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DEPARTMENT. OF NATURAL RESOURCRES
OFFICE OF THE COMMISSTONER

Av Cross, Attorney General
Department of Law

February 24,

' ; - '!,I' .. t T,
suy R. Martip _-==iis ] SUBIECT Trust Lands
Commissioner: 15

]

The permanent fund established by Constitutional amendment
consists of "25% of all mineral lease rentals, royalties,
royalty sale proceeds, federal mineral revenue sharing
payments and bonuses received by the State" (emphasis addeq) .

nues may be generated from lands received
in trust for specific purposes in school lands, university
lands and mental health lends. Can you advise us as to
whether 25% of the proceeds in the categories listed for
the permanent fund andg derived from trust lands should be
credited to the permananet fund or whether such proceeds
are exempt by terms of the trust?







August 11, 1977

Robert J. Dupere

Consultant

Senate Permanent Fund Committee
Pouch vV . /

Juneau, AK 99811

Dear Mr. Dupere:

As you requésted, I am passin- along the mailing 1ists being used for
distribution of the House Committee's backaround report/questionnaire.
The material /Is being matiled to:

Anchorage Municipal Bodies

Memters of the Legislature

Administration Officials

O0fficials of 011 and Gas Companies

Bankers -

Fairbanks Community Leaders _
Members of the State Chamber of Commerce
Members of the State Investment Advisory Comhittee
Native Corporation Officials

State labor Leaders

Members of Conservation Organizations
Members of the News Media

Members of the Land Use Plannirig Commission

There are more '11sts being solicited, but this brings you up=to=date as
to which are being used right now. I'l] send you copies of the materia)
Monday, when 1t's due from the printer.

The bibliography you requested does not exist. I belfeve what you want
is an index to the Committee's files, which 1s being updated at the
moment. It should be ready the end of next week, so I'l] send you a copy
then,




Robert Dupere i pugust 1, 1977

&

Enclosed ploasc find a fiml copy of thé Cm‘lttee s contract u‘lth
Belden Daniels. .

Achinistrative Assistant

Enclosure




August 22, 1977

Robert Dupere

Consultant

Senate Permanent Fund Committee
Pouch V b
Juneau, AK 99811

Qtar Mr. Dupere:

Enclosed 1s a copy of the Committee's file indéx which I am forwarding
to you as per your request during our mee.ing in Juneau. By now you
.should have recefved, the postal service willing; a copy of Belden
" Danfels' contract and'a copy of the Committee's brochure, mafled last

“week. According to my notes, the index rounds out the material you
requested. - :

1 iﬂﬂ’- fooward to you, as soon as 1t 1s completed, a copy of the Committee's
revieed meeting schedule. If there is anything else I can provide,
please don't hesitate to call on me.

S1ncora1y!,

e Yorzere= |

Mike Doogan
Adninistrative Assistant

Enclosure




August 24, 1977

Robert J. Dupere.
. Comsultant : _
"Senate Permanent Fund Commi ttee AT AT __*ﬁ*%g'%w s
Pouch V RN e At A e
Juneau, AK 99811

e

Dear Mr. Dupere:

As promised in my last Jetter, enclosed 1s a copy of the
(ommittee's revised schedule. !

) n_cere‘ly ’

f

Ttz Uf@fﬂ

Mike Doogan - °
Administrative Assistant

Enclosure




: | September 13, 1077

Rob Koscin
Bupere & Associates

Consultants ‘
Senate Permanent Fund Committee
Pouch V-

Juneau, AK 99811

Dear Rob:

Enclosed is a copy of the sign-up sheet from the symposium
Saturday.

o

ThRC.

Mike Doogan
Administrative Assistant

lﬁcloaun




A.‘.gus; 1, 1977

Robert J. Dupere

Consultant

Senate Permanent Fund Committee
Pouch V _ -
Juneau, AK 99811

Dear M. Dupere:

As you requésted, I am passing along the mailing 1ists being used for
distribution of the House Committee's background réport/questionnaire.
The materfal 1s befng mailed to:

Anchorage Municipal Bodies

Members of the Legislature

Administration Officials

Officials of 011 and Gas Companies

Bankers

Fairbanks Community Leaders

Members of the State Chamber of Commerce
Members of the State Investment Advisory Comdittee
Native Corporation Officials

State labor Leaders

Members of Conservation Organfzations
Members of the News Medfa

Members of the Land Use Planning Commission

There are more 11sts being solicited, but this brings you up=to=date ac
to which are being used right now. I'11 send you copies of the material
Monday, when 1t's due from the printer.

The bibliography you requested does not exist. I belfeve what you want
fs an index to the Committee's files, which 1s being updated at the
n::ent. It should be ready the end of next week, so I'l11 send you a copy
then, :




.'Euc.'lond ;ﬂmc find a iaﬂ
hlﬁn Danieh'

A:hinistrltin As.s‘lttant

Enclogure
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5 st 22, A9TFR 3 o

" Robert Dupere

Consultant ]

Senate Permanent Fund Committee

Pouch V. X ) : .
Juneau, AK 99811 Sl Py i

Dni' Nr. Dupere:

Enclosed 1s a copy of the Committee's file indéx which I am forwarding

to you as pér your request during our meeting in Juneau. By now you
should have recefved, the postal service willing, a copy of Belden .
Danfels' contract and a copy:of the Cosmittee's brochure, = '‘ed last
week. tg:_gord‘lnn to my notes, the index rounds out the mater .al you: =
requested. - R VAL

I will fosward to you,as soon &S it is completed, a copy of the Comnittee's
revieed meeting schedule. If there is anything else I can provide,
please don't hesitate to call on me. <y ;

Sincerely,
/L ‘s 27 f--,,;-‘_f;.-;,-g_,

Mike Doogan
Administrative Assistant

Enclosure



't Between
STATE CF ALASKA
LEGISLATIVE AFFAIRS AGENCY
AND
'DUPERE & ASSOCIATES, INC.
The parties to this agreement are the LEGISLATIVE AFFAIRS AGENCY, on
behalf of the Legislative Council's Senate Interim Committee on the Alaska
Permanent Fund, hereinafter referred to as the "Agency," and DUPERE &
ASSOCIATES, INC., hereinafter referred to as th ‘"Contractor."
THE PURPOSE OF THIS AGREEMENT is to prowde the Senate Interim Committee
on the Alaska Permanent Fund assistance in the development of the policies

for the utilization and management of the Permanent Fund wh1ch will be
recommended for adoption by the Senate.

IT IS THEREFORE MUTUALLY AGREED THAT:

"~ CLAUSE I. - STATEMENT OF WORK

(a) The Contractor shall, on the request of the Chairman of the
Senate Interim Committee on the Alaska Permanent Fund (hereinafter re-
ferred to as "the Chairman"), provide the Committee with the basic
research and policy recommendations to be presented to the Senate.

(b) The approach to accomplish (a) above is essentially as follows:

( 1) Compare present statutory procedures in regards to the
various State loan programs in all categories.

Determine if program meeting all needs.
Compare investment results and yield on portfolios.

Document the various criteria for loans in all programs.

Document extent and categories of leans and related
programs utilized by others.

( 2) Outline indicated area which could be served.
( 3) Outline alternate approaches in vegards to bank participation.

( 4) Streamline financial management programs to deliver loans
at lowest possible interest rates.

( 5) Streamline the State of Alaska and its created agenc1es
tax-exempt borrowing fur industrial aid bonds; housing;
municipal financing to lower interest cost.




_('6)-Expan&Tthéllég1§laii#e.brgnch's-role-in overview of
debt financing.

(7) Structure alternate treasury management protedures to
provide checks and balances for those funds not utilized
in specific legislative-directed programs.

( 8) Provide innovative approaches to extend funds on a
relative risk-free basis for Alaskans.

( 9) Streamline executive orgahization to fix responsibilities
~ for effective and efficient delivery of services and
management of the Permanent Fund and other investments.
(10) Streamline service to potential Alaskan borrowers.

. (11) Input to Legal Affairs' indicated bills to accomplish
Committee's goal.

(12) Prepare situation papers for Committee meetings.

CLAUSE ‘II. - PERIOD OF PERFORMANCE

(a) This contract covers the period beginning July 2, 1977 and
ending January 9, 1978.

(b) This coﬁtract may be terminated by either party upon written
notice to the other. ;

(c) Upon termination, the final fee shall be for that portion
of the fee schedule outlined in Clause III (b) upon given
notice of termination.

CLAUSE 'III. = 'PROJECT DIRECTOR

The Project Director shall be the Chairman of the Senate Interim Committee
or the Alaska PermanentlFund.

CLAUSE IV. - COMPENSATION AND METHOD OF PAYMENT

- /5,000 73) 0
(a) The Contractor shall be paid a fixed fee of $1385000- for the
work to be performed under this contract.

(b) The fee shall be paid as follows:
(1) Upon approval of contract $11,000
(2) On the first of each month August,
September, October, November, December 1977
and January 1978

(3) Within 20 days of completion of the contract
(January 9, 1978) the balance of 1

2 = =]




W

(c)

R
S TR

CLAUSE V.

i T S AL
The fixed fee shall defray the following expenses:

(1) Additional staff engagcd-by Dupere ¢ Associates, Inc.
to perform the work., :

(2) Present staff of Dupere & Associates, Inc.

(3) Travel of the ehp]oyees of Dupere & Associates, Inc. as
directed by the Contractor.

(4) Travel of others as directed by the Contractor.

(5) Long distance telephone calls as directed by the Contractor.

(6) Office services and supplies generated by the project.

(7) Postage and related Cost generated by the contract.

(8) Fees of Consultants utilized by the Contractor at his
discretion; these being: Wainwright & Ramsey Inc. and
Lombard/Wall Inc. -- but not limited to these.

(9) A1 related payroll expenses, employee benefits, workmen's
compensation and unemployment insurance.

- PERSONNEL

(a)

(b)

(c)

CLAuSE VI.

The Contractor will hire the following additional personnel:

Three Consultant-Researchers

These will be subject to direction and supervision by the Contractor.

The Contractor will establish the standards of performance, pay
schedule, retention and scope of work for each.

The Contractor will subcontract with other Consultant firms
for advisory to the Contractor to the extent deemed feasible.
The firm of Wainwright & Ramsey Inc. will be utilized on
questions involving State and agency credit and rating
bureaus. Lombard/Wall Inc. will be utilized for advice
concerning management of investment portfolios.

- REPORTS

The Consultant shall keep the Project Cirector informed as to the progress
of the work performed under this agreement and shall be prepared to make
presentations to the Committee as scheduled by the Project Director.

CLAUSE VII. - OFFICE SPACE, EQUIPMENT, AND SERVICES

(a)

Offjce space, telephone, and necessary equipment shall be made
available for the Contractor's staff in the general proximity
of Room S4F of the Court and Office Building, Juneau, Alaska.




