
benefits for 12 months = $37,488



2 PFT Document Processor |, R7, @
$2,118/Mo each Including salary and

benefits for 12 months = 50,832

4 PFT Document Processor I, R7, O

$2,118/Mo each including salary

and benefits for 6 months - 50,832

20 TEMP Document Processor |, R7, O

$1,569/Mo each Including salary and

benefits for 6 months - 188,280
These positions will manually review all Withholding and Individual Income Tax
returns filed based on a predetermined criterion.

identify incomplete returns

send out automatically generated missing information letters

identify returns for desk examination

4. Microfilming

1 PFT Document Processor I, R7 O

$2,118/Mo including salary and

benefits for 6 months = $12,708
This position will augment the existing microfilm staff to microfilm, assign
document locator numbers, and date stamp 100% of Withholding and Individual

Income Tax returns filed.

5. Data Capture

1 PFT Data Processing Clerk 111, RII

0 $2,613/Mo including salary and

benefits for 6 months > $15,678

2 PFT Data Processing Clerk 1, RS,

0 $2,222/Mo each including salary

and benefits for 12 months - 53,328

1 PFT Data Processing Clerk I, R8

0 $2,222/Mo including salary and

benefits for 6 months = 13,332

7 TEMP Data Processing Clerk I,

R8 0 $1,657/Mo each Including

salary and benefits' for 6 months = 69,594
These positions will augment the existing Data Capturing staff
and verify captured data of 100% of Withholding and Individual
returns filed.

C. General Departmental Support Services

1 PFT Chief, Income Tax Operations,
R23, 0 $5,558/Mo including salary
and benefits for 12 months = $66,696

to data capture
Income Tax



1 PFT Personnel Assistant |1, R14,
0 $3,115/Mo Including salary and

benefits for 12 months = 37,380
1 PFT Personnel Assistant |, R12,

0 $2,773/Mo including salary and

benefits for 12 months 33,270
2 PFT Accounting Clerk 111, RIO,

0 $2,468/Mo each including salary

and benefits for 12 months ? 59,232
1 PFT Clerk Typist IIl, R8, 0

$2,222/Mo including salary and

benefits for 12 months 26,664

1 PFT Publications Specialist I,
R13, 0 $2,915/Mo including salary

and benefits for 12 months 34,980
1 PFT Supply Officer 11, R16,
0 $3,515/Mo including salary and
benefits for 12 months 42,180
These positions will augment the existing general administration support staff

for the additional programs and related 100e- new employees.

Personnel:
classification of postions and respond to reclassification
requests
maintain payroll and leave records
process registers, and arrange interviews
handle grievances.information requests, typing tests, etc.

Fiscal:
Increase in travel requests
general distributions
handling increase in cancelled warrants

Supply and purchasing:
increase in supply orders for paper intensive organization
Purchases increase:
* general equipment
* computer terminals, printers
* maintenance contracts
* general office supplies
Property Control (terminals, furniture, calculators, etc. will

increase.

Forms management:
preparation of Individual Income Tax booklet each year

(considerably more complex than PFO booklet)



*

preparation of employment withholding forms

miscellaneous support forms:

* missing Information letter

* denial forms
* check stock (refunds)

General:

general supervision and management of major additional line
program In division, in addition to:
* permanent fund dividend program

* shared taxes

* administrative servicesto the department

TOTAL PERSONAL SERVICES

Other Expenditures:

a)

Travel:

training, increased EEO travel, data
processing coordination

b)

g b~ wWwN -

8.
9.

10.

11.
12.

13.

14.
15.
16.
17.
18.
19.
20.

Contractual:

11 Wang 4250 workstations

11 Wang emulator boards

9 Wang 4230 workstations

1 Wang DWS 55 printer

Printing - tax booklets, "L"
letters, WH forms, check stock,
envelopes, etc.

Postage - booklets, letters,
WH forms, etc.

2 Kodak Microfllmers with
maintenance
2 Kodak Reader/Printers

IBM Copier with maintenance

20 phones, centrex costs, local
and long distance

Risk management

Pitney Bowes 6500 System with
maintenance

Chargeback for computer time
from DOA

Wang Disk Pack cleaning

IBM Control Unit maintenance
Wang VS-1001.0.P maintenance
Wang VS-100 Memory maintenance
Wang VS-100 Disk Drive maintenance
Wang/IBM remote access maintenance
Wang/IBM development package
(NCTRON-CAP) with maintenance

-12-

$1,097.1

$8.0

$66,792
8,855
48,600
3,636

202,000
95,475

30,336
13,704
10,308

26,960
600

7,284

286,000

700

600

360

720
2,256

240

15,000



21. .2 Borroughs EP 301 with
maintenance
22. DOR"s additional office space

requirements
TOTAL CONTRACTUAL

c) Supplles:

Computer, microfilm, duplicating,
general consumption

d) Equipment:
Kodak film carrousel

Additional systems furniture
Operational seating

EENNGO RN SR

TOTAL Equipment
TOTAL EXPENDITURES
Funding - General funds

Section Cost Analysis - N/A

Computations - N/A

Economic Impact - N/A

Impact on Local Government - N/A

File cabinets, calculators, etc.

-13-

3,000

204.708

$ 225
137,988
9,000
11.000

$1,028.1

$18.0

$158.2

$2.309.4



FY90 - FY92
1. Posltlons:
A Oata Processing:

1 PFT Analyst/Programmer V, R21,

@ $4,856/Mo including salary and

benefits for 12 months =$58,272
2 PFT Analyst/Programmer 1V, R19,

8 $4,281/Mo each Including salary

and benefits for 12 months =102,744
1 PFT Analyst/Programmer 111, R17,

@ $3,730/Mo each Including salary

and benefits for 12 months =44,760

The above analyst programmer team will design, program, and maintain the two

major systems mentioned above,

including all

subsystems and interfaces with

the existing Revenue systems and the Alaska State Accounting System.

These systems will

Alaska Individual

Online system comparable to the federal
reconciliation.

quarterly returns, and an annual

Direct deposit system at a "lock-box"

Automatic generation of:
quarterly packets of:
* monthly deposit coupons
fad quarterly tax returns
notices of tax deficiencies,
standard correspondence .
management reporting data.

penalty and

provide for a minimum of the following:

Income Tax Withholding System

system with monthly deposits,

bank by employers.

interest

Interface with accounts receivable system and Alaska Individual
Income Tax Return Processing System.
Alaska Individual 1Income Tax Return Processing System
* document locator number systenm
* return data capture
* online systems
access/inqulry
address changes
status change systenm
generation of out cards
use of microfilm vs hard copy for review
automated calculation checks
generation of reduced refund notices with appeal rights

generation of automated billings for deficiencies,

Interest with appeal rights

-14-

penalty and



Interface with accounts receivable system (A/R)
interface with AIITWHS to verifyclaimedwithholding

* history file

* possibility of multi-year file for easy access to Information on
prior year activity, etc.

* check writing for refunds

* management reporting data

B. Document Processing:

1. Hallroom

1 PFT Clerk 1V, R9, @ $2,343/Mo
Including salary and benefits for
12 months $28,116

1 PFT Clerk 1Il, R7, @ $2,118/Mo
including salary and benefits
for 12 months 25,416

These positions will augment the existing mailroom staff to perform the task
of handling, opening, sorting, and distributing an additional:

* approximately 275,000 Individual Income tax returns filed per year.
* approximately 70,000 pieces of mail due to the Individual Income Tax
Withholding System.
* posting, handling and sorting of additional outgoing mall as follows:
approximately 7,000 missing information letters, billing
notices, etc.

2. Validation

1 PFT Data Processing Clerk 1,

@ $2,222/Mo Including salary

and benefits for 12 months = $26,664

This position will manually validate all the Alaska Withholding and Individual
Income Tax Returns accompanied with a payment.

* separate checks and returns

* validate checks and returns

* forward checks to Treasury

* forward returns to microfilming

3. Manual Review

1 PFT Tax Examiner 111, R14, &
$3,124/Mo Including salary and
benefits for 12 months = $37,488



»

6 PFT Document Processor I, R7, O
$2,118/Ho each Including salary and

benefits for 12 months - 152,496

20 TEMP Document Processor I, R7, O
$1,569/Ho each Including salary and
benefits for 6 months - 188,280

These positions will manually review all Withholding and Individual Income Tax
returns filed based on a predetermined criterion.

identify Incomplete returns
send out automatically generated missing Information letters
identify returns for desk examination

4. Microfilming
1 PFT Document Processor I, R7 @

$2,118/Ho including salary and
benefits for 12 months

$25,416

This position will augment the existing microfilm staff to microfilm, assign
document locator numbers, and date stamp 100% of Withholding and Individual
Income Tax returns filed.
*
5. Data Capture

1 PFT Data Processing Clerk 111, RI
0 $2,613/Mo including salary and
benefits fur 12 months - $31,356

3 PFT Data Processing Clerk 1, RS,
0 $2,222/Mo each including salary

and benefits for 12 months = 79,992
7 TEMP Data Processing Clerk 1,

R8 0 $1,657/Mo each including

salary and benefits for 6 months = 69,594

These positions will augment the existing Data Capturing staff to data capture
and verify captured data of 100% of Withholding and Individual Income Tax
returns filed.

C. General Departmental Support Services
1 PFT Chief, Income Tax Operations,
R23, 0 $5,558/Mo Including salary
and benefits for 12 months > $66,696

1 PFT Personnel Assistant 11, R14,
0 $3,115/Mo Including salary and

benefits for 12 months > 37,380
1 PFT Personnel Assistant |, R12,
0 $2,773/Mo Including salary and
benefits for 12 months - 33,270

-16 -



These positions will augment, the existing general administration support staff

2 PFT Accounting Clerk 111, RIO,

0 $2,

468/Mo each Including salary

and benefits for 12 months - 59,232

1 PFT Clerk Typist IIl, R8, 0
$2,222/Mo including salary and
benefits for 12 months > 26,664

1 PFT Publications Specialist 1,

R13,

0 $2,915/Mo including salary

and benefits for 12 months = 34,980

1 PFT Supply Officer 11, R16,

0 $3,

515/Mo including salary and

benefits for 12 months > 42,180

for the additional programs and related 100+- new employees.

*

*

*

Personnel:

classification of postions and respond to reclassification
requests

maintain payroll and leave records

process registers, and arrange interviews

handle grievances, information requests, typing tests, etc.

Fiscal:

increase in travel requests
general distributions
handling increase in cancelled warrants

Supply and purchasing:

Forms

increase in supply orders for paper intensive organization
Purchases increase:

* general equipment

* computer terminals, printers

* maintenance contracts

* general office supplies

Property Control (terminals, furniture, calculators, etc. will
increase.

management:

preparation of Individual Income Tax booklet each year
(considerably more complex than PFD booklet)
preparation of employment withholding forms
miscellaneous support forms:

* missing information lette:

* denial forms

* check stock (refunds)



ro

General:

general supervision and management of major additional [line
program in division, in addition to:
* permanent fund dividend program

shared taxes

* administratlve services to the department

TOTAL PERSONAL SERVICES
Other Expenditures:
a) Travel:

training, increased EEO travel, data
processing coordination

b) Contractual:

11 Wang 4250 workstations

11 Wang emulator boards

9 Wang 4230 workstations

1 Wang DWS 55 printer

Printing - tax booklets, "L"

letters, W/H forms, check stock,

envelopes, etc.

6. Postage - booklets, letters,
W/H forms, etc.

7. 2 Kodak Mic.rof1Imers with
ma intenance

8. 2 Kodak Reader/Printers

9. IBM Copier with maintenance

10. 20 phones, centrex costs, local
and long distance

11. Risk management

12. Pitney Bowes 6500 system with
maintenance

13. Chargeback for computer time
from 00A

14. Wang Disk Pack cleaning

15. IBM Control Unit maintenance

16. Wang VS-100 I1.0.P maintenance

17. Wang VS-100 Memory maintenance

18. Wang VS-100 Disk Drive maintenance

19. Wang/IBM development package
(NETRON-CAP) with maintenance

20. Wang/IBM remote access maintenance

21. 2 Borroughs EP 301 with
maintenance

22. DOR"s additional office space

requirements

g~ W DN

TOTAL CONTRACTUAL

-18-

$66,792
8,855
48,600
3,636

186,000
80,475
30,336
13,704

10,308

26,960
600

7,284

357,500
700

600

360

720
2,256

15,000
240

3,000

204.708

$1,171 .0

$8.0

$1,068.6



c) Supplles:

Computer, microfilm, duplicating,
general consumption

d) Equipment: None.
TOTAL EXPENDITURES
T. Funding - General funds
4. Section Cost Analysis - N/A
Computations - N/A
Economic Impact - N/A

Impact on Local Government - N/A
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Continuation of Fiscal Note/Bill Analysis
Individual Income Tax

Assumptions:

1. The Research Section will be responsible for economic and
statistical reports on the Individual Income Tax.

2. The Research Section will forecast tax revenues and respond to
requests from the Governor®s Office, the Legislature and the
Public for current and historical statistical information.

