M NUTES

MONTANA HOUSE OF REPRESENTATI VES
57th LEG SLATURE - SPECI AL SESSI ON
COWM TTEE ON TAXATI ON
SENATE/ HOUSE JO NT

Call to Order: By CHAIR Bob DePratu, on July 30, 2002 at 9:00
A.M, in Room 303 Capitol.

ROLL CALL

Menbers Present:
Sen. John Bohlinger, Chair (R
Sen. Alvin Ellis, Vice Chair (R
Sen. John Bohlinger, (R
Sen. Mack Cole (R
Sen. Pete Ekegren (R
Sen. Jon Ellingson (D)
Sen. Bill daser (R
Sen. Dan Harrington (D)
Sen. Emly Stonington (D)

Rep. Bob Story, Chair (R
Rep. Ron Erickson, Vice Chair (D)
Rep. Joan Andersen (R

Rep. Keith Bales (R

Rep. Joe Bal yeat (R

Rep. Eileen J. Carney (D)
Rep. Larry Cyr (D)

Rep. Rick Dale (R

Rep. Ronald Devlin (R

Rep. John Esp (R

Rep. Gary Forrester (D)

Rep. Dani el Fuchs (R)

Rep. Verdell Jackson (R
Rep. Jesse Lasl ovich (D)
Rep. Trudi Schm dt (D)

Rep. Butch Waddill (R

Rep. David E. Wanzenried (D)

Menbers Excused: Rep. Roger Sonerville, Vice Chair (R
Rep. Gary Branae (D)
Rep. Karl Wiitschies (R

Menmbers Absent: none

Pam Schi ndl er, Commttee Secretary
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Pl ease Not e: These are sunmary mnutes. Testinony and
di scussi on are paraphrased and condensed.

Comm tt ee Busi ness Summary:
Hearing(s) & Date(s) Posted: Revenue Estimating Resol ution,
7/ 29/ 2002
Executive Action: none

Sen. DePratu wel comed nenbers and stated that public comment will
be taken | ater when House Taxation Conmittee reconvenes.

HEARI NG ON RULES OVER REVENUE ESTI MATI NG RESOLUTI ON

| nformati onal Testi nony:

Paul Pol zin, Bureau of Business and Econom c Research at the
Uni versity of Montana-M ssoula, M ssoula, Mntana
EXHI Bl T(t ah- 4a01)

M. Polzin stated "Montana's econony successfully dodged two
bullets in the past year. The first bullet came in the spring of
2001 as the U. S. econony began the current recession. The U S.
recessi on was heavily concentrated in high-tech, autonobile
manuf act uri ng, and comruni cati ons. Mntana does not have many of
these industries, and that is why we avoided this bullet, he
sai d. Montana does have a few high-tech firnms, and they suffered

just like their counterparts el sewhere in the nation. "It's just
that Montana's econony is | ess dependent on high-tech than in
other parts of the nation". The second bullet was fired on

Septenber 11 when the terrorist attack crippled the travel and
transportation industries, Polzin said. Nonresident travel is
one of Montana's inportant basic industries, but luckily the
terrorist attack occurred after the sumertine peak in
nonr esi dent visitation."

"Billings and M ssoula did experience noticeable drop-offs in
busi ness travel during Septenber and Cctober, but there was no
noticeable blip in other statewi de date". This recession hasn't
hit Montana as hard as the recessions of the 1980s, Polzin said.
In the 1980s, construction and wood products were hurt badly.
This time, low interest rates have kept Montana's construction
and wood products strong and hel ped to counter sone of the
weaknesses in industries |like high-tech manufacturing. For the
nation as a whol e, enploynent growh has slowed dramatically and
even declined. But Montana shows only a slight slow ng and
continued gromh. Overall, we are projecting slightly sl ower
gromh in 2002, Polzin said. Mntana's econony will |ikely grow
1.2%in 2002, as conpared to 2.1%in 2001."
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"Qur forecast for 2002 has nore uncertainty and a greater nargin
of error than normal. The actually 2002 growth rate depends on
how sonme of the state's mmjor enployers react to a variety of
threats, he said. "It's not just the recession, but these
conpani es al so face problenms with respect to electricity prices,
managenent, and regulation"”. Sonme of the conpanies facing these
chal I enges i nclude Col unbia Falls Al um num Conpany, Jore
Manuf act uri ng, Northwest Energy (Mntana Power Conpany) and
ASARCO. " EXHI BI T(tah-4a02) (Pl ease see exhibit for additional

i nformati on)

Revi sed Montana Forecast: M. Polzin is forecasting a
decel eration; slight increase in 2003 and he suggests we not
conpare Montana to U S. Econony.

