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investment areas for the Alaskan Pr.rmanent Fund which deserve
much more detailed analysis; this analysis would seem to deter-
mine the extent to which rea’ economic activity which is finan-
cially scund and of economic benefit to the state is now limited
by the insufficient availability of capital at a reasonable cost.
Two of the areas represent investments within Alaska, and two

represent investments by the Permanent Fund outside of Alaska.

A. Potential Kinds of Investment by the Alaskan Permanent Fund

Within Alaska:

1. Investments Which Contribute to a Sound, Balanced

Alaskan Economy Less Dependent on Nonrenewable Resources and

Government Spending

The Alaskan economy is, apparently, at the present time far
more dependent on governmental spending than is the American
economy as a whole. Moreover, much of the current primary eco-
nomic activity in Alaska is dependent on nonrenewable resources
which are being developed largely by outside interests, with the
principal value-added activity taking place outside of Alaska.
The result is primary economic activity which is particularly
labor-intensive, seasonal, and cyclical. Therefore, economic

—

planning should focus on those possibilities for creating primary,

value-added industrial activity in Alaska-which-can_produce goods
_ I e ———— ———

at a cost competitive in worldwide goods market.
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In analyzing ways in which the Permanent Fund might contrib-
ute to a more broadly-based economy, it is useful to make two
sets of distinctions: first, between income-producing and infra-

structure investments; second, between income-producing invest-

ments which (from the standpoint of private market opportunity

costs) appear to be too large for the private market to undertake

and those which appear to be too small.

a. Potential investments too large for the private

market

Given the increasing efficiency and scale of worldwide money
and capital markets, you, as policymakers, need to consider
whether or not there are sc-°nd potential investments in Al ska's
renewable and nonrenewable resources which difersify the Alaskan
economy but which are tou large for private enterprise to finance
on its own at a sufficient return competitive with other available
risk opportunities. The $9.7 billion investment by the oil com-
panies in the Alaska pipeline suggests that there are few invest-
ment opportunities too large for the private market. In this
instance, on a worldwide opportunity cost basis, the rewards as
well as the risks to the investors were and are very great. How-
ever, there may be opportunities for the development of both

renewable and nonrenewable resources in Alaska which are sound
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investments buf which do not provide a sufficient return coinci-
dent with risk such as investments in petrochemicals or iron-ore
reduction. Here, the Permanent Fund could.joint venture with
private enterprise in order either to reduce the risk or increase
the return.

In analyzing the relative returns and costs of public inter-
vention in such cases, at least fdur issues require the most
careful calculation: What are the underlying goods-market or

ot
= e St i

financial-market reasons for lack of adequate private market cap-
— e e e --_/

P ————— “—-——______M——__—_”__
ital for the project? Could these obstacles be overcome by a

e ' st i e i L
public investment? Do the public benefits wa;ggngmghgvrisk? IE
they do; ééﬁ a public-private jointfventufé“BE”bonstIEEEEE‘ﬁEiFh
does not disproportionately shift the risk to the Permqgszf Fund
and the rewards to the private market?

The scale and efficienty ofw;orldwide capital markets sug-
gests that the private market is capable of undertaking any
large-scale projects--if they are sound. If the private market
is unwilling to risk it, the Permanent Fund should be extremely
cautious in considering intervention.

Yet, there may be another question: Who should own the
enterprise and reap its rewards? In this regard, the Canada

Development Corporation is an important model for the Alaskan

Permanent Fund, as it considers public intervention in such large




The Alaskan Permanent Fund Memo--Page 14

investments, as well as when and whether ownership of such large-
scale entexprises should become Canadian. The Canada Development

Corporation, created in 1971 with an initial government invest-

ment of $250 million, has since had the largest public equity

offering in Canada's history ($150 million in preferred stock
sold to institutional and individual investors). It now has
assets of $1 bpbillion and owns a number of formerly foreign-owned,
large-scale enterprises. Depending on the standards by which
performance is judged, it has had a mixed record; it is nonethe-

less worthy of your close scrutiny and consideration.

b. Potential support for medium and small enterprise

The second area in which, as a matter of public policy, it
may be necessary for the Alaskan Permanent Fund to supplement
private investment in order to stimulate more balanced economic
development is in support for the retention and expansion of
medium- and small-sized business enterprise by ensuring access to
adequate intermediate and long~term expansion capital through
existing commercial banks and thrift institutions. Because of
the evolving nature of worldwide credit markets and the strictures
of governmental intervention, such smaller firms have an increas-
ingly difficult time securing adequate longer-term expansion cap-

ital.
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We are moving, world wide, to a multiple-tiered money and
capital market. This phenomenon is not peculiar tc any one jur-
isdiction such as alaska, although it can have differential im-
pacts in different jurisdictions depending on the nature of the
local economy. The Massachusetts economy, for instance, is unus-
ually dependent for its employment base on medium and small
industry. Even its fastest growing high-technology companies
(very profitable firms under $100 million in sales which are
growing at 20 to 40 percent per year) have considerable diffi-
culty accessing sufficient amounts of either equity or intermedi-
ate and long-term debt, because of the structure, scale and effi-
ciency of the private market and impediments (often unintended)
created by state and federal intervention in both goods and

financial markets.

It should be clearly understood that the problem is not ;;2\

availability of short-term working capital. Commercial banks,
finance companies and factors take good care of these needs. The
problem is not price. Many of these ventures could be financed
at above-market rates. The problem is that often the length of

terms needed are too long for many commercial banks, yet the

sizes of loans are too small for most insurance companies, and, /
finally, the nature of the industrial and commercial loans are//

beyond the competence of most thrift institutions. H_ﬂ/fj
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Federal S.E.C., I.R.S., E.R.I.S.A., bank, savings bank, énd
savings and loan regulatipns simply make matters worse. (State
regulations do too, but since this is something you can do some-
thing about, state regulation is reserved for special discussion
on pages 34 through 39, below.)

f///’ If you decide that some form of support for intermediate and
long-term debt for medium and small commercial and industrial
enterprise is warranted in Alaska, it is critical that any inter-

vention by the Permanent Fund be developed in close collaboration

with and through existing commercial banks, savings banks, sav-

ings and loan associations, and credit unions. This is essential
for several reasons: If the state acts alone, the odds are much

/ higher that it will make a bad loan, whereas acting through the

(

local financial community, it can bring their money and judgment

to bear, thereby reducing both the cost and the risk. Collabor-

/m[lation also strengthens and integrates the financial community

more firmly into the local economy.

| .
|

“~ Once again, it is not necessary for the Alaskan Permanent
Fund to reinvent the wheel. The single best state development

bank providing longer-term credit support for small business in

\«. collaboration with banks is the Connecticut Development Authority,

which has been steadily expanded and amended since 1958. Virtu-

ally every American state, Canadian province, and European nation
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has a similar, if less effective, intermediate credit facility.
In development finance, as in medicine, one can learn a great
deal from institutions which have not worked well. We want to

avoid mistakes knowingly as well as emulate successful models.

S Infrastructure investments

Potential infrastructure investments necessary either to
provide access to natural resource developrient or to create the
environment in which a profitable market investment cau bLc made
should only be made after careful economic analysis has in fact
determined that, if those infrastructure investments are made,
the costs of production and rates of return are such that the
resulting economic enterprise is competitive in worldwide goods
markets. The world is replete with examples of infrastructure
investments made in Asia, Africa, or Latin America (not to over-

look empty federally-funded industrial parks in Appalachia) in

the hope that if they were made, real economic activity aight

result. In most instances, those were dashed hopes.

Although the Alaskan Permanent Fund may well be the most
appropriate vehicle for making that infrastructure investment,
any ncn-market costs should be borne not by the Permanent Fund

but by legislative appropriations from the Alaskan General Fund,
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2. Investments Which Decrease Economic Disparities Between

Alaskan Regions, Communities, and Demographic Groups

The second major area in which the Alaskan Permanent Fund

can be a part of an overall economic development strategy within

Alaska is in stra-egies to minimize the rate of increase in eco-

nomic disparity among regions and demographic groups within
Alaska. Note the conservatism with which I make that statement:
I did not say eliminate the gap; I suggest for the time being
that a more limited goal is more reasonable and realistic--simply
to minimize the rate at which the gap widens. For instance, at
the present time, the south central region of Alaska has 54.5
percent of the population and 63.2 percent of the gross state
product. On the other hand, the Arctic and western regions have
16.3 percent of the population and only 8.8 percent of the gross
state product. Although I do not have the precise figures, I
suspect that those regional disparities have increased over the
past ten years, and that without economic development planning
and intervention on the part of the state, they will continue to
increase at a faster and faster rate over the next twenty years.
I would also guess that the 155,000 Alaskan citizens living out-
side the major cities are subject to more cyclical, more seasonal,
and more labor-intensive industry than Alaskans employed in the

principal cities and in the southeastern and south central regions.
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Tf this growing disparity does exist, and a decision is made
to use state resources to try to narrow the gap, there are spe-
cific community and regional development banking experiences in
the United States and overseas which can be employed by the Per-
manent Fund to contribute to that goal. These experiences are
-described in greater detail below, on pages 54 to 59.

If the state makes!such a policy decision, Alaska has a

|

\

unique opportunity to organize a portion of the resources of the
Permanent Fund specifically for purposes of joint venturing with 2

the Alaskan native corporations in order to assist them in devel-

f

oping petroleum and natural gas resources on their land, as well;’
as hard-rock mining, forest production, and fishery resources

within their territories.

B. Potential Kinds of Investment by the Alaskan Permanent Fund

Outside Alaska

As I have already indicated, I have not yet had access to the
economic projections for Alaska of the state government, the
Alaskan banking community, or the University of Alaska's Insti-
tute of Social, Economic and Government Research. Nevertheless,
it seems a reasonable pre¢sumption that the enormous potential
capital resources of the Permanent Fund are too great to be
appropriately absorbed in investments in the above two categories

if those. investments are to be sound, income-producing investments.
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The important question then is: How might the balance of
the funds be reasonably invested? I would suggest two potential

categories of investment for the Permanent Fund outside Alaska:

1. ‘Investments Outside Alaska Which Contribute to Overall

Alaskan Economic Development

Areas of economic activity which deserve careful considera-
tion include investment in the development of technologies which
would decrease the production cost of either the removal of
natural resources from Alaska or the refining of those resources
within Alaska. Similarly, the Alaskan Permanent Fund might
invest in the development of technologies which would add eco-
nomic value to natural resources in Alaskié before export.

This is another instance in which the Alaskan Permanent Fund
may need to "supplement private investment when sufficien* private
capital is not available on reasonable terms and conditions."

The development of these technologies may require investments by
the Permanent Fund either within or outside Alaska. Because of
changes in the structure of American cipital markets over the

past twenty years and because of changes in federal policy with
regard to securities regulation, capital gains taxation, and the
imposition of extensive new limitations on institutional investors,

there is virtually no capital available in the United States
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today for start-up investments in new technologies or for invest-
ment in technological innovation outside of large multinational
corporatibns.

If it seems reasonable, as a part of Alaska's overall eco-
nomic development plan, to invest a portion of the Alaskan Perma-
nent Fund's resources in the creation of locally owned technolo-
gies, once again, there are good development banking models for K
such technological investment. These include the thirty-year-old };
Nationél Research Development Corporation (NRDC) in Great Britain,l
SOFINNOVA in France created in 1971, the Connecticut Product
Development Corporation (CPDC) created in 1974, and the Technol-

ogy Development Corporation now before the Massachusetts legisla-
-~

ture.

2. Investments in Investment-Grade Securities

I have come to the issue of investing a significant propor-
tion of the Permanent Fund's assets in marketable securities not
from the vantage point of safety, but from the vantage point of
development finance: it is simply unlikely that there will be
sufficient income-producing demand for development finance in
Alaska to absorb the full resources of the Permanent Fund. There-
fore, having carried out its deveiopment banking function, the

Permanent Fund will have to invest the remainder of its substan-
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tial resources in marketable securities. In addition, the invest-
ment of a significant portion of Permanent Fund resources in mar-
ketable securities will strengthen its financial integrity as a
development bank.