S Al 8 i

(b) Specific drafting of leéisiation shall be provided on a timely
basis from the Legal Affairs personnel of the Legislative

Affairs Agency; such drafting to meet the scheduled meetings
of the Cornittee.

CLAUSE VIII - ALL WRITINGS CONTAINED HEREIN i

This agreement contains all the terms and conditions agreed upon by the
parties. No other understandings, oral or otherwise, ragarding the
subject matter-of this agreement shal’l be deemed to exist or to bind
either of the parties to this agreement.

IN WITNESS WHEREOF, the parties have executed this agreement on the dates
noted next to their signatures. -

CONTRACTOR LEGISLATIVE AFFAIRS AGENCY
(By direction of the Executive Director)

DUPERE & ASSOCTATES, INC. GREGG K. ERICKSOH

Robert J. Dupere, President
Accepted : p Approved as to form
GEORGE HOWMAN, Chairiman - RGENCY LEGAL COUNSEL

[
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Mr. Gary L. Bergstrom
Acadian Financial Research
303 Marsh Street

Belmont, Massachusetts 02178

c/o Tord Foundation
(212) 573-5050

Professor James Lorie WM PO‘\.-"’W d‘-‘n.a
v

University of Chicago
5836 Greenwood Avenue
Chicago, Iilinois 60637
(312) 753-4261

Mr. Clay Myers

State Trea urer of Oregon
State Treasury Department
Room 158

State Capital Building
Salem, Oregon 97310
(503) 378-4329

Mr. James C. George
Investment Manager

State Treasury Department
Room 167

State Capital Building
Sal~m, Oregon 97310
(503) 378-4111

Mr, Roger Meier
Chairman, Oregon Investment Council
Suite 904 276- 3732
Orecgon National Building
Portland, Oregon 97205

¢, [(503) ';?Aﬂ-lsl_l




Mr. Jon L. Hagler

Vice President for Investments and Treasurer
Ford Foundation

320 Fast 43rd Street

New York, New York 10017

(212) 573-5050

Mr. George Russell CNS-—J.U e st « Laiass g

Frank Russell Company : <

One Washington Plaza | E' ;
Tacoma, Washington 98402

(206) 572-9500

Mr. %1 O. Harrison v 1; (l
President

U.S. Steel & Carnegie Pension Fund

767 5th Avenue

New York, New York 10022
(212) 826-8420




ar 7, 1977

STATE OF ALASKA
Mr. Clark Gruening
Mr. Belden Daniels - Harvard University
THE FIDELITY ORGANIZATION
Mr. Roger Clifton, President - FMR Investment Management Service, Inc.
Mr. Terrence B. Magrath, Vice President - Fidelity International Investment
Management, Inc.

TOPIC OUTLINE

Evolution of Pension Fund Asset Management in the United States

a. history
b. current state of the art o

Cs trends in force — /1,/\.&.‘,(.:.,(",4.34 i L b AL

Elements of Asset Management [Function

a. administration '
b. planning o/ 'waw~~7 — “"1' !C«’/‘ (-~ {“}
C. investment nﬁn‘r[_,umc.nl. / k

Perceived Nature of Alaska's Problem
organizational issues

1. control/responsibility
2 establishment of policy
3. interfacing with management unit

.

investment policy issues

1. inflows - expectations/deviations
2, pattern after inflows
3, risk tolerances

operating issues

1. sclecting asset management structure i’
2, special problems of running large pool of assets Slhilluns

—




IV. Major Structure Options

Requirements

1% central administrative star{‘

2, purchased services A
policy setting consultation havde [Loeell
performance mecasurcment service
manager selection service
morey management

Advanta:gc:s

1% low overhead

e flexibility to change structure
3; competition between managers

Disadvantages

1. very high service cost
2. complex administration
34 central staff critical

internal management

Requirements

1. total investment management company staff (sans marketing)

Advantages
l. relatively low cost (economies of scale)
2 under control of Alaska board

3. most responsive to State's needs

Disadvantapges

1 little flexibility
2, difficult to match capability to assel base
3. remoteness from capital markets if based in Alaska




contract organization

Requirements

1. one time search
2. designation of liaison responsibilities in State

Advantages

responsive to Alaska - integrated
capability growth matched to needs
flexible to change structure

no committed overhead

Disadvantages

l. cost higher than internal option
2. no direct competition (competition through comparison
with objective measures)
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#yn . CERRENCE 1 NMACRAT
December 1, 1977 “Q//C'V\ f‘.wm ,'&/ “\'\-...I--l'lu-}ul:-\-(ull N
("4_' 7 4—[‘ﬂm ({z% )
Mr. Billy Berrier Fapaet e _“__’_/

Director of Division of Legal Services
Legislative Affairs Agency

Pouch Y - State Capital

Juneau, Alaska 99801

Dear Bill:

I telephoned my comments to Ken \-":15«: er on the Powers and Duties section
of the Work Draft Paper dated November 14, 1977 which you gave me at our
meetings in Anchorage. This letter is to confirm these recommendcd changes
to you. A marked-up copy is attached.

I believse that we had agreed in Alaska that the "prudent person' rule
given in 37. 13,130 (a) would be altered to assurc thet the standavd of mecasuremcint
would be the "prudent expert', i.e. how large pcols of similarly oriented capital
are managed, rather thaa how the individual investor manages his/ner moaey.

Given that change is made, I ofler the (ollowing specific suggested changes to
subseqguent scctions.

l. Page 8, Section (b), Line 14, Delete "type and maturity of investmoents
in" and add to the end of Lthe sentence the following: by iypc of secu-
rity, within type of security and with respect tp geoy iphig distribution.

»\..p-.u.-\..u gr an
o

The board shall [rom-theatoatizne ¢stablish overall gui ldm s lor

the diversification of the assets ol the Permanent Fund ”

Comment: the way that linc had been written could be construcd to
_re stricting you to just investing in debt sccurities, since cquily
“securities do not have a maturity of investment. The change clari-

fies this and assures that diversification will be more complcte.
Furthermore, it explicitly requires the board to assun.c the very
important "'policy-making' function, i.e, setting the overall mix
of assets. This, coupled with the total return objective set forth
in 37.13.020 and coupled with the "prudent expert' constraint,
should provide a mechanism to match the assel mix to the fund's

necds as conditions evolve.

Fidelity Internativaal b \---~I|t.-'|ll &I.um-'i'uu‘hl. Lo,
N2 Dovonshite Street, Boston, o LS D204
(617) 726-0030 Telotype 710 mu 11 Tolex 0212




Mr. Billy Berrier ; December 1, 1977

Page 8, Section (e), Line 21. Between the words "persons! and
to!', insert 'to recommend or'l.

Comment: there may be a time which the board would prefer to
contract with a party to provide advice on the management of the
funds rather than to assume [ull discretionary managemient. This
wording allows them that flexibility and it also diffeventiates be-
tween the advisory and discretionary managemoent functions, thervos
by assuring that the latter is permitted.

Page 8, Section (f), Line 27. Delete '"listed on a recognized
stock exchange''.

_Comment: leaving the requirement to restrict investments to
those issues listed on exchanges could preclude the fund from
investing in substantial organizations, such as banks, which do
not list. Since the board is constrained under the prudent expert
rule, there should be no further need to restrict them to listed
securities.

Page 8, Section (f), Linc 29. Delete "or in which default is
imminent to principal or interest at the time of investment'.

Comment: this is non-operational since the prudent expert
would obviously try not to invest in securities about to go into
default, The wording as it is could allow hindsigbt litigation in
the event some holding does go into default.

Page 9, Section (b), Line 2. Change word "stocks' to "securities"
il your intent is to preclude all pavticipation in a particular in-
dustry or alternatively change word "stocks' to "stocks and con-
vertible issues' if your intent is to preclude equity participation

in a particular industry.

Comment: my understanding is that you wish lo assure diversi-
fication of the investments of the fund from the revenue source
of the fund. Choosing from the above alternatives will exclude
either a whole industry or just the equity component, however
you desire. Ifeep in mind, however, that debt issues respond
to maturity, quality and other factors permanc to the issue,
rather than to the industry., My recommendation is to just
exclude the equity participation.




- Fidelity
International

Mr. Billy Berrier December 1, 1977

6. Page 9, Section (f), Line 2. Change "mining company'' t
""eompany whose primary business is the exploration or develop-
ment of oil or gas', or ''company whose primary business is the
extraction of gold', or whatever combination of industries you
desire. ;

Comment: restricting investments from such a broad category
as mining companies could preclude investments in many sccu-
ritiecs which may have small mining operations.  For instancy,
virtually every steel company does some mining. While you
may want to add or delete cartain industries to the above recom-
mendation, the general principle is o be as narrow and spccific
as possible in your exclusions.

Page 9, Section (f), Line 3. Delete the word "private!'.

Comment: the word "private' could be misleading in the sense
that companies like the one I work {or, for instance, is a privately
held corporation, with no stock sold to the public. U.S. Steel, on
the other hand, would be considered to be a publicly held corpora-
tion. Further, there may come a day in which the fund may want
to buy stock in quasi-government corporations such as Comsat,
which could not be considered private in any case. Deleting the
word '"'private' takes away this ambiguity.

Papge 9, Scction (), Line 3. Dclete all after the word "which"
threugh to the semicolon on line 7 and substitute "is not paying
dividends on that stock in cash at the time of purchase'.

Comment: my understanding is that the only real requirement
you have is that each sccurity must be incowre producing, The
way the sentence now reads the corporation could be paying
dividends on another security, but not on the one being purchascd
in the fund. Also, by deleting the time and yield requirement,
you are providing the board the flexibility to structure the port-
folio as they sce fit to achieve the objectives, again within the
prudent expert rule.




“hdiy
‘International

Mr. Billy Berrier Décember ‘1, 1977

9. Page 9, Section (f), Line 7. Delete all after the semicolon
through to line 11.

Comment: this provision could be considered ambiguous in the
sense that an interest payment could have been defaulted, but
then made up at a later date. It seems to me that the prudent
expert rule should be sufficient for the board to act in deciding *
whether or not a particular bond is qualilied for purclasec.

Page 9, Section (L), Liine I1. Delete the last sentence.

Comment: this constraint could be very restrictive as capital
markets and/or fund requirements change. Substituting the
policy function 1n section (b) should preclude the necessity of
establishing specific constraints.

Bill, I think you have drafted a fine piece of legislation, and one which
should serve the people of the State of Alaska well, You may recall in my
testimony that I emphasized the [ollowing points:

1. Investment management is a profession. Whether you develap
investment capabilily internally or hire outside firms to do your
investing, it is important that the actual investment operations be
carried out by investment professionals.