Forecast Ri sks: 2/02-7/02
Colunbia Falls Alum num wll go up

Jore Manufacturing no change

Stillwater M ning wll go up

MPC no change

ASARCO will go down, not re-open
U.S. Econony will go up

St ock Mar ket ?

{Tape : 1; Side : A, Approx. Tinme Counter : 0 - 255}

Questions from Commttee Menbers and Responses:

Representative Balyeat to M. Polzin: Have we really dodged a
bull et or are we a non-responsive economny?

Response: Mntana has different industries, and the industries it
has were not effected by Sept. 11. W have fewer of the

i ndustries that were effected.

Representative Balyeat to M. Polzin: 1Is it true that the
general econony of Montana isn't suffering as the rest of the
country, we are seeing serious revenue shortfalls due to being
heavi |y dependent on n capital gains?

Response: Not an economic problem it's due to a revenue
shortfall expenditure.

Representative Balyeat to M. Polzin: How, if agriculture is 50%
of Montana, how wll it be indicative of non-farmincone?
Response: need to change the non-farm product to be the gross
state product.

Representative Balyeat to M. Polzin: if that is what it is, is
it a close indicator state to state?

Response: | have not | ooked at other states. Re: gross state
products.
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Representative Harrington to M. Polzin: Re: the shortfal
econony, comment on the other reasons why Montana has fiscal

pr obl ens.

Response: The U.S. econony | ooks so poorly; however Montana does
not | ook so bad.

Representative Harrington to M. Pol zin: Wiat are the underlying
causes in Mntana's econony? Could it be past |egislative
actions?

Response: Possibly.

{Tape : 1; Side : A, Approx. Time Counter : 255 - 485}
{Tape : 1; Side : B; Approx. Tinme Counter : 485}

Representative Erickson to M. Polzin: Explain transfer
paynents? Also federal dollars going to farners?

Response: Transfer paynents are largest single itemfromUS
Governnment. Social Security.

Representative Erickson to M. Polzin: You appeared to "duck"
the Stock Market question. WIIl you be willing |ater to answer
this question; especially in 20037

Response: Wen we get nore information; carry overs, etc. Also
woul d be a good research project.

Representative Erickson to M. Polzin: Re: capital gains-did you
| ook at other states; |ook at their decreases?

Representative Story to M. Polzin: In the table you have $21B as
growm h in person income in 2001; $4.7B is from

di vidends/interest-is that correct.

Response: | think that is why you' re here.

M. Polzin nore; will be here for the House Taxation Commttee
nmeeting if necessary.
{Tape : 1; Side : B; Approx. Tinme Counter : 485 - 552}

| nformati on Testi nony:

Janmes Stack, President-InvesTech Research, Wiitefish, M.

EXHI Bl T(t ah- 4a03)
There are theories that the recession ended in January, 2002,
however we are in uncharted waters now. Not 1 recession since
t he Federal Reserve was started in 1913 that has renained in a
"Bear" Market has continued to hit newlows 5 nonths after it
started. Economc reality is that not one of the last 7
recession were forecast. You will not see in advance, the Stock
Mar ket di sconnected fromeconomc reality. You should not
di scount NYC events. Consuner confidence has dropped 11% 5th
bi ggest drop in 60 years.

In the late 1990's, we were in a "stock market bubble" and
probably will not resolve the excesses. It is the biggest and
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| ongest "Bear"” market in 60 years. Econonmic Realty: no one stood
up here and told you that we would be entering a recession. This
"Bear Market" will have nore inpact than any other "Bear Market"
in years. Goss National Product vs. "paper wealth". There were
"Bear Markets" in 69,70,73 and 74. Mntana will not be imune.
Economi c Risks are related to Consuner Confidence. 40 year |ow
for short terminterest rates.

Problenms: 1.) Consuner confidence is nost critical; if consuner
confidence continues to fall, that will indicate we're going into
a recession. |If you want to know where we will be in 2003, watch

t hat consuner confi dence.

2.) Business confidence is on very stable footings

3.) Interest rates

4.) Federal Reserve: what is so unusual is to have the
Federal Reserve have so fewtricks in their bag.

5.) Federal and State Budget Projections

The Legislature should think of "surprises". W need to keep our
feet on the ground. W started fromsuch a high | evel that
| ooki ng back obviously there was a "market bubble"” , it's going

to have an inpact.

Mont ana econony hinges on tourism non-resident travel, wood
products. After Sept. 11, people stopped traveling. Housing
starts vs. econonmi c recession you will see a sharp contraction in
home building. This recession we did not see it; due to interest
rates being at a 40 year | ow

M. Stack woul d encourage this legislature to think in ternms of
"surprises". "Surprises"” in the next 6-12 nonths will be on the
negati ve side not positive. The stock market is not to be
ignored. Those loss profits will not cone back.

