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THE ALASKA FISCAL GAP

by Oliver Scott Goldsmith

Alaska faces a p.oblem that will be very tough

have already fallen to just half of what they were
to solve but is easy to explain: state government
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is spending more than it collects. The problem
will get muck vorse as time goes on. If state
eral fund spending stays at the current level of
billion (in 1989 dollars), we face a fiscal
gap—the difference between current spending
and projected revenues — that could soon grow to
$1 billion annually.

This budget crisis looms because oil production,
which supplies 85 percent of the state’s general
fund revenues, will soon begin dropping as the
huge Prudhoe Bay oil field is depleted. Likely
new petroleum production, higher oil prices,
and other economic activity in the coming decade
won’t be able to generate nearly enough tax and
royalty income to replace the loss of Prudhoe Bay
production.

Figure 1 skows projected oil production and
state petroleum revenues over the next 20 years,
based on the Alaska Department of Revenue’s
estimates from producing fields and our own es-
timates of new field production and per barrel
revenue. Production is at its peak and will soon
begin a long decline. Even ing production
from new fields such as West Sak — the timing of
which is vncertain—production in 2000 will be
only half of what it is today. Petroleum revenues

in the early 1980s, because oil prices are much
lower now. If the real price of oil remains in the
range where it has been for the last few years,
petroleum revenues will drop by half again by
2000.

This figure does not include potential produc-
tion and revenues from oil fields that may exist in
the Arctic National Wildlife Refuge (ANWR).
Such revenues would of course help reduce the
budget shortfall in the next century. Butunder any
reasonable assumptions (see the box on page 4)
they would fall far short of revenues we’ve en-
joyed from Prudhoe Bay, and could not reverse
the downward trend. Also, future production
from ANWR is extremely speculative right now.
Congress would first have to open the refuge to
expioration and oil companies would have to dis-
cover commercial quantities of oil; after such
discoveries it would take years to bring new fields
into production.

THE FISCAL GAP

How shrinking production and revenues trans-
late into trouble for Alaska is apparent in Figure
2. It shows the potential size of the future gap

information and

examining state
Linda Leask edited the paper.

This is the first in a series of ISER Fiscal Policy Papers that will examine aspects of state government spending. We
intend these papers to focas the attention of state officials and of Alaskans in general on the serious budget crisis we
face, and on the necessity for dealing with it soon. We hope this and later papers will provide policymakers with
analysis they will need when making the difficult decisions ahead.

The author, Oliver Scott Goldsmith, is professor of economics with ISER. He has fourteen years of experience
i Lee Gorsuch, ISER director, is responsible for the design and presentation of this series.

The ISER Fiscal Policy Papers series is financed by a grant from ARCO Alaska.
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FIGURE 1. PROJECTED ALASKA PETROLEUM HEVENUES

accounts directly and indirectly for
more than one in four Alaska jobs.
Below we look at four possible
ways to deal with the fiscal gap be-
tween now and the year 2010. Brief-
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ly, our four cases are: (1) Stumble
From Year to Year; this case as-
sumes that the state tries to main-
tain current spending for as long as
possible by using all available
e00 reserves except the principal of the
Permanent Fund and then cuts
spending to match reduced
200 revenues. (2) Deplete the Per-
manent Fund; this case examines
what would happen if the state
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maintained the current budget level
by spending the principal of the Per-
manent Fund. (3) Freeze the

between general fund revenues and spending. If
annual spending were held at its current level of
about $2.25 billion (in 1989 dollars), the gap be-
tween ing and revenues could be several
hundred million dollars a year in the early 1990s
and more than $1 billion annually after the turn
of the century. If future revenues turn out to be
larger than we anticipate, the fiscal gap could be
reduced for a short time but the overall picture
would be the same. (See the box on page 4 for a
description of how our results would change
under different assumptions about future
developments and other factors.)

Such a gap of course can’t persist. We'll have to
balance the budget by cutting spending, raising
taxes, using savings, or some combination of the
three. These changes will affect not only those
who currently enjoy state services, work for state
government, or pay taxes. Everyone who benefits
from local government services like schools and
street maintenance will also be affected. Budget
cuts will also affect recipients of government
transfers —including Permanent Fund
dividends —and businesses that depend on the
purchasing power provided by a large public sec-
tor.