3. The Research Section will prepare fiscal notes on revenue
impacts of any proposed changes to income tax law.

4. Assumes that duties begin at the start of FY88. Items with, a
asterisk (*) are costs for the first year only.

1. Posi tions

Rgs63rch
1 PFT Economist IlI, R 20 at $4,550/mo.

including salary and benefits for
12 months

Total Personal Services . $54.6

The above position will do all analysis, program development and
coordination of research on the individual income tax. These duties
include forecasting economic conditions and tax revenues. Other duties
will 1include development and maintenance of data bases to support the
research and forecasting efforts, the preparation of fiscal notes, policy
analyses, and coordination of research needs with those of tax

administrators.

This work will provide the following information:

1. Income and tax information by income class.
2. The ability to estimate revenue impacts of any significant
change 1in tax structure - rates, income classes, exemptions and

deductions.

3. If zip code information is available 1t should be possible to
present such data on a geographic basis.

Page 2 of 3



2. Other Expenditures

a. Travel
Assume 3 trips in-state per year for
coordination, public information, testimony $1.5

b. Contractual
1. Economic Consulting during model development

15 days at 5750/day 11.3*
2. Phone, centrex, local and long

distance charges .6
3. Chargeback for computer time from DOA 28.0

c. Supplies
Duplication, general consumption, mailing v
Books, technical journals 2
1

d. Equipment
1. Wang APC, VS Communication Board and

30mb Hard Disk 6.5*

2. Desk: Calculator .3*
Total Expenditure First Year $103.7
Total Expenditure Subsequent Years $85.6

3. Funding - General Funds



STATE OF ALASKA 1987 LEGISLATIVE SESSION

FISCAL NOTE
Bill Version:.
REQUEST: Publish D ate:
Revision D ate: Agency A ffected: Department of Revenue
Title: State Income Tax BRU: T reasury
Sponsor:__ Components:
Requestor:
EXPENDITURES/REVENUES: (Thousands of Dollars)
1 FY 87 1 FY 88 1 FY 89 1 FY 90 1 FY 91 1 FY 92
OPERATING 1 J_ 1 1 J_ 1
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TRAVEL 1 1 1 1 1 1
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TOTAL OPERATING 1 | 77.4 | 135.5 | 135.5 | 135.5 | 135.5
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1 REVENUE | - 1 - 1 - 1 -1 - 1
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j FEDERAL FUNDS - | - | - | - | -
i OTHER - | - - -
I TOTAL 77.4 I 135.5 I 135.5 I 135.5 I 135.5
POSITIONS:
FULL-TIME 1 1 1 1 1
PART-TIME 1 1 1 1 1
TEMPORARY
ANALYSIS: see attached analysis
Prepared By: H ilt Barker >3 /Phone: 465-2350
i: Treasury / / February 25, 1987

I/~ ff7
by Commissioner: Zr./u
/
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Legislative Sponsor
Requestor
O ffice of Management and Budget
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page _1

of



DEPARTVENT OF REVENULE
TREASLRY DIVISION

FISCAL NOTE ANALYSIS

ASSUMPTIONS:
1. Cash Management Section will develop the RFP and the

contract to

lockbox the monthly employers' withholding tax deposits. 17,500

payments per month.

2. Cash Management Section will perform the depository functions of
the remittances attached to individual tax returns. 100,000per
year.

3. Cash Management Section will process all returned items (NSF

checks, etc.). 1,500 per year.

4. Processing and deposit of penalty and interest payments.

5. Cash Management Section will provide the accounting to AKSAS and
reconciliation between the bank, AKSAS, and the Department of
Revenue's system for the tax payments on a consolidated basis.

COSTS:
Personal Services FY 1988
Accounting Technician | $2,718 X 12 mo 19.0%
Accounting Clerk Il $2,310 X 6 mo 13.8
Lockbox contract 44.6
TOTAL $77.4

* 7 months in FT 1988

DEVELOPMENT TIME:

Technical Analysis of the required system 4 months
Lockbox Contract 3 months
In-house training of depository procedures 2 weeks
In-house traning of accounting procedures 2 weeks

FY 1989
32.6
13.8
89.1

$135.5

Completion
D ate

10/87
12/87
«

12/87

12/87

1-ivZ
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TSISB LEGISLATURE

IUDCITMD AM | COHUITLTU

MEMORANDUWM

FINANCEDIVfS'M

POUCH \VFSTATE'CAPTTDL
JUNEAU. ALASKA 90atl
PHCNE: 19071 AFS&9S

DATE: A pril 21, 1987
TO: Rep. Al Adams, Chairman

Louann Cutler, Professional A ssistant

House Finance Committee

rt

FROM: Cameron Kashani, Revenue Analyst

Legislative Finance Division
SUBJ: Fiscal Note for HB 154
At your request, | have reviewed and evaluated the fiscal note on
Individual Income Tax which was prepared by the Department of Revenue
(DOR). The following represents my recommendations on the proposed
fiscal note dated March 23, 1987.
At the present time it seems more appropriate to address FY88 implemen-
tation. costs of the Individual Income Tax, since any future expectation
would reflect speculation rather than having any logical foundation.
Therefore, | have prepared a fiscal note for the House Finance Committee
which only includes FY88 implementation cost figures.
In the review of the Department’s fiscal note, | took the liberty of
speaking with various authorities of the Department of Revenue, the
N ational Conference of State Legislatures, The National Association of
Tax Administrators, the Department of Administration, and the D ata

Processing Coordinator of the State

According to the N ational Association

of Tax Administrators,

of North Dakotai

the States

of Vermont and North Dakota could be used as examples because of their
comparability to the State of Alaska with respect to population size and
the number of expected returns,
From the historical standpoint, in FY82, Legislative Audit Division had
conducted a special audit on the Department of Revenue in order to-
determine the positions associated with the repealed individual income
tax. Findings of this study revealed the following individual income
tax positions:
Audit Admin. Services Enforcement
PFT 27 17 12
OTHER 7 10 0

31-01H



It should be noted that the Governor's Proposed Individual Income Tax

calls

for a flat rate which is closely akin to the Federal Tax Law.

Therefore, the need for extensive auditing and, to some extent, enforce-

ment

would be considerably reduced.

The attached fiscal note prepared by the Legislative Finance Division

diffe

rs from the Department's fiscal note dated 3/13/37. The following

changes are noteworthy:

-2v 3

L-71

Audit

a) Reclassify 1PFT Revenue Awuditor IV to Revenue Auditor [I11
b) Reclassify 1PFT Clerk IV to Clerk I11

c) Delete 1 PFT Clerk Typist |1

d) Reduce funding for contractual and equipment

Enforcement

The main difference between DOR's fiscal note and the one prepared
by Legislative Finance Division is the forwarding of the hiring
time which would eliminate the need for any enforcement activities
till FY89. Assuming a filing deadline of April 15, 1988 with 60
days appeal period, any enforcement and collection effort during
FY88 would seemunnecessary and could be postponed to the following
year. M oreover, the existing manpower within the Division of
Enforcement deems to suffice any temporary need.

Administrative Services

a) Delete 1 PFTChief Income Tax O perations

b) Delete 1 PFTPublication Specialist |

c) Delete 1 PFTAccounting Clerk I11

d) Reclassify 1PFT Personnel A ssistant Il from PFT to PPT

e) Reclassify 1PFT Supply O fficer Il from PFT to PPT

f) Reduce funding for contractual, supplies, and equipment to
reflect the cost associated with the deleted positions.

I had asked Jan Daniel of the Department of Administration's Data
Processing Section to speak with the authorities in the States of
North Dakota and Vermont in order to obtain a more realistic
scenario with respect to design, development and implementation of
ci computer system for the State Individual Income Tax. Enclosed is
ci copy of his memorandum regarding this subject.

There may be some problems with respect to finding qualified
programmers who can accomplish the aforementioned tasks in a timely
fashion. The Legislature may want to give the Department the
authority and the freedom to hire qualified programmers who can
meet the qualification criteria set forth by the Department.
However, after the initial setup, the need for maintenance of the
system would be less than what's indicated in the Department's
fiscal note.



On the technical side of the issue, the Department is proposing to
use Wang computer systems. This could be interpreted as user
preference and would seem more appropriate if other systems are
also taken into consideration. No doubt, further research s
required prior to implementation which could alter the existing
scenario.

Commissioner's O ffice

a) Delete the Economist Il position and its corresponding
expenditure in all other line items.

It seems that the existing resource within the Research Section on
the Commissioner's O ffice and the Governor's O ffice would provide
adequate support with respect to tax issues.

Public Services

a) Reduce the funding for 1 PFT Revenue O ffice Manager from 12
months to six months.-

In brief, it would be more feasible if all the functions were consol-

idated into one single component called Individual Income Tax Division.
One should bear in mind the problems that the Legislature has had with
.the PFD functions especially when determining PFD positions and their

corresponding expenditures. Further, close monitoring of the implemen-
tation process by the State Legislature would be recommended.

(enclosure)
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MEMORANDUM. State of Alask

\v
TO: cameron Kashani date: April
Revenue Analyst
Legislative Finance fileno:
TELEPHONE NO: 465" 222fl
From: Jan Danielsi, Dite@Gt@Xjj " subject. Income tax

Data Network Services processing

Department of Administration

d

I have investigated the fiscal note filed by the Department of Revenue
dealing with the processing requirements of a state personal income tax..
In order to understand the requirements of an income tax system 1 con~
tacted two states which are currently processing this type of work. The
information is as follows:
1. State of Vermont.

a. Contact: Robert Barnet 802-828-2300.

b. jf of returns: 340,000

C. Current year only- no amended.

d. System developed in 1371-

e. Cost of development in 1971: $125,000.

f. Time of development: 18 months.

g. If of programmers during development: 5*

h. If of maintenance programmers: 3«

i. If of data entry personnel: 5 permanent + 7 temporary,

j- DP cost for running system: $80,000 year appx.

k. Type of system: Batch.
1. State of North Dakota.

a. Contact: Don Johnson 701-224-2048.

b. if of returns: 300,000.

C. Prior year processing - amended.

d. System developed in 1986.

e. Cost of development: Not known.

f. Time of development: 7 months.

g. If of programmers during development: 7.

h. # of maintenance programmers: 3-

i If of data entry personnel: 6 permanent + 12 temporary,

j- Employer information matching provided.

k. DP cost for running system: $120,000.

1. Type of system. Online, Adabas, Natural.
The DP portion of the fiscal note appears to be well within the bounds
of what other states have found to be true operational costs for income,
tax systems. The use of the Wang for data entry appears to make a great
deal of sense in th3t the data entry system is available during the times
Revenue needs to schedule it for peaks and they have demonstated the ef-

fectiveness of this process in the Permanent Fund dividend system.
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STATE OF ALASKA 1987 LEGISLATIVE SESSION
FISCAL NOTE

REQUEST:

Revision D ate:
Title: Relating to the
income derived by

taxation of
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OPERATTNG
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1

1

1

1
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11Q S
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FUNDING:
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TOTAL
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ANALYSIS (Attach a separate page if necessary)

Cameron Kashani,
Legislative Finance

Prepared by:
n;»;<;nn »

Approved by Commissioner:
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1
1
|

1
1
1
|

Revenue Analyst u
Division

FY 39

* Bill Version: HB 154
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Services, Public
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| FYO9 | FY91 FY 92
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Date :

Distribution (by preparer):
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* Legislative Sponsor
Requestor
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Impacted Agency(ies)
Senate Secretary
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Tide: State Individual
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FISCAL NOTE

Income Tax

Arenrv
RRI*

(Thousands of Dollars)

el N S SN SR S

el W SN

1
1
1

Cameron Kashani,
Legislative Finance
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|
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Division of Audit
Fiscal Note Analysis

Assumptions:

The Audit Division will administer the individual income tax laws
to insure compliance with Alaska Statutes. Although calendar year
tax returns will not be due until 1989, a withholding tax system
must be in place and operative by January 1, 1988. A dditional
staff must be hired and fully trained to accomplish the

following:

1. Ccnpliance. This function will be acconplished by utilizing
both ta x examiner and auditor staff. Tax examiners, more
typically, w ill handle desk review and less complex issues.
Auditors will complete field audits and deal w ith more

sophisticated and complex tax issues.

2. Appeals Coordination. These positions will be staffed by both
tax examiners and auditors depending on the complexity and issues
involved.

3. Payroll Withholding. This function will be accomplished by

staffing of tax examiners to reconcile employers quarterly
withholding, returns, monthly deposits and annual statements.
They will maintain and reconcile the employees W -2's to the

employers returns.

4. Return Examination and Processing. This function will be completed

by «clerks and tax examiners. The field returns will be checked
for accuracy and completeness. Payments will be posted to the
appropriate returns, and desk reviews will be completed to
process the returns. Selected returns w ill be forwarded to an
auditor for examination.