The investment professionals should be able Lo act as independently
as possible from spurious political considerations, heir only
allegience being to the eifective management of the assets. They
especially should not be subject to turnover with changing political
administrations.

The board should be high ievel and should consider themselves
liable, in every scnse of the word, for the prudent management

of the assets to achieve the statea objective. They should delegate
the actual operations bul retain the policy [unction. They should
be able to hire or contract separate staff or services to indepen-
dently evaluate the professionals' investment and operational
performance.

Given the above, and the changes recommended for the Powers and Duties
section, you should have an effective mechanism to invest the assets in an
optimum way as the fund and capital markets evolve.




Thdelity
_Internzyional

Mr. Billy Berrier December 1, 1977

I hope this has been of help, and it certainly has been a pleasure to
work with you and your colleagues in Alaska.

Please let mme know if there
is anything else we can do for you.

Yours very truly,

—_— /_‘,/
V _,w‘;«;r

TBM:del

Titm o~ s vagae =
Enclosure

(L8 Mr. Clark Gruening
Special Committee on the Alaska
Permanent Fund
528 W. 5th, Suite 270
Anchorage, Alaska 99501
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Sec. 37.13.140. BOARD BUDGET. ‘The board's budget s subjeet

Lo

the Executive Budgel Act (AS 37.07).

Sec., 37.13.150. AUDITS. The Legislative Budpet and mum Commi L~
c¢ shall conduct annual operational and pexforaance cval uations (posl-
audits) of the board's investments and investment programs and report

the results to. the State Investmeat Ovorsi ghtt Commitiec.

See, 37,13.160.  REPORTS AND PUBLICATIONS. Ho later than the 20th
day of the legislative session, the board shall publish o report to he
governor, legislature, and the public in casily understandabloe Lanpuage,
Lach report wust include Financial statements audited by the Legislativ

Budget: and Audit Committee, a statement of the amount ol money received

by the permanent fund from cach investmwent durine the period covored, a

Statement ol permanent: fund investments, a dese) tption of permanent fuun.

investment activity dizing the period covered by the report, and

any

other information the board Lelioves would be of intovest to the povaerio

the Toepis] ature, and the public. he annual pneone slatenent and balane

sheet of the permanent fund shall he publishiod in at least oo cewspape s
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TOPIC OUTLINE

Evolution of Pension Fund Asset Management in the United States

a. history
b. current state of the art
c. trends in [orce

Elements of Asset Management Function

a. administration
b. planning
c. investment management

Perceived Nature of Alaska's Problem
organizational issucs

1. control/responsibility
2. establishment of policy

3. interfacing with management unit

investment policy issues

) inflows - expectations/deviations
2. pattern after inflows
3. risk tolerances

operating issucs

]O
2.

sclecting asset management structure
special problems of ‘running large pool of assets




IV. Major Structure Options

a. multi-manager approach

Requirements

1. central administrative staff

2. purchased services
policy setting consultation
performance measurement scrvice
manager selection service
money management

Advantages

1. low overhead
2. flexibility to change structure
3. competition between managers
Disadvantagcs
1. very high service cost
2. complex administration
3. central stafi critical
b. internal management
Requirements
l. total investment management company staff (sans marketing)

Advanta ges

5 relatively low cost (economies of scale)
2. under control of Alaska beard

3. most responsive to State's needs
Disadvantages

1. little flexibility
: 2. difficult to match capability to assect base
3. remoteness [rom capital markets if based in Alaska




contract organization.

Requirements

1. -one time search
2. designation of liaison responsibilities in State

_{&dvantages

‘responsive to Alaska - integrated
-capability growth matched to neceds
flexible to change structure

no committed overhead

Disadvantages

1. cost higher than internal option

2. no direct competition (competition through comparison
with objective measures)
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FIDELITY WORLD PENSION TRUST

ALLOCATION OF INVESTMENTS BY COUNTRY
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Al}er my first visit to Israel fifteen
years ago, I'summarized my impres-
sions' by saying that two Jevish tradi-
tions were at warin Israel: u'100-year-old
tradition of belief in patemalistic social-
ist government and of rejection of capi-
talism and free markets: and a 2,000-
year-old tradition, developed out of the
necessities of the Diaspora, of self-reli-
ance and voluntary cooperation, of get-
ting around government controls, of us-
ing every device of Jewish ingenuity to

* take advantage of such opportunities as
escaped the clumsy grasp of government
officials. I concluded that, fortunately for
Israel, the older tradition was proving
the stronger.

On a recent visit to Israel, shortly after
the elections that, to everyone's aston-
ishmant, voted in the Likud blog, 1 found
that the war between these two tradi-
tions had moved into a new phase,
Though the socialist doctrine had been
winning the war in practice, it had been
losing the war'in public opinion,

SPREAD OF SOCIALIST PRACTICE

Government controls over the Isreli
economy have mushroomed apace.
Roughly one-third of the Ismeliworking
force is employed by the government
directly, and another third by the Hista-
drit—a quasi-rovernmental industrial-
labor complex. Total government spend-
ing (adjusted for funds from abroad)
amounts to some 50 to 70 per cent of

nationnl income, Subsidies wre n way of

life: to laborand industry; to farmersand
consumers of food; to homeowners and
rentors. And so are taxes and inflation,

A large government sector is not a
recent phenomenon. But it has changed
its charaeter, ns the selfless idealists who
were indtially in control were replaced,
orthemselves turmed into the very differ-
¢ nt types who were tempted by oppor-
Lunities for privilege and profit to seek
and gain positions of power. In addition,
the mere passage of time produces in-
ereasingly rigicdd und harmful controls nnd
regulations, an accumulation of costly
and wastefu! projects, a eanceling of
banefits by burdens, entrenched privis
lege, ind corruption, Tt is easier to poss
laws than to repenl them; to enact regula-
tions than to correct them, Government
burcauerats may do as good a job as
profit-seeking ontreprenenrs in select-
ing projects to undertuke. But while
losses foreibly end strictly private fail-
ures, the tax collector s ufw.-.l_\'s there to
provide artificial respirtion to govern-
mental filures,

Israel’s Other War

Until the Yom Kippur war of 1973,
Israel nonetheless was able/to grow rap-
idly. The influx of people and capital
from abroad, plus the stnzngth of the
earlier tradition, were, in Adam Smith’s
words from his 1776 maste|ipiece, “pow-
erful enough to maintair{ the natural
progress of things toward jmprovement,
in spite both of the extraviigance of gov-
ermnment, and' of the grestest errors of
administration.” But then'growth came
to a screeching halt. In |he past three
years, output has been rolighly constant,
while inflation has averaged nearly 40
per cent a year,

The Labor government naturally cited
the needs of defense as an excuse for
both economic difficulties und the mam-
moth government budget. True, the de-
fense burden is heavy, particularly in
ways that do not show up in the budget—
such as the driin of manpower for re-
serve military duty, However, if military
aid from abroad is subtracted from total
military cost, the remainder which is
financed from domestic sources amounts
to only ubout one-quarter of total govern-
ment spending (similarly adjusted for
funds from ubrond).

DECLINE OF SOCIALIST OPINION

The use of socinlist rhetoric to justify
and protect positions of privilege and
power plus socialism's failure to deliver
the goods have generated growing pub-
lic eynicisin, In addition, there has been
a renction in Israel, especlally among the
young, against widening government
controls—muatching the reaction in most
of the Western world, including the U.S,

In Ismel, these tendencles have been
reinforced by the division between the
Ashkenaziin, the Jews of European ex-
trnction, and the Sephardim, the more
rocent flood of immigrants from the Araby
and Islumic countries, The socialist doe-
trine was un AshKenazie import and has
been implemented privacdly by Azhbe
nazim. The Sephardim hod no stimilar
tradition, As Bernard Avishai put it in a
recentarticle in The New York Review of
Books (June 23, 1977), ““The citizens of
the ‘second Israel’ are fiereely resentful
of the Labor movement for having turned
the whole country into what they poer-
ceive ns n European closed shop . .. Lae
bor haus been seen ns the party of privilege
and cultuml snobbery, especinlly among
residents ofand eseapees from the poorer
Sephardic neighborhoods,”

This change in public opinion, and the
nssocimted domestie economie difficul-
ties, had far more to do with the defeat

of the Labor Party
and the 'victory of
the Likud nalliance
than the differences .
over foreign' policy
that have been so
much’ discussed in
the American press,
There is a wide consensus in Israel, that
ranges over all parties except for fringe:
extremists, on the substance of foreign
policy. The much-discussed differences
are almost entirely about the rhetoric’in
which it is thou Kt tactically expedient
to.clothe that policy.

The modern miracle of Isruel’ was
achieved by free men and women fight-
ing aguinst incredible odds. The true
hope of Isracl—and of freedom every-
where—is the entermrise, initiative, in-
genuity, drive, and courage of the indi-
vidual citizens, cooperating voluntarily
with one another, producing the in-
credible progress in every sl‘);hcru that
comes only from the activitics of the
individual, The threat from its neigh-
bors unfortunately mandates a large
mihtary ¢ffort on Isrel, That effort must
be coordinated and administered by
government, Hence, Israel cannot es-
cape having o sizable socialist sector,
But that sector ¢an remain as it has been,
relatively efficisnt only so long as it is
supported by a free people and o strong,
productive, privite economy,

PROSPECTS FUR CHANGE

Prime Minister Begin nad his govern-
mont have proclaimed their intention to
cut government down to sive and to give
areater scope to the free mivket, Much as
I approve oi these objectivtes, their at-
tninment will not be enss. Too many
groups hnve 2 vested Inte,est in govemn-
ment 8ubsidies, 'neluding many of the
strons st supporters of the Likud, In
tHacussion that 1 had in Israel with a
rroup of private businessmen, privite
hmncrs und private bankers, the busi-
ness leaders expressed support for elimi-
nating govermment suhsi(‘ivs—pmvi(lcd
the process sturted with agriculture. The
lenders of ngricnlture expressed support
for eliminnting government subsidies—
provided the process started with busi-
ness, Ditto the bankers,

[t will be a teiumph of leadership and
Idenlism if Prime Minister Begin and his
government can untangle the snarl they
inherited from the 28-year nile of thefr
sociulist opponents, Their success is vi-
tal both for Isrnel and for free men every-
where, I wish them well.
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The President’s plai. to spur the economy
with tax cuts and more federal spending will
simply bring on more inflation, warns econ-
omist Friedman, who gives his prescription
for lower unamployment with stable prices.

Q Professor Friedman, will President Carter's program of
tax cuts and spending stimulate the economy?

A There is nothing in the package which will stimulate
anything. How can the Government stimulate the economy
by taking money out of one pocket of the public and putting
it into another pocket? The rebate plan, for example, would
distribute $50 apiece to most consumers. As a result, those
consumers will tend to spend more. But where will the
Government get the money to send out the rebutes?