Balancing the budget will affect all Alaskans,
because the economy and people of Alaska are
dangerously dependent on state government
spending financed by oil revenues. Even now,
after several years of recession and a precipitous
drop in revenues, state government spending still

Budget; this case looks at how the
fiscal gap would be affected if the state did not
adjust the budget for inflation—in effect cutting
the budget by the annual rate of inflation. (4) Cut
Spending and Raise Taxes; this case describes the
combined effects of reducing state spending,
reimposing the personal income tax, and

eliminating the Permanent Fund dividend.

There are other possible combinations, but
these four scenarios include the main options
available to the state. We do not discuss, nor have
we attempted to analyze, the enormous political
difficulties inherent in exercising any of these
options. Some would require changes in law or
even amendments to the Alaska constitution. All
would generate intense public debate, and most

Figure 2. PROJECTED STATE FISCAL GAP*
(Difference Between Revenues and Spending)

COURRENTY SPENDING LEVEL

(Billion 1989 $)

soe

*Projected at the curront level of state general fund expendi-
tures. Ravenues inciude oil settlemant estimate.
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aH revenucs and

would have the purchasing power of just

The use of real dofiars also corrects a

the inflation-proofiag portion of Permanent Fund €an

inflation-proofing does not
the policy option of

REAL VS. INFLATED DOLLARS IN FISCAL ANALYSIS

clasity are preseated in 1989 dollars. Using this technique climinates the need to estimate
inflation —the value of which has only a margina! effect on the rest of our analysis — and avo.ds the confusion that inflation can
hmm“mmmmm”dmm“diﬁcmwmFormmph!ldmnemllemdinm
61 ceats, if inflation were S percent annually over the next decade. Qur use of 1989 dollars throughout
the analysis allows direct comparisors of current asd future purchasing power.
thnmuhcinuumnepmm“ j Mwnmmhf&ﬁsmnmm‘ i
appear to be a source of recurring revenues. , inflation-proofing is just
the portion of carnings needed to offset the devalwation of the fund principal by inflation. Because we use real dollars in our -
883 separate revenue sourve, and we avoid any potential misinterpretation. This assumption does not precivde
inflation-proofing to fund government spending.

would face extremely strong opposition from
specific groups or from Alaskans in general. This
paper does not endorse any particular strategy to
balance the budget. Rather, it describes in
general the tradeoffs —who bears the pain —and
the ramifications of the various choices. -

Doing an analysis like this requires making cer-
tain economic assumptions. Those assumptions
are summarized in the box on page 4 and in the
individual case descriptions. We can’t be sure that
these assumptions will prove correct, but chang-
ing those assumptions in any reasonable way
would not substantially alter our findings.

FISCAL CHOICE 1: STUMBLE FROM
YEAR TO YEAR

CHOICE 1, FISCAL GAP FILLED BY:
Bilion W69 8

814
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PERMANENT FUND:
EARNINGS RESERVE
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In this case we look at what would happen if the
state government budgeted from year to year,
trying to maintain the current level of spending
($2.25 billion in 1989 dollars) for as loug as pos-
sible, using available fund balances but making no
changes in current fiscal policies. The dividend

program would not be changed, the principal of
the Permanent Fund would be retained, and no
new tax measures would be enacted.

Revenues from the settlement of disputes with
the oil companies over past royalty and tax pay-
ments, as well as with the federal government
over ownership of leases in the Beaufort Sea, are
an important element of our revenue estimates
for the 1990s. The amount and timing of any
settlement money the state might receive is ex-
tremely uncertain, but we assume for this and the
other cases that the settlements occur regularly
over the next decade in an amount equivalent to
$1.7 billion today. (See also the box on page 4 for
an example of how changing this settlement total
would change the analysis.) In reality the state
may not be so fortunate as to receive a steady
stream of income from this source, and the budget
shortfall would pressure the state to accept quick
negotiated settlements in these disputes.

Under these conditions, the Railbelt Energy
Fund, the Earnings Reserve Account of the Per-
manent Fund, and other fund balances could
balance the budget for a short time. A fiscal gap
of $400 million would open in 1992 and grow to
an annual deficit of $1 billion by 2000. In this
scenario, state government and the economy
would adjust to reduced state spending as dis-
cussed below and shown in the graphs on page 7.