5. Public Education and Staff Training. This function will be
performed by audit level staff members. Public education of the
individual inccme  tax laws and filing requirements will be
accomplished through seminars conducted in various locations
throughout the state and by training staff members dealing w ith
the public. Staff training is necessary to maintain a competent
level of employee and educate staff to the new and changing tax

laws.
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A schedual of estimated costs to operate the Audit
programs are as follows:

Personal Services - PY 88

1 PET Revenue Auditor 111, R18, @ $4,016/Mo
including salary and benefits for 9 months

1 PET Tax Examiner II1l, R14, @ *3,115/Mo
including salary and benefits for 9 months

1 PET Tax Examiner Il, R12, @ $2,673/Mo
including salary and benefits for 9 months

1 PET Tax Examiner |, RIO, @ $2,468/Mo
including salary and benefits for 9 months

1 PET Clerk 111, RS8, @$2,222/Mo
including salary and benefits for 9 months

1 PET Clerk Typist Il1l, R8, @ 2,222/Mo
including salary and benefits for 9 months

Travel - EY 88

Division

36.1

28.0

24.1

22.2

20.0

150.4

This figure reflects a one time travel cost for employer training

to be conducted in various locations throughout the
conjunction with Public Services Division.

Contractual - EY 88

Wang terminals & software

Supplies - EY 88

Equipment - EY 88

M icrofilm, printer, desks, chairs, etc.

Total Expenditures

State in

34.5

15.0

210.9
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Agency:
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Administrative Services
Fiscal Note Analysis

1. The Adminstrative Services Division will be responsible for the
following functions relative to the Alaska Individual Inccme Ttex
W ithholding system and the Alaska Individual Income Tax Return
Processing system.

a) Design, purchase and distribute all necessary tax returns and
related forms.

*b) Process all tax returns, including mail handling, microfilming,
document review, data capture and filing.

c) Process all remittance of tax due which is received with tax returns.
d) Design, program, test, document, and maintain the automated
Alasks Individual Inccme Tax W ithholding system and Alaska
Individual Inccme Tax Processing system.

e) Process and account for all individual inccme tax refunds to
individuals. ' <

f) Establish an automated. billing subsystem for routine tax

deficiencies, penalty and interest.
g) Acquire and maintain ccmputer capacity to accomodate the two
systems and the access required by the department's users.

2. The Department of Revenue w ill contract with a bank to provide
a "lock-box" function, with employees depositing all individual
inccme taxes on a monthly basis.

3. The Department of Administration's data processing chargeback

system w ill require that the Department of Revenue budget for the
cost of data processing resources used by withholding system and
returns processing system. The total chargeback is budgeted in

Administrative services.

4. The Permanent Fund Dividend program w ill stay intact in its
current form.

5. The processing of Withholding and Individual Income Tax will be
automated as much as possible.

6. The Alaska Individual Inccme Tax W ithholding System must be in
place before January 1, 1988.

7. The Alaska Individual Tax Return Processing System must be in
place before January 1, 1989.

8. The fiscal note includes the incremental cost of providing space
for the employees and equipment required by the department.
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9. After reviewing the fiscal analyses of all divisions, an estim ate
of the additional computer resources needed has been made. This
cost assumes:

a) The withholding and inc.me tax processing systems will reside on
DOA's mainframe computer and w ill be programed in cocrmand-level CICS.

b) To gain the tremendous advantages in programming development offered
by the Wang VS, Revenue w ill purchase a software package which
allows an analyst/programmer to write programs on the Wang VS and

have them translated to carmand level CICS to run on the
mainframe, which offers economical storage and processing for
large files.

10. Given the existing federal tax law, this bill requires all
persons receiving a permanent fund dividend to file an Alaska
Individual Inccme Tax Return. However, for purposes of this
fiscal analysis, ip is assumed that the final version would not
require filing : by a person whose only source of inccme is the
Alaska Permanent Fund Dividend. Thus, most of Alaska's children
would not have to file. If this proves not to be the case, there
will be an incremental cost of processing the additional 180,0CO

tax returns.

Program Sunmary:

The Alaska Individual Inccme Tax w ill require the creation of two
major processing systems:

1) Alaska Individual Income Tax W ithholding System.
2) Alaska Individual Inccme Tax Return Processing System.

In addition to designing, programming and maintaining the two
above mentioned automated systems, the Administrative Service's
Division will process, review, microfilm, and data capture
approxim ately 70,000 withholding forms and 275,000 Alaska
Individual Income Tax Returns annually. Refund warrants will be
issued on approximately 213,750 of the returns filed. In
addition, approximately 25,000 individual letters will be
prepared, m ailed, and controlled in respone to persons who file
incom plete tax returns or whose tax returns result in a

m athem atical adjustment.

Finally, the addition of such a major program to the Department
of Revenue will definitly impact the ability of the
Administrative Services Division to provide general

adm inistrative support services with the existing staff.

The Administrative Services Division will require staffing as
early as FY 88 in order to design and establish the computerized
processing systems envisioned, and to produce the forms required.



Personal Services - FY 88

1 PFT Analyst/Programmer V, R21, @ $4,056/to
including salary and benefit for 12 mcnths 58,3

2 PPT Analyst/Programmer IV, R19, @ $4,281/Mo

including salary and benefits for 12 months 102."/
2 PFT Analyst/Programmer |11, R17, @ $3,730/to
including salary and benefits for 6 months 44,8

1 PFT Clerk 1V, R9, @ $2,343/Mo

including salary and benefits for 3 months 7-0

1 PFT Tax Examiner 111, R14, @ $3,115/Mo

including salary and benefits for5 months 15,6

3 PFT Document Processor |, R7, @$%$2,118/to

including salary and benefits for3 months 19.1

2 PFT Data Processing Clerk I, R8, @$2,222/to

including salary and benefits for 3 months 13.3

1 PPT Personnel A ssistant |1, R14, @ $1,557/to

including salary and benefits for 12 months 18.7

1 PPT Supply O fficer 11, R16, @ $1,757/Mo

eincluding salary and benefits for 12 months 21.1

1 PFT Clerk TYpis* 11l, RS, @%$2,222/to

including salary and benefits for 12 months 26.7

1 PET Accounting Clerk IIl, RIO, @ $2,468/Mo

including salary and benefits forl2 mcnths 29.6
Total expenditures 356.9

The analyst programmer team w ill design, program, and maintain

the two major systems mentioned earlier, including all subsystems

and interfaces with the existing Revenue systems and the Alaska

State Accounting System. Al other postions will provide support

in the following areas:

a) Mailrocm

b) Microfilming

c) Manual review of the tax returns

d) Data capture

e) Personnel, fiscal, supply and purchasing



Travel - FY 88 1G.C)

On-site review of selcted tax return processing systems in c/ftcur
states and training for analyst/programmer in command levrJi .CTCS
and Wang VS Cobol.

Contractual - EY 88

2 Wang 4250 workstations 12.2
. 2 Wang emulator boards 1.6
3. 2 Wang 4230 key-punch terminals

for 2 months 1.8
4. M icrfilmer, with maintenance,

3 months 3.8
5. 4 phones, centrex costs, local

and long distance 5.4
6. Printing: W ithholding Returns,

Deposit Coupons, /w-4’s, etc. 42.0
7. Postage 22.0
. Chargeback for computer time from DOA 91.6
9. Wang/IEM development package

(NETRCN-CAP) with maintenance 123.5
10. Wang/IBM remote access software

w ith maintenance 5.2
11. Wang Disk Pack cleaning
12. IBM Control Unit Maintenance
13. Wang VS-100 1.0 .P., Memory, Disk
14. Drive maintenanc 3.3
15. DOR's additional office space

requirement 80.8

Total Contractual 394Ui
Supplies - FY 88 4..4

Equipment - EY 88

1. Kodak film cabinet and carresoul 1.2
2. Wang VS-100 10P (2) 7.2
3. Wang VS-100 Memory (6 MB) 32 .4
4. Wang VS-100 Disk Drive (628 MB) 27.0
5. Wang Disk Packs and IEM Control Unit 12.8
6. A dditional systems furniture 61.3
7. O perational seating 4.7
8. File cabinets, calculators, etc. 5.0

Total Equipment

Total Expenditures 907.0



STATE OF ALASKA 1987 LEGISLATIVE SESSION
FISCAL NOTE
Bill Version: HB 154

REQUEST: Publish Date: -------------m-
Revision D ate: Ager.c/Affected: Revenue
Tide: State Individual Incone Tax BRuU: Public bervices
Sponsor: _ Comoonents :.

Requestor:.

EXPENDITURES/REVENUES: (TTiousandscf Dollars)

OPERATING | FY 37

PERSONAL SERVICES
TRAVEL
CONTRACTUAL ya.o

| FY 38 FY 39 | FY 90 | Ff9l Ffor

1

1

I
SUPPLIES 1 .5 1 1

1

I

I

I

1Q.7 1 1 I I
io.o |
1

EQUIPMENT 5.0 . 1
LAND & STRUCTURES | |

GRANTS. CLAIMS
MISCELLANEOUS

TOTAL OPERATING 1 | 139.7 i i

—_ — = —
[N

capital
REVENUE

FUNDINQ: (Thousands of Doilan)

GENERALFUND 1 no.7 1

FEDERAL FUNDS I I

OTHER 1 1 I 1 o
TTTTAL 1 139.7 I i i

POSITIONS:

FULL-TIME 1 1 . 1 i |
PART-TIME [ i i i
TEMPORARY i i i i i

ANALYSIS : (Ansch aseparate page if necessary)

Precaredby: ~ Cameron Kashani. Revenue Analyse Phone : 465-3795
Dvision: Legislative Finance Division D3e. '-Wap/ o/

Approved by Commissioner: 1 Date :

Agency:

Distribution (by preparer):
Legislative Finance . o .
e Legislative Sponsor
Requester
Office cf Management and Budget
Impacted Agency(ies) page--------- of
Senate Secretary



-1-
Public Services
Fiscal Note Analysis

Assumptions:
1. Regulations will be promulgated requiring monthly or quarterly
reporting of taxes withheld on vages.

2. Approximately 17,500 withholding reports and 275,000 annual
individual inccme tax returns w ill need processing.

3. Public Services Division will provide individual inccme tax
assistance to both businesses and individuals.

4, Public Services Division, in close association with the Audit
Division, will develop employee training for the division and
enployer training for the public.

Personal Services - FY 88

1 PPT Revenue O ffice Manager, R15, @ 1646/Mo

including salary and benefits for 12 months 19.7
Travel - EY 83

Employee training in conjunction with Audit

Division and adm inistrative travel ' 16.5

Contractual - FY 88

1. Advertising campaign, withholding

requirements, inccme tax filing 45.0
2. Postage 30.0
3. Printing 5.0
4. Telephone charges 15.0
5. M essenger Services 2.0
6. Computer terminal mainterlace .5
7. Publications .5
Total Contractual 98.0
Supplies - FY 88 5
Equipment - FY 88 5.0

Total Expenditures
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Division of Treasury
Fiscal Note Analysis

Assumptions:
1. Cash Management Section vail develop the RFP and the contiact

to lockbox the monthly employers' withholding tax deposits,
17,500 payments per month.

2. Cash Management Section will perform the depository functions
of the remittances attached to individual tax returns. 100,000
per year.

3. Cash Management Section will process all returned items (NSF

checks, etc.). 1,500 per year.
4. Processing and deposit of penalty and interest payments.
5. Cash Management Section will provide the accounting to AKSAS

and reconciliation between the bank, AKSAS, and the Department of
Revenue's system for the tax payments on a consolidated basis.

Personal Services - FY 88

1 PFT Accounting Tech I, R12, @ $2718/Mo

including salary and benefits for 7 months 19.0

1 PPT Accounting Clerk Il, R9, @ $2310/Mo

including salary and benefits for 6 months 13.8
Total Personal Services 32.8

Contractual - FY 88

Lockbox contract 44 .6

Total Expenditures 77.4



INCOME TAX PROJECT REPORT
FEBRUARY 4. 1987

1. OVERVIEW

A taxing system can be devised to achieve whatever revenue goals one may
specify. Reasoned answers by the policy makers to the main Issues addressed
In this report which take Into consideration those goals and policy which
forms the foundation for each of the answers will result 1n the Ildentification
of the appropriate tax system for the state.

A broad based tax system Is the foundation underscoring all alternatives
1n the reimposition of the Alaska Individual Income tax. A discussion of a
number of the Issues and observations |Is presented In this report. For
comparison purposes, four alternatives are discussed. Alternative One Is the
Alaska structure 1n effect prior to repeal effective In 1979 which Includes
the 86 tax law changes. Alternative Two mirrors Alternative One with the
exception of a two rate tax bracket. Alternative Three is a flat tax.
Alternatlve Four 1s termed a working draft which incorporates certain aspects
of the other three alternatives. Each Is more thoroughly described in Section
I1l1. Each alternative has been designed to generate approximately $250
million 1n revenue.

Il. INTRODUCTION

Designing the various tax structures to raise the same amount of revenue
highlights the crucial Issues. Each of the elements of a tax structure can be
tailored to affect different taxpayers differently (or to try and affect them
identically). The alternative tax structures we present will each be analyzed
briefly on a number of general Issues Including how they affect taxpayer
groups and how politically palatable they might be.

In general, the conceptual 1issues which should be considered with respect
to measures designed to Increase revenues are as follows.

A. Economic Efficiency

Individuals and businesses are making adjustments in light of the new
federal tax and 1t Is difficult to determine what additional adjustments would
occur In response to a state income tax. One could possibly argue that this
would be a good time to Impose a state tax. Individuals and businesses are in
the process of adjusting to new federal rules and could more readily modify
their decisions than would be the case 1f the state waits several years to
relmpose a tax.