Q But almost cveryone looks on the rebate as a good way
to stimulate the economy—

A Tt appears to be a stimulant because people are looking
at the visible effects and paying no attention to the invisible
effects. The $50 rebate checks and the extra expenditures by
consumers that will res.lt are very visible. The people who
will not have employ:nent because the Government will
borrow the money or cause more inflation are not very
visible, Nobody notices them.

Q How about the proposals for increasing federal outlays
on public works and public-service jobs, which nre also part
of the Carter program?

A The same thing applies, If the Government spends
money on a publicsworks program or hires people, where
does it get the money to spend?

Q So you believe the Carter program will do more harm
than gaod—

A On the whole, I think that's the case. I'm in favor of tux
reduction under any and all circumstances us the only
cffective way to put a lid on total Government spending, But
the particular form of tax reduction that is proposed in this
program is undesirable. It proposes to give rel: - on a basis
that b2y no relation to curv.ent activity,

If we're going to reduce taxes, we should .c least reduce
them in n way that will give people an incenlive to save
more or work harder, not simply drop checks out of air-
planes. We ought to make it a permanent reduction in taxes.

Q There is some permanent reduction included in the
Carter plan, apart from the rebates—

A Yes, but even that is somewhat misleading, President
Carter really is not proposing Lo red:ize taxes; he is proposing
to incrense them,

Q How sof

A The real tax burden on the American people is the
amount the Government spends, not the amount that is
labeled “taxes.” If the Federnl Government spends 460
billion dollars in fiscal year 1978, which is roughly what the
President proposes, and takes in something like 400 billion in
taxes, who do you suppose pays the other 60 billion? The
tooth fairy? Or the Arab sheiks?

The American people pay it It's paid in the form of the hid-
den tax of inflation or, if it's financed by borrowing from the

Professor Friedman, 64, pro-
foundty influenced the
of world officials with his stud-
les on the role of money, done
largely at the University of Chi-
cago. Now on leave, he is a
scholar at San Francis-
co's Federal Reserve Bank.

public, then in the form of higher taxes that will be needed in
the future to pay the interest and the principal. That means
that it lowers the value of all property today to the extent that
property will be subject to higher future tax burdens,

Q How much inflation do you think the Carter cconomic
package will cause?

A That depends on how the Federal Reserve behaves. It
has been expanding the money supply too rapidly, and that
implies that inflation was going to speed up anyhow, regard-
less of this program.

I should also point out that Carter’s program is very small
in magnitude. It is obviously an attempt to offer the smallest
program possible while throwing bones to as many groups of
supporters as possible, From that point of view, it makes a lot
of sense. The ecoriomy is growing at a healthy pace, and it
would be unwisc politically for the President to speed things
up even if he could.

Q In the final analysis, will the Federal Reserve simply
create the money to pay for the Carter tax cuts and spending
increases and lend it to the U.S. Treasury?

A If the funds are supplied by the Federal Reserve, that
will produce more inflation and thus destroy private jobs to
the same extent that it creates Government-financed jobs,

Q But isn't it true that the additional borrowing and spend-
ing will add to inflation only if the Federal Reserve increases
the supply of money faster than the supply of goods and
services increases? Federal Reserve Chairman Arthur Burns
has indicated he thinks he can avoid doing that—

A The plain fuct is that the quantity of money has already
been increasing faster than output, Chairman Burns indicated
in his recent testimony that the narrow money supply—M,;—
would have to increase at only about zero to 2 per cent per
year to avoid inflation, and the broad money supply—Ma;—al
about 3 to 5 per cent, Yet his announced targets are fur higher
than that—4% to 6% per cent for My, 7 to 10 per cent for
Mi—and actual monetary growth has recently been even
faster,

Q What if the Treasury sells bonds to the public to cover
the Carter deficit?

A If the Treasury borrows from the public, there will bo
Joss money left in the hands of private Investors to be loaned
out and spent for building houses and creating new factories
und machines, The result is to reduce private employment
and increase publicly financed employment.

20 Copyright @ 1977, U.5. News & World Report, Inc.




Q What would you do about high unemployment?

A The long-range solution is to increase the incentive for
ordinary people to save, invest, work and employ others. We
make it costly for employers to employ people, and we
subsidize people not to go to work. We have a system that
increasingly taxes work and subsidizes nonwork.

Q@ How could that be changed?

A First, 1 propose that the Federal Reserve reduce the
rate of monetary growth gradually over the next three years
by about 2 percentage points a year until they get to a rate
that is in keeping with the long-run increase in economic
output. That would eliminate the inflationary bias in' the
economy.

I would simultaneously index personal and corporate in-
come taxes—that is, automatically adjust personal exemp-
tions, tax brackets and so on for inflation. That would keep
inflation from automatically driving taxes up and be far more
effective than the measures Mr, Carter and others have
proposed. Congress has been very prompt in protecting its
own salaries against inflation. It has done nothing to protect
the public.

Finally, T wou!d cut the real taxes borne by the American
people by cutting all Government spending 10 per cent
across the board.

Q Do you also favor increasing the tax credit for invest-
ments in new plant and equipment?

A No. Those credits do not stimulate capital investment; it
only looks as if they do.

Suppose a company invests more money to take advantuge
of the credit. Where does it get the money? From profits or
from loans. So the real question is whether the credit
increases the total pool of funds available for investment.

If it reduces taxes, it may seem to increase th: pool, but
then we have to ask: Who pays the toxes instead of the
companies that take the credit? All it
does is to divert investment into direc-
tions which qualify for the credit and
awny from investments that don't. It
has n negligible effect on incrensing
the total pool,

The most effective way to stimulate
capital is to put investment on equal
terms with everything else, and that
means moving toward a tax that you
pay on what you spend instead of on
your income. But if we are going to
retain the income tax, then we ought
to abolish the tax on corporate profits
and require the companies to attribute
their income to their stockholders,
whether they pay it out in dividends or
ne. The stockholdars watid bear the
tux burden daireety and openly instead
of, as now, indirectly.

Q Arc there steps that could be tnk-
en to reform the tax system short of
switching over entirely to » tax on
spending?

A If we simply replaced all tax rates
above 25 per conl with u flal 25 per
cont rate, taxpayers would lose interest
in tax shelters, and the amount of rev-
enue the Government takes in would
nlmost surely increase at the same time
s the taxpayers benefited. But there is
not orre chance in n million of Congress
enacting such n simple measure,

Q What would your plan for tax-
and-spending cuts do for employment?

U S NEWS & WORLD REPORT, March 7, 1977

King Carl XVI Gustaf awarding Nobal Prize in
economics to Friedman In Stockholm |ast year.

A It would mean a' healthy increase, It would reduce

Government jobs and increase private jobs. People would
Ave more incentive to work.

You see, the problem today isn't lack of purchasing power,
which the rebates are supposed to remedy. We've had too
much purchasing power. That's why we’ve had so much infla-
tion. How can the problem be pr'r-hasing power when prices
are rising 5 per cent a year now and, in my opinion, will be go-
ing up at a rate of 7 to 9 per cent over the next two years?

Q Can that inflation be reduced through Government'
guidelines—or jawboning, as it's called? '

A Such measures have temporary effect, but over any
long period they are harmful.

There's only one place where inflation is made: That's in
Washington. I don’t mean that people in Washington impose
inflation on the rest of the community for no good reason.
Inflation is made in Washington in response to pressures
from the people at large.

The people who are really making inflation are the voting
public—becnuse they ask their Congressmen to enact good-
ies in the form of spending, but they are unhappy about
having taxes raised to pay for those goodies. The only way
Congress can spend more without appearing to raise taxes is
through inflation.

Q The President’s economic advisers say that a great deal
of our inflation has been caused by special circumstances
that raised the cost of oil, other fuels, foods and so on—

A That's wrong, and the proof of it is very simple:

Those special circumstances affected all countries. So why is
it that they were followed by inflation at a rate of 2 per cent in
Switzerland, 6 per cent in Germany, 12 per cent in the United
States, 25 per cent in Britain and 30 per cent in Japan?

It cannot be that the same factors had such widely differ-
ent results. This is simply a case of trying to find excuses.

Q Some economists say the U.S, is in
for a period of relatively slow econom-
ic growth. Do you agree?

A We're not doomed to any such
period, but we may have one if the
heavy hand of Covernment regulation
continues to interfere with the effec-
tive use of our resources.

There is nothing of a technical or
necessary character that will slow eco-
nomic growth, On the contrary, if we
could cut the Government back to size,
reduce some of its regulatory activity—
for example, eliminate the price con-
trols on oil and antural gas—we could
have a period of very rapid economic
growth.

Q Wouldn't we still face shortages of
oil and gas?

A There is no physical shortnge of
fuel and energy—only an artificial
shortage created by bad Covernment
policies.

The Organization of Petroleum Ex-
porting Countries has produced a seri-
ous artificial shortage of oil, and the
United States has greatly exacerbated
the economic effects of the OPEC strat-
egy by its own policy. Our Government
is providing n subsidy of roughly $3 o
barrel on oil imported from the OPEC
countries through its scheme to equal.
ize the cost of refining imported oil and
artificially cheaper domestic oil.

Q Isn't it true that the United States
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Jobless-pay lines: Toll is highest among young blacks, “We have a
system that increasingly taxes work and subsidizes nonwork.”

INTERVIEW WITH MILTON FRIEDMAN

[continued from preceding page]

is running out of large deposits of vil and gas that can be
exploited at relatively low cost?

A There is a physical limit to our reserves,

But rememLler that there was also a big scare in the 1920s,
when it was said that reserves of oil would only last 20 years.
Since that time, consumption has increased dramatically, and
so have reserves,

If we allowed the price system to operate, we would
reverse the trend toward reduced domestic production of oil
and gas for the immediate future and enable the adjustment
to dwindling reserves to be met over a considerable period
of time.

Q Tuming back to the problem of creating more jobs,
what do you think of proposals to give employers tax credits
or bonuses if they hire the unemployed?

A The Carter plan for giving a credit equal to 4 per cent
of the employer’s Social Security payroll tax is ludicrous. It is
simply a proposal to reduce the payroll tax from 11.7 per
cent of wages to 11,66 per cent.

.nat's all it is when you take nway the Madison Avenue
packaging. Who would give it a second thought if it were
explained in that straightforward manner?

Q But there are proposals in Congress for more-generous
bonuses for hiring, aren't there?

A The bonus schemes will encournge employers to fire
some people in order to employ others who will qualify for
the subsidy. The Government will then try to close that
loophole, and the complexity of the program will grow and
grow. It will create employment all right—for more federal
bureaucrats to administer the program.

Q Should government do anything to help black teen-
agers, who have the highest rate of unemployment?