Permanent Fund: The Permanent Fund would

remain jusi about the same size (inflation-
proofed) that it is today. Contrary to popular
belief, future earnings of the Permanent Fund will
not be able to replace petroleum revenues in the
support of state government. Annual additions to
the fund from petroleum revenues—which the
state constitution currently requires go directly to
the principal of the Permanent Fund — plus earn-
ings would largely be consumed by the Permanent
Fund dividend program, with little or nothing left

4



ECONOMIC ASSUMPTIONS USED IN ANALYSIS

tfwedungedmeemnmkmmp&oumdhmham,ﬁmthenwmwbkhmeﬁmlgapgrmwouldbcdilftuntbu! the options for
dealing with the gap would be the same. To focus on those aptions we held the economic assu
mast important assumptious are listed below. (Full details on the assumptions are available from the author.)

mptions constant throughout the four cases. The

i
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OIL. PRODUCTION: Alasks Department of Reveaue estimate, Spring 1989, plus West Sak production scenario developed by author
(ol companies recently announced postponement of West Sak exploration)

OIL PRICE: Gulf Coast delivered price for Alaska North Slope (ANS) crude sverages $15 a barrel (in 1989 doflars)
. RETURN ON PERMANENT FUND: 3 percent anaually, net of inflation
EMPLOYMENT GROWTH RATE: 1.75 percent annually, independent of govemment spending
SETTLEMENT REVENUES FROM PETROLEUM DISPUTES: $1.7 biltion (in 1989 doflars), received over 10 years

INFLATION RATE: § percent annually

TAX REGIME: Reflects the Bconomic Limit Factor (ELF) as revised by the Alaska Legislature in June 1989

RECURRING REVENUES (Non-petroleum revenues): 1 percent growth annually, net of inflation

for fund growth. The total amount available to pay
dividends and the payments to individual Alas-
kans would stay fairly constant because popula-
tion growth would roughly match growth in the
total available for dividends. Dividends as a com-
ponent of government spending would increase
because of decreased spending in all other func-
tional areas.

Revenues: With no new recurring revenues,
general fund revenues would steadily decline to
about $1.2 billion in 2000. Permanent Fund ad-
ditions and earnings would remain relatively con-
stant because of the stable size of the fund.

Expenditures: Declining petroleum revenues
would force significant budget cutbacks begin-
ning in earnest in 1992, The general fund would
need to be cut 18 percent that year to balance the

budget. Smaller annual cuts would be the rule
over the next two decades. Expenditures in 2000
would be $1.2 billion—equal to revenues col-
lected that year. These cuts in state spending
would mean underfunding many and eliminating
some government programs; reducing transfers
to local governments (creating pressure on local
governments to increase taxes and try to shift
government functions back to the state); and
reducing financial support for individuals.
Projected population growth would add to the
problem of deciding how the cuts should occur,
Uncertainty about the timing and magnitude of
cuts from year to year would create continuing
confusion and negative attitudes both within
government and the private sector.

Alaska Employment: During the next decade
26,000 public and private jobs would be lost as

A question likely to be asked is: How much

spending level could be maintained as follows:

current tax regime, compared with the current

WHAT IF WE CHANGED THE ASSUMPTIONS?

longer could we maintain current spending if revennes turned out to
be greater than we have assumed? If we used up the entire Permanent Fund (as discussed in Case 2), we could
maintain current spending up until 2003. Alternate assumptions would add 1o the number of years that the current

$1 increase in the price of oil 1 year
Gas pipeline in the 1990s 1 year
ANWR production shortly after 2000 1 year
Petroleum settlements of $3.4 billion 2 years

Anmh:rﬁkelyquesﬁmis:%atwouldbeﬂmmstofaone-mrdelayindosing
Case4indimtesthatthesmemmﬁnannnalspcndhgofaboutSl.45billion(’ml989dollars)bascdmthe
spending level of $2.65 billion (including the approximately $400
million paid in Permanent Fund dividends). The difference between current and sustainable spending—$1.2
ln'llion-appmximawslhelossinstateﬁscalassetsassociatedwhheachyearofdelayinclosingthepp.

the fiscal gap? Our analysis in
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state general fund spending was cut virtually in
half, (For simplicity we assume public sector jobs
would be eliminated in proportion to the budget
cuts. Wage rate reductions could partially offset
this job loss. We also assume that local govern-
ments do not raise taxes in response to less state
fiscal support.) The drag on the economy created
by a job loss of this magnitude would make it
difficult if not impossible for the economy to
grow, even assuming the private sector could
generate new jobs at about the same rate
Proj for the national economy~—1.75 per-
cent annually. Total employment in Alaska in
2000 would be only slightly above what it is today.