Proponents argue that because a flat tax such as alternative 3 I"w-i mm
marginal rates, this reduces the incentive to alter decisions based "« lox
considerations. Personal, business and investment decisions would be
primarily based on economic as opposed to tax considerations. In addition,
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the lower rates reduce the payoffs to time spent trying to avoid or In some
cases evade taxes.

b. income.Elasticity

The Income elasticity of Individual Income tax revenues, given progressive
rates as in alternative 1, Is greater than one which Is to say a given
percentage change In Income will produce a larger percentage change In tax
revenues. Thus, during periods of Income growth, Individual Income tax
revenues will Increase more than In proportion to the growth and, during
periods of Income decline, they will fall more than In proportion to the
decline. This makes the Individual Income tax relatively unstable 1n terms of

yield.

The limited number of brackets of alternative 2 would probably cause
this type of tax to be less revenue elastic than the first case. Under a
system with narrower brackets and more numerous rates real or Inflation driven
Increases 1n Income can easily push returns Into higher brackets with larger
marginal rates. Conversely, with rates that apply to broader Income ranges,
bracket creep, while still present, would be less of a phenomenon.

Michigan, one state with a flat rate, no deduction tax such as
alternative 3, has found that tax revenues have tended to grow more than 1n
proportion to the growth of Income because of the fixed dollar value of
exemptions In that state. This responsiveness was found to decrease over time
as Income rose relative to the value of exemptions. Because the exemption Is
Indexed In this presentation, this source of elasticity 1s probably not a
factor.

C. Equity 1

In terms of equity the Individual Income tax Is generally considered the
"fairest" tax. The burden or incidence of the tax falls primarily on the
Individual taxpayer and there 1s less opportunity for shift of Incidence
compared with the corporate Income or business type taxes.

1. Progresslvlty of the Tax Base-
DIstrlbutlon of Income Inclusions, Exclusions and Deductions

The Individual |Income tax is based on source of income. As such, the
distribution of Income among households Is very Important 1n determining the
vertical distribution of the tax Incidence. Inclusion of various types of
Income 1in the tax base 1s Important.

Special treatment or exclusions applied to some sources of inrnmo ,-ue
going to affect households at different points on the Income distribution,
differently. For example, capital gains, until recent tax reform, had special
treatment. A portion of net capital gains could be excluded from income for
tax purposes. Capital gains and Investment income (such as corporate
dividends and Interest) are not major sources of Income for lower Income
households. The complete Inclusion In the tax base of these Income sources

1 see exhibit A
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affects higher income households to a much greater degree than lower Income
households. Another issue discussed later is whether or not to make the PFD
taxable.

The distribution of Income exclusions and deductions differs among
households also. Special exclusions and deductions will alter the
distribution of the tax burden depending on which Income sources or
expenditure items are given favorable tax treatment. In some cases, special
deductions have been given because they affect ability to pay taxes, eg. large

medical expenses.

Changes in tax laws have Implications for horizontal equity in that
individuals make commitments based on existing tax laws which are difficult or
impossible to reverse. When the law changes this can reduce welfare. An
example 1is the reduced deduction for personal Interest expenses under the new
federal law. Persons who entered Installment purchase agreements prior to the
change are going to be adversely affected.

2. Progressivitv of the Tax Rates 1

Given the progressive rate schedule of alternative 1, the tax burden is
based on the "ability to pay" principle of taxation and the nominal incidence
1s progressive. That 1is, as Income level of the taxpayer Increases, the
nominal tax rate also increases. It should be noted though that state income
taxes are deductible when computing taxable Income for federal |Income tax
purposes if the Individual itemizes deductions. This has the effect of
reducing the burden on Individuals with higher Incomes who are subject to
higher marginal rates at the federal level and are also more likely to be 1in a
position to Itemize. The effect Is to reduce the progressivity of the tax
burden at the state level. This effect will be reduced, however, in light of
recent scheduled Income tax rate reductions enacted at the federal level.

One possible disadvantage of a limited bracket structure such as
alternative 2 Is that those at the lower end of each bracket are taxed at the
same nominal rate as those at the upper end. The tax 1is still progressive in
nature across brackets. It Is progressive to a lesser extent within brackets
given that the personal exemption excludes a larger proportion of the lower
Income from the tax.

The key to vertical equity or adherence to ability to pay principles |In
alternative 3, the flat rate tax, 1is the size of the personal exemption. The
exemption combined with the flat rate determine the progressivity of the
systenm.

In general this type of tax takes the view that income from all "onr< »m
is equivalent in defining the tax base. Problems of equity arise when ceii”in
Income flows are excluded from the tax base or are taxed at preferential
rates. In Michigan, for Instance, there is no subtraction of itemized or
standardized deductions. There is however some allowance for tax credits
which represents a deviation from this ideal.

1 see exhibit A



INDIVIDUAL INCOME TAX REPORT
PAGE 4

The main concerns with a fiat rate tax Involve its incidence. It may
distribute burdens from upper to middle income taxpayers.

D. Intergovernmental Effects

All state Income taxes are deductible from Federal Income. This causes
a leakage of tax from the federal government to the State. Alternatives 1 - 3
show that for every dollar of Alaska tax paid, the taxpayer effectively pays
only 780 - 800 while the Federal government leaks 220 - 200 of It back to the

State.

On the other hand, the deductibility of property taxes In alternatives 1
and 2 (generally levied at the local government level), erodes the tax base of
the State. The estimated leakage of tax from the State to local government
estimated under these alternatives is $6 to $7.5 million.

Since there are no deductions from alternative 3, the flat rate tax,
leakage of tax from the State to local government under this alternative is
zero. It has been argued that it undermines the ability of local government
to levy taxes when they are not deductible from the taxes of higher level

governments.
E. Inflation Effects

Inflation adjustments are present in the exemption, deduction and income
limit amounts of all these tax alternative; however, the lack of inflation
adjustment to the tax brackets in the rate structure will necessarily lead to
bracket creep. What this means 1in practical terms, is that taxpayers may be
no better off in any real sense (their Income, after adjustment for inflation,
is no greater) but may have to pay greater portions in tax. This can be
mitigated with inflation indexed tax brackets.

The wider brackets of alternative 2 make bracket creep less likely, but
without indexing of any amounts expressed In dollar terms, Inflation remains a

concern.

Inflation adjustment 1s present in the exemption amount of alternative
3. Because the exemption 1is indexed, this alternative is less distorted by
inflation than the previous cases.

I11.  TAX MODEL ALTERNATIVES

A. ALTERNATIVE ONE: ADJUSTED 1978 ALASKA RATE STRUCTURE/ FFnrPAl TA*
BASE

This alternative attempts to reinstate, largely, the tax structure
effective i'n Alaska before it was repealed. That structure had its own set of
progressive tax rates grouped by filing status, and was piggybacked to the
federal law for most of its tax base elements.
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1. Tax Base - New Federal Law adopted
2. Income Inclusions and Exclusions

Included as total Income are wages, salaries, tips, Interest Income,
dividends, Income tax refunds, alimony received, business Income, capital
gains, pensions, IRA and annuity distributions, rents, royalties, partnership,
estates, trusts, farm Income, unemployment Insurance (which we are unable to
Include In our model), social security benefits and other Income. The new
Federal 1law eliminates the SI100 - $200 exclusion of dividend Income and treats
the full amount of capital gain as ordinary Income. The Alaska Permanent Fund
Dividend Is Included as Income.

New restrictions are now Included In the Federal law which define
passive and active participation 1n ventures and set limits for higher Income
taxpayers on offsetting losses of any kind. Passive losses cannot be used to
offset other Income except for $25,000 1n participatory rental losses.

3. Income Adjustments

Under the new Federal law, only the Keogh plan contributions, savings
withdrawal penalties and alimony paid adjustments from Income remain.
Eliminated 1s the Two Earner adjustment; while the IRA adjustment 1s phased
out at higher Income levels or eliminated If the employer covers the employee
with a retirement plan. The moving expense and employee business expense
adjustmen are now deductions.

4. Treatment of the Alaska Permanent Fund Dividend

All of the alternatives exclude the PFD from state taxable Income.

5. Nonresident Apportionment

As was done in the 1978 Alaska individual Income tax law, nonresident
workers apportion their Income by source state 1n this proposal. The
apportionment ratio is obtained by dividing Alaska adjusted gross Income
(Income earned 1n this state or attributable to Investments in this state) by
total adjusted gross income. The ratio obtained 1s used to adjust exemptions
and standard deduction. Itemized deductions are apportioned to Alaska based
on the expenditure location, property site or source of Income to pay the
expenditure.

6. Standard Deduction

The following standard deductions are assumed to be adopted From the
Federal Code and are indexed yearly for inflation.
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Filing Standard Add*nl for Bllndness/
Status Deduction Age Exemption
Single $3,000 $750 per Exemption
Married FI 11lng Joint $5,000 $600 per Exemption
Married FI 1ing Sep $2,000 $600 per Exemption
Head of Household $4,400 $750 per Exemption

7. ltem!?ed_Peduc.tlons

Those with greater than the standard deduction can Itemize deductions on
state returns as done on the Federal return. Alaska Income taxes cannot be
deducted for Alaska tax although they can for Federal income tax. Medical
expenses In excess of 7.5 percent of adjusted gross Income are deductible.
Sales taxes are not deductible but property taxes are. Home mortgage Interest
(for primary and secondary residences) 1s still deductible, but consumer
Interest Is phased out and other mortgage Interest Is no longer deductible.
Union and professional dues, tax return preparation fees, employee business
expenses are also deductable, but must total more than two percent of adjusted
gross Income. Moving expenses are deductible.

8. Personal Exemptions

Exemptions.are available for the taxpayer, spouse, dependents and for
certain debilitating conditions. They are worth $1,950 each in 1988, $2,000
in 1989 and are Indexed for Inflation thereafter. For higher Income
taxpayers, the value of these exemptions 1s reduced by five percent of taxable
Income if taxable Income Is greater than the threshold amount (which is

Indexed yearly for Inflation).

Fillng Income

-Status Threshold

Single $ 89,560

Married Fl 1lng Joint $149,200

Married Filing Separately $113,300

Head of Household $123,790
9. Tax Credits

We have not Included any tax credits In these alternatives.

10. Tax Rates

Tax rates effective for the 1978 and 1979 Alaska Individual 1income tax are
assumed to be re-adopted for this proposal.
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B. ALTERNATIVE TWO: LIMITED BRACKETS/ FEDERAL TAX BASE
This alternative Is piggybacked to the federal law for most of Its tax
base elements. The difference betv/een this and Alternative th\ Is a two
bracket tax rate. This could be accomplished by following these three steps.

Adopt new federal rules to derive the taxable Income base;

Divide taxable Income Into a small number (2 or 3) of brackets
according to some objective criteria or adopt the Federal brackets.

Specify state tax rates for each of the chosen brackets with Income
1n the higher bracket(s) being taxed at a higher rate.

1. Tax Base - same as alternative #]

2. Income Inclusions and Exclusions - same as alternative tf]

3. Income Adjustments - same as alternative #1

4. Treatment of the Alaska Permanent Fund Dividend - same as
alternative #]

5. Nonresident Apportionment - same as alternative #1

6. Standard Deduction - same as alternative #1

7. ltemized Deductions - same as alternative #1
8. Personal Exemptions - same as alternative #1
9. Tax Credits - same as alternative #1

We have not Included any tax credits 1n these alternative proposals.

10. Tax Rates

The rates and rate groups assumed to be In place for this proposal are
presented below. These rates are a set that make the alternative revenue
neutral compared to the first alternative and the last alternative, for the
first year (1988) only. That Is, all four proposals are constructed to raise
approximately the same revenue.

TAXABLE INCOME LEVEL
$0 - $25,000 3.7%
$25,000 & more 7.7%

C. ALTERNATIVE THREE: FLAT RATES/ FEDERAL TAX BASE,
NO EXCLUSIONS OR DEDUCTIONS,
HIGH PERSONAL EXEMPTION
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A true flat tax has two attributes: (1) It applies the same rate of tax
to everyone and to each component of the tax base; and (2) to arrive at the
tax base there are no deductions from total Income except personal exemptions
and strictly defined business expenses.

To raise a certain amount of tax revenue It 1s necessary to make a
trade-off between the size of the personal exemption and the marginal tax rate

"A high exemption may be desirable to secure relief for those at the
bottom of the Income schedule and to Increase progressiveness (with

respect to average tax rates). But a higher exemption means that a

higher marginal tax rate must be applied to maintain revenues."

1. Tax Base

As with the previous alternatives, this tax system Is tied to the
Federal tax law. In this case, however. It is piggybacked to the federal law
only for its Income Inclusion elements. It Is not tied to the federal law for
exemptions, deductions or Income exclusions. The advantage 1in being tied to
the federal system Is largely administrative, as discussed previously. The
disadvantage Is that federal changes can automatically effect state law and
revenues dramatically.

The federal law has changed since the Alaska Individual Income tax was
In effect. This proposal assumes that the changes adopted by the federal
government will be referenced 1n Alaska Statute much as they were In
1978-1979, but only for Income Inclusions. This will result in the expansion
of the adjusted gross income; and therefore, the tax base. The provisions of
the new law that we assume would be effective for this proposal are summarized
be low.