A These young people are disadvantaged in part because
of government policies—for example, the kind of schooling
they gel, which is provided by government,

The effective way to reduce black teen-age unemploy-
ment over the long run would be to introduce a voucher
system for education. That would introduce competition into
the schools, particularly in the slum urcas of our big cities,
and that would tend to upgrade the kind of schooling the
young blacks can get.

As it is, the government first provides very poor schooling,
and then the harm is multiplied by the minfinum-wage law,
which makes it difficult for them to get on-the-job training.
Without the minimum-wage law, the least skilled could offer
to work for low wages, which would provide an incentive for
employers to hire and train them. It has always been a
mystery to me why u teen-ager is better off unemployed ot
$2.30 an hour rather than employed at, say, $2.
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Q Should the United States do more to help the underde-
veloped countries?

A Who says we've been helping them? We have been
granting subsidies to underdeveloped countries, and the
evidence is overwhelming that this has been hurting them,
not helping them. What we have done is to strengthen the
small clique which is in charge of the governments in these
countries at the expense of the populace at large.

Q What should be done?

A The most effective thing we could do to help would be
to drop our tariffs und thus encourage the underdeveloped
countries to compete on fair and open terms and sell us
whatever they can. That would do far more good than
shoveling out bushels of money to maintain governments
that do not effectively represent the public at large.

Q Should the U.S, cut tariffs unilaterally?

A We have little control over what Bri' n or Germany or
Japan does. I would like to see the United States act like the
great nation it is an<| unilaterally reduce trade barriers across
the board.

Q What if other rzountries duinp goods into our market at
less than cost and niin industries employing our workers?

A People who say free trade does that are 1ot looking at
what happens to exchange rates.

Suppose Japan is so foolish as to subsidize every export to
the United States, so that there is nothing we can sell them
and everything they have to sell is cheaper than what we
produce here. How would we pay for their exports? We
would send them dollars. What would they do with the
dollars? The Japanese who , * *hem would suy: “There'’s
nothing we can buy with these dollars. Everything in the
U.S. is too expensive nt the present exchange rate.”

So instead of valuing a dollar at 300 yen, the Japanese
would say: “The dollar isn’t worth anything to me. I'll give it
to you for 200 yen." If that doesn't work, the rate will go to
100. And the result will be that the price of Japanese goods
will go up in terms of dollars while U.S. goods will become
cheaper in Japan,

That swing will continue until the amount the U.S. is
selling to Japan is roughly equal to what Japan is selling to
the United States. In the process, we will have less employ-
ment in those industries in which we are inefficient com-
pared with the Japanese, and more employment in those in
which we are most ¢fficient,

This is difficult for most people to s'e because we overem-
phasize the visible ¢ffects and neglect the invisible. If Japan
exports more steel to us, the people in the steel industry who
lose their jobs are very visible, The fuct that Japan earns more
dollars and buys many other goods, so that we have more peo-
ple employed in export industries, is not nearly as visible,

Q Do you sugges! that tariffs be wiped out overnight?

A 1 would fuvor doing it over a five-year period in order
to make the adjustment easier.

Q Looking shead, what do you see as the greatest cconom-
ic problem fucing this country?

A The growth of government. We are going down the
same road as Great Britain. We are 10 or 20 years behind
Creat Britain, but if we keep on the way we are going, we will
be in the sume state that Britain is in now,

Forty per cent of cur national income is being spent by the
federal, State and locnl governments, Fifty years ago the pre-
portion was 10 per cent. Are we getting our money's worth?

I would like to see a constitutionnl amendment that would
say that spending for all purposes by the Federal Government
could not exceed 25 per cent of the income of the 2eople.
That is roughly what it is now. So the nmendment waould not
reverse the trend, but at least it would stop it und give time for
a change in attitudes and o growth in understanding to devel-
op that would make a reversal politically feasible.

U S. NEWS & WORLD REPORT, March 7, 1877
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n presenting his energy program,
‘President’ Certer stressed “fair-
ness’’ as an essential ingredient of an
acceptable . program. The Federal
‘Communications Commission seeks

\to/enforce o “faimess doctrine’’ on

madio and TV. stations. We suffered
numerous ‘' fair trade” laws, until they
were - declared unenforceable. One
businessman vies with another in pro-
‘claiming 'his' faith;in competition—
provided that it is “'fair.”

Yet, scrutinize word for word the
Declaration  of Independence, the
Constitution and the Bill of Rights,
and you will not find the word “fair.”
The First Amendment does not pro-
tect the “fair’ exercise of religion,
Lutthe ‘free’ exercise thereof: it does
not restrain Congress from abridging
the “fimess” of speech or of the
press, but the “freedom” of speech, or
of the press.

FROM UMPIRE TO BIG BROTHER

The modern tendency to substii.: =
“fair’’ for, “free” reveals how far we
have moved from the initial concep-
tion of the Founding Fathers. They
viewed government as policeman and
umpire. They. sought to establish a
framework within which individuals
could pursue their own objectives in
their own way, sefarately or through
voluntary cooporation; provided only
that they did not interfere with the
freedom of others to do Hkewise,

The modem conception is very dif-
ferent, Government Eas become Big
Brother, Its function has become to

rotect the citizen, not merely from

is fellows, but from himself, whether
he wants ta be protected or not, Gov-
ernment is not simply an umpire but
an_active participant, entering into
every nook and cranny of soclal and
cconomic activity, All this, In order to
promote the high-minded goals of
“fairness,” “justice,” “cquality,”

Does this nol constitute progress? A
move toward o more humane society?
Quite the contrary, When “'faimess™
replaces “freedom,” all our liberties
are in dan;ﬁrr. In “"Walden,” Thorenu
SOVS: “If T knew forn f‘"l’t!l{l!l}' that n
man was coming to my house with the
conscious design of doing me good, |
should run for my life." That is the
way I feel when I'hear my “servants”
In Washington assuring me of the
“fairness” of their edicts.

There Is no objective standard of
“fufrmess."”" "Falmess” ds strictly in

Fair Versus Free

the eye of the be-"
holder. If speech:
must be fair, then

it cannot also be free; someone must

decide what is fair. A radio station is

not free to transmil unfair speech--as

judged by the bureaucrats at the Fed-

eral Communications Commission, If
the printed press were subject to a

comparable “faimess doctrine,” it too

would have to be controlled by a gov-:
ernment bureau and our vaunted free

press would soon become'a historical

curiosity.

‘What is true for speech—where the
conflict is perhaps clearest—is equal-
ly true for every other area. Tao a

roducer or seller, a “'fair’’ price is a
ﬁigh price. To the buyer or consumer,
a''fair’” price is alow price. How is the
conflict to be adjudicated? By compe-
tition in a free market? Or by govem-
ment bureaucrats in'a “fair’” market?

Businessmen who singthe glories of
free enterprise and then demand
“fair” competition are enemies, not
friends, of free markets. To them,
“fair’ competition is a euphemism for
a price-fixing agreement. They arc ex-
emplifying Adam Smith's remark that
“People of the same trade seldom
mecttogether, evin formerrimentand
diversion, but the conversation ends
inaconspiracy against the public, orin
some contrivance to ralse prices,” For
consumers, the more “unfair’” the
competition the better. That assures
lowest prices and highest quality,

RULES OR ACTIONS

15 then the search for " faimess” alla
mistake? Not at all, There is a real role
for faimess, but that role Is In con-
structing general rules and adjudicnt-
ing disputes about tho rules, not in
determining the outcome of our sepn-
rate activities, That s the sense in
which we speak of a " fair’ game and o
Tk wmpire, If wo applied the pres-
ent doctrine of “fnimess” to a football
gumo, the referee would be required
alter cach play to move the ball back-
ward or forward enough to make sure
that the game ended In n draw!

Our Founding Fathers designed a
falr Constitution to protect human
freedom, In Thomas Jefferson's ring-
ing phruses from the Deelaration of
Independence, 'Governments are in-
stituted among Men” “to secure”
"certain. unalienable Rights, that
among these are Life, Liberty, and the
Pursuit of Happiness."

nergy'o

companies will get their g
tees, the coal-gasification’ plants:will
‘built—and ‘the ‘U.S, will have n new
source of energy,

—ALLAN J. MAYER with WILLIAM J, COOK in Washington
. Bnd buresu reports

Secrets of the Nazis

One of the first spoils of the Nazi
defeat in World War II was a treasure
trove of documents: more than a million
pages detailing the industrial miracle by ' |
which Hitler's scientists kept his war. ¥
machine rolling on synthetic fuels; Butto
the Allied victors, who had all the cheap
petroleum they' could use, the servets
were of only academic interest; tl:; docu-
ments were shipped offto storage.m such
places as. Washington’s. National Ar-
chives, the British Imperial War Muse-
um and even the dusty garages of a few
European: scientists,

A generation later, the world energy
crunch has provided a new perspec-
tive—and the German papers have taken
on a sudden new urgency, It's widely
known, forinstance, that the Nazi'scien-
tists worked out much of the technology
behind today's most sophisticated coal-
gasification projects, but there was clear-
ly much more to their work. To find it,
three big U.S. energy-using companies
are helping to fund u research project at
Texas A&M University, where Dr, Rich-
ard Wainerdi, n chemical engineer, and a
ten-man team are gathering documents
from stashes around the world—many of
them still in the cartons and leather
strups of 1945,

High Hopes: "‘It's just a matter of time
until the price of syntheties will be com-
petitive with products coming out of the
ground,” says one of Walnerdi's team,
Dr, Kurt J, Irgolie. Officials of Union
Carbide, Dow Chemical and Diamond
Shamrock Covp. are betting he's right;
they have ngreed to pick up most of the
project’s $150,000 cost so l};r.

To date, Wainerdi's team has uncov-
ered a 6,000-page energy plan far more
elaborate than the ono that President
Carter put together this year, It has found
detailed analyses of production costs and
descriptions of nt lenst twenty processes
forconverting German coal to oil, gus and
feedstocks to make petrochemicals, One
technique turns high-sulfurcoal into low-
sulfur oil, an obvious environmental nd-
vantage. “The Germans were superh,”
Irgolic sald, “In the "30s, any American
who was ambitious in organic chemistry
was finding some way to spend at' least a
year studying in Cormany.”

Industry's finol evaluation of Wainer-
di's efforts will have to wait several
years, but patience could pay, Amon
those Nazl papers could lurk ideas lead
Ing to mijor new processes and source
nfencrﬁ(y. What intrigues the researche,
is that thore might be xome leads that

Germans, for lack of technology o
sources, couldn’t pursue—but thaty
be fully practical today,

Newsweek, July 4,




MEETING WITH MILTON FRIEDMAN
6/9/77

Attendees:

Hugh Malcne
Clark Gruening
Pat Rhodey
Brian Rogers
Jim Rhode

Judy Brogan
Jim Edenso
Norman Bailey
Joan Bailey

Malone: Constitutional amendment to set up alternate way for State

to use oil money. Better ways for State to use money than expanding
government,

1) Alaska Inc.