Questions from Comm ttee Menbers and Response:

Senator Stonington to M. Stack: Curious about the turnover of
noney; those people that are selling equities, where are they
putting those noni es?

Response: Stock Market is a 2 way action. For everyone that
sells their stock, there is another person who buys it. Wen
stocks are sold, noney is only pulled out when the conpany buys
it back. Real estate is going up

{Tape : 1; Side : B; Approx. Tinme Counter : 552 - 960}
{Tape : 2; Side : A, Approx. Tinme Counter : 0}

Senator Stonington to M. Stack: | have attended conferences
speaki ng about state revenue vs. taxes, as the national revenues
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go down, state revenues will not go down as fast. Just because
of the timng of state taxes, do you know anythi ng about that?

Response: | cannot conment on that.

Senator Ellis to M. Stack: Mney Market Funds are up, is that
accurate?

Response: That is accurate. Long-terminvestors are pulling back
fromthe stock market. \What causes this is denoralizations,
inflationary actions, |oss of confidence.

Senator Ellis to M. Stack: Valuations are where they should be?
Response: Even if corporate earnings were back up to peak

| evels, still have a price to earnings ratio of 30% Low
interest rates can support high value |evels.

Senator Ellis to M. Stack: Eastern part of state think that
worth is related to what "piece is worth"; anticipate this |ack
of confidence is going to attack that val ue?

Response: Loss of confidence will inpact. As |long as narket
stays down, the nore inpact on confidence will have. State tax
collections may | ag behind federal. 2nd houses are not being
built.

Representative Forrester to M. Stack: Loss of stock prices to
30%is that because of |oss consunmer confidence? What woul d
conpany to go down?

{Tape : 2; Side : A, Approx. Time Counter : 0 - 100}

Response: Lots of conpanies were over driven in the 90's. Do not
read too nmuch in individual stock prices.

Representative Balyeat to M. Stack: Bear market gone before
recessi on? Probabl e?

Response: Stock market is saying going into recession. Federal
Reserve trying to keep it going. Wall Street nore troubl e ahead.
Representative Balyeat to M. Stack: Headed into a double digit
recessi on?

Response: Yes.

Representative Balyeat to M. Stack: Not nuch to do when this
happens?

Response: Fiscal/Mnetary policy.

Representative Balyeat to M. Stack: Federal Reserve?

Response: Federal Reserve will go down.

{Tape : 2; Side : A, Approx. Tinme Counter : 100 - 192}
Representative Balyeat to M. Stack: Howw |l Public/State
government respond to expansion; increase all funds budget by

23% Is this a problemthat we're headed for a 2nd dip in
recessi on?
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Response: W all neke decisions on recent nenories. Tend to
forget the |l essons of recession. Prepare for "surprises". Be
t hi nki ng "pre-enptivel y".

Senator Bohlinger to M. Stack: Consuner Confidence? Wat is
criteria for Consuner Confidence indicators?

Response: 2 nmmjor studies, one fromUniversity of M chigan and
the other from Confidence Board. Very basic survey, re: will you
buy a car, etc? Expectation conponent. Consuner Confidence
drops sharply before recessions usually.

Chai rman Depratu calls a recess until 10:35 a.m

{Tape : 2; Side : A, Approx. Tinme Counter : 192 - 311}

Chairman Depratu calls neeting back to order, 10:35 a.m

| nformati onal Testi nony:

Terry Johnson, Chief Fiscal Analyst, Legislative Fiscal D vision,
State of Montana
EXHI Bl T(t ah-4a04)

Revenue Estimates for the General Fund, revised July 29, 2002
Page 1. Overview of budget review, background info of tax
resources, revenue description/tax rates.

Page 13: Corporation |Inconme Tax, general fund revenues,
estimates.

Page 4. Figure 1-why we are here today. 1st col umm- post
session; $53.8M bal ance. Revenue estimted $2. 77B. Revi sed
$2.534B decline in revenue. 5.7%decline in anticipated revenue.

{Tape : 2; Side : A, Approx. Time Counter : 311 - 511}
{Tape : 2; Side : B; Approx. Tinme Counter : 511}

July 2003 Bienniumforecast: $2.741B disbursenents, $217M
di ff erence.
Page 5. Executive proposal: current year revenue $2. 525B,
Legi slative fiscal Division projects, $2.524, difference of $1M
Suppl enment al Appropriations different fromthe executive. If you
adopt the executive nunbers, projected deficit of $21.8M LFD
nunbers will be a $36.9M deficit. Mijority of that is being
driven by the higher supplenental costs.
Page 6: Figure 3,reasons for significant difference. Total
di fferences between the two offices is about $15M Met with the
executive |ast week to go over the differences, we went over the
vari ous categories and we have highlighted the differences.
Executive vs. LFD

| ndi vi dual | ncone Tax $3. 5M di fference
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Cor porate | ncone Tax $3. 5M di fference
Common school and interest
i ncome $(1.4M hi gher LFD
Al'l ot her Revenue $(1.2M hi gher LFD
Estate Tax $ 1.4M di fference
Ol and Natural Gas Prod. $ 1.2M di fference
Public Institution Reinburse. $(3.7M hi gher LFD
Remai ni ng Cat egori es $(2.2M hi gher LFD
Fire rei mbursenment fromthe Federal Governnent.
Lois Steinbeck will provide additional information.