Economic Well-Being: Annual percentage
changes in employment would hover near zero for
most of the next 10 years, with a dramatic drop
when government spending was first reduced in
1992. Per capita general fund government spend-
ing would fall about § percent annually through
most of the next 20 years.

FISCAL CHOICE 2: DEPLETE THE
PERMANENT FUND

CHOICE 2. FISCAL GAP FILLED BY:

PERMANENT FUND:

Another strategy for dealing with the budget
crisis — the most drastic and one which would re-
quire an amendment of the Alaska constitution —
would be to use the entire $10 billion in the
Permanent Fund to plug the fiscal gap and keep

ing at $2.25 billion (in 1989 dollars) for as
long as possible. We do not endorse this strategy,
but include it to cover the range of options avail-

able to the state. Under this scenario, the portion
of Permanent Fund earnings now used to protect
the principal of the fund from inflation would be
spent, as well as the principal of the fund itself.

The first draw —$400 million from inflation-
proofing —~would be required in 1992. Within -
two years, however, we would begin taking from
the principal of the fund, and the withdrawals
would grow rapidly —topping $1 billion for the
first time in 2000. The fund principal would be
drawn down faster as time went on not only be-
cause of the growing fiscal gap but also because
the shrinking Permanent Fund would generate
less earnings each year. Under this scenario, the
effects would be as discussed below and shown in
the graphs on page 8.

Permanent Fund: More than $6 billion from the
Permanent Fund would be needed to fill the
budget gap between 1992 and 2000. The last year
of withdrawals would be 2003, when the Per-
manent Fund would be depleted. The Permanent
Fund dividend would be an additional casualt.
declining each year as the fund shrank and disag. -
pearing when the fund disappeared.

Revenues: Revenues flowing into the general
fund would be the same as in Case 1, but the use
of Permanent Fund earnings and principal would
disguise the shortfall until 2003, when the Per-
manent Fund would be gone. By 2005, revenues
would be about $1 billion— 60 percent less than
the level expected in 1990. The additions and
earnings of the Permanent Fund would fall as the
fund itself shrank,

Expenditures: The Permanent Fund would prop
up expenditures until 2003, Then a massive
"forced transformation” of the public sector and
the entire Alaska economy would occur because
of the sudden drop in state general fund spend-
ing —from $2.25 billion to $1 billion in just two
years. All public services at the state and local
levels would suffer dramatic cutbacks.

Alaska Employment: Extreme dislocation and a
serious economic recession would start in 2003.
About 30,000 jobs —both public and private —
supported by general fund spending would disap-
pear over a two-year period. (To put such a drop
in perspective, job loss during the 1985-1988
recession was about 25,000.) Even assuming

56



private industry would continue to generate jobs
at the rate of 1.75 percent annually, by 2010 Alas-
ka would still not have replaced all the jobs lost
during the recession.

Economic Well-Being: Alaska employment
would increase through 2002 because of growth
in the private economy and constant general fund
government spending. In the following two years,
12 percent of total state jobs would disappear.
Despite constant government spending through
2002, per capita state general fund spending
would decline because private ecrnomic growth
would be drawing people to Alaska. Per capita
state general fund spending would be cut nearly
in half when the "forced transformation” oc-
curred.

FISCAL CHOICE 3: FREEZE THE BUDGET

CHOICE 3. FISCAL GAP FILLED BY:

. Bitilon 1988 §

et it e e

$1.2}

819" bERMANENT FUND:
EARNINGS RESERVE
sos) AND PRINCIPAL

SPENDING CUTS

The forced transformation of the public sector
and the severe recession described in Case 2
could be mitigated under a scenario in which the
budget was held constant in nominal dollars—
that is, not adjusted for inflation. Such a strategy
would reduce the purchasing power of the budget
each year by the rate of inflation.

The average annual rate of inflation in the com-
ing years is expected to be in the neighborhood of
5 percent. If the budget were not adjusted for that
inflation, the real dollar value (the effective