2) Diversify state economy

3) Opportunities for private enterprise

4) Long-run generation of earnings on fund itself to lower taxes

Friedman: Distribute rights to capital sums. Let individuals decide
how to spend. Second-best approach, don't allow money to go for cur-
rent government speading. Limit total e*~ate spending as a fraction

of income. Legislators would be under 1:3s pressure from individual
lobbies. This would give an excuse for them to turn down those who want
money for their pet project.

Gruening: How do you set the percentage?

Friedman: No natural percentage. Set something going and stick to it.
Expending during fiscal year, state spending percentage of personal
income of citizens in three prior calendar years equals 20 percent.
That would be the ceiling for the next year, Creates a ceiling auto-
matically adjusted for inflation. 1If public wants to, they can raise
it. Let people vote on the budget as a whole in this way.

Rogers: The three-year boom would affect spending.

Friedman: Personal income would adjust this. Don't use state gross
product. Other device: Limit equals per capita spending for prior
year adjusted for inflation. It 1s more stringent than the 20 percent,
Most government spending doesn't get you what you spend. Percentage
limit easier to sell. Using the permanent fund to diversify the econ-

omy will dissipate the fund World Bank approach hasn't helped par-
ticipating countries.




Meeting with Friedman (Cont.)

Malone: What is the approach and structure that would allow the
greatest benefits to the people?

Friedman: Write individual checks to the people. You may borrow rrcm
the fund; percentage of your original entitlement. Each individual
(co-owner of the fund) to invest a3 he wants. Interest rate would
have to correspond to the interest rate of the rest of the fund. Need
collateral. In outlying areas, there may be no investment opportuni-
ties. Find one or move out. For example, the amount of money spent

to put TV into bush communities, if the people had had the money to
spend in any way they wanted, they probably wouldn't use it for TV.
There may be someone who does have an idea. Collateralize with the
physical facility to be built The only critcria should be that the
applicant has to indicate what the physical facility would be and

that would be the collateral, that is, beyond his eligibility. The
project would have to provide some kind of collateral. Practical
difficulty is with people leaving the state. Dividends, absentee owners
could withdraw with collateral itself. . Pay back or lose dividend. In-
vesting in income-producing entity. If these monies flow into the gmn-
eral fund, they are absorbed into general expenditures. If you said
this money had to be returned to the people, it should be.

Gruening: Should Alaska Inc. be tied to the permanent fund?

Friedman: Segregate temporary source so it will provide permanent
income. Create permanent income stream.

Gruening: State owns mineral wealth, so money flows into the State.
State has a problem diverting this back into state economy.

Friedman: Pro rata shares to citizens. Stay away from ethical ques-
tion. Search for justice is going to destroy the world. How to
handle this for greatest development of resources of the people of
Alaska?

Rhodey: Insure private enterprise in the future. Sock the money away.

Friedman: How does that assure private enterprise in the future? Base
entitlement in residency length in the state. Anything but giving it
to current residents is going to subsidize growth. The ownership of
resources is a form of socialism. 0il and mineral resources probably
not finite. Real issue is drastic decline in the price of oil. If

an individual would rather work here than somewhere else, businesses
will be attracted here, If not, why should some be taxed and some sub-
sidized? Value judgments not the issue--it is not wanting to face
result of policies. Value judgments will dissipate the fund. Pres-
sure to invest in Alaska is enormous. Meet the political pressure

by allowing the people to have their amount of money. Who would

choose which businesses to subsidize? Element of loss distinguishes
private from public. How cheap to produce at the margin? How expen-
sive not to sell it now? Arabs justify high prices by saying that




Heeting with Friedman.(Cont.)

oil is finite. Not so, it is because they cannot hold the price
of oil up indefinitely. Require the state university to charge
full tuition, exactly what it costs the State to educate each stu-
dent. Subsidy should be through voucher system. Higher income
group is being subsidized to the tune of $100,000,000. Analogous
to underdeveloped countries spending for foreign aid. Meet poli-
tical pressure with alternative scheme to preserve value of the
fund. Fund could be used as leverage. Can't guarantee stability
during change. Minimize by making it easy to establish other en-
terprises, money to get through the transition The most wasteful
expenditure is to guanantee jobs in the failing industry. Self-
interest is first, but people try to be rational. Closer self-
interest is to them directly--the better they do.
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* John K. Galbraith

. ProTessor

Haivard Un1versity
207 Littauer

“'-Clmbridge MA“ 02138

'_Doar Professor Galbraith

The House SQecial Cumnittcd on the Permanent Fund is in the procass of
drafting enabling legislation for the Alaska's Permanent Fund, approved
through a‘constitutional amendment in November, 1976. I am enc\osing
material on the Permanent Fund, that, I hope, will give you an {dea of
what sort of creation we're talting about.

As part of our work, we are attempting to stimulate public debate on the goals
of the Fund. In add1tion to public hearings and other:methods of solfcit-
~"ing what has unfortunately come to be kmown as public {nput, we are planning
 to stage a symposium ‘on goals in ‘Anchorage in September. our target date
being September 10.

It 1s fair to say that tht.tconomic terms of the debate over the Fund have
heretofor been set by institutional, not to say conservative, economists,

most notably Milton Fr1edmnn who was brought to the state by the banking

~community in Juno.

Without in any tqy nttenpting to question the quality of Mr. Friedman's
{deas, we are speaking of a fund which has the potential of being the
largest dedicated revenue fund in the English-speaking world, sc we would
be ramiss 1n our-dutfes 1f we did not attempt to cxpose the pubiic to a
broad spectwum of economic thought

In short, we are asking for your assistance.
If you have any interest in ippelring here, please send us the dates on

which you might be available and your fee schedule for such appearances.
Or call us at the number shown above.




18 you i ih & aore: 1Mt oolon of itk cuma.nuin
~ Permenant Fund'issue, you might get in touch with Belden Danfiels of
- Harvard's Department of City and Regional Pllnning. who s under cnntract

to the Committee as a consu‘lunt
Sincerely.
Mike Doogan
Administrative Assistant

Enclosure







707 A Street, Suite 206
Anchorage, AK 99501

UNIVERSITY OF ALASKA

FAIRBANKS, ALASKA 99701

INSTITUTE OF SOCIAL AND ECONOMIC RESEARCH

Representative Clark Gruening, Chairman
Subcommittee on the Alaska Permanent Fund
Alaska House of Representatives

528 West 5th Avenue, Suite 270

Anchorage, Alaska 99501

Mr. James Edenso, Deputy Commissioner
Alaska Department of Ravenue

Pouch SB

Juncau, AK 99811

December 15, 1977
Dear Sirs:

The Institute of Social and Economic Research hereby submits the
enclosed report entitled The Permanent Fund and the Growth of the
Alaskan Economy: Selected Studies. The report, prepared under con-
tract to the State Department of Commerce on behalf of the House
Subcommittee on the Alaska Permanent Fund, analyzes the economic and
fiscal effects of a) alternative contribution levels to the Fund;

b) alternative uses of the Fund's earnings; c) selected in-state
!nvestments of the Fund; and, d) in-state placement of the 1969 Prudhoe
Bay bonus money.

The comprossed contract period for performing the work precluded
the preparation of a preliminary draft and the solicitation of comments.
ISER could compensate for this shortcoming by preparing a condensed
supplemental report designed to reach a broad audience. This supple-
mental report would benefit from any legislative or departmental com-
ments the final report elicited.

Because the basic analytic tool designed and used in the conduct
of the study is a computer program, additional analytical work can be
performed efficiently and at low cost, For example, both the timing and
the level of revenues, expenditures and/or contributions to the fund
could be easily modified within the structure of the existing program
and the corresponding outputs re-analyzed.

PLEASE NEPLY DY AIRMALL
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ISER would be pleased to have the opportunity to prepare the supple-
mental report and/or conduct additioral analyses. We have enjoyed working
with the Committee and its staff and trust our work will be of use to the
Committee as it fulfills its charge to recommend how the Permanent Fund
should be structured and implemented.

As you read the report, I call to your attention one unavoidable
conclusion derived from the study. It dramatically underscores the danger
of making incremental investment or expenditure decisions without regard
for their long-term economic or fiscal effects and poignantly highlights
the need for the legislature to engage in long-term fiscal planning.

If we can provide any further information or elaboration of the
study' s findings, we will be pleased to do so at your request.

Sincere;xs
/‘ r\ o ‘P‘j
Jhgkuﬁu- (::- Vv e

Lee Gorslch
Director

With best regards.

PLEASE HEPLY Y AIRMAL
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‘TO: Clark Gruening, Chairman, House Permanent Fund Committee

FROM: Lee Gorsuch, Director, Institute of Social and Economic
Research, University of Alaska

SUBJECT: Alaska Native Regional Corporations and the Permanent Fund

February 1, 1978

In late July, we agreed to include several questions related to the
Permanent Fund in the study of regional corporations we are conducting
in collaboration with the Alaska Native Foundation. The questions in-
cluded were designed to (1) ascertain Native regional corporation views
of potential Permanent Fund investment needs and of possible opportuni-
ties in rural areas, and (2) explore potential areas of cooperation
between the Permanent Fund and Native corporation investments.

We have made no material changes in the responses we received, nor
have we analyzed them. The responses constitute the views of selected
executives of six of the twelve Native regional corporations. This
memorandum summarizes the responses we obtained which included specific
ideas and examples of investment opportunities and perceptions of the
broader Permanent Fund policy issues.

While our overall study covers all Native regional corporations, we
were only able to address the Permanent Fund related questions to six of
them, This is due primarily to our survey having already been completed
in a number of regions prior to the add on of the Permanent Fund related
questions in late July,

General Investment Policles and Goals

Respondents were asked for their opinions as to what Permanent Fund
investment policies and goals should be in general and how they should
apply to rural arcas in particu.ar.

All respondents supported the concept of the Permanent Fund and
generally regarded it to be of great potential value in meeting rural
area nceds.

PLEASE REPLY OY AIRMAIL
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Some Specific Comments

The Fund should be used primarily to ensure that therz is
sound and steady growth in the economy of the state. Don't
want rapid growth booms and busts... Use the Fund to help
stabilize the economy... Illelp knock out the valleys and
knock off the peaks on the economic growth of the state.

The Permanent Fund should not be used to any great extent
to subsidize something that cannot naturally occur or at
least stand on its own after a brief period of time...
Don’t like the idea of subsidized business, but could use
the Fund to help get things going and then get out; that
sort of thing.

Remove from political spectrum,

Can't differentiate between urban and rural areas and
projects. Need to look at each individual investment...
The availability of other funding in urban areas and lack
of it in rural areas, will soon take the Permanent Fund
to rural areas and small communities.