Page 9: graph and chart is what 2001 Legi sl ature enact ed.

Summary: Have we reached the | owest |evel? Wat got us here?
Look at the information of individual and corporate incone tax.
Al so non-wage conponent-capital gains, interest dividends and
rents. The nunbers "you" have to pick should be realistic picks;
can re-assess in January. Options? Higher estimtes; and hope
it cones true, if revenue declines, we'll be back here. O do

| ow estimates using additional revenue.

{Tape : 2; Side : B; Approx. Tinme Counter : 511 - 803}

Questions from Conm ttee Menbers and Responses:

Senator Ellingson to M. Johnson: Optim smregarding individual

i ncome tax (increase?)

Response: 2001-2002 Wage sal ary conponent; saw a growh rate of
about 3% Assune it continues to 2002-2003. That's the wage and
sal ary component. Overall incone that is taxed, about 65%¢t ot al
incone is generated is fromwages and salaries. W will cone up
with a growmth rate of a positive 2%

Senator Ellingson to M. Johnson: Assune the worst, no capital
gains tax increase, do you know what part of inconme cones from
capital gains?

Response: 8-10%total inconme on fornms come from capital gains.
2000- cal endar year-need i nfo, 2001 nunber comes in Novenber.
Capital gains incone could get worse.

Senator Ellingson to M. Johnson: 10% incone tax revenue is
capital gains derived? |In the neighborhood of $50M? One-hal f of
that conmes fromequities?

Response: Total incone on tax return fornms is $12-14B. O that,
capital gains are 8-10%

Senator Ellingson to M. Johnson: State tax income is $8-10M
Is that result of federal |egislation?

Response: It's a conbination of 2 things, state estate tax and
federal estate tax.

Representative Balyeat to M. Johnson: unable to hear clearly.
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{Tape : 2; Side : B; Approx. Tinme Counter : 803 - 999}
{Tape : 3; Side : A, Approx. Tinme Counter : 0}

Representative Balyeat to M. Johnson: Conpile revenue from
Capi tal gains?
Response: Capital |osses offset any incone.

Representative Balyeat to M. Johnson: $3.4M difference in the

i ncone tax revenue vs. executives nunbers. refund accrual -pl ease
clarify.

Response: underlying assunption is the 2% growh. Add back

$3. 4M accrual then apply the growh rate of 2%

| nformati onal Testi nony:

Chuck Swysgood, Director of Budget and Pl anning, State of Mntana

Concentrate on areas of differences, word of caution, there is a
di fference. Subtract extra revenue, $5.8 difference.

Questions from Conm ttee Menbers and Responses:

Senator Ellingson to M. Swysgood: Anbunt of tax revenue from
capi tal gains, can soneone give ne |ast year available for estate
tax revenue?

Response: Director Kurt Al ne, Dept. of Revenue, |ess than $100K.
Federal governnment matches the state estate tax. track what
Federal governnent allows us to have.

Senator Ellingson to M. Alne: when you provide information on
the Capital Gains will that be broken down by source?. WII that
i nclude Equity Transactions as opposed to what m ght cone from
Land Transactions? Do you have the information?

Response: W do not.

Senator Ellingson to M. Alne: Can anyone? It's a pretty

i nportant question.

Response: W don't have that particular. W cannot answer that
speci fic question.

Senator Ellingson to M. Johnson: Sources of information? See
tremendous differences with projected capital gains revenue that
may conme from |l and transactions.

Response: Rep. Bal yeat was pretty close in terns of anount of tax
revenue fromcapital gains. Qur office and budget office had
contacted the Dept. of Rev. to do a study on capital gains; very
dated information. It will not reflect this incone tax year.
It's strictly on an incone basis, not a tax basis.

Chai rman DePratu adj ourned the neeting.
{Tape : 3; Side : A, Approx. Tinme Counter : 0 - 169}
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Adjournnment: 11:30 A M

BD/ PS

EXHI BI T(t ah- 4aad)
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ADJ OURNVENT

SEN. BOB DEPRATU, Chair

PAM SCHI NDLER, Secretary
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