Finally, even if the Permeznent Fund has only its minimum
capital base of $2 billion, it will be not only one of the world's
largest development banks, but a sizeable financial intermediary
by any worldwide standard.' It will be sufficiently large-scale
to operate in the worldwide money and capital markets as a major
lender, investor, and supplier of capital. It must therefore have
the most able management that money can buy, capable of operating
with both prudence and profitability in such sophisticated markets.

To sum up, I want to underscore two major points: first, as
a capital-supplying development bank, the Alaskan Permanent Fund
cannot create real economic activity; it can only support economic
activity for which there is a genuine market demand but an insuf-
ficient capital supply.

Second, the Alaskan state government has other tools within
its economic arsenal which it should use as a part of an inte-
grated, overall economic development plan to stimulate the econ-
omy; the Alaskan Permanent Fund is one of the tools which can
contribute to that overall economic development--a tool with its

own inherent limitations.
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Before we consider in detail the goals, structure, and
strategy most appropriate for the Alaskan Permanent Fund, I would
like to outline my sense of the other tools which the Alaskan
government should employ in contributing to overall economic
development for the state. If Alaska's ependiture policy, tax
policy and regulatory policy are not honed into a single, coher-
ent, economic development policy, the capacity of the Per .anent
Fund to affect positively the economic diversification of the
state will be severely curtailed, and its own investments

jeopardized.
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II. USING THE FULL RESOURCES OF THE ALASKAN STATE GOVERNMENT

TO PLAN FOR AND CONTRIBUTE TO A SOUND, BALANCED ECONOMY

In planning state government intervention to stimulate eco-
nomic development, 1 suggest an order of battle which considers
expenditures policy first, tax policy second, and administrative
regulation designed to stimulate the flow of private capital
third, before considering a public investment. If a public invest-
ment is then deemed necessary, I suggest a careful consideration
of tax expenditures and administrative grants before finally de-
ciding to create a development bank such as the Permanent Fund as
a vehicle for carrying out that economic development policy. Each

of these four points are discussed below.

A. The Role of State Expenditures in Stimulating Economic

Development

State expenditures can either be an investment in the crea-

tion of real economic activity in the state or, as is more often

the case, state expenditures can represent both a disincentive to

real economic activity and a disinvestment from real economic

activity.
This misuse or use of state expenditures for economic devel-

opment is compounded by the general proposition that state




The Alaskan Permanent Fund Memo--Page 25 July 11, 1977

expenditures rise to meet state revenues. This has certainly
been the case in Alaska since 1969, and is a principal motivation
for the creation of the Alaskan Permanent Fund. The principle,
however, is universal; in Massachusetts, the level of state ex-
penditures (and therefore the level of taxes) rose from 26th out
of 50 states in 1958 to an unenviable third in 1977. The result
in Massachusetts today is to drive industry and real economic
activity out of the state because Massachusetts is simply too
expensive a jurisdiction in which to do business, relative to
other parts of the U.S. and the world.

There is, however, a unique aspect to Alaskan state expendi-
tures which is shared by no other state in the United States.
Simply speaking, Alaskan government is the economy. Combined
federal, state and local government expenditures account for 40
percent of the state's employment--a figure nearly twice as high
as that for the United States as a whole. Thus, as Arlon Tussing
has pointed out, governmental expenditure in Alaska is the driv-
ing arm of the state's economy.

This is fine so long as there are revenues to support the

expenditures. Massachusetts is again a case in point: Today

Massachusetts wage earners and corporations are being asked to

support an enormously high level of unplanned and unproductive

expenditure which was rather widely distributed in the space-~
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technology boom of the 1960's, but which are now being imposed at

an increasingly high tax level on a shrinking economic base. .

For individual states like Massachusetts and Alaska which
cannot print inoney or set up tariff barriers in the manner of the
federal government, there is a limit to which expenditure policy
can be used as a means of stimulating the economy. Because the
Prudhoe Bay oil_reserves are finite, and will not always be the
principal revenue producer for Alaska that they are today, it is
essential that the state's General Fund as well as its Permanent
Fund be invested in ways which will create real economic activity
and a strong permanent tax base. In this regard it is useful to
think of tax revenues as forced savings that have the same
"potential" as private profits for creating productive entefprise
through investmeni. If tax revenues are not used to create a
productive public investment in this way, the state will have
made a disinvestment from the economic marketplace which might
have been more productively employed if the capital had not been
removed from private savings by taxation.

I would like to suggest that the Permanent Fund represents a
unique and bold opportunity to rethink not only the functioa of a
state goverament as a stimulator of overall economic activity,
but also the very structure of state government as a public

We have already noted that the state planning process

enterr.rise.
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should incorporate corporate planning techniques in which the
revenues and assets of the state as a puhblic enterprise are in-
vested in order to increase future income flows and the future
asset growth of the state. I would like to carry that idea one
step fucrther. I would like to suggest that we view the structure
of state revenues and expenditures as similar to the income and
expense statement of a corporation. In this analogy the annual
dedication of revenues to the Permanent Fund is the retained

earnings of the Alaskan people. The Permanent Fund itself repre-

sents the net worth of Alaskans as a part of an overall balance
sheet for the Alaskan state government and its constituents.

If we think about the relationship between the General Fund
and the Permanent Fund in this way, the task of state government
on an annual basis is to expend its General Fund in ways which
will contribute to an increase in revenues and therefore lead to
an increase in annual net retained earnings which car be put into
the Permanent Fund as a constantly increasing net worth.

Similarly, the task of the Permanent Fund is to invest those
net retained earnings in ways which will contributz over time to
an increased revenue flow to the state. This suggests a constantly

3 increasing net retained earnings on current account (the General
Fund) and a constantly increasing capital base for the economy on

A permanent account (the Permanent Fund).
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Seen in this light, all state expenditures from the General
Fund must be as productive and qualitative as those made by the
Permanent Fund, and the two must be part of the same planning
process. Otherwise, one will cancel the economic impact of the other.

Finally, the net retained earnings flowing into the Permanent

Fund are an equity base which can leverage substantially greater

short- and long-term liabilities from the worldwide capital mar-
ket, as does the World Bank. The following crude income and
expense statement and balance sheet for the state as a public

enterprise suggests these ideas graphically.

THE STATE AS A PUBLIC ENTERPRISE

Income and Expense Statement

Annual State Income from General Fund Current
Individuals, Businesses, Social Overhead

and Oil Revenues Expenditures and
Infrastructure
Investments

Permanent Fund Annual
Retained Earnings of
the People; Annual
Contribution to Net
Worth for Future
Investment
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Balance Sheet

Current Assets Current Liabilities:
Annual Expenditures
for Social Overhead

Fixed Assets Long-Term Liabilities:
State Bonds to Finance
Infrastructure

Permanent Fund
Long-Term Bonds

Permanent Fund Net Worth

B. The Impact of Tax Policy on Alaska's Economic Development

Alaska is in a unique position with rerard to its revenue
structure in that the vast bulk of its revenues are not derived

from taxes borne by individuals or businesses native to Alaska.

A serious future problem, however, is whether Alaskan residents

and resident businesses will be able to support through tax
revenues an expenditure level generated during the salad days of
high oil royalties and other natural resource taxes. Massachu-
setts once again is an unfortunate illustration of the fact that
although expenditurc¢s rise to meet revenues they do not automat-
ically decrease when a revenue base begins to shrink or disinte-
grate. Given the fact that the oil revenues to Alaska are "tempo-

rary," if the tax burden in the future is not to fall abruptly
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and harshly on residents and resident business of the state, ex-

penditure levels must be controlled now. For, although it is

clear that expenditures are the driving force in the expenditure- -
revenue connection, in a highly competitive worldwide market, the

level of taxation is the factor of state policy which most dis-

courages private market investment in individual states.

Orce again, Alaska is unique in relation to other states in
that it has relatively low individual and business tax (because
of the current high level of state income from oil revenues).
Should the situation dramatically change, however, as it has in
Massachusetts, primary industry which can locate elsewhere will
do so.

In order to understand the impact of the level and structure
of taxation on economic development, it is important to dispel
two myths and underscore one reality.

Myth 1: Tax Incentives Offered by State Governments to Pri-

vate Business Do Not Stimulate Economic Development. Rather,

They Represent a Gift or Equity Grant Directly to the Private

Business. A review of the economic literature and business ex-
perience demonstrates that tax incentives granted by state gov-
ernments are too small to affect the business judgment of corpor-

ations. Thus, since the tax avoider would have made the business

investment in any event, the result is simply to grant, as a gift
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to the business firm, tax revenues which the state would other-
wise have collected. The business firm incurs no expense it
would not have chosen to incur anyway, but receives additional
income in the form of tax forgiveness. This represents a direct
contribution to the net income of the business firm.

Since tax incentives represent a direct transfer of other-
wise collectible state revenues to the private firm, it is easy
to understand why business groups are highly supportive of such
tax incentives.

Tax incentives are simply a beggar-thy-neighbor contest be-
tween states, in which each state seeks to outbid its neighbor
without affecting any real economic activity.

Myth 2: The Level of Corporate Taxes is Not a Significant

Real Factor in Stimulating Economic Activity in the State.

First, all corporate taxation represents a very small cost of

doing business. Second, 50 percent of corporate state taxes are

paid for by the federal government as a deduction againsi federal

taxes. Third, in most instances, corporate taxation acts as
a sales tax--that is, it is passed on to the consumer. For
example, the Alaska oil royalties and taxes are directly
passed on to the consumer; moreover, they are not borne by

Alaskans. In fact, most primary industry anywhere
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tends to be export industry and passes on its corporate tax to
consumers throughout the world, Qhereas distributive industry
passes its corporate tax to local consumers. This inhibits eco-
nomic development only to the extent that the incidence of taxa-
t.on unduly raises the cost of living, and hence the cost of
labor, in the state.

Reality 1l: The Critical Aspect of State Tax Policy as It

Affects Economic Development is the Level of Personal Taxation,

Its Impact on the Cost of Living in the State, and Therefore on

the Cost of Labor in the State. Labor is the single largest cost

of production for any business enterprise. (This is clearly true
outside of Alaska, but once again I hesitate to jump too quickly
to the conclusion that what is true elsewhere is automatically
true inside Alaska. Alaska's harsh climate, enormous internal

B -

distances and difficult terrain, as well as great external dis-
e g m b e —— s - i e R

e

tances from world markets may mean that other costs of production

are disproportionately higher in Alaska than in other parts of

the world, and that labor represents relatively a sméllér propor-

tion of the costs of production.) Thereforec to the extent that
£ A el

state taxation significantly increases the cost of living and
hence the cost of labor, it significantly increases the cost of
doing business in the state.

Again, the level of taxation is only significant to the
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extent that the industrial or c-~onomic base of the state is at
all footloose. Obviously, the entire distributive sector of the
economy is dependent on primary industry and is essentially a
captive of the state economy. Similarly, to the extent that
basic industry is dependent on natural resource development, it
too is a captive of the state economy. The level of state taxar
tion on natural resource development will affect economic activ-
ity only to the extent that it bids 'up the cost of production and
therefore the price of the product beyond a competitive world
market price.

Once again, Alaska is in a unique position--quite different

from that of, say, Massachusetts, which does in fact lose a sub-

stantial amount of its industry just over the border to New Hamp-

shire because the basic differential costs between the two states
are the levels of state taxation.

At present, therefore, Alaska has some margin of taxing
freedom, given its relative isolation, its relative dependence on
the governmental sector, on natural resource basic industries and
on a captive distributive sector. However, should Alaska's long-
term economic plan require the development of a value-added basic
and secondary industry, it will become much more subject to
shift-share competition between the states.