Rates of profit are not commensurate with the risks that
exist in rural areas... If the Permanent Fund has a goal
of doing something for rural Alaska, it is going to have
to accept something other than the maximum return. But
this may be justified by reducing other costs or enhancing
other returns to the public than directly in terms of
Permanent Fund growth... Rates of return can take into
account broader values through shadow pricing.

Relationship Between Permanent Fund and Regional Corporations

All respondents expressed an interest in having Permanent Fund
monies avallable to vegional corporations in support of their in-state
investments,

There was consensus that the Permanent Fund should be a source of
funding and perform a role comparable to that of a bank. It should
provide funding on the basis of proposals and appcopriate collateral,
similar to EDA, FHA, state loan programs, etc.

While emphasis was on loan programs, the possibility of joint

ventures was also envisaged. Under such circumstances, according to
our respondents, the Permanent Fund should provide money only, not

PLEASE REPLY DY AIRMAIL
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management. It would, in effect, become a limited partner, with the
applicant corporation functioning as the general partner. The res-
pondents fully accepted the accountability associated with the part-
' nership arrangement but were insistent that the state should not be
directly involved in management of particular enterprises,

Interest was also expressed in intermediateterm financing. Com-
mercial banks generally finance projects on a 5-7 year term, maximum,
and insurance companies lend for a period of 20-30 years. The res-
pondents felt a void exists in the availability of 8-20 year money.

Respondents also emphasized the need to make money available
expeditiously, without too much red tape and delay. (It was suggested
that sometimes the real cost of 'cheap" money (e.g., 5%) turned out to
be about 20%.)

One respondent saw no reason to support Native corporations by
virture of their being Native corporations or just to put money into the
bush. This respondent suggested that the Permanent Fund participate
only when a beneficial investment can be shown. At the same time, this
respondent felt that there were many opportunities for "beneficial
investments in rural areas and with Native corporations.

Financing Corporation Investments

An attempt was made to elicit specific examples of situations where
the Permanent Fund could today assist, or could in the past have assis-
ted, with the financing of regional corporation projects:

o The Harbor View apartment complex in Kodiak is at this time
financed by a credit union (50%) and by Koniag Corporation
(50%). The project meets local needs, creates jobs - and
is carrying itself. No commercial institution would touch
the project initially, and public funds would have helped.
Even today, Permanent Fund participation in the project's
financing could free Koniag cquity and enable Koniag to
initiate other projects. As Mortgagor, the Permanent Fund's
investment would be secured by a profitable real estate
project,

o Similarly, Ahtna Lodge at Glenallen has a very high regional
corporation equity. Addi fonal financing was provided under
the State Tourism Loan Program, by a private bank, and by
CEDC. Refinancing of Ahtna's equity would free its capi-
tal for further investments. If the interest rates of the
new capital provided by the Permanent Fund were lower than
current ones, profitability could be achieved ecarlier even
with a higher debt level.

PLEASE REPLY DY AIRMAIL
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Cook Inlet has several high yield projects, including office
buildings and hotels, where conversion of eqiity into a
loan, consolidation of existing debt, and retinancing of
existing medium-term notes could all have a very favorable
economic impact on the corporation.

Most of respondents regarded fisheries to be one economic
activity in which Permanent Fund loans or guarantees could
have made investments possible in the past and could still
facilitate projects presently and in the future. In each
case, capital requirements were viewed as having heen or
being too large to be borne solely by the regional corpora-
tions. Among the investment possibilities cited were major
high seas processing ships; boats and on-shore plants; and
a large enterprise involved in harvesting, processing, and
sales of sea foods.

Areas of Prospective Investment

Fisheries and mineral resources development and processing were
mentioned over and over as prime candidates for future Permanent Fund
support in the varilous regions.

As might be expected, the principal emphasis in fisheries was on
high seas and on-shore facilitles related to taking full advantage of
the extended (200 mile) fisheries jurisdiction in the waters adjacent
to Alaska. Great opportunitics are secen for large-scale protein de-~
velopment, but concern exists about obtaining initial financing for
what, in effect, will constitute a new approach to fisheries in the
United States. Financing is seen as being required for large fleets,
on-shore installations, transportation and marketing, research -- in
other words, everything to initiate broad utilization of off-shore
fisheries.

A number of regions currently have mincral contracts with options
to participate in production if exploration indicates existence of
economically feasible resource deposits. Exercising such options will
mean that regional corporations will have to pay a share of future
costs, While under such circumstances private financing of what would
likely be large capital requirements could probably be arranged, res-
pondents felt the Permanent Fund could earn a high yield by financing
such ventures... Specific opportunities suggested for Permanent Fund
involvement in the minerals area were the development and industriali-
zation of the Beluga coal fields and the establishment of a cement
manufacturing plant. Aside from these specific areas, others were
mentioned only in general terms. These included geothermal energy de-
velopment, housing and investment guarantees, and 0CS-related projects.
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Other Comments and Suggestions

Human resources development was stressed by a number of respon-
dents. While several pointed to job creation as a major goal for rural
areas, another respondent saw this factor pertinent only as a consid-
eration if judging between two projects of equal merit, believing that
most investments in Alaska would assist with local employment.

One respondent saw the lack of people with interest, attitudes, and

skills appropriate to business and financial management as the greatest
obstacle to development in rural Alacka,

A sugpestion was made that the Permanent Fund could facilitate some
sort of one-stop-financing service. The idea came up in connection with
a discussion of constraints facing small business, where money may be
available but not getting to where it should or could be. Many existing
financial institutions simply do not service rural areas. A servicing
facility or process sponsored in connection with the Permanent TFund
could actually facilitate the availability of commercial financing and
of otLuer funding sources, such as EDA, SBA, BIA, and others.

The hope was also expressed that the Permanent Fund would encourage
a greater understanding of rural investment opportunities and investment
environment. It was pointed out that most of the demand studies and
many feasibility studies done for rural areas are based upon urban
notions of yield and, therefore, often greatly understate risks and
misinterpret the return opportunities. Even the most skilled appraisers
are not sufficiently qualified to deal with rural areas and make appro-
priate judgements. If the Permanent Fund is to obtain good feasibility
studies, our respondents felt it will need to develop its own capability
to analyze economic and business opportunities or to sponsor somebody
else in development of the appropriate analytic capability, as does the
World Bank and other international lending :institutions.

In conclusion, I want to emphasize thal: ISER has not analyzed or
endorsed the suggestions offered above nor should they be interpreted
to be an offical position of the Alaska Native regional corporatilons.
RaLther, these are the views of several executive officers of the cor-
porations,

LG/m
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Mr. James Edenso, Deputy Commissioner
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Dear Sirs:

The Institute of Social and Economic Research hereby submits the
enclosed report entitled The Permanent Fund and the Growth of the
Alaskan Economy: Selected Studies. The report, prepared under con-
tract to the State Department of Commerce on behalf of the House
Subcommittee on the Alaska Permanent Fund, analyzes the economic and
fiscal effects of a) alternative contribution levels to the Fund;

b) alternative uses of the Fund's earnings; c) selected in-state
investments of the Fund; and, d) in-state placement of the 1969 Prudhoe
Bay bonus money.

The compressed contract period for performing the work precluded
the preparation of a preliminary draft and the solicitation of comments.
ISER could compensate for this shortcoming by preparing a condensed
supplemental report designed to reach a broad audience. This supple-
mental report would benefit from any legislative or departmental com-
ments the final report elicited.

Because the basic analytic tool designed and used in the conduct
of the study is a computer program, additional analytical work can be
performed efficiently and at low cost. For example, both the timing and
the level of revenues, expenditures and/or contributions to the fund
could be easily modified within the structure of the existing program
and the corresponding outputs re-analyzed.
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ISER would be pleased to have the opportunity to prepare the supple-
mental report and/or conduct additional analyses. Ve have enjoyed working
with the Committee and its staff and trust our work will be of use to the
Committee as it fulfills its charge to recommend how the Permanent Fund
should be structured and implemented.

As you read the report, I call to your attention one unavoidable
conclusion derived from the study. It dramatically underscores the danger
of making incremental investment or expenditure decisions without regard
for their long-term economic or fiscal effects and poignantly highlights
the need for the legislature to engage in long-term fiscal planning.

If we can provide any further information or elaboration of the
study' s findings, we will be pleased to do so at your request.

With best regards.

Sincerely,

f‘ A ',._' C/), i("i,:lf(—";’h

Lee Gors&ch
Director
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T FUND AND THE GROWTH OF
ALASKAN ECONOMY: SELECTED STUDIES

EXECUTIVE SUMMARY

The contract under which this project was done outlined four general
study areas. Each centered upon a distinct question related to permanent
fund policy.

I. What are the long run fiscal and eccnomic prospects for Alaska and
what are the impacts on these prospects of the Permanent fund?
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Figure 1 shows the basic pattern of future state ravenues (R93S)
to be one in which the growth of total revenues reflects the cyclical
nature of patroleum related revenues (RP9S). A significant decline in
petroleum revenues leads to a corresponding decline in total revenues

and adjustment to a lower long term growth path.

Figure 1 - PROJECTED STATE REVENUES
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Figure 2 on thc same scale presents projected state expenditure
growth at rates comparable to three periods of post-statehood growth.
Comparison of Figures 1 and 2 thows that even expenditure growth rates
such as experienced by the state immediately after statehood cannot be

sustained beyond the late 1980s.

Figur2 2 PROJECTED STATE EXPENDITURES

R3 = EARLY STATEHOOD ;

R2 = IMMEDIATE PAST |
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A basic simulation of Alaskan economic growth shown in Figure 3
indicates the magnitude of the adjustemnt in state expenditures (E99S)

necessary to attempt to maintain state financial solvency. Total expen-

diture growth has a ten year hiatus. At the same time, the permanent

fund (PFBAL) grows to a level of $3 billion.

Figure 3 -SIMULATED STATE FISCAL POSITION
including Permanent Fund Part |

E99S = TOTAL STATE EXPENDI1URES
R995 = TOTAL STATE REVEKUES

PFBAL = PERMANENT FUND BALANCE
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Figure 4 reflects the fact that in spite of this expenditure reduc-
tion and the permanent fund the general fund balance (GFBAL) falls below
zero in the early 1990s and reaches -$10 billion in less than ten years.
This represents the amount of alternative revenues which must be gener-
ated within that period to get the stéte back on a "pay as you go" basis
represented by the ratio of total current revenues to current expendi-

tures (REVRAT) notl including permanent fund contributions.

Figure 4 - SIMULATED STATE FISCAL POSITION
including Permanent Fund Part Il

REVRAT = TOTAL REVENUES/TOTAL EXPENDITURES

CFBAL = GENERAL FUND BALANCE




At a 25 percent contri’ ‘on rate and 7 percent return, the perma-
nent fund generates a substantial amount of annual income (RIPF). As a
percentage of total expenditures (PFCON), Figure 5 indicates that its
contribution can temporarily exceed 5 percent but will rapidly decline

because of a slowdown in the growth of the fund itself.