2. Income-Inclusions and Exclusions

Included as total Income are wages, salaries, tips, Interest Inconme,
dividends, Income tax refunds, alimony received, business Income, capital
gains, pensions, IRA and annuity distributions, rents, royalties, partnership,
estates, trusts, farm Income, unemployment Insurance (which we were unable to
Include In our model), social security benefits and other Income. The new
Federal law eliminates the $100 - $200 exclusion of dividend income and treats
the full amount of capital gain as ordinary income.

New restrictions are now Included 1n the Federal 1law which define
passive and active participation in ventures and set limits for higher Income
taxpayers on offsetting losses of any Kkind. Passive losses cannot be used to
offset other Income except for $25,000 in participatory rental losses.

(Passive losses occur particularly in some partnership and rental arifviHn )

3. Income Adjustments
Under the new Federal 1law, only the Keogh plan contributions, savings

withdrawal penalties and alimony paid adjustments from Income remain.
Eliminated Is the Two Earner adjustment; while the IRA adjustment Is phased
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out at higher Income levels or eliminated If the employer covers the employee
with a retirement plan. The moving expense and employee business expense
adjustment are now deductions.

4. Treatment of the Alaska Permanent Fund Dividend

All of the alternatives presented exclude the Alaska Permanent Fund
Dividend from taxable Income.

5. Nonresident Apportionment

Nonresident workers apportion their Income by source state in this
proposal. The apportionment ratio Is obtained by dividing the Alaska adjusted
gross Income (Income earned In this state or attributable to Investments |In
this state) by total adjusted gross Income. The ratio obtained from Alaska to

total Income is used to adjust exemptions also.
6. Personal. Exemption

The personal exemption 1n this alternative is set high both as a proxy
for a subsistence amount and to respond to family size. The high personal
exemption helps to make the effective rates of this proposal more
progressive. The exemption value for taxpayer, spouse and dependents |Is
$3,000 each.

7. Tax Credits
We have not included any tax credits in these alternatives.
8. Tax Rates

The tax rate in this alternative was designed to provide a revenue
neutral tax compared to alternative one. That 1s, total revenues are
approximately the same as the previous two cases, $250,000,000. A 3.9 percent
tax rate was used for all Income. Progressive rates could also be applied to
this tax base but It would be difficult to develop a revenue neutral (compared
to the other alternatives) case with these rates.

D. ALTERNATIVE FOUR: DISCUSSION/THE WORKING DRAFT
1. F111lng Status

A decision will have to be made concerning the filing status of married
persons. Under federal 1law, marrieds may file jointly or separately. It
would be preferable to require that the same status be used for tpurp»>
as utilized for federal purposes. Otherwise, 1income will li-se to I*=
attributed to the spouse who earned the income and this would be important
only at the state level. This would then present an audit question
exclusively at the state level which would increase the state administrative

requirements.
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2. Exemptions
The next question concerns the setting of exemptions. For Instance,
extra exemptions may be desirable for those 65 and over and for the blind In

addition to the normal exemptions for the spouses and dependents. Other
exemptions could be cranked In as well to achieve other policy goals.

The amount of the exemption can also be set to achieve a certain desired

result. For Instance, If the exemption Is set at $3000 per person a family of
four would pay no tax on the first $12,000 of Income AFTER certain limited
deductions. The proposal merely uses a $3000 exemption as a starting point.

The fixing of this amount Is a political decision which will take Into
consideration the minimum threshold level of taxation of lower Income
taxpayers, however changing this amount will be reflected 1n the rates.

3. Tax Base
a. Federal Total Income

The modified flat or graduated tax structure uses federal total Income,
with certain adjustments, as the tax base starting point. Federal total
Income Is Income from all sources, Including all capital gains and permanent
fund dividends, and corresponds to line 23 of the 1986 Form 1040. The
adoption of the Internal Revenue Code provisions defining items of Income may
be preferable as these concepts are generally well settled through years of
administrative rulings and court decisions. The administration of the tax
will be facilitated by the adoption of the code provisions defining income.
The processing and compliance efforts will also be enhanced since the federal
return can be utilized for verification. Further, IRS audits will result in
corresponding adjustments to the Alaska returns to the extent an Income Item

Is Involved.
b. Additions To The Tax Base

Additions to the tax base would Include Interest on obligations from
states other than Alaska. This tax free Interest at the federal Ilevel 1s not

Included In Income otherwise. Since lower Income taxpayers do not generally
receive tax free Income, the Impact will be absorbed by middle and upper
Income taxpayers. However, It may be desirable to maintain tax exempt status

for Interest on Alaska obligations, such as on AHFC bonds, to Increase demand
for those securities as well as to promote investment In Alaska rather than 1n
other states. The Inclusion of non-Alaska tax-exempt income in the tax base
will require that the corporation Income tax statutes be amended to achieve
the same result at the corporate level.

The cost of living allowance that federal employees receive in M« stal*-
must be added to the tax base to place these resb5dents on a pai wilh nihei
state residents. Federal COLA 1s not subject to federal income tax and thu .
1s not Included In federal income.
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(o Subtractions..From lhe-Tax.Jase

Deductions from the tax base might take a number of forms. One
deduction, really an elimination, removes Alaska Income tax refunds from the
base. Income tax refunds, to the extent deducted on the federal return In a
prior year, are income for federal purposes In the year of receipt. Since the
state Income tax Is not a deduction for Alaska tax purposes, It should not
form a part of the Alaska tax base and must therefore be subtracted.

Other subtractions from the tax base might Include the penalty for early
withdrawals from savings and alimony paid. These deductions are appropriate
because Interest Income 1n full 1Is Included In total federal Income without
regard to the amount actually received or available. The deduction treats as
total Income only the amount actually received or available to a taxpayer. A
deduction for alimony paid Is necessary since alimony received Is Included In
the tax base. The deduction Is necessary to prevent the same amount from
possibly being subject to tax twice.

The above mentioned additions and subtractions to the tax base would be
made to arrive at an Alaska adjusted gross Income figure. Adjusted g oss
Income could instead be called taxable income and the tax computed on the
amount so determined. However, there are other deductions that have merit In
the tax system that may promote desirable public policy. Charitable
contributions and home mortgage Interest are just two examples. The
experience we have with the federal tax reform efforts leading to the passage
of the Tax Reform Act of 1986 Illustrates that there are demands for certain

deductions.

Thus, medical expenses In excess of 7% of Alaska adjusted gross income
are allowed. So are contributions to Alaska charities and mortgage interest
and property taxes on a princlpal-Alaska residence. Only such expenditures
(except for medical expenses) within Alaska are deductible 1n order to promote
to the fullest the state economy and Investment within the state. This
treatment should prevent leakage of state tax dollars on out of state
expenditures and correspondingly promote Alaska residency.

Interest on United States obligations must not be taxed by a state
pursuant to federal law. Thus, a deduction is allowed. If the itemized
deductions were not allowable under this alternative, the Interest on U.S.
obligations would be deducted in arriving at Alaska adjusted gross income. It
is placed after AGI only because of the floor on medical expenses.

A standard deduction in lieu of itemized deductions is not provided.
Standard deductions create leakage to the extent expenditures in the policy
areas do not exceed the standard deduction. Requiring a *ial expenditures and
proof of those expenses should promote the public policy "templafo”i
Further, a heavy Impact will fall on non-Alaska residents w: may Iwivu lifiu
or no such expenses and will not be able to utilize the standa.d deduction.
Renters may also be impacted although the current economic climate may make it
preferable to encourage home ownership and commitment to Alaska and a
particular Alaska community. That would be accomplished by allowing Interest
and taxes on principal residences. A failure to allow the deduction for home
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Interest and taxes could have the reverse effect of promoting rental over home
ownership In the state. (It is common knowledge that the delinquency rate on
AHFC mortgage loans 1Is becoming Increasingly alarming. The situation should
only worsen under the current ABE program which assumes yearly lIncreases In
the Income of the debtor. State residents will fare well |In the current
economy If Income remains constant. The ABE Increases will Impact state
residents In the next year or two. Unfortunately, the ABE program Is based on
an assumption that Is no longer valid. This exacerbates the already serious

problem).

Taxable income would be derived from subtracting the deductions specified
and the appropriate exemption amount from adjusted gross income. A tax would
then be computed on the amount of the taxable Income.

d. Credit?

Credits against tax might be limited to that for child and dependent care
In Alaska and for taxes paid by residents to other states. The credit for
taxes paid by residents to other states Is designed to prevent double taxation
and promote Alaska residence. Those residents generate Income from other
states which they bring back Into Alaska.

The tax liability for the tax year would be determined by subtracting the
credits from the tax. Withholding and estimated tax payments would be
required durlng the tax year. A withholding worksheet for state purposes
would be required and penalties would be imposed for underpayments as computed
In accordance with current federal law.

e. Non-Residents

A non-resident would compute his tax on only the Income derived from
sources within the state. A statute would be required to specify that income

which Is derived from sources within the state. The statute could be modeled
after the law In effect prior to repeal with consideration given to further
Inclusion or clarification within constitutional limitations. Most -

non-residents would pay a higher effective tax rate than residents since
non-residents would have few if any deductions from which to offset the Alaska
source Income: It may be possible to withhold the benefit of the lower rates
to non-residents under a graduated rate system. Non-residents would pay tax
at the higher rates determined in accordance with their income from all

sources.

IV. ANALYSIS

The above scenario obviously represents a number of policy decisions lli>i
may or may not be politically feasible or acceptable by either the
Administration or the Legislature. Each of the attributes of a tax involves a
policy question and each must be resolved by the appropriate authorities
during the discussion stage. The format of the example used herein is a
judgment call of some of the members of the working group and does not
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necessarily reflect the opinion of all members. It Is Intended to Illustrate
how one model can be built based on available alternatives.

Certain Issues permeate the formulation cf the tax system. First, will
the system be capable of effective and efficient administration and achieve
taxpayer compliance? Second, should the tax system promote state policy and
economic goals, such as promoting residency and Alaska Investment, or should
state goals be primarily dealt with outside the tax system? Third, how should
non-residents be treated 1n the system? Fourth, what 1s the desired
distribution of the tax among the population? These Issues are central to

each of the alternatives.
A.  Admilnls.tr.ative_Il .ssu?s

Research alternatives One and Two differ only In that Research One uses
the old Alaska tax rate schedules while Research Two uses new schedules
patterned after those scheduled to go into effect for federal purposes 1In
1988. Both alternatives adopt federal provisions to arrive at taxable Income
figures, 1l.e. Income less adjustments to Income less Itemized deductions or
standard deduction less exemptions equals taxable income.

Research alternative Three differs from Research One and Two 1n that 1t
does not adopt federal provisions except for purposes .of defining income items
mend then applies a flat percentage tax rate to that Income, with some minor
adjustments. Tax rate tables are not necessary with a flat tax.

The modified flat or graduated tax Working Draft alternative is similar in
design to Research Three in that federal law is adopted for purposes of

characterizing Income items. It would also be similar to the extent the flat
tax concept was used to establish tax liability as a fixed percentage of
Income. It differs from both Research One and Two In that it envisions a very

limited number of adjustments and deductions from Income and would either
adopt selected federal provisions or specifically enact provisions Into Alaska
statutes. The utilization of a graduated tax rate system under this method
would not effect the difference between 1t and the other alternatives.

The wholesale adoption of the federal code provisions in Research One and
Two would mean that the state system will mirror the federal system. The
caveat to remember 1is that the Internal Revenue Code has traditionally been
aimed at federal, rather than state, policy concerns. What Is good or
approprlate behavior to encourage at the federal level |Is not necessarily
Important or cost-effective at the state level. The Alaska tax system should
be made to reflect the concerns of the state rather than the federal

government.

The adoption of federal 1law is problematic from the perspecHY™® Hi.il 1iiw
Income tax law changes on a yearly basis. The state system will ?lmmes <h-imi*
due to the adoption of the federal code. This |Is more pronounced with
deductions from income since those are the areas that change with the greatest
frequency. The characterization of income items changes less frequently and
the 1impact at the state level can be seen more readily. Thus, Research Three
and the Working Draft present a advantage In this context over the other two
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alternatives. The enactment Into Alaska law of specific provisions addressing
the subtractions from Income would create a certainty of tax result and would
remove the state tax law from tha problems caused by changing federal law.
This 1s feasible with the Working Draft and Research Three but not with
Research One and Two because of the number of provisions Involved. 0Of course,
federal law will remain In effect for determining the profit or loss of sole
proprietors, partnerships, estates, and trusts, as well as for rental property
and royalty Income. These business activities are separately accounted for
and a net figure Is reported as an Income Item.

Another problem to be considered 1s the discretionary nature of many of
the deductions that arise In the code. There Is virtually always going to be
some difference of opinion as to what constitutes the proper amount of a
deduction. The majority of disputes we have experienced in prior years
concerned deductions rather than income Items. The IRS generally relies on
Information returns to audit Income Items and focuses audit efforts on
deductions and credits where the most abuse Ulies. There may be much to be
said for a tax system that eliminates or sharply curtails the extent of
deductions from Income and the resultant abuse. A less cumbersome system
should result 1n a fairer system for those taxpayers similarly situated.
However, a system with no deductions may not reflect a taxpayer®"s true ability
to pay and therefore be unfair. A compromise between the two could be the

most logical solution.