As with expenditure policy, Alaska stands out in comparison

with other states in that its tax structure does not appear to
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discourage economic development. However, as Alaska moves toward
a diverse, stable economy, the influence of its taxation pclicies
on economic activity will probably become much greater and more

like that of states in the lower 48.

Cs Regulatory Policy as It Affects State Economic Developmént

In analyzing the impact of state regulatory policy on eco-
nomic development, it is important o distinguish between real
economic activity in the goods market and fi»auc:ial activity in

the financial markets.

On the one hand, state environmental policy, land use policy,

transportation policy, energy policy and labor policy all involve

regulations which affect the real costs of doing business in the

state. Often the costs imposed on economic enterprise are not the
costs of the policies themselves but the cost in lost time due to
the procedures by which the policies are implemented. It is

often possible for a state to reduce the cost of a regulation
through a change in process without modifying its substance.

On the other hand, the impact of state regulatory policy on
state-chartered, privately-owned financial intermediaries directly
affects the flow of capital to enterprises in the state. This
issue is central to the question of how to design and structure

an Alaskan Permanent Fund. In line with the aim of invoking the
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most efficient, cost-effective solution which involves the great-
est return and the least cost or risk, a public policy which
would achieve economic development goals through administrative
stimulation of the flow of private capital rather than through
public investment would appear to be more cost-effective. Two
critical issues require careful consideration here. First, is it
a realistic possibility to shift the flow of private assets
through administrative action in ways which respect the sometimes
conflicting goals of prudence, profitability, and economic public
policy? Second, if it is, is such a solution actually in the
public interest?

There are two principal ways in which public administrative
intervention might be able to shift the flow of private financial
assets in order to carry out a public purpose while still meeting
the tests of prudence and profitability: the first is to change
the rules of the regulatory game; the second is for the govern-
ment to act as a public entrepreneur to create a new financial
intermediary which will be either initially or eventually
privately owned.

L. Changes in the Regulation of Asset Management of

Privately Owned Financial Intermediaries in Order to Stimulate

Economic Development. First, let us look at state chartering and

regulation of financial intermediaries such as life insurance
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companies, commercial banks, savings banks, savings and loan

associations, and credit unions. Initially, states chartered -
these financial intermediaries in order to contribute to the de-

velopment of the economy of the state and its communities. As 3
these financial institutions suffered collapse and failure in

various recessions and depressions over the years, states became

less concerned with how the assets were invested in economic de-

velopment than with protection of liabilities due depositors.

I suggest that a review of ways in which state regulation
could be amended to stimulate the flow of assets is a very fruit-
ful avenue for further exploration. Such a reviev should be un-
dertaken in close collaboration with the financial industry it-
self, for there are many ways (as we have found in Massachusetts)
to modify regulations affecting asset management that are mutually
attractive to both the state and the financial institutions them-
selves.

In Massachusetts, by way of example, we discovered that only
one Massachusetts corporation, Gillette, was an eligibile invest-
ment for the $25 billion state-chartered thrift industry. Through
a collaborative process of Massachusetts industry, the thrift
institutions, the banking commission, and the legislature we have

now amended those regulations so that all Massachusetts corpora-

tions above $25 million in sales are eligible for investment. We '
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did this in ways which protected depositors, provided a profitable
return to the financial institutions, and did not compromise the
availability of the assets of these institutions for housing
development.

2. State Government. as a Public: Entrepreneur to Create a

New Financial Intermediary Either Initially or Eventually

Privately Owned. A second way in which the state might stimulate

the flow of private capital to further economic development goals

is for the government to act as a "public entrepreneur." This

means the creation of a new financial intermediary which is either

initially privately owned, or initially has some public capital,
but eventually becomes wholly privately owned.

From a private market standpoint, there may well be suffi-
cient return on investment coincident with risk if only such an
institution could be put together at a sufificiently aggregate
scale. Such a private development finance intermediary may well
provide risk-pooling and information ard transaction cost pooling
that is diseconomic for any single existing institution. Yet, it
may not be worth the cost for a single private financial institu-
tion to undertake the promotion 0f such a new development finance
intermediary.

In such circumstances, the government may undertake the for-

mation of the private institution as a public entrepreneur in
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order to benefit from the public externalities of increased jobs,
increased individual and corporate tax receipts, and reduced
welfare and other social overhead costs. That is precisely our
recent experience in Massachusetts in entrepreneuring the $100
million Massachusetts Source Corporation, to be owned wholly by
the Massachusetts insurance industry, and the Central Development
Facility, to be wholly owned by the Massachusetts banking industry.

The key public question is: Will the institution be account-
able to produce not only its private return on investment, but the
public return as well? The answer lies in careful legislative
chartering of the institution to ensure that there is adequate
reporting and legislative oversight so that its activities may be
monitored to see that the public purposes are achieved.

One Example: An Alaskan Central Bank for Local, Cooperative

Banks and Credit Unions. One such institution which might con-

tribute to rural community and regional economic development in
Alaska would be an Alaskan central bank for existing rural unit
banks or new cooperatively owned full service deposit institu-
tions chartered by residents of small towns in the state.

If the central bank of such a network is well designed, is able
to borrow in international markets, and has very strong manage-
ment, yet is owned by its member local institutions, it can be a

vehicle to supply whatever capital is demanded locally to meet
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housing, commercial and industrial development. Local sensitiv-
ity to local needs and how to meet them is coupled with sophisti-
cated management and capital access at the central state level.
Gocud models for such institutions exist as close as the British
Columbia Central Credit Union, and as far away as the German D.G.

Bank. Both institutions are models of local initiative and coop-

erative ownership coupled with centralized managerial and capital

efficiency. They have provided the model for the recently con-
stituted Central Development Facility in Massachusetts.

Similarly, the U.S. Federal Farm Credit System provides the
model for the creation of a network which is initially publicly
capitalized but which over time is purchased by the users them-
selves. The Farm Credit System was initially 100 percent federally
owned and is now 100 percent owned by individual farmers and
ranchers working through local cooperative institutions throughout
the United States.

In summary, I strongly urge a careful review of existing
state regulations with regard to asset management of state-
chartered financial institutions, and a collaborative effort with
those institutions to determine if there are ways in which the
state might either modify regulations or act as a public entre-
preneur to create a new privately owned financial intermediary
which, under discreet legislative oversight, would contribute to
the overall econcmic development plan of the state at no cost to

the treasury.
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D. Choosing Among Kinds of Public Investment: Which is More .

Equitable or Efficient, a Public Investment Made Through the Tax

System, or Made Through a Grant or Subsidy Administered by the

State Bureaucracy, or Made Through an Investment in a Development

Bank?

Finally, before we leap into a detailed consideration of the
Alaskan Permanent Fund as a development bank, it is important to
realize that a public investment in economic development by the
state of Alaska could be made in any one of three different forms,
each of which has different consequences in terms of its relative
efficiency and equity. They are:

(1) Tax incentives, more properly called tax expenditures,
such as an investment tax credit, in which the legislature chooses
to forgo tax revenues in order to try to stimulate capital invest~-
ment in either a particular location or a particular scale of
enterprise or a particular sector of economic activity;

(2) Grants and subsidies administered by bureaucrats such
as the ten revolving loan programs now existing in Alaska, in
which the legislature appropriates funds to the executive to be
funneled by bureaucrats in order to try to stimulate particular
kinds of economic activity in particular areas; and

(3) Independently chartered public development banks such

as the proposals for the Permanent Fund, which are capitalized by
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a public investment, authorized by the legislature, and adminis-
tered by the independent board and a professional staff.

Each of these three forms of public investment has different
consequences from an equity and efficiency standpoint in terms of
their capability to carry out their specific public purpose.

Tax Expenditures, for instance, are subject to very limited

governmental oversight. Once established by authorization of the

legislature, they require neither annual appropriations by the
legislature nor executive management. They do, however, cost the
taxpayers as much as a similar program financed by an adminis-
tered grant through annual appropriations. Tax expenditures are
thus a favored form of public investment by special interest
groups and most private enterprise, especially since their appli=-
cation is initiated by the tax avoider rather than by the legis-
lature or executive. Most academic analysts agree that their
economic impact is generally questionable from an efficiency
standpoint, in that the tax expenditure is generally too little
and too late. Moreover, from an equity standpoint, tax expendi-
tures tend to favor rich individuals and corporations over poor
individuals and small businesses, especially those located in
depressed areas.

Grants and Subsidies administered by the state bureaucracy,

on the other hand, are often criticized because they require too
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much legislative and executive oversight. Administered grants
may be more equitable in that they are accessible to smaller
enterprise, lower-income persons, and poorer regions of the state;
however, academic and entrepreneurial analvsis agree on the rela-
tive inefficiency of tﬁis form of public investment, which usually
operates with little or no sensitivity to the marketplace and a
very high administrative cost. Given this inefficiency, even the
equity argument is weak, because the designated public purpose is
often not carried out.

It is my understanding that the ten existing state revolving
funds, which would fall into this category, have recently been

subject to just such criticism. I would-suggest that, as a part

of Alaska's economic development planninqrﬂthQEEEzglving loan
funds be careiully reviewed in order to determine if in fact they
: . 3 . " " S — —— g — A S
are carrying out their publ;g_purposes. I would further suggest
that serious consideration be given to shifting their operation
from that of a bureaucratically-administered revolving loan fund
to development finance intermediaries which might be operated as
subsidiaries of the Alaskan Permanent Fund.

Finally, Development Banks, such as the Farm Credit System

at the federal level, or state housing development finance author-
ities at the state level, tend to operate at a relatively high

level of efficiency and market sensitivity, but may suffer from
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more conservatism than public policy warrants and from insuffi-

cient executive or legislative control.

At this point I do not propose to make any absolute judgment
about the relative equity or efficiency of any of these three
forms. Rather, you need to recognize that each of these forms of
public investment has its own relative costs and benefits which
need to be carefully weighed in making specific decisions about a
specific kind of public investment to carry out a specific public
purpose. In different circumstances each of these forms will be
more or less efficient or equitable in contributing to a specific

piece of the overall economic plan of Alaska.
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I1I.

STRUCTURING THE ALASKAN PERMANENT FUND AS ONE TOOL

IN ALASKA'S OVERALL ECONOMIC DEVELOPMENT PLAN

If we decide that the Alaskan Permanent Fund operating as an

Alaskan development bank is one appropriate mechanism for dealing

with certain aspects of Alaska's overall economic development,

our task then is to structure the Permanent Fund so that it does

what we want it to do.

It is worth reemphasizing that we cannot even consider this

task until we have decided that:

*

the economic development problem to be addressed is
not a problem in the goods market, but a problem in
financial markets;

it is not a problem created by some existing form of
public intervention which should be undone;

it is not a problem which is best solved by adminis-
trative reqgulation of the flow of private market
financial assets; and

if there is to be a public investment, it is not a
problem best solved by a new tax expenditure or a
new bureaucratically-administered grant or subsidy

program.

As noted in the beginning of this memo, cdevelopment finance

is the form of economic interventjon that poses the highest risk.
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It is therefore the last solution to be considered--only after
having considered and either used or rejected all other forms of
public intervention.

In designing the Permanent Fund as a development bank, there

are four central questions we need to answer:

" First, what should be the limited goals of the Alaskan
Permanent Fund within the framework of Alaska's overall
economic development plan?

* Second, what should be the legal structure of the
Alaskan Permanent Fund so that it is equitable and
efficient in carrying out those goals, and yet account-
able to the executive and legislature?

* Third, what board and staff managema2nt structure is
best suited to carry out these goals?

w Fourth, what capital structure is necessary to ensure
that the Alaskan Permanent Fund has the financial cap-
ability to achieve its purposes?

In addressing these questions, I have first approached the

problem in general; then I have compared it particularly with the
two drafts of the Alaskan Permanent Fund available to me, HB-298

The comments that fellow are intended to help clarify, or

raise additional questions about, a basically sound draft document.
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In order to be sure that I understand the meaning of particular
words and phrases in these draft bills, and perhaps to be of some
assistance to you in making their meaning unambiguouous, I've
done a rather thorough exegesis of the key provisions. In all
cases, I refer to the draft of HB-300, unless I particularly note

HB-298.