Figuro 5 - SELECTED MEASURES OF THE PERMANENT FUND
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CONSTANT DOLLARS IN HUNDREDS

From the perspective of the average citizen of Alaska, the constant
dellar (1967 U.S.) value of the permanent fund and the permanent fund
earnings (PFBLRPC and RIPFRPC) exhibit long rua cyclical behavior.
Figure 6 shows they rise rapidly until the early 1990s and then fall

off rapidly.

Figure 6 - SELECTED MEASURES OF THE PERMANENT FUND
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The total state expenditure pattern which indicates a decline in
the late 1980s is reflected in Figure 7 in a significant real decline in
per capita state expenditures (E99SRPC) which puts the level of services

about 1995 substantially below present levels.

Figure 7 - SELECTED MEASURES OF THE PERMANENT FUND
PART 111

DIRPA = PER CAPITA DISPOSABLE PERSONAL INCOME
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EJQ9SKRPC = PER CAPITA STATE EXPENDLTURES
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The assumption of a 25 percent increase in petroleum revenues begin-
ning in 1983 above the level which can presently be reasonably projected
changes the timing of future events but not their pattern. In Figure 8,
‘the indicators of state financial viability from Figure 4 are repeated
with values taken from a simulation with higher assumed levels of petro-
leum revenues. The general fund balance remains positive an additional
year but there is very small change in the time when there is a deficit

on current account.

This results because the availability of increased general fund
revenues has led to an increase in state spending. This has, in turn,
generated economic growth and with it some "feedback" on the demand for

state expenditures.

Figure 8 - POSITION OF STATE ASSUMING 25% INCREASE
IN PETROLEUM REVEMNUES
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A substantizl increase in the contribution rate to the permanent
fund has the opposite impact on the financial position of the state.
Figure 9 shows that in the case of a 95 percent contribution rate expen-
diture growth slows such that revenues exceed expenditures for a longer
time than otherwise. However, such a large amount of money becomes
"locked in" to the permanent fund that the general fund balance becomes

negative before 13830.

Figure 9 - FISCAL POSITION OF STATE ASSUMING 100%
CONTRIBUTION RATE PERMANENT FUND
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IN HUNDRED THOUSAADS T————=

EMPLOYMENT

Larger permanent fund contribution rates remove money from the
general fund and thus eliminate the possibility of it being spent on
current budget appropriations.
vity is shown iIn Figure 10 where total employment (EM99) is plotted in
the two cases of 25 percent and maximum (95 percent) contribution rates.
With higher contributions growth is slower in early years but is later

more rapid because the larger balance is able to temporarily provide for

The resultant slowdown in economic acti-

about 20 percent of state expenditure needs from earanings.

Figure 10 - IMPACT OF PERMANENT FUND WITHDRAWALS
ON ECONOMIC GROWTH
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These simulations and others indicate that in the 1980s a very sub-
stantial general fund balance will accrue to the state. A relationship
between the general fund balance over and above immediate operating needs

(PFSUPBL) and the permanent fund (PFBAL) as pictured in Figure 10.A is

e

typical. During the next fifteen years this supplemental fund is likely

to be substantially larger than the general fund. To concentrate on the

= s e

permanent fund as a mechanism for controlling the patterns of Alaskan

development overlooks this even larger fund source. This supplemental

adjust to the realities of state finances after petroleum revenues begin

their decline.

Figure 10.A - RELATIONSHIP OF PERMANENT FUND AND SUPPLEMENTAL FUND

PFSUPBL = SUPPLEMENTAL FUND DALANCE

PEBAL = PERMANENT FUND BALANCE
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A first step in this direction involves adjusting expenditure growth
to hit a target determined by real demand for public services rather than
allowing it to fluctuate with the vagaries of short term revenues. Figure
11 illustrates one set of state expenditure patterns based upon growth cf
state expenditures at the same rate as real per capita personal income,
Even in these cases representing conservative (about 12 percent) state
expenditiuve growth, cutbacks are essential in the 1990s. Without fore-
sight, a massive cutback is indicated in 1994 in case A while with the
larger petroleum revenues of case B it is not necessary until 1997, but then
much larger. Anticipation of the revenue shortfall leads to the smoother
case C which allows highest expenditures in the long run. Case D involves
more rapid growth c® the target and thus earlier and more substantial re-
duction of expenditures.

Flgure 11 - POSSIBLE TARGET EXPENDITURE GROWTH RATE

A = UNTTARY 1NCOME ELASTICITY SUSTALNED
AS LONG AS POSSIDLE

o= SAME AS A EXCEPT 25 PERCENT PETROLEUM
REVENUE 1RCREASE

C = SAME A EXCEPT MODERATED BEFORE THE CRISIS

D = SAME C EXCEPT GROWTH RATE INCREASED
'Y 1 PERCENT OF BASE
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Figure 12 shows for these state expenditure patterns the implica-

tions for the level and growth of per capita real state expenditures.
Significantly, even in the case where the revenue shortfall is antici-
pated (C) there is a substantial fall in the level of services provided

by the state. In the 1990s it is substantially below present levels.

Figure 12~ LEVELS OF PER CAPITA STATE EXPENDITURES
IMPLIED BY TARGET GROWTH PATHS

UNTTARY LIRCOME ELASTICITY SUSTAINED
AS LONG AS POSSIBLE

SAME AS A EXCEPT 25 PERCENT PETROLEUM
REVENUE INCREASE

SAME AS A EXCEPT MODERATED BEFORL THE CRISIS

SAME AS € EXCEPT GROWTIL RATE INCREASED
JY 1 PERCENT OF BASE

MR N =




-~

DOLLARS IN BILLIONS

XV

More sophisticated targets can be developed for state expenditure
growth which take into account explicitly the unique long term revenue
situation in Alaska. Figure 13 shows the state expenditure patterns de-
rived from two such targets in contrast to the previous case A. Linking
expenditures to expectations of future petroleum receipts (B) increases
expenditures in the present relative to the future. Linking expenditures
to the buildup of the balance in the permanent fund (C) delays expenditure
growth until a future date.- This allows larger expenditures supported by
higher fund earnings, but ultimately all cases return to essentially the
same growth path. This illustrates that the choice of expenditure pat-
terns in the short run has implications for longer run growth but ultimately
the underlying relationship between non-petroleum revenues and state ex-

penditures will re-emerge to constrain state spending.

Figure 13 © POTENTIAL BENEFIT MAXIMIZING EXPENDITURE
GROWTH PATHS

A w SMOOTH DEMAND RELATED GROWTH
8
B . GROWTH LINKED TO REVENUE EXPEGTATIONS
. C . GROUTH LINKED TO EXCESS FUND BALANCES
6F
4
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Finally, in Figure 14 another dimension of the tradeoff involved in
the choice of expenditure growth patterns is shown. The state revenues

received in the case C where growth is linked to revenues received re-

sults in higher earnings from fund balances but eventually, because

state expenditures are stimulated, the per capita real revenues decline

below the other cases.

Flgure 14 - CONSTANT DOLLAR REVENUES PER CAPITA WITH
BENEFIT MAXIMIZING EXPENDITURE GROWTH PATHS

12

A= SMOOTIl DEMARD RELATED CROWTH
B u GROWT! LINEED TO REVERUE EXPECTATIONS

C. GROWTH LINKED TO EXCESS FUND BALANCES




The present state expenditure decisions from this perspective in-
volve three tradeoffs which have implicotions for
1. the size of the economy,
2. the total amount of state revenues, and
3. the long run timing of state expenditures.
II. What are the economic implications of varying the assumptions re-
garding use of the earnings from the permenent fund? In particular.
what is the effect of Alaska Inc. on the economy and state finances.
The economic impact of changes in the use of the earnings of the
permanent fund is significant because of the large size of the fund it-
self. However, since the fund grows more slowly as time passes the

importance of any policy change regarding earnings disposition declines.

The mott important impact of any use is upon the level of the fund
balance its:1f. Reinvestmeat of earnings increases the balance signifi-
cantly while nsing the earnings to increase state expenditures leads to
rapid depletion of the general fund and any money which can be withdrawn
from the permanent fund. Alaska Inc. and a personal income tax rebate
occupy essentially middle ground in their impact on the fund since they
prevent a faster balance buildup but do not increase demand on the fund as
does an increase in state expenditures under the conditions of the

"ratchet effect" of state spending assumed in the analysis.

In terms of aggregate economic impact, all alternatives were signifi-

cant. Reinvestment of earnings shifts the pattern of growth toward more



rapid future growth while the opposite is true in the other, They all
reflect the fact that an increase in the level of disposable personal in-
come resulting from spending fund earnings results in overall growth of

the economy much larger than the original change.

The cases in which growth of the economy is acceleratec in early years
also illustrate the fact that in these cases the slowdown necessitated by

the financial difficulties projected for the state would also be larger.

Finally, the Alaska Inc. program seems to be more effective in getting
additional income into the hands of individuals than a tax rebate. Be-
cause of the provision of multiple shares after every five year increment
in a person's length ¢f residence, the value of an individual share begins
to erode in real dollars less than ten years after the program is insti-
tuted.

III. What are the economic impacts of the types of projects which might
be financially assisted by the permanent fund? In particular, what would
be the impact of a large refinery or fisheries enhancement program?

The petrochemical and fisheries enhancement projects cannot be di-
rectly compared to one another because of the large differences in size
of the propesals and also because no explicit assumptions can be made
regarding the method or size of permanent fund financial participation
in either projazct. It is more valid therefore to concentrate on the com-

parison of each to ¢ base case simulation. The petrochemical facility




represents a

ment program is labor intensive.

Construction of the petrochemical plant leads to a "mini-boom" which
results in an apparent long run increase ih the level of aggregate eco-
nomic activity. The capital intensive nature of the refining process
notwithstanding, the employment impact is substantial because the construc-
tion phase is relatively labor intensive. Both the "boom'" and the long
run economic growth are regionally concentrated in the Anchorage and

Southcentral areas.

Fisheries enhancement results in growth of the economy which is
not accentuated but it is steady and leads to substantial long run in-
creases. Because of the regional dispersion of the hatcheries the impact
is not concentrated in any region. Interestingly, however, nearly 50
percent of the growth occurs in Anchorage where there is no primary

employment increase.

The refinery provides state tax revenues through the taxation of
both business and personal income while the impact of the fisheries
enhancement program is primarily in the form of personal tax increases.
Revenuas generated are significant but less than 1 percent of total
state revenues by 1990 in either case., State expenditure growth

exceeds revenue growth in cach case by a considerable margin because

of the target level set for state expenditures on a per capita basis.