Administratively, all the alternatives contemplate the drafting of
statutes to accomplish the Intended result. Further, the Department of
Revenue will have to promulgate regulations and Issue rulings covering many of
the areas in the Income tax law. A true flat tax without deductions from
Income, such as 1n Research Three, would be the simplest from a drafting
perspective. However, any regulations and rulings pertaining to non-resident
income will have the same level of complexity under any of the alternatives.

Withholding of tax at the source by employers will be required under all
of the alternatives. Here, the least Involved withholding system would be
under Research Two because the state withholding could be set at a percentage
of the federal withholding. The other alternatives differ *rom the federal
and thus state withholding schedules will be required 1n order to determine
the extent of withholding.

A withholding system means quarterly reports and year end reconciliation
returns. It Is estimated that there will be about 17,500 reporting entities
which will generate 70,000 yearly withholding reports and 17,500 year end
reconciliations. Taxes due are generally paid with the reports or returns
although monthly payments are required for taxes withheld by an employer that
exceeds $500 in any month. Estimated tax payments and forms will also be
required under all the alternatives to cover income not subject to “»iiivlwel»M tiq.

In addition to the withholding reports and returns, it is estimated Ilhoi
275,000 returns will be filed each year. Other administrative concerns with
all the withholding and tax filings would be virtually the same under all the
alternatives. These administrative responsibilities would Include, in part,
the following.
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Developing withholding and tax return form packages.

Taxpayer and employer education and assistance.

The receipt and processing of reports and returns.

Processing cash flow, Including refunds.

Data capture of report and return Information and cash flow.

MIcrofilming returns.

Filing (storage) of tax reports and returns.

Maintaining document retention schedules and periodically

destroying documents.

9. Computer programming and Increased computer capacity.

10. Computer editing of Information.

11. Training of Department personnel in processing and review
functions.

12. Office audit of each report and return and generation of billings.

13. Field audit activities, especially non-resident Income area.

14. Collection activities.

15. Criminal Investigations.

16. Appeal procedures for disputed taxes.

17. Coordination and processing of Informational returns from banks
reporting Interest and taxes.

18. Coordination and usage of IRS-Alaska exchanges of Information.

19. Yearly reporting to IRS of state tax refunds Issued.

O ~NOoO O WN R

B. Policy and Economic Issues

The broadening of the tax base and reducing the tax rate lead to
simplicity and fairness In a tax system. Base broadening strives to achieve
the goal of treating similarly situated taxpayers 1n an equal manner. Thus,
an all Inclusive tax base, no subtractions from the base, and a flat tax rate
have received support as being the less complex of the tax systems. However,
a simple tax system may not be necessarily fair nor may 1t achieve state
policy goals designed to encourage and promote the state economy.

An Income tax system that 1s fair should be designed to Include all, or
virtually all, Income received by an Individual 1n the tax base and allow
certain adjustments or deductions that clearly reduce the ability of one to
pay the tax. Ability to pay 1s a threshold question 1n a tax system and the
decision must be made early on whether the law should take this factor Into
consideration. If the answer Is yes, then the decision maker must evaluate
certain deductions and decide whether such are appropriate given the social
and economic considerations currently existing at the time or reasonably
foreseeable 1n the future. Certain deductions are justifiable since some
expenditures reduce the ability to pay without Increasing personal consumption
and/or encourage socially desirable behavior.

A listing of some deductions will illustrate that selectivity will lp
r-quired In deciding the extent to which deductions will be allowed.
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Moving expenses
Employee business expenses

IRA deduction

Keogh and SEP retirement plan deductions
Allmony paid

Deduction for a married couple when both work
Capital gain deduction

Penalty on early time deposit withdrawals
Casualty and theft losses

Contributions

Mortgage and consumer Interest

Medical and dental expenses

State and local Income, sales, real and personal property taxes
Adoption expenses

Business entertainment expenses

Business gifts

Dues to professional societies

Educational expenses

Employment agency fees

Home office expenses

Production of Income expenses

Small tools and supplies expense

Special work clothes

Subscriptions to professional associations
Tax advice and preparation

Union dues and expenses

The Working Draft alternative allows as discretionary deductions only the
penalty on early withdrawal of savings, alimony paid, medical expenses
exceeding stated amounts, contributions to Alaska charities, real property
taxes and mortgage Interest on a principal Alaska residence, as well as a
credit for Alaska child and dependent care. (Note: A credit 1s used In our
alternative to provide a greater tax benefit since It applies equally to all
taxpayers regardless of Income levels and marginal tax brackets. A deduction
might be just as appropriate and eliminate the need for a separate credit
calculation). Discussion earlier In this report focused on the rationale
supporting the suggestion that these Items be deductible. The penalty on
early withdrawal of savings, alimony paid and medical expenses do not Involve
consumption. The savings penalty 1s actually a recapture of Interest that Is
Included In Income and the deduction backs that recapture amount out. A
deduction for alimony 1s appropriate to prevent It from being taxed where the
payor does not have the use of the money and, to the extent alimony is paid to
another Alaska resident, from the same item being taxed twice. Medical
expenses are subject to a floor based on income and may promote good health
care but predominantly allow for catastrophic medical expenses which reduce
one"s ability to pay.

The other deductions in the Working Draft have been suggested since thev
not only meet all of our criteria, 1i.e. such do not increase personal
consumption and they do encourage socially desirable behavior and they also
reduce the ability of an individual to pay, but each also promotes Alaska
residency and Investment 1n the state and a concomitant commitment to
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communities. What, |If any, deductions that are to be ultimately allowed In
the Income tax system should be determined In relation to whether the state
desires to promote policy and economic goals through the tax system. To some
extent, any such deduction will be reflected In higher tax rates.

C. Non-Resident Issue

Under the prior tax system non-residents paid taxes at effective tax rates
less than Alaska residents. This was due to the fact that Alaska residents
had to Include all Income In the tax base while non-residents Included only
Alaska source Income. While non-residents were allowed only a percentage of
personal exemptions, standard deductions or Itemized deductions In the ratio
that Alaska Income bore to total Income which offset some of the advantage,
nevertheless the failure to take all |Income Into some account In the
computation of the tax resulted in non-residents having their income taxed |In
the lowest rate brackets compared to residents In similar circumstances.

The decision makers must thus decide the extent to which non-residents
deriving Income from Alaska will contribute to the costs of providing state
services. These state services benefit resident and non-resident alike.

Thus, the Working Draft alternative would place non-residents on a par with
state residents by taking total Income Into consideration In determining the
appropriate tax brackets under which non-residents must compute their tax
liability. All of the alternatives, except to the extent a flat tax might be
Imposed in which case It would make no difference, can be designed to attain
this objective. The actual tax, however, |Is computed only on the Income,
derived from Alaska sources. Constitutional [limitations prohibit a state from
levying Its tax on Income from other sources earned by non-residents.

The Working Draft differs from Research One and Two also 1n the treatment
of deductions. Research One and Two Incorporate federal provisions relating
to deductions from income that are generic. That 1Is, 1ltmakes no difference
the state 1n which the expenditure 1s made. The WorkingDraft focuses upon
only Investment In Alaska as giving rise to allowable deductions. The effect
of this will be, for example, to allow a resident to deduct mortgage interest
on his Alaska residence while denying a deduction to a non-resident for
Interest paid on his out of state residence.

Income sourcing rules will be required to determine the extent of Income
derived 1n Alaska by non-residents. Prior law and the characterizations by
other states can be drawn upon for guidance. There Is agreat deal of leeway
In this area for abuse since it Is not always a clear cutcase of determining
the 1income sourced within the state. For example, the customary structure in
many Washington fishing businesses is to conduct fishing activities in
corporate form through joint ventures with other corporations. Subs InnMa |
sums are paid In the form of officers compensation for wotV alleged b«
performed solely in the state of Washington. The corporation is allowed to
deduct the compensation from its income and the individual who receives such
asserts the compensation Is not from an Alaska source. The compensation
varies each year depending on the success of the business. It therefore
becomes relatively easy to shift Income to a non-taxable source. An audit Is
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required to make any adjustment and the audits are complex and very detailed.
An audit presence will be necessary to achieve any real degree of compliance.
A possible counter-measure, in part, would be to statutorily deny a
corporation any deduction for officers compensation.

It Is also particularly difficult to determine the Alaska source Income
for crew share, boat share, and captain share members on fishing vessels. In
many cases the majority of time Is spent just outside the state"s territorial
waters but the fish product Is transferred or sold within the state and the
taxpayers are largely dependent upon the state for providing benefits and

services to the operations which make the activities profitable. If the
Alaska source income 1Is determined by reference to time spent In Alaska
waters, very little tax will be generated. The same problem exists to some
degree with all transportation carriers, l.e. air, marine and land. All these
areas will need to be considered In determining the participation of
ncn-residents In sharing the tax burden. Broad authority to the Department In
promulgating statutory regulations could be a solution. Audit visibility will

be a must If any serious effort is contemplated 1n ensuring that non-residents
pay a fair share of the tax burden.

D. P.Is.t d -b.dt.lgn_QF, ThV-Tax .Burden

The distribution of the tax bmden Involves the question of what Income
groups will pay what part of the total tax required to be generated by the tax
system. The 1income composition of the population must therefore be analyzed.

A pure flat tax system Is less sensitive to Income levels since all Income
1s nominally taxed at the same rate. In contrast, a graduated tax rate systenm
1s sensitive to Income levels since the more one earns the more tax one pays.
If the design and Intent of the tax system Is to base It on the ability of the
populace to pay the tax, then a graduated tax system like Research One and Two
and the Working Draft graduated model must be preferred over Research Three.

Even 1n a graduated tax system, low Income families are not necessarily

removed from the tax roles. The setting of the minimum threshold levels of
tax are thus important In achieving the overall distribution of the tax burden
among the desired income levels. This is accompllshed by the Income level at

which a tax liability arises as well as through the establishment of
exemptions.

The distribution of the tax will also Involve the determination of the
number of tax brackets and rates that need to be employed in the system. This
would Ulikely be based on the ability cf various Income levels to pay
progressively higher rates of tax.

In order to effectively measure and analyze the income levels,
consideration must be given to the items defined in the tax system as income.
The Research alternatives, and the Working Draft with certain additions, use
federal law to define Income. There are many advantages in doing so although
there are persuasive reasons to reach beyond the federal characterizations.
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For Instance, all unemployment compensation benefits under federal law
will be Included In full In Income in 1987. However, only half of social
security benefits are Included for those with other Income of $32,000 if
married and $25,000 if single. Interest on state or local obligations is
excluded from federal 1income as 1is federal cost of living allowances. It
might be fundamentally said that equal treatment of those with the same
disposable Incomes requires that all these items be treated as Income,
especially under a graduated tax system that provides for those with lower
Incomes through lower rates. The Working Draft attempts to strike a balance
by including In income non-Alaska tax exempt interest and the federal cost of
living payments while adopting federal law excluding social security payments
and including unemployment compensation. The Research alternatives would
continue to follow federal law In all pertinent respects.

Lastly, a decision will need to be made on the treatment of the Alaska

Permanent Fund Dividend. The PFD 1s taxable under federal law. However, in
contrast with the premise of levying a tax based on ability to pay, the
alternatives exclude the PFD from the Alaska tax base. Inclusion of the PFD

would raise $8-12 million or otherwise allow lower tax rates.

It Is possible, however, to Incorporate the PFD payment into the income
tax program in some fashion. That could be in the nature of a qualification
filing with the income tax return or even as a offset against the tax. An
offset could require a prior approval to a taxpayer of proper qualification.
The tax return could also contain the names of dependents, i.e. children, who
should receive direct payments, where income tax returns are not required.

We also are aware of a proposal from the Division of Policy in the
Governors Office that would apply the PFD to tax liability for most taxpayers
and refund the PFD to other taxpayers whose liability was less than the amount
of the PFD. The purpose is to cast the refundable PFD in the form of a
"welfare" payment and remove 1t from federal income tax. Currently, there is
substantial 1loss of the PFD revenue from the state to the federal level
because of the tax.

We see problems In that approach because all taxpayers receive a credit or
refund of a sum certain. The IRS will certainly attempt to apply constructive
receipt or discharge of Indebtedness rules to reach the Income. A different
approach might be to structure the PFD into a program like the earned Income
provision at the federal level.

The earned income credit at the federal 1level in 1988 applies to certain
taxpayers with AGlI of less than $17,000 who receive earned Income and have
children. The credit is applied against tax liability or is refundable if no
tax Is owed. As an example, a head of household with AGI of $12,000 would
generate a credit of $500 (147. of first $5714 of earned income, or Tf.o00,
reduced by 107. of the amount exceeding $9,000, or $300). rhe concept umihi lie
applied at the state level in lieu of the PFD to distribute funds to those

residents most in need of the payments. The remainder of the revenue that
otherwise would have been paid to other residents could, for example, then be
distributed to the municipalities based on population. The payments and

distributions should not result in any tax liability to residents and there
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leakage of state revenue as Is the present situation under

would not be any
in any program of this nature would be in

the PFD program. A major problem
its application to non-residents.

The Working Draft and the Research alternatives do not attempt to address
in detail these proposals because the ideas need more policy direction and the
PFD could create an emotional response overshadowing the need to develop a
viable tax system. The PFD question is probably best left to the

Administration and the Legislature.



DRAFT BILL
TAX ALTERNATIVE THO
FEBRUARY 13, 1987

A BILL

For an Act entitled: " An Act for the taxation of Income derived by
Individuals, partnerships, and fiduciaries; and
providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

“Section 1. AS 43.20.011 1s amended by adding new subsections (g), <h), (1),
() and (k) to read:

(g) There 1s Imposed for each taxable year upon the taxable Income of
every resident, nonresident and part year resident Individual and
fiduciary of the state, except for those subject to the rates In
(h), (1) or (J) of this section, a tax computed according to the
following table.

If the taxable Income is: Then the tax is:
Over $31 but less than $30,000 3.27. of taxable Income
$30,000 or more $960 plus 5.77. of the

excess over $30,000

(h) There Is imposed for each taxable year upon the taxable income of
every resident, nonresident and part-year resident married
Individual who makes a single return jointly with his spouse (as
provided in section 6013 of the Internal Revenue Code) and upon
every resident, nonresident and part-year resident surviving spouse
(as defined in section 2(a) of the Internal Revenue Code) a tax
computed according to the following table.

If the taxable income 1s: Then the tax is:
Over $31 but less than $50,000 3.27. of taxable income
$50,000 or more $1600 plus 5.77. of the

excess over $50,000

(i) There 1is imposed for each taxable year upon the taxable income of
every resident, nonresident and part-year resident head of a
household (as defined In section 2(b) of the Internal Revenue Code )
a tax. computed according to the following table.

If the taxable income is: Then the tax is:
Over $31 but less than $40,000 3.27. oF taxable income
$40,000 or more $1280 plus 5.7 of the

excess over $40,000
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(d)

There 1Is Imposed for each taxable year upon the taxable Income of
every resident, nonresident and part-year resident married

Individual who does not make a single return jointly with his spouse
a tax computed according to the following table.

If the taxable Income Is: Then the tax Is:
Over $31 but less than $25,000 3.2% of taxable Income
$25,000 or more $800 plus 5.7% of the

excess over $25,000

For purposes of (g), (h), (1) and (J) of this section, the tax

on fiduciaries, nonresidents and part-year residents shall be the
tax, computed.on_taxable Income from all sources multiplied bv a
fraction the numerator of which Is adjusted gross Income from
sources within the state and the denominator of which Is adjusted
gross Income from all sources. (DIFFERENCE BETWEEN THE TAX COMPUTED
ON TOTAL TAXABLE INCOME FROM ALL SOURCES AND THE TAX COMPUTED ON
TAXABLE INCOME ATTRIBUTABLE TO SOURCES OUTSIDE THE STATE.)

An individual shall determine the tax for purposes of this section
by using the same filing status as reported on the federal return.

2. AS 43.20.030(a) and (d) are amended to read as follows:

Every Individual, fiduciary, partnership and corporation required to
make a return under the provisions of the Internal Revenue Code

shall at the same time file with the Department a return setting out
(1) the amount of tax due under this chapter, less allowable credits
and payments claimed against the tax; and,

(2)other information which the Department requires for the purpose
of carrying out the provisions of this title.

A taxpayer shall file with the return a true copy of the tax return
filed with the United States Internal Revenue Service. Every
taxpayer shall file an amended return with the Department, and remit
any additional tax and interest due, within 60 days of any final
determination 1n the taxpayer®s federal tax liability. For purposes
of this section, a final determination means the time an amended
federal return Is filed or the date a federal assessment is made.



eSection 3. AS 43.20.031 Is amended by adding new subdivisions (j), (k) and
(1) to read:

a)

k)

€9)

The Income of an Individual and fiduciary Is gross Income as defined
In Section 61 of the Internal Revenue Code, and Includes those Iltems
specifically Included In and specifically excluded from gross Income
under Subtitle A, Ch. 1B, Parts Il and Ill, with the following
modifications:

(1) a taxpayer who receives a cost of living allowance which 1s
exempt from federal Income tax shall determine and Include that
amount as part of his Income as If the cost-of-11lvlng allowance were
not exempt;

(2) a taxpayer who receives Interest upon obligations of any state,
or Interest upon obligations of any political or municipal
subdivision of any state, which Is exempt from federal |Income tax,
shall determine and Include that amount as part of his Income as If
the Interest were not exempt.

The following adjustments to the gross Income of an Individual and
fiduciary are allowed as deductions In arriving at adjusted gross
Income under this section:

(1) The deductions allowable under Section 62(a)(l1) of the Internal
Revenue Code attributable to a trade or business carried on by a
taxpayer.

(2) The deductions allowable under Section 62(a)(3) of the Internal
Revenue Code from the sale or exchange of property.

(3) The deductions allowable under Section 62(a)(4) of the Internal
Revenue Code which are attributable to property held for the
production of rents or royalties.

(4) The deductions allowable under Section 62(a)(9) of the Internal
Revenue Code for the premature withdrawal of funds from time savings
accounts or deposits.

(5) The deductions allowable under Section 62(a)<10) of the
Internal Revenue Code for alimony.

(6) Interest received on obligations of the United States.
(7) Refunds of state Income taxes Included in gross Income.

In the case of an Individual, the personal exemptions provided by
Section 151 of the Internal Revenue Code shall be allowed as
deductions from adjusted gross Income 1n computing taxable income
except the exemption amount shall be $3,000.00 without regard to the
Inflation adjustment of Section 151(d)(3). (THE ALLOWABLE DEDUCTIONS
FOR PERSONAL EXEMPTIONS IN THE CASE OF NONRESIDENT AND PART-YEAR
RESIDENTS IS LIMITED TO AN AMOUNT IN THE RATIO THAT ADJUSTED GROSS
INCOME FORM SOURCES IN THE STATE BEARS TO ADJUSTED GROSS INCOME FROM
ALL SOURCES.)



eSection 4. A new AS 43.20.032 Is added to read as follows:

The adjusted gross (TAXABLE) Income of nonresidents, part-year residents,
and fiduciaries 1Is the adjusted gross (TAXABLE) Income as determined
under AS 43.20.031 Q”whlch_a_Dortlon Is .attributable to sources in the
state (WHEN ATTRIBUTABLE TO SOURCES IN THE STATE). Deductions are
allowed against _the_Portlon attributable to sources In the state only to
the extent connected with Income which arises from sources In the state
or property having a situs for taxation In the state.

eSection 5. AS 43.20.040 Is amended by adding new subsections (b)(8) and
(b)(9) and (d) to read:

(8) working for salary or wages In the state;
(9) an estate or trust deriving Income from sources 1n the state.

(d) If.a business, trade or profession Is carried on partly Inside and
parll.v_Q.uts.lde-the.state, other.than the rendering of purely
personal services bv an Individual, the Income from sources In the
state shall be_determlned as provided In AS 43.19.

eSection6. A new AS 43.20.062 1s added to read:

(a) A resident 1s allowedas a credit against the taxotherwise due
under this chapter the amount of Income tax Imposed on him for the
taxable year by another state or territory of the United States on
oncome derived from sources 1n the other state or territory which 1s
also subject to tax under this chapter.

(b) The credit allowed In(a) of this sectionls limited to that
proportion of the taxcomputed under this chapter which the taxable
Income from the other state or territory bears to total taxable
Income. The credit shall not exceed the actual tax paid to the
other stats or territory.

(c) The amounts deducted and withheld as taxes under this chapter during
a calendar year are allowed as credits to the taxpayer against the
tax Imposed by this chapter.

(d) A taxpayer meeting the qualification requirements for receipt of the
Permanent Fund Dividend under AS 43.23.025 for the calendar year may
Instead apply the dividend as a credit against the tax Imposed by
this chapter for that calendar tax year under regulations
promulgated by the department.



“Section 7. A new AS 43.20.171 Is added to read:

(@)

(b)

(c>

(d)

Q)

Every employer making payment of wages or salaries shall deduct and
withhold an amount of tax computed In a manner to approximate the
amount of tax due on those wages under this chapter for that year.
Remittance of taxes withheld shall be accompanied by returns or
reports on forms prescribed by the department and at the time or
times required bv the department bv regulation. The department
shall publish the rate of withholding required by this section.
Every employer making a deduction and a withholding shall furnish to
the employee (UPON REQUEST) on or before January 31 of the
succeeding year, or within 30 davs of termination of employment If
such 30 dav period ends before January 31. a written statement on a
form prescribed bv the department showing (1) the name and taxpayer
Identification number of the employer: (2) the name and social
security number of the employee: (3) the total amount of wages and
other compensation: and. (4) the total amount deducted and withheld
as tax. (OF THE AMOUNT OF TAX WITHHELD FROM THE EMPLOYEE ON A FORM

PRESCRIBED BY THE DEPARTMENT).

Every employer making payments of wages or salaries earned 1n the
state, regardless of the place where the payment Is made,

(¢)) Is liable for the payment of the tax required to be deducted
and withheld under this section and Is not liable to any Individual
for the amount of the payment; and,

(2) shall make return of and pay to the department quarterly or at
other times as the department may require, the amount of tax levied
which under the provisions of this chapter he is required to deduct,
and withhold

Any person required to collect, truthfully account for, and pay over
any tax Imposed by this chapter who willfully falls to collect such
tax, or truthfully account for and pay over such tax, or willfully
attempts 1n any manner to evade or defeat any such tax or the
payment thereof, shall, In addition to other penalties provided by
law, be liable for a penalty equal to the total amount of the tax
evaded, or not collected, or not accounted for and paid over, as
provided 1n AS 43.05.220(d).

If the employer Is the United States or the state or a political
subdivision of the state, or an agency or Instrumentality of one or
more of the foregoing, the return of the amount deducted and
withheld upon wages or salaries may be made by an officer of the
employer having control of the payment of the wages or salaries or
who Is appropriately designated for that purpose.

In this section the terms wages, employee and employer havo ih<
meaning attributed to them under the Internal Revenue Code



“Section 8. AS 43.20.340 1Is amended by adding new subsections (12), (13),
(14), (15), (16), and (17) to read:

(12) “"fiduciary" means a guardian, trustee, executor,
administrator, receiver, conservator, or a person acting In a
fiduciary capacity for another or the estate of a deceased
person”. The term fiduciary also means an estate or trust for
purposes of this chapter.

(13) "Individual™ means a natural person, married or unmarried,
adult or minor, subject to payment of an Income tax under the
Internal Revenue Code;

(14) "domicile™ means the place where an Individual has his true,
fixed, permanent home and principal establishment and to which
place he has the Intention of returning whenever he Is absent for a
temporary or transitory purpose;

(15) "nonresident” means an Individual who is not a "resident" or
"part-year resident";

(16) "residence" means actual physical presence In the state and 1s
determined without regard to a person®"s "domicile";

(17) "resident” means an Individual or natural person who during the
taxable year has been domiciled 1n the state or has resided within
the state for the entire taxable year; an Individual does not lose
his status as a resident simply by reason of attending an
educational Institution or by serving In the armed forces.

“Section 9. AS 43.20.012 and AS 43.20.013 are repealed.

“Section 10. This act takes effect on January 1, 1988.
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a lasteaindividual I ncome T a X

summary

The tax proposal described here (the Working Draft) issimple to explain,
simple to administer, and simple for the taxpayer. The structure of the Working
Draft is illustrated in Figure 1. Calculations begin with "Total Federal®lIncome,™ on
line 23 of the federal form. "Adjustments To Income™ are limited to those essential
for legality or fairness. Deductions are eliminated entirely, a decision supported by
strong theoretical and practical arguments. Despite a proposed personal exemption
of 73,000, the result isamong the broadest bases for a state income tax. Other
things equal, the breadth of the tax base should allow Alaska to have lower rates than
most states, a desirable characteristic from economic and policy standpoints.

Federal Total Income

The arguments in favor ofusing federal total income as the starting point
are simplicity (everyone has to calculate itanyhow), and a settled legal
understanding of what total income means. Federal total income has been a stable
concept, and changes thathave occurred have tended to broaden the tax base.

. Should the administration3proposal adoptfederal total income as the
startingpointfor its individual income tax calculation, as the Working Draft does?

Adjustments to Income

Permanent.Fund Piyjdgnds,
Permanent Fund Dividends (PFDs) are included hi federal total income. The

Working Draft proposes thatPFD income be treated just like any other income.

. Should theP FD shouldbe treated the same as any other income for state tax

purposes?

Federal Cost-of-living Allowance ("COLA).

Alaska has 18,000 civilian federal employees. Each receives a 22 percent
cost of living allowance that isnot taxed by the federal government. The Working
Draft says the CO L A should be part of the state tax base: to provide otherwise
would be unfair to the remaining 204,000 Alaska workers who must pay state tax on
their full income. This isconsistent with Alaska®s earlier income tax. The federal
COLA adjustment adds over $100 million to the state tax base.

. Should COLA received byfederal employees be taxed by the state?



Tax Exempt Interest.
The Working Draft adds all tax exempt interest, and then deducts the interest

on U.S. government obligations. The effect is to tax everything except thatwhich
federal law prohibits us from taxing. Economists generally believe that the subsidy
paid (in lost taxes) isalways larger than the subsidy received by the tax exempt
borrowers (in lower interest costs). The part of the subsidy not collected by
borrowers goes to high income taxpayerswho hold exempt securities.

. ShouldAlaska taxjust the "exempt™ interestfrom other states, taxnone of
the "exempt" interest, or (asproposed here) tax all "exempt" interest except that of

the US.?

Alimony.
Alimony paid isadjusted out (as itis in line 29 of the federal form) to avoid

potential double taxation. Alimony is taxable income to those who receive it

Early Withdrawal Penalties.

These penalties are deducted from interest earnings, all of which isalready
been included inincome. Without an adjustment folks will be taxed on funds they
never received. O f course, had they not chosen to get the money out early, they
would not have suffered the penalty.

. Should the early withdrawal penalty adjustment remain in the Working
Draft?

Federal Adjustments Not Included.
The 1986 federal form allows adjustments for miscellaneous items, some of

which generated much popular support in the recent federal tax debate. A solid case
can be made for leaving most items off the form, and not just for simplicity.
Individual retirement accounts (IRAs), for example, are rarely purchased by low
or lower-middle income households, but are almost always purchased by wealthy
households. Employee "business" expense isanother area that seems to invite petty
chiseling. By 1988 it,along with moving expenses, will no longer be a permitted

federal adjustment.

. The Working Draft makes no adjustmentsfor employee moving expense,
employee "business" expense, IRA and Keogh plan deductions, orfor married
couples who work; isthisapproved?

Personal Exemptions

The Working Draft allows a $3,000 personal exemption. With the
exemption a family of four pays no tax on the first $12,000 of annual income. The
exemption reduces the tax base by almost $1.5 billion. The Working Group
nevertheless included it to provide progressivnoss within the lower income range,
and to assure those with dependents face lower effective rates than those otherwise
identically situated but without dependents. Ifthere were no exemption, a person

3



maxing ao,uuu per year would pay tne percentage tax rate as someone earning
$25,000. Ifdeductions were allowed, the same lower income taxpayer would likely
pay a higher effective percentage rate. Figure 4 shows the average effective tax
rates ina two bracket tax system, with and without the personal exemption.

The personal exemption proposed in the Working Draft runs against the
desire that "everyone with income should pay some taxes.”" Without a personal
exemption, however, the costs of collecting the tax (including H.R. Block fees,
taxpayer time and taxpayer aggravation) will exceed the amount collected formany
taxpayers. If the social principle ("everyone with income should pay") overrides
cost considerations, the Working Group suggests an additional bracket be added at
the low end to provide a lighter tax burden on those with incomes below $10,000

(couples with income below $20,000).

. Is the $3,000 personal exemption approved? Ifnot, is the addition ofa third
bracket approvedfor the low end of the income scale?

Deductions

0 n the subject of deductions the Working Draft issimple: there are none,
either itemized or "standard." |Itis this absence of deductions that provides the
major simplification in the Working Draft. (The Working Draft still allows
business deductions to be subtracted from from non-incorporated business income.)

Each traditional deduction has itsadherents. Usually they are among the well
to do for itis they who benefit disproportionately from deductions. The big items
are covered below indescending order of dollar importance. Allowing even a

fiscally insignificant deduction might open the door for others.

Mortgage and Other Interest.
This is surely the biggie: the Dept, of Revenue estimates that Alaska taxable

income in 1988 would be reduced by at least $650 million ifthisdeduction were
allowed. Almost $600 million of this is expected to be mortgage interest. The
deduction isa subsidy to those who borrow money, especially those who borrow to
buy a home (orhomes). The subsidy is at the expense of thosewho rent, and all
others who forone reason or another are not paying mortgage interest. Coupled
with the inclusion of interest received in income, the deduction serves as a
disincentive to saving.The subsidy ismost important to those with high incomes.
Figure 5 shows that the interest deduction reduces taxable incomes of persons in the
$50-60,000 bracket by 11.4 percent. Those in the $10-20,000 bracket only get
helped to the tune of 3.2 percent. 0On the other hand, the federal government and
most states with income taxes continue to allow this popular deduction.

. Is the administration comfortable with the elimination of the interest
deductionfrom its taxproposal?

Property Taxes.
The deduction for property taxes would reduce expected 1988 taxable

income inAlaska by more than $100 million,and cut tax revenues by roughly $7

4



iuuiiuu. 10 uiuivc mat uiuuaui, taxes oi tnose wno ao notown property would
have to be increased. The deduction of property taxes predominately helps high
income taxpayers. Because the deduction allows local governments to "export" part
of their taxes to the state level, elimination is likely tobe opposed by municipal
officials. Itwill certainly be opposed by real estate interests, who will note that the
Working Draft runs counter to the federal approach and the approach of most other
states with an income tax. The Working Group supports leaving itout.

. Do property tax deductions remain out of the Working Draft?

Miscellaneous Deductions.

This politically potent potpourri includes: union and professional dues and
other employee expenses; certain legal, accounting and other professional fees;
certain adoption costs; some appraisals; and finally, non-business tax preparation
fees. These deductions would likely cost the Alaska tax base over $100 million. This
is a particularly difficult audit area, and one that seems to invite a certain amount

chiseling.

. Do miscellaneous deductions remain out of the Working Draft?

Medical Deductions.

Federal law allows medical deductions ifthey exceed 7.5 percent of adjusted
gross income. Few people have deductions this large, and thus the erosion of the tax
base isnot large - only an expected $20 million in Alaska in 1988. Some haye
argued that the deduction has encouraged the well-to-do to incur large
"discretionary” medical expenses (such as major cosmetic teeth straightening). The
estimates from D O R suggest, however, that the deduction would be broadly
distributed among income groups. Figure 6 shows this, though itdoes not show the
fact that 15 percent of deductions are taken by the 1 percent of filerswho show

losses in adjusted gross income.

. Do medical deductions remain out of the Working Draft?

Charitable Contributions.
Charity would not be deductible. That includes churches. There is little

evidence that giving will be much affected at the marginal tax rates contemplated,

however.

< Do charitable deductions remain out ofthe Working Draft?

Casualty and Theft Losses.
Non-business casualty losses from earthquakes, floods, car accidents, as well

as losses from theft and other vicissitudes would not be deductible under the
Working Draft.

. Do casualty and theft loss deductions remain out ofthe Working Draft?

5



Tax Rates and Brackets

The Working Draft would establish a two bracket tax with rates of 3.1
percent and 5.5 percent. The break between brackets, figured after subtracting the
personal exemption, fallsat $25,000 for single filers and at $50,000 for joint filers.
Figure 7 shows the actual estimated effective tax rates for single and joint filing
taxpayers. The relationship of the rates in the two brackets was chosen somewhat
arbitrarily, so the progressiveness "tilt" should be reviewed. With this ratio between
the higher and lower brackets (3.1%/5.5%), the tax will be slightly less progressive
than the new federal system.

. Are the tax rates and bracket breakpoints in the Working Draft approved?

Indexing for M ation and Deflation

The Working Draft does not yet provide for indexing (adjusting) the
personal exemption and the bracket breakpoint for inflation or deflation. For
example, iftherewas 10 percent inflation during a year, in the following year the
$3,000 personal exemption would automaticall) increase to $3,300 under an
indexing arrangement, and the $25,000 bracket breakpointwould increas to
$27,500. Ifindexing isnot provided, the yield of the tax will tend to increase during
times of inflation, and decrease in times of deflation. This iscalled "bracket creep."

. Should indexingfor inflation and deflation be added?

Combined PFD and Tax Forms

Mailing costs are expected to be reduced by 30 percent from combining the
PFD and tax forms. Additional benefits may result from better compliance; ifa
non-resident return is received from a PF D recipient, a second look would likely be
warranted. As currently planned, the recipient would be able to have the PFD

applied to next year"s tax liability by marking abox on the form.

. Are combined PFD and taxforms approved?

Non-resident and. Part-year Apportionment

There are three possible ways to apportion for those who have income
attributable to other states. The method that seems most appropriate may not pass
constitutional scrutiny, however. The issue isstill under legal review. The working
group proposes use of whichever constitutionally appropriate method results in
non-residents paying the largest part of their share of Alaska government costs. The

decision will be briefed when a draft bill is presented for the governor®s approval.
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STATE OF ALASKA
INDIVIDUAL INCOME TAX

WORKING DRAFT

Total Federal Income
1040 Line #23

L

Add
FederaIIC.O.L.A.
Add
Tax Exempt
Interest
1
Less
Interest on
U.S. Obligations

Less
Alimony Paid
1
Less
Alaska Tax
Refunds

i

Less
Penalty for Early
inthdrawal of Sav.

Alaska Adjusted Gross Income

| Personal
1 Exemptions

1

Alaska Taxable Income

Tax .
2 BracketlJ
Rates 3.1/5.5

| Credit |
| Taxes Paid j
| In Other |
I States j

| Payments |
[Withholdlng]
| Est. Tax j



FIGURE 2

WHERE ARE THE TAXPAYERS?
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FIGURE 3

WHERE IS THE INCOME?
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WHAT IF ALASKA ELIMINATES
THE PERSONAL EXEMPTION?
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FIGURE 5

WHO BENEFITS FROM
INTEREST DEDUCTIONS ?
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FIGURE 6

WHO BENEFITS FROM
MEDICAL* DEDUCTIONS?

AVERAGE
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OF
ALASKA
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OMB from DOR data, 2/11/87.

‘Only medical expenses exceeding 7.5 % of adjusted gross income.



FIGURE 7

WHAT ARE THE EFFECTIVE
TAX RATES?

Personal exemption at $3,000 with no deductions. Brackets at 31 % & 55%;
bracket breakpoint at $25,000 (single) or $50,000 (j°*nt)-
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Individual Inccae Tax Oraft
Desioned Revenue Goal--<250 ullion
Effective tax rates

1955
DRAFT*
AL AL AL NON-JOINT ~ JOINT
RETURNS  RETURNS RETURNS  RETURNS  RETURNS
PERCENT OF PERCENT OF 11 EFFECTIVE EFFECTIVE EFFECTIVE
AG! RANCGE RETURNS AS1 It TAl RA*E TAI RATE TAl RATE
t96
LOSS 1.231 -0.921 ti 0.001 0.001 0.007.
0 TO 10000 21.151 3.351 :: 0.931 0.951 0.141
10001 TO 20000 19.761 8.611 ti 1.951 2.501 1.061
20001 TO 30000 14.481 10.581 :: 2.261 2.591 1.801
30001 TO 40000 11.431 11.781 t! 2.521 3.061 2.181
40001 TO 50000 9.481 12.551 ti 2.691 3.521 2.381
50001 TO 60000 6.671 10.821 :: 2.791 3.761 2.511
60001 TO 70000 4.881 9.341 it 2.991 4.031 2.801
70001 TO 80000 3.527. 7.781 :: 3.281 4.181 3.141
80001 TO 90000 2.311 5.801 tt 3.531 4.261 3.421
90001 TO 100000 1.581 4.421 tt 3.731 4.441 3.641
100001 TO 150000 2.611 9.111 tt 4.081 4.6GZ 3.981
150001 TO 200000 0.511 2.541 tt 4.561 4911 4.481
200001 TO 300000 0.237. 1591 I 4.861 5.061 4.751
300001 TO 400000 0.097. 0.921 tt 5.051 5121 « 4931
OVER 400000 0.031 1e1%h 11 5.241 5.331 5.121
\0

TOTAL 100.001 100.001

* Tho brackets 3/27.-- 0 to 25000 (non-joint) \ 0 to 50000 (joint)
5.77.— over 25000 (non-joint)..! over 50000 (joint)
Apportions Non-residents tax aethod |
$3000 oersonal exeaotion
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Vincent D. Wright DATE: December 31, 1986

Chief of Research

Department of Revenue FILE NO.:

TELEPHONE NO.: 465-2173

subject: individual Income Tax
Report
Mary Ellen Frank, Economist M G
David Tonkovich, Economist &7"
Al Zangri, Economist

The enclosed report contains an analysis of three differently
structured individual income taxes based on two possible economic
scenarios that might occur in the State.

The first tax structure is based on the old state law, including tax
rate tables, that existed in 1978-1979 but incorporates federal law
changes that have occurred since that time. The state law was
"piggybacked" to Federal law. The second tax structure is more closely
akin to the Federal tar. structure and adopts tax rate tables similar to
the latest Federal law. The third tax structure is flat in nature and
largely independent of the existing Federal system. The latter two
approaches are constructed to generate roughly the same amount of revenue
as the first, in the first year only, and are thus revenue neutral. For
succeeding years beyond FY88 the taxes are not revenue neutral. The
significant aspect of these three approaches and what one should focus on
is the differing internal structures i.e. consideration of inclusions,
exclusions, deductions, and exemptions.

The model that we designed can be modified to change these tax
structures as well as apply different tax tables. We do not recommend
any particular tax structure but simply lay out three possible
alternatives that the decision makers may wish to consider.

MEF:DT:AZ:mkw

Enclosure

tV



REVENUE ALTERNATIVES

Individual Income Tax

Prepared by

Alaska Department of Revenue
Research Section

Vincent D. Wright

Mary Ellen Frank, Economist
Dave Tonkovich, Economist
Al, Zangrl, Economist