A. What Should be the Limited Goals of the Alaskan Permanent

Fund Within the Framework of Alaska's Overall Economic Develop-

ment Plan?

Almost all development bank proposals are initially marked
by three serious problems: confusion of goals, trying to do too
many things at once, and assigning to the development bank respon-

sibility for delivering more than it is capable of deliverinfq.

In considering any new development bank, we need first to remember

that this new development finance institution, like any financial
intermediary, can operate only on the supply side of the economic
equation. Second, international and domestic experience make it
clear that we should be precise in defining the goals of the in-
stitution and modest in our expectation of its impact on state,
regional, or community economic development. Finally, if there
are separate goals in terms of the cost or availability of cap-

ital, these separate goals should be implemented (as we shall see
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in our discussion below) through separate arms of the development
bank which are capable of differentiating risk, sources and uses

of funds, and specialized management capable of achieving those

specialized goals. 1In assessing the goals of the Alaskan Perma-

nent Fund in light of these principles, it is most useful to look
beyond the general purposes articulated in Section 10 to the more

specific investment criteria in Section 40:

Investing Only in "Income-Producing Investments" (Section 10

and Section 40) is the single most important investment criterion
of the Permanent Fund. Permanent Fund investment strategies
should also be organized to bring private judgment, at private

risk, to joint venture in most projects in order to ensure that the

investments are soundly planned, managed and overseen. - This key

provision recalls our "First Principles," pages 7-1ll: public interven=-
tion through a development finance intermediary to stimulate economic
development is warranted not because investment opportunities are
unsound, but because from the standpoint of opportunity cost, the
private market has opportunities to employ its resources at

greater return or lower risk than, as a public purpose, the state

may be able to afford. Moreover, as we noted earlier, the issue

is seldom the cost of capital, but rather, its availability.

Therefore the Alaskan Permanent Fund will rarely be warranted, as

a development bank, in offering substantial below-market interest
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rates. 7he costs of capital, like state and local taxation,

represent a very small percentage of the cost of production; and

differential rates in the cost of capital seldom make the margin
of difference in the economic viability cof the enterprise. Yet
the problem of the availability of capital for new technology
development, or for small- and medium-sized commercial and indus-
trial enterprise, or for community-based enterprise, is often a
serious public policy problem.

Should it be determined that some form of subsidy is essen-
tial for certain large-scale infrastructure developments, or some
community development or rural housing development projects, that
subsidy should be provided by the General Fund, as our earlier
discussion and Section 130 (4) suggest.

The rest of our analysis of the goals of the Permanent Fund
is most easily done by a careful review of the three essential
investment criteria for (1) investment-grade securities, (2) pro-
ductive private enterprise, and (3) community development. This
analysis conveniently fits our earlier discussion of potential in-

vestments for the Permanent Fund on pages 11 through 23.

L Investment-Grade Securities:

Section 40 (1) provides that "At Least 40 Percent of the

Resources of the Permanent Fund Shall be Invested in Investment-
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Grade Securities." (Section 10 (1)) This is a sound provision

for two reasons (to which we have already made reference):
First, because development banks operate only on the supply

side of the investment equation, it is not all clear what the

capability of the Alaskan economy is to absorb Permanent Fund

investments either for longer-term capital investment in produc-
tive private enterprises or for community development projects.
Therefore, all capital which cannot be reasonably absorbed under
those two categories should be invested in investment-grade secu-
rities. It is important, however, that a sufficient percentage
of those investments be made in sufficiently liquid securities so
that they will be available, when needed, for investment in pro-
ductive private enterprises or community development projects.
Second, this 40 percent investment in investment-grade securities
not only "preserves the Permanent Fund's capital for future gen~
erations" (Section 10 (6)), but also acts as a kind of secondary
reserve for the potentially high-risk investments in productive

private enterprises and community development projects.

25 Investments in Productive Private Enterprise

Section 40 (2) provides that "The Permanent Fund May Invest

Not More Than 30 Percent of its Resources to Provide a Reasonable

Proportion of Longer-Term Investment Capital for Financing the




The Alaskan Permanent Fund Memo--Page 50 Julyill; 1977

Establishment, Improvement, and Expansion cf Productive Private

Enterprise Which Will Benefit Alaskans, and for Which Sufficient

Capital is Not Available From Ot :ar Sources on Reasonable Terms.

These Investments May Take the Form of Equity, Debt, or Debt

Guarantees."

Each of the above underlined phrases is sufficiently impor-
tant to warrant individual comment:

"Not More Than 30 Percent" suggests a reasonable and realis-

tic upper limit of risk in terms of the availability of public
development capital subject to demonstrated real demand for it.
It is never possible to be rigorously precise in measuring the
capital gap for publicly-needed capital. Development banks are
best constructed to meet a reasonable demand and then organized
in such a way that they are demand-sensitive, so that if there is
a demand there is capital available. If such capital is not
available, there is of course the alternative of adjusting the
balance in invecstment-grade securities.

"A Reasonable Proportion" suggests that the Permanent Fund

should not invest other than in collaboration with private finan-
cial intermediaries. Federal, state and local as well as inter-

national experience strongly support the idea that the public de-
velopment bank investment is likely to be more sound if it is

made on a joint venture basis with the private market.
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the private market is generally quite capable of fi ling this
need. Second, the state has limited capability t- "afluence
short-term cyclical changes in worldwide market: .. f2deral fis-
cal or monetary policy (in this regard, I trust the phrase "seek
to smooth the cyclical patiern of growth of the Alaskan economy"
(Section 10 (2)) refers to long-term redress of cyclical probiems

in the Alaskan economy resulting from overdependence on nonrenew-

able resources, and does not refer to short-term business cycles).

Third, it is only in the longer-term capital markets that any cap-
ital gaps critical to overall state economic development arise.

"Establishment, Improvement and Expansion": pages 11-21 of this

paper, I outlined three kinds of investment opportunities where
the establishment, improvement or expansion of sound, income-
producing, productive private enterprises of benefit to Alaskans
may not have sufficient private capital available on reasonable
terms or conditions. These three kinds of investments include:
* sound investments in Alaska's renewable and nonrenew-
zble resources which diversify the Alaskan economy but
which are too large for private enterprise to finance
on its own at a sufficient return coincident with other
available risk opportunities;
the development of new technologies cssential to the

refining and production of value-added manufacturing of
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rencwable or nonrenewable resources in Alaska before
export; and

support for the retention and expansion of medium- and
small-sized business enterprise by ensuring access
through commercial and savings banks to adequate inter-
mediate and long-term expansion capital.

In each instance, there needs to be a rigorous analysis of
the economic an¢ financial soundness of the sector, the reasons
for lack of adequate private market capital availability (if it,
in fact, exists), and the relative benefits and returns, costs
and risks of public intervention through the Permanent Fund.

"Productive Private Enterprises" appropriately requires that

investments only be made in financially sound enterprises which
are also income-producing, job-producing, revenue-producing, ard
contributing in real economic terms to the Alaskan economy.

"Which Will Benefit Alaskans" is a vital phrase requiring

that the investments made in enterprises that are not only finan-
cially sound but also in which the economic benefit to the resi-
dents of Alaska is greater than their economic cost to the state.
This critical issue will be discussed in detail under "Legal
Structure and Accountability," pages 59-67, below.

"Not Available from Other Sources on Reasonable Terms" is

also essential to ensure that any public investments made by the
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Alaskan Permanent Fund are complementary to the private market-
place and supplement private capital because of the public bene-
fit derived by the residents of the state. However, as we have
already noted, such collaboration between public and private cap-
ital must be reasonable and fair on both sides.

"Equity" is essentiial to the creation of new enterprises and
new technologies, as well as to the expansion of substantial,
large-scale enterprises which are necessary to the diversifica-
tion of Alaska's renewable ard nonrenewable resources.

"Debt and Debt Guarantees" are the modes of investment most

necessary to collaborative support with commercial banks, savings
banks and credit unions in increasing the availability of inter-
mediate and long-term expansion capital to medium- and small-

sized enterprises.

3. Investment in Community Development

Section 40 (3) provides that "The Permanent Fund May Invest

Not More Than 30 Percent of Its Resources in Financing a Reason-

able Proportion of the Longer-Term Investment Capital Needs for

Ccmmunity Development Projects of Municipalities and Public Cor-

porate Entities and Private Dwellings in Alaska for Which Suffi-

cient Financing is Not Available from Other Sources on Reasonable

Terms. These Investments May Take the Form of Debt or Debt

Guarantees."
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Again, I want to amplify the meaning and corroborate the
soundness of underlined phrases in light of regional and commun-
-~ ity economic development experience in the United States, Canada,
Europe, and Third World countries.

"Not More Than 30 Percent" is an important limitation for

two reasons, which my own work in community economic development
has often made painfully clear: First, community development
finance is very high-risk investment activity. Second, there is
a serious problem in finding a sufficient deal flow of projects
which are sound both financially and in terms of their community
economic impact. Part of this is a market problem and part is a
management problem. Low-income areas, by definition, have a more
limited capability to support economic activity. Therefore,
heavy emphasis should be placed on the development of community
projects with a strong export market, which generate stable,
steady jobs in the locazl community by importing sales revenues
from outside the community. Finding adequate managerial talent
is a far greater impediment to community economic development
than finding adequate capital. The Permanent Fund has the tough
responsibility of ensuring that community development projects

. are adequately managed as well as adequately funded. It must
help mobilize that management capability as well as capital.

"Reasonable Proportion" is also a phrase with particular
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importance to community development activities. First of all, it
suggests that in every instance the Permanent Fund should be
joint venturing either with a municipality or with a regional or
local community development corporatirn or cooperative which
would put up a significant amount of the financing. I have
already noted Alaska's unique opportunity to co-venture with
regional corporations.

It also suggests joint ventures with private entrepreneurs.
Some of the most successful community development efforts in the
lower 48 coday involve creative financial and managerial collab-
oration between community development corporations and private
investors--the Kentucky Highlands Investment Corporation, the
Delta Foundation, Harlem Commonwealth Council, and Bedford-
Stuyvesant Restoration Corporation. All of these models and the

history of their experience deserve the careful attention of the

legislature in designing the Permanent Fund's community develop-

ment investment structure.

"Longer-Term Investment Capital", or "patient money," is es-

sential for successful community development projects. The need
for extensive managerial assistance, for developing markets over
a long term, for infrastructure investment, all add to the cost
and to the time frame over which community development projects

are likely to have a profitable payout. Often, the private market
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is willing to put up the shourt- and intermediate-term financing
if municipalities, public community development corporations and
the Permanent Fund provide sufficient longer-term equity and debt
financing.

"Community Development Projects" would (based on the experi-

ence of community development organizations in the United States
and overseas) encompass at least three major categories of activ-
ity: export industry, local commercial and housing services, and
social overhead capital and infrastructure development. To the
extent that the Permanent Fund participates in any of these three
areas of activity, it must meet its essential goal of investing
only in income-producing projects.

In the case of social overhead capital and infrastructure
development, a subsidy will be necessary either from the General
Fund or from a local municipality or public community development
corporation.

Similarly, commercial and housing services essential to
local community development will also be somewhat precarious in
terms of the capability ot developing a substantial cash flow,
given the relatively low income of the local service area. In

order to put together a sound overall package, it may be neces-

sary for Permanent Fund investments to be paired with subsidized

grants from the General Fund or from local municipalities.
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Only in the case of export industry, in which local residents =
are employed in enterprises which sell to a "foreign" market out-
side the local area, is the likelihood of a strong, income-
producing investment most assured. ¥

"Municipalities" are essential co-venturers with the Perma-

nent Fund where social overhead capital ~nd infrastructure invest-

ments are required.

"Public Corporate Entities" I take to include regional and

local development corporations and cooperatives.

"Private Dwellings" has a strange ring. The implication

seems to be that individual local businesses are excluded from
direct finincing by the Permanent Fund for community development
projects but local individual homeowners are not. Based on ex-
perience in the lower 48, serious consideration ought to be given
to financing local housing development through a community devel-
opment intermediary as well.

"Debt or Debt Guarantees": This is a serious flaw in the

design of the Permanent Fund. The Permanent Fund should be free

to make equity investments in community development, as well as

in productive private enterprises. The experience of the most
successful community development organizations in the United
States confirms this judgment. The essential firuncial ingredi- I =

ent of successful CDCs is their ability to make equity investments
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in enterprises in order to have adequate control and in order to

ensure that they are soundly and patiently financed.

Alaska is in a somewhat exr.eptional position, with many sub-

stantially funded regional community development corporat:ons

which can take much of the equity position for community develop-

ment projects on a joint venture basis with “he Permanent Fund,

Nevertheless, such pioneering state community development banks

as the Massachusetts Community Development Finance Corporation,

with their capacity for making equity investments in community

development as well as for handling debt and debt guarantees,

deserve careful consideration by the Alaskan Permanent Fund. This

power need not be used frequently, but it is essential that it is

available to the Permanent Fund.

B. What Should be the Legal Structure of the Alaskan Permanent

Fund So That It is Most Equitable and Efficient in Carrying Out

Its Goals, and Yet Accountable to the Executive and Legislature

for Achieving Its Public Purposes?

We have already noted that the great virtue of development

banks is their ability to operate at a relatively high level of

efficiency and market sensitivity. This strength, however, is

counterbalanced by the tendency of development banks to operate

more conservatively than public policy may warrant and (sometimes)
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to be designed with insufficient executive or legislative over-
sight. Care at this early stage in the design of the Alaskan
Permanent Fund can help to ensure that the strengths of the Fund
as a development bank are maintained while its weaknesses are
minimized. I cannot emphasize too strongly the importance of
integrating the Permanent Fund into an overall economic develop-
ment plan. It is but one of many tools for achieving--and sus-
taining--a sound economy in Alaska.

Section 20 properly structures the Permanent Fund as "a pub-
lic corporation of the state and an instrumentality of the state
within the Department of Revenue that has a legal existence inde-
pendent of and separate from the state. . . ." Section 90
"exempts" the Permanent Fund "from the provisions of the Execu-
tive Budget Act," Without knowing the particulars of the Execu-
tive Budget Act, I presume that' this provision frees the Alaskan
Permanent Fund board and staff to make decisions with regard to
investing principal and whatever portion of income is necessary
either for administrative overhead or for reserves without annual
executive or legislative approval. Finally, Section 100 places
"the president, officers, and staff of the Permanent Fund in the
exempt service."

It is absolutely essential that the Permanent Fund, if it is

to be efficient in carrying out its public purposes, be free to
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hire the highest caliber professional staff at competetive world-
wide market rates--free of the constraints of Civil Service and
of either political or bureaucratic manipulation. Similarly, the
policy board of the Permanent Fund must be able to reward its
president and staff for successful performance according to mar-
ket standards, and fire that president and staff at will. Plac-
ing the personnel in the exempt service is essential to sound
operations. Similarly, placing the Permanent Fund "in but not
of" the Department of Revenue and making it exempt from annual
approval of its investment decisions is also essential to its

efficiency, PROVIDED THAT there are careful controls built into

the statute of the Permanent Fund which ensure complete annual

reporting and review of the investment activities of the Perma-

nent Fund by both the legislature and the executive. This annual

reporting and review must include both the financial soundness of
its investments and their economic impact, and provisions must be
defined which ensure that the investment planning of the Perma-
nent Fund is consistent both procedurally and substantively with
the overall economic development planning of the state.

In this regard, I prefer the language of Section 60 (10) in
HB-300 over the comparable language in HB-298. The policy board
should be required by statute to "present a complete report of

investment programs, plans, performance and policies to a joint
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meeting of the Senate and House Finance Committees of the legis-

lature within 30 days after the beginning of each session." It
should not read merely "prepared to present."
The independent professional judgment that is essential to
making touvgh investment decisions and the resulting market sensi-
tivity of a well-structured public development bank such as the

Alaskan Permanent Fund is, as I have noted, a conservatizing

influence over time. It requires a more sophisticated form of

accountability than simple financial accountability. Some form

of dual accounting is called for. First, there must be simple

accounting, according to conventional financial standards, of the

ability of the Alaskan Permanent Fund to make prudent investments

and receive an appropriate return on that investment. Because
the Alaskan Permanent Fund is capitalized by a dedicated invest-
ment of public revenues, this public investment requires, however,
an additional public measure of return on investment in terms of

the external benefits to the economy as well as the internal rate

of return to the development bank itself. Some of these external
benefits can be measured as the fiscal return to the state in
both reduced social overhead costs and increased tax revenues.
There are serious technical problems in properly assigning both
costs and benefits, but this is an area in which considerable

pioneering is essential if we are to determine whether or not our
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projections for the Fund's economic impact and financial sound-
ness have in fact been met.

I suggest, therefore, that Section 150 be amended to provide
for an annual report which accounts for economic impact as well
as the financial soundness of investments made by the Permanent
Fund. This economic impact accounting should incorporate opera-
tional principle number 8, which requires that "the Permanent
( Fund shall analyze the economic and other effects of an invest-
ment decision, by including the effects on employment, income
distribution, environment, health, social and other factors.

The Inter-American Development Bank and the World Bank have
developed techniques of cost-benefit analysis which have some
lim.ted applicability to Alaska and which are summarized in most
useful detail in "The Appraisal of Development Projects: A Prac-
tical Guide to Project Analysis with Case Studies and Solutions,"
by Roemer and Stern. It should be rucognized, however, that be-
cause the Alaskan economy is part of the wide open and fluid
American economy, it will be much more difficult to isolate the
costs and benefits of Permanent Fund investrents. For better or
worse, unlike Zaire or India, Alaska does not have its own cur-
rency or tariff laws.

More appropriate to your purposes are some of the techniques

now being pioneered in Massachusetts with the Community Development
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Finance Corporation, in which all investment decisions and all
auditing of those investment decisions are made on a two-track
line of analysis: the first track includes traditional projec-
tions and accounting for financial soundness; the second track
includes projections for economic soundness. In this system, the
staff must report to the investment board its projections of pri-
mary and secondary employment and fiscal benefits at the same
time that it reports its projections for financial viability.

The investment review board must then specifically find that the
project meets standards of both economic and financial soundness.
The monthly, quarterly and annual reporting of any enterprise
financed must also note whether both sets of projections have or
have not been met. In turn, the annual reporting of the Community
Development Finance Corporation to the executive, legislature and
public must account for the performance of its investments on
both tracks.

I want to reemphasize that the techniques for economic impact
accounting have not been well developed, but the“ is all the more
reason for us to make a commitment to improve the sophistication
of those techniques given the awesome financial responsibility in
undertaking such projects as the Alaskan Permanent Fund. I would
be happy to share with you in more detail some of the standards
and procedures which are now being developed.

Two other forms of public accountability deserve further
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consideration by the Alaskan Permanent Fund committee--provisions

in keeping with the movement toward both "sunshine" and "sunset"

laws.

sunshine Provisions: Section 190, which provides for public

wccess to information, does not yet properly articulate, in

either draft, the appropriate boundaries for "sunshine" on the
one hand, and for confidentiality and discretion on the other.
Two matters require the utmost confidentiality: the financial
records of an individual private enterprise, and the personnel
actions of the Permanent Fund itself. Those matters should be
dealt with in executive session and in full confidentiality

regarding individual records. All other policy actions of th?

investment board should be taken in public meetings of which a
public record is available. The results of individual financial
reviews and personnel actions must be available in summary form

to the public--including the basic terms of any financial arrange-
ments that are concluded.

Sunset Provisions: While these are, in principle, a good

means of holding public development banks accountable for their
actions, they present certain practical »problems, in that devel-
opment banks by their very nature are investing assets and creat-
ing liabilities which will not mature until perhaps twenty or

thirty years into the future. This is not an insurmountable




The Alaskan Permanent Fund Memo--Page 66 July 11, 1977

problem; the sun of the Federal Reconstruction Finance Corpora-

tion (RFC) set in 1958, at which time its assets and liabilities

were assumed by the Small Business Administration. Nevertheless,
I suggest not a predetermined "sunset" date for terminating the
Alaskan Permanent Fund, but rather what I would call a "high
noon" provision.

The "High Noon" Provision: After the Permanent Fund has had

a chance to get off to a good, stronj start--say, after an inter-
val of ten years--at its high noon of financial and economic
activity, I suggest that it be subject to a fundamental review by
a joint executive and legislative commission in order to deter-
mine whether or not its performance equalled its promise. The
establishment of such a commission should, at the end of nine and
a half years of activity, be required by statute now. The com-
mission should be required to report to the executive and legis-
lature on the tenth year anniversary of the Permanent Fund.
Included in the commission's findings would be recommendations
for the continuation of the Permanent Fund, subject to various
modifications, or its termination.

Accountability to Local Communities: This is a sensitive

issue, handled differently by different states, depending on the
history and custom of different jurisdictions. Massachusetts,

for instance, has a three-hundred-year history of strong local
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home rule which requires virtually all state actions to ke
locally approved. Connecticut has precisely the opposite tradi-
tion.

The language of the Permanent Fund bills seems to make three
implicit distinctions:

Because the Permanent Fund can only finance a "reasonable
proportion" of community development projects, there seems to be
an implication that there must be a municipal or regional or
local development corporation sponsor.

Section 130 (8) specifies that the Permanent Fund generally
"shall be sensitive to the views of affected local communiticzs . .

and specifically "shall include an analysis of those views in

proposals for large investments." The implication is that invest-
ments in medium and small "productive private enterprises" need
not bear such an analysis. The key questions are:; What is

"large"? And, do these phrases reflect aglaskan state-local custom?

65 What Board and Staff Management Structure is Most Efficient

for Carrying Out These Goals?

Generally speaking, I find the structure and responsibil-
ities of the Permanent Fund policy board, the investment commit-
tee and the president to reflect appropriate international,

national and state development banking experience.
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In the above section on legal organization and accountabil-
ity, I have already noted the critical importance of establishing
the managerial independence of both the boards and staff of the
Permanent Fund sc that they are able to produce according to
market standards and‘to be independent from daily political or
bureaucratic interference.

Structure of the Permanent Fund policy board (Section 50):

The structure of the Permanent Fund policy board is good. It is
small enough to he effective and yet large enough to represent a
balance of interests. The two/seven balance between members of
the executive and public members is good. The public members should be
"confirmed by the legislature in joint session," in the manner of advice
and consent for major executive positions in the federal government.

If the Alasitan governor serves a four-year term, the conse-
quence of staggered four-year terms for the seven public members
is to give an incumbent governor assured control of the board
during the third year of his or her term, subject of course to
legislative confirmation. This arrangement has both advantages
and drawbacks. If the Permanent Fund is to be an integral part:
of an overall development plan for the Alaskan economy there must
be some mechanism by which the president and the policy board are

a part of that planning process and operate within an overall

development plari. On the other hand, the efficiency of the
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Permanent Fund requires some independence from the executive. On
balance, the provisions in HB-300 seem appropriate given the

- stipulation of confirmation by the legislature, and removal only
"for cause".

Given the small size of the policy board, the requirement of
a two-thirds quorum is particularly important to ensure an active
and vital policy group in which a substantial number >f the mem-
bers are consistently present.

I would suggest that you consider some mix of users among
the seven public members of the policy board. One user might be
a representative of a municipality, another might be a representa-
tive of a regional or local development corporation, another
might represent a major primary sector of industrial activity,
and one might represent a clistributory sector, especially in the
community or regional development area. The financial community
is appropriately represented on the investment committee, but
users might well be similarly represented cn the policy boarxd.

I also suggest that you reconsider the soundness of having
the president serve as the chairman of the policy board. The
president has sufficient power as the chief executive officer.

. It is more common development banking practice for the chairman

to be a widely-respected public member, either appointed from

among the public members to serve as chairman at the pleasure of
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the governor or to be chosen by the policy board itself. Having
the chairman serve at the pleasure of the governor, drawn from

the public members, is one method for helping to integrate the
Permanent Fund's planning into state development planning. In

any event, for the protection of both the president and the insti-
tution, I suggest a separation of the chairman's and the presi-
dent's functions.

Also, in my judgment, all meetings of the policy board
should be public, particularly in light of the fact that the
policy board does not itself make specific investment decisions.
Only the personnel actions of the policy board with regard to the
president should be held in executive session, and then publicly
announced.

The provision in HB-300 to pay policy board members $250 per
meeting day, as well as per diem and travel expenses, is a good
orne. The policy board function is enormously important, in which
the members carry great responsibility. It is common practice to
pay private board members a fee for performing that function; the
same should be true of a public development bank such as the
Alaskan Permanent Fund.

The Duties of the Policy Board (Section 60) are well drawn.

The distinction between your policy board and investment commit-

tee is remarkably similar to the distinction between the policy
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board of the Massachusetts Industrial Development Authority and
its subsidiary investment review boards.

It may Lke wise to point out in precise language that the
policy board cannot impose an investment decision upon, or over-
ride an invesitment decision of, the investment committee. It can
only determirie, on a periodic post-audit basis, that investment
decisions macle by the investment committee were within the over-
all annual operating and financial plan approved by the policy
board.

The Striucture and Duties of the Permanent Fund Investment

Committee (Sections 70 and 80) are also quite sound. Here I

think it is not only appropriate but essential that the president
cf the Permanent Fund serve as chairman of the investment commit-
tee. I woulcd suggest, however, that at least one of the members
of the Permanent Fund investment committee have "recogized compe-
tence and wide experience in" community economic development.

The Structure and Duties of the Permanont FFund President

(Section 90) are also generally well articulated, although there
are a few malters here which call for some clarification. For
example, I wonder if I am the only one confused by the apparent
contradiction betwecn a Permanent Fund president to serve for "a
term of five vears," while at the same time serving "at the

pleasure of the policy board." In my judgment, the Permanent
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Fund can only be effective if in fact the president is subject to
employment at the "pleasure of the policy board."

Similarly, the provision in Section 170 which states that
"members of the policy board are prohibited from all attempts to
influence the investment committee, president, officers and staff
in the discharge of their ordinary operating duties. The presi-
dent, off .cers and staff of the Permanent Fund, in the discharge
of their offices, owe their duty entirely to the Permanent Fund
and no other authority," seems to me to confuse the respective
responsibilities of the policy board, investment committee and
president, rather than clarify them.

Finally, I am pleased that this generally good draft recog-
nizes the importance of empowering the presidront of the Permanent
Fund with the sole responsibility for "the organization, appoint-
ment, dismissal, and remuneration" of all other staff. The
policy board wants to be able to hire and fire a president who is
then held wholly accountable for all of the other operations of
the Permanent Fund.

The Provisions for Technical Assistance in Section 160 are:

another area in which I would suggest some reconsideration by the
Permanent Fund committee. This provision, however well intended,
runs counter to my own experience in designing development banks.

In fact, in all recent development bank legigslation I have
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drafted, we have specifically prohibited the development bank
from "providing financing for pre-investment activities including
feasibility studies." The reasoning behind this prohibition is

simple: we want to hold separate the developer function from the

banker function. If the development bank inv:sts in its own pre-

investment feasibility studies or technical assistance there is a
tendency on the part of the development banker to become prema-
turely "married" to what may turn out to be an unsound idea.

On the other hand, this kind of technical assistance is
essential--particularly for many regional and local community
development projects. Therefore an alternative solution has been
to create a separate technical assistance agency which is specif-
ically in the business of using "soft" tax dollars rather than
"hard" investment dollars to make these pre-investment studies
and then to bring the developed proposal to the development bank
for an arm's-length banker review. Section 160 deserves further
thought and review in light of this experience.

Intervention in the Case of Default: The apparent contra-

dictions between Section 130 (2) (3) and Section 130 (b) need to
be resolved so the management of the Permanent Fund has full

power to protect its investments, including the exercise of vot-

ing rights.
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D. What Capital Structure is Necessary to Ensure that the

Alaskan Permanent Fund Has the Financial Capability to Achieve

These Purposes?

The capital structure of a development bank is intimately
tied to the goals of the institution. Different kinds of manage-
ment and different kinds of cepital are both required in order to

carry out the different purposes. Both international and domestic

development finance experience makes it emphatically clear that

for the very reason we don't want venture capitalists to make
unsecured inventory loans and for the very reason we don't ask
commercial bankers to make thirty-year, fixed-asset land, plant
and equipment loans, we need to keep the risks, managements, and
funds of the development bank separate to carry out separ e
tasks. Thus, the World Bank Group, for instance, separates the
International Finance Corporation (an equity investing vehicle)
from the World Bank itself (a market-rate debt vehicle) from the
International Development Authority (a subsidized, below-market
granting and lending vehicle). In Massachusetts, the Technology
Development Corporation and the Community Development Finance
Corporation, which are both high-risk equity and venture capital
vehicles, are capitalized, managed, and insulated from each other
and from the operations and risks of the long-term secured lend-

ers such as the Industrial Finance Agency. In public development
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finance as in private finance, the terms, the cost, and the char-

acter of the sources of funds must match the uses of the funds.
It is for this reason that I suggest that operational prin-

ciple number 9 which empowers the Permanent Fund to "make invest=-

ments in financial intermediaries . . ." might be more precisely

defined to isolate several compatible but operationally distinct

tasks on a functional basis. Specifically, I suggest that the
businecs plan of the Permanent Fund consider the possibility of
establishing separate subsidiary financial intermediaries to
carry out several possible specific functions of the Permanent
Fund, including:

a technology development corporation to invest in technolo-

gies which would reduce the cost of value-added and refined
production of both renewable and nonrenewable resources in
Alaska;

an intermediate and long-term financing agency to collabor-

ate with commercial banks and savings banks in providing
debt and debt guarantees in support of greater intermediate
and long-term capital for medium and small-sized enterprise;

a community development finance corporation to co-venture

with regional and local community development corporations
and municipalities in providing equity as well as debt and

debt guarantees to finance income-producing community
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development projects particularly in lower-income and rural
areas of Alaska; and

a central dcvelopment bank for locally-owned cooperative

banks which would be initially capitalized by the Permanent

Fund but eventually repurchased by local cooperatively-owned

user banks in order to support rural and community develop-

ment in outlying areas of Alaska.
Each one of these four areas of activity would have its own
investment review board appointed by the policy board (much like
the investment committee) with persons of "recognized competence
and wide experience" in the specific investment area. Their
chief executive officers would be directly appointed and directly
responsible to the president of the Permanent Fund, but the day
to day decision-making would be the province of the investment
review board and the staff of the subsidiary institutions. The
policy board, the investment committee, and the president would
retain the same direct power over these subsidiaries that any
private corporation holds over its subsidiaries. As the Central
Bank gradually became owned by its users, this authority in time
would pass from the Permanent Fund to the users.

Two major areas of activity would be directly retained by

the Permanent Fund:

First, those productive private investments which are of

PROT A
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such a large scale and such a relatively high risk as to be beyond
the capability of the private market acting alone;

Second, large-scale infrastructure investments deemed crit-
ical to the overall development of the Alaskan economy. Any sub-
sidies necessary to finance the ipfrastructure, however, would be
borne by the Alaskan General Fund rather than the Permanent Fund.
Operational principle number 4, Section 130, implicitly suggests
that any subsidies would be made by special appropriation of the

legislature. I think that additional consideration might be

given to the retention of income on investments by the Permanent

Fund for a third purpose beyond overhead and reserves--that pur-
pose being the explicit provision of subsidies for specific kinds
of social overhead capital investment, community development, and
infrastructure development. A specific prior authorization by
the legislature should be required before the income of the Per-
manent Fund could be released to those purposes by the policy
board.

Section 130 (8) could also be used to create subsidiary
financial intermediaries on a geographic basis to encourage some
more sensitivity to the needs of lesser-dcveloped regions in
Alaska. In our highly complex political economy, it is not nec-
essary that capital mobilization and Jecision-making take place

at the same level. This has been amply demonstrated in the
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operations of the Federal Home Loan Bank System and the Farm
Credit System at the federal level. Similarly, there are increas-
ing numbers of development finance intermediaries at the state
and local level which operate on a decentralized basis so that
decision-making is more sensitive to local conditions. Local
investment decision-makers will be better able to assess the
risk, service the risk, monitor the risk, and deal with problems
of default than a more distant investor. International, national
and private market financial experience supports this concept.

Finally, my limited exposure through memoranda to the exist-
ing thirteen revolving loan funds now operated by the Alaskan
state government suggests that they might be more efficiently
managed as subsidiary development finance intermediaries under
the overall policy guidance of the Permarent Fund. This is
another matter that calls for further review.

The Provision for Reserves in Section 120 is a good start

which does not go far enough. The legislature should consider
establishing specific differential reserves for different kinds
of equity, debt or debt guarantee activity. For instance,
reserves for community development equity investments by the
Massachusetts Community Development Finance Corporation are pro-
jected to be 100 percent. Similarly, no state has established

long-term industrial debt guarantee programs without limiting the
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state's exposure through a ceiling on reserves in ratio to total

guarantees outstanding.

The Provision for Borrowing Powers in Section 40 is a very

important provision in terms of the future growth and development
of the Permanent Fund. The dedicated oil revenues initially cap-
italizing the Permanent Fund's equity base at $2 or $4 billion
should be compared to the capital base of the World Bank or the
Canada Development Corporation. If the Permanent Fund is soundly
managed, the opportunity to leverage additional equity or debt in
worldwide money and capital markets on top of that equity base is
substantial, as has been the experience of the CDC (in equity

markets) and the World Bank (in international bond markets).
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T [Pran Ulmer

Director E
Division of Policy EGLICY DEVELOPIMENT
Development & Planning pate : August 17; 1977.iNING
FROM J{m Eden SUBJECT:  Proposed Contract Between House
Deputy Commissioner Permanent Fund Committee,
Department of Revenue . Department of Revenue and the
' Institute of Social and Economic
Research

The proposed contract is attached for your information and comments.

(ienerally, the Department of Revenue views the proposal as a "shotgun"
approach to addressing some of the problems and issues related to the Alaska
Permanent Fund.

Specifically, Clause I (A) is felt to be information that is currently being
evaluated by the Senace Permanent Fund Committee (evaluation of State Loan
and Investment Programs, past and present). The Department does not feel
that this proposal should duplicate an existing effort.

Clause I (D). This activity and research is currently being undertaken by
the Department of Revenue .u two areas; a. The Division of Research is
actively pursuing fish hatchery feasibility studies and has nearly completed
its effort. b. The proposed Arthur D. Little, Inc. contract will address
{nvestments in the sectorial analysis studies. It is felt that this part of
the proposal would also be duplicative.
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CONTRACT BETWEEN
STATE OF ALASKA
DEPARTMENT OF REVENUE
AND
UNIVERSITY OF ALASKA

INSTITUTE OF SOCIAL AND ECONOMIC RESEARCH

~

The parties of this agreement are the STATE OF ALASKA, DEPARTHEcNT OF
REVENUE, on behalf of the Legislative Committees on the Permanent Fund,
hereinafter referred to as the "Department", and the UNIVERSITY OF
ALASKA, INSTITUTC OF SOCIAL AND ECONOMIC RESEARCH, hereinafter referred
to as the "Contractor".

THE PURPOSE OF THIS AGREEMENT is to provide the Legislature and the
State with expert economic information on the expected effects of selected
permanent fund management strategies. ;
IT IS THEREFORE MUTUALLY AGREED THAT:
CLAUSE 1. - STATEMENT OF HORK

(A)

(1) The Contractor shall review the policies which guided
investment of the large general fund balance that developed
in FY 1970, and identify the extent to which those palicies
were directed at influencing the rate and direction of
growth in the Alaska economy or sectors thercof. Reference
should be made to (a) the stated or recollected intentions
of policy makers; and (b) the actual fiscal strategics
pursued, as determined under (A)(2) of this clause.

The Contractor shall determine the chronology of those
investments or other general fund management actions that
had or were expected to have a direct impact on the
Alaska econcmy.

The Contractor shall estimate, to the extent published
banking statistics and other economic data permit, the
actual impact of the actions identified under (A)(2) of
this clause, identifying the possible sources and degree
of uncertainty associated with this estimate. Includid
with this estimate shall be (a) a discussion of any
capital substitution effects inferred from the data; (b)
an assessment of any income redistributions resulting
from the investment policies; and (c¢) calculations of the
state's opportunity costs as measured by the actual
returns on "outside" investments earncd during comparable
periods.




(B)

(C)

(D)

(4) The Contractor shall prepare and submit a written analysis
of its findings under (A)(1) - (A)(3) above.

'The Contractor shall review the "Alaska Inc." proposal embodied

in HB 525-SB 384 (Tenth Legislature) and provide written
estimates over a twenty-year period of the effects the proposal
would have on (1) personal income; (2) levels of employment;
(3) population; and (4) any other regional economic indicators
that the Contractor may consider relevant. In making these
estimates, it is recognized that assumptions will need to be
made concerning, inter alia, future personal consumption and
saving patterns. It is recognized that qualitative judgment
will be the source of many of these assumptions; however, each
assunption shall be made explicit, as shall the reasons for
making it. In addition, the Contractor shall estimate and
report in writing on comparable effects of (1) retaining
earnings in the permanent fund; (2) using fund earnings to
lower personal income taxes; and (3) spending fund earnings as
supplemental general fund revenues. i

The Contractor shall prepare a written report assessing tha
long-term economic and fiscal impacts of varying the amourt of
contributions paid into the permanent fund. Includad in the

report shali be an examination of minimum, maximum and intermediate
levels of contributions to the fund and--assuming state expenditures
consume the ‘“evenues remaining after permanen. tund contributions--
estimated im. acts on (1) personal income; (?) population

growth; (3) employment levels; and (4) permanent fund and

general fund balances. In addition, the Contractor will

devise a means for estimating contribution levels which would,

by adjustment or appropriate co-efricients, iedve suificient
general fund revenues to meet any legislatively pre-established
level of real expenditure growth. Correspondingly, the

contractor will also devise a means for estimating contribu-

tion levels that would generate sufficient earnings to accom-
modate predetermined proportions of the state's forecasted

revenue requircnents.

The Contractor shall prepare and submit a written analysis of
the economic and fiscai impacts of permanent fund investlmenls
in two hypothetical projects from distinct sectors of the
Alaska economy. One project would be state investments in
hatcheries and stream enhancement, directed at increasing
salmon harvests as outlined in the report, The Economic
Feasibility of Private Ron-Profit Hatcheries by F. L. Orth.
The second project would involve an investment in a petro-
chemical facility. The details of the petro-chemnical facility
will be prepared by the Contractor in consultation with the
Project Director. For cach of the »rojects, the Contractor
will trace the impacts of the investment in terms of changes

in cmployment levels, personal income, state and local taxes,
and _population,




TO:
M The Honorable- Sterling Gallagher

Commissioner ren
Deptrtmf of annnua { - nmr;ff«'Aus“'t 26, 1977 °
rraa A Ulnor, Direetor % “_5:10 2 =
f"ib‘—i b R b i i rd\-- . f ™
FROMs- s h tL'“ 'h.*h'r:_"?_:_' 4 --1 -t)" _' Tt o '."r:;_ll'_h‘.'-_-' SUIJEC'IHH:-T,"_ m D mttl.
alﬂnunnicw?oliey-&nslyat ;“:3,1ZTJLL”-‘8tndY ;‘~__‘;-u ,*.. o
; 1(;‘!'g'uw“IJ'W-lﬂllvlmtylmcl ; wﬁf ﬁfjj,; A R i :: o
¥t L ; ,‘Yff ¢ i o e R TR A 53
': ’Imiu‘ St bﬂinﬁ a",.,.r B te Nt ""’F =
f’ﬂ‘~}-f' erd by -yr-?x..f'-»ﬁa ar
AR arw*%r: 1:5; - :ﬂﬂ&.

-'-"L nppmhtc thia opportnnity to coumnt ‘on” the Arthur n -
Little proposal.” There is certainly potential for obtnining

;. m“valuable’product‘from such a study. Although all the el

. 'mreas of investigation suggested by ADL are of interest,

th!t. are some that appear pnrticnlarly worthwhile. !
\,
I'ft.l tbtt th. noat important plrts .of the proposal are
Task (4) Preliminary analysis of the comparative advantage

for Alaska by major sector, and Task (6) Suggested sectoral
priorities for the Permanent Fund. The recognition of the
crucial importance of Task (4) is reflected in the allocation
of over 40% of the total contract dollars to this item. The more
detailed analysis of certain industries suggested by the
preliminary wor* of Task (4) could be of great value in all
State ecoacmic development efforts, ia addition to providing
a startiag poiat for Permanent Fund managers. VWe would like
to rucommend ‘increaced emphasis on Task (€) which now rec.ives
approximately 10% of the total funding. In the case of -
sectoral analysis, the greater the induatry specificity, the
greater will be the :'value of decision makers. Prom previous
discussions with you/ I understand that the consultants will
focus substantial attention omn import substitution potentials
of the Alaska economy and on the possibilities for small-
scale technology. I would like to reiterate that I strongly -
agree with that foeus for the study.

The strength of Tasks (4) and (8) is their emphasis in
relating is that they relate specifically to Alaska (rather
than national or international) conditions and markets,
Although knowledge of ovsrall market projections 1s necessary
background for assessing the Alaskan position, a relatively
small portiom of the work affort should be expeanded in the
general nrea described in Task (3). This is information
already at the disposal of the consultant and should require
no additional work. FPurther, to the extont nossible it would
seem cost affective to de-emphasize Task (1) Characterization
of exiating conditions and Task (2) Assessment of the present
Alaskan economy. Much of this information presently resides
with the State and most likely can be brought together in ‘
desired form for less than 314,500,
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Task 5, which emphasizes the development of investment
criteria may be somewhat premature. The objective which the
suggested criteria address is maximizing the rate of economic
development. TUnder the State Investment Advisory Committee
bill, several objectives are mentioned and it will be the
responsibility of the Policy Board to refine and interpret
these objectives, translating them into a policy framework
within which the Permanent Fund managers will operate.

Given that this translation and refinement cannot occur

until the Policy Board is established, only standard textbook
procedures (net present value, risk and sensitivity analyses)
can be enumerated by the consultant. A much broader review
and analyses process is currently being developed currently
within State government - including within the Department of
Revenue (reference your August 2 memorandum).

I hope these comments will be useful in your consideration
of the ADL proposal. We are greatly interested in receiving
copies of the final product!

DL/bb







™ [ Fran Ulmer

Director

Policy Development and Planning

Office of the Governor DATE. July 20, 1977
FROM: Tom Singer sl House Permanent

Senior Planner Fund Committee/

Policy Development and Planning DPDP Coordination

Office of the Governor
HOUSE PERMANENT FUND COMIITTEE
Pending Resegarch Proposals and Needs

Priority List

The following list is a summary of general research areas and needs
identified in the consultant's reports to date. Hopefully,

you and Clark can prioritize the proposals, assign them among

the participating agencies and interests, and organize and
coordinate staff efforts at drawing up more specific work plans.
The subjects which I feel are most critical are identified by

an asterisk,

General

Who Subject

’
Staffl Mﬁ‘rz M/ *On-going list of specific
s % "

suggestions for the
enabling legislation
which are presently buried in their

reports. A |
@al Markets and Ecom-"— Z\/ M#m
i
Who Subject M
ISER *¥*Study the capital availability
gap in Alaska. What are the capital
Ju flows: Jloars by economic sector

and geographical location;
loan applicaticons both denied
and granted). (BD p. 15) (AT p.29)2

1. Staff includes committee staff, DPDP staff and legislative
affairs,

2, BD is Beldon Daniels' report, AT is Arlon Tussing report.
Page citations are included.




* Study the capability of the
Alaskan economy to absorb the
capital supplied by the
Alaska Permanent Fund. Also
R or, what is the relative £ sensitivity
s (Ml of various enterprises to capital
availablity vs. information vs.
natural resource availibility
or quality vs. labor force quality
vs. transporation vs. communication
VS, energy costs vs.
institutional environment, etc.

(AT p. 4).

ADL, ISER This proposal should be coordinated
with the above proposal. Study the
possiblilties which exist
for primary, value added industrial

AL activities in Alaska which can
produce goods at competitive
cost, and methodologies which
are available for deciding 1)
What are the underlying goods
-market or financial-
market reasons for the lack of
private capital, 2) if they can
be overcome through either
alteration of the price
(interest rate) or availability
(terms) of money, and 3) the net
benefit of such alteration.

(BD p.11) (AT p.31)

For various scenarios of the
GREE expansion of different industries
EI4N in Alaska, analyze the
growth implications on State
government and the economy.
(AT p.35)

ISER, Legislative Affairs Study the income effects of
Alaska Inc. Study empirically
the effects of spending

the $900 million from

Prudhoe Bay. Study

the Salmon/Bottom Fishery
(like Delta Barley).

~—~U

Fiscal Planning and Coordination With the Rest of State
fiovernment

Who y V Subject
Staff, B&M ‘( *Combine short-and long-

Ml term revenue projections

;i q\ ' Cr R : :
Tl add (Revenue) and expenditure
,A%%’l‘ﬂ]gf ..nft“




Criteria and Constraints

Who

Staff

Daniels

Accountability

Who

CRA

DPDP Contract

Structure
Who
Daniels?d

projections (B&M), estimate

the size of the surplus,

and analyze the

implications for State spending
and the Permamemt Fund.

Study banking re kens and
tie-~in anent Fund.
(BD . 35)

™ s

XStudy State loan programs
wp and tie-in to Permanent Fund,
~ and compare with SBA and EDA
programs in Alaska. (AT p. 35)

*Develop appropriate contribution
formula to Permanent Fund to
smooth the growth of the General
Fund. (AT p. 32) N\

Subject

N\
*Develop loan criteria whichw
embody the goals chosen o
for the fund by the Legislature.

*Study dual accounting and
socioeconomic annual
report-i,e., performance
evaluation criteria based on
c¢riteria and goals.

(BD p. 62)

Subject

s P PR i
/

/ ~
y A s
Report on appropriate local
input alternatives. (BD p.66) e’

Refine proposal to create:
Technology Development Corporation

Intermediate and Long-term
Financing Agency




3.

Community Development Finance
Corporation

Central Development Bank

2. Decentralization Question for:
above,

_3. General Discussion of
Accountability in organizations
around the world.

We urderstand Beldon is doing these three tasls.
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TO: Fran Ulmer, Dona Lehr, Tom Singer of DPDP
FROM: John Mollenkopf

CONCERNING: Reactions to Tussing, Daniels Presentations
: Special Committee on the Permanent Fund.

-

‘The two consultants to the Special Committee on the
Permanent Fund coricentrated their testimony on the difficulties
which face any State attempt to guide the economy's developme:t,
particularly when the attempt is made through capital subsidies.
They stressed that the APF's most effective role will be to
conserve the State's nest egg. They therefore argued that the
APF should be organized in a conservative manner which would aim
it at wealth management/conservation rather than such goals as
economic diversification or enhanced Alaskan ownership (both
of which are contained in the language of the APF constitutional
amendment. )

It is my belief, however, that these twc consultants
were lead by their concerns to commit the APF to an excessive-
ly conservative stance. I would therefore like to summarize
the argument as posed by Tussing and Daniels, state their
conclusions, articulate the underlying assumptions on whick
these conclusions are based, and criticize them. In this
process some alternative ways of thinking about the APF
will become evident.

1. Summary of Tussing's and Daniel's argument.

The two ecconomists made essentially similar points. They
basically say:

- public capital cannot make economic expansion happen
which was not already fairly 'ikely. Tt facilitates,
rather than initiates.

the factors which do determine which types of economic
expansion takes place, such as labor, raw materials
availability, transportation infrastructure, and world
market prices, are largely beyond the control of the
State and the APF.

"Likely" economic expansion will typically involve
production organized by large multinational firms (e.g
ARCO) exporting to a world market., Such firms can tap
worldwide capital sources (and therefore do not require
funds from the API').

The only exception to this rule will be small Alaskan
firms which produce for local consumption rather than
export; such firms do not nave access to adequate long
Lerm debt:.
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APF Testimony Comments
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On the basis of these four observations, the two economists
conclude: 1) that the APF cannot, and should not, complement or
dlsplace existing financial intermediaries to any great extent,
since they are doing their job, but to the extent it does so
should commit itself primarily to the strong activities of the
multinationals and secondarily to the weak activities of small
Alaskan businesses, and 2) that most APF funds should be invested
on Wall Street more or less as a trust fund operation.

2. Comment on the assumptions which are critical to this
line of argument.

While in and of itself this line of argument has its
merits, it depends upon and entails some unstated assumptions
which deserve close, and I believe critical, scrutiny. Let
me describe them in turn.

First, this argument supposes that a multinational corporation-
based, export-oriented economy is preferable to a more diverse,
Alaskan-based economy which mixes import substitution, added down-
stream product processing, and local entrepreneurship with the
more basic export activities. Or if the former is not preferahle,
it is inevitable.

Second, it evidently assumes that qucstions of accountability,
whether of the APF or of the firms which it assists, is not crucial
(since the APF is restricted to a passive financing function rather
than an active entrepreneurial function.)

X Third, to reach this type of conclusion the authors evidently
feel that no significant economic alternatives are available to the
State other than multinational exports of timber, oil, fish, or other
raw materials.

Fourth, both authors assumc in their testimony that the APF
should invest its money only in dircclly productive activities,
as opposed to indirectly productive investments in “he preconditions
for constructing an alternative economic futare.

Each of these assumptions can be challenged on the facts.
A "ittle thought experiment might suggest why they should be
challenged. Imagine that Alaska develops along the assumed tra-
jectory: it deepens its dependence on major oil and gas extracltion
projects, adding minerals as well. It algfo develops major addifional
export activities in lumber and fish. The APF is largely invested
in high grade stocks, but also makes substantial loans to help
finance these developments. What then?
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Alaska has become what might be called a resource colony.
Its future will be tied to world market prices in the various
commodity areas, and its fate will in part be determined by the
entry of new, perhaps lower cost exporters. The chance of such
exporters banding into some form of "OPEC" will be nill. Thcugh
these sectors will probably invoive high-wage, unionized jobs for
Alaskans, these jobs will be insecure. To the extent that the
State engages in down-stream processing, these activities will

be highly capital intense, utilizing capital goods produced else-
where and technicians trained and migrating from elsewhere (and
ready to migrate again to new technical work should Alaska falter.)
The State's economy would even more than now depend on decisions
made at corporate headgquarters far removed from, and not terribly
sensitive to, Alaska. In short, the State would have set itself

up for the type of boom-and-bust cycle which characterized the
gold mining era, with no more long-lasting benefit, and not much
more economic diversification. ©Not only is this potentially an
unwise course for the State's policy makers to plot, it controverts
the constitutional language which established the APF. If I recall
correctly, the amendment stressed goals like economic diversifica-
tion and independence.

In point of fact, it appears that there are sources of
entrepreneurship in the State which, unlike the large corporations,
do not have access to sufficient capital, which could produce
import substitutes for the local market and which could also
further process renewable resources like fish or timber. It also
appears that the APF might well focus on removing or reducing the
barriers which confront Alaskans, but not the large corporations,
ac they attempt to market goods over long dictances. Examples in-
clude public or user-owned fish marketing organizations, lumber
mills, etc. (If it is true that factors other than capital con-
strain Alaskan economic growth, then the State and the APF can
locate and address these consiraints rather than merely accepting
them.) In other words, each of the implicit assumptions in the
chain of argument advanced by Tussing and Daniels can and should
be given serious scrutiny. The failure to do so commits Alaska

to an economic development strategy which it may come to rue.

To conclude: the world provides models both of countries
which adopted a commodity export strategy and came Lo regret it
(Cuba and sugar, Chile and copper), and countries which decided
from the cutset to import substitute, stress local entrepreneurship,
and use public capital to help local businesspeople market
effectively (Japan and Israel stand out in this respect.) While
it is possible thal Alaska's exporlt commodities will enjoy an
unlimited boom which would permanently postpone Lhe due hills for
that type of strategy, such an outcome is far from guaranteed.

If it does falter, no mattcr how well APF funds are investcd they
can do little to compensatc. If, however, they are used to build
up a more diverse .. nd self-sustaining economy, they will have left
something solid beliind after the oil has been pumped away. At

the very least this alternative is worth serious exploration.




July 19, 1977

Hon. Clark Gruening, Chairman, Special Committee on the Perma-
nent Fund, Alaska State Legislature

Ms. Fran Ulmer, Division of Policy Development and Planning,
Office of the Governor

FROM: John Mollenkopf, Public Management Program, Stanford Graduate

School of Business a&, M‘-Ja-qu

CONCERNING: The Accountability issue for the Alaska Permanent Fund

-

As all of us know, one of the most important issues facing
the legislature as it seeks to define the Alaska Termanent Fund's
organization and goals is the issue of accountability. The Permanent
Fund represents one of the most important steps the legislature will
take; it is a unique opportunity. How the responsability for this
step will be shared is both a sensitive and important prohlem. What
is the best way of thinking about it?

The problem of how, and to whom, the Permanent Fund is te be held
accountable, can be broken down into two parts. Yirst, it is important
to be as clear as possible about what one means by the very term. 'To
whom is the government to account for its actlons? At what level of
decision? What specific mechanisms will make accountability possible?
Secondly, the specific animal we are talking about, basically an ccon-
omic development bank, will have its own distinct characteristics,
some of which will help and some of which will make accountability more
difficult. What are these specifics? What can we learn from ecoinomic
development funds which have been heid up as models in order to improve
the Permanent Fund's responsiveness?

A. The overall issues.

Government bureaucracles tend to develop various constituencies
which help them do their job more casily and provide the political muscle
to keep their funding golng at budget time. Some of these constituencies
are client groupings (defense contractors, for example), while others
arce interested bystanders, legislative purse-holders, or the like. As
tlie relationship between government agencles and their constituencies
hardens over time, bureaucracies become vulnerable to criticlsms of
unresponsiveness, lack of accountability, and resistance to change or
pguldance. Devices which were originally created to help the agency
be responsive, such as advisory committees, may cven become a means
for further insulating an apgency from broad public input. In attempting
to design a responsive and accountable public organizatiosn, therefore,
one camot focus simply on specific mechanisms, but must also take into
account the broader structure of interests which surrvounds a given
agoency.
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To get accountability, one must think through not only what happens
at the top, but how decisions are made all the way through the organization,
It not only matters who gets cn the Permanent Tund Board, or to whom that
Bcard is obliged to report, but how the inside of the Fund is organized.
The Fund of necessity will have to make important tradeoffs among alterna-
tive objectives. How these decisions get made (and therefore how the Fund
determines who it will be responsive toward) will depend on who makes
these tradeoffs, whether advocates for both sides are present, and the
like. If this aspect is left out of the organizational design, such
decisions will be made by default. The Fund might, for example, spend
most of its money on large capital projects simply because their pro-
ponents ask for larger sums of money and know where to make their pitch.
But would *his really be the '"right'" allocation? 1In order to assure
that the Fund is both accountable and responsive, such problems have
to be taken into account in the Fund's design. While it may be a
relatively small agency, and perhaps in some sense more efficient than
other types of grant-making ageucies, it will inevitably have some
bureaucratic charuacteristics which will raise the question: to whom
is accountalility owed?

In the Permanent Fund's case, a number of key accors are involved.
Fund mwanagement. itseil will follow professional norms in its attempt to
invest its funds. The lepislature i1l wirh to guarantec that the Fund
pays sufficient attention to the .iverse constituencies which it repre-
sents. The executive wants to use the Fund as part of an overall
economle development and public revenue-maintaining strategy. The

banking community wants to assure that the Fund acts as a complement,
rather than as a competitor to, its activities. In- and out-of-state
potential loan recipients are primarily interested in public assistance

in their pursuit of private return, while labor, the fishing industry,

the mining industry, and other cconomic interest groups will each want

to see that their interests, if not advanced, are at least not jeopardized.
Impacted communities affected by Fund decisions may want to have soma
influence, as will individual citizeuns, who wish to enjoy the beneflts

of economlic growth while protecting and enhancing the Alaskan lifestyle.

The problem of the Fund's accountability thus revolves around how
to include, and balance, cach of these constituencies most approprilately.
What "“appropriate" turns out to mean naturally depends on what goals the
people of Alaska, through their legislators, choose for the Fund. 1t is
probably safe to say that the Fund will have an obligation, however strong
or weak, to respond to cach of these constituencies. The costs and
benefits of alternate organizational designs for this pattern of account-
ability con be substantial, If the Fund is closed off to all but a few
constituencies, it may act speedily, but at the cost of planting the
seeds beth of future conflicts and a skewed investment pattern. If, on
the other hand, the interested parties gre all ineluded and balanced
off In the process of making decisions, considerable greif may be avoided.
The cost may come if disagreements preclude timely and agressive decision-
making. The legislature will want to welgh this balance carcfully.
Like the founders of the United Stateo, 1t will be solving a problem of
consLitutional design.
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The key problems in designing accountability into the Alaska
Permanent Fund may thus be summarized under three headings:

1. VWhat are the key constituencies to which the Fund rightly
owes some degree of responsiveness?

2. Where, in the Permanent Fund decision-making process, can
attention to the concerns of these constituencies best be
fit in? How can they be balanced without excessively hindering
positive action.

3. What specific mechanisms, ranging from advisory boards to
social/economic impact reports tc legislated investment
criteria, to direct policy-making legislative oversight,
can most appropriately be used to assure accountability
to these constituencies?

B. The Permanent Fund's specific organizational context.

Banks are well known for their mystique. Tinance is a realm
not particularly accessible to the common man. While publiec access
to information, and participation in decisfion-making processes, are
important in any case, they will be particularly important for the
Fund. With the accountability problem as described above in mind,
it will be important to try to learn from other models which have
been held up as successful development funds. How well would they
work In the Alaskan setting? Are they really accountable? Can we
learn from their shortcomings? Consultants have mentioned
the British Columbia Credit Union, the Canadian Development Corporation,
the Conuectlcut Preduct Development Corporation, the Massachusetts
Community Development Finance Corporation (not yet operational) and
the soft-money side of the World Banks as such examples. Other less
successful experlences, such as the Small Business Administration,
also come to mind.

We need to ask of these models the following types of questions:
to whom have these organizations been accountable? whose goals, as a
roesult, have they tended to maximize? is this experience one to be
replicated in Alaska, or modlfled? have disputes arisen over thelr
responsiveness, and what has been their result? By answering such
questions, it should be possible to rank these model organizations
according to how well they might represent Alaska's constituencies,
and what modifications might. be indicated., By investigating them,
it would be learned how other jurisdictions have chosen to solve the
trade-of £ between responsiveness to diverse constltuencies and the
need for sulficient agreement to act on sound investment opportunities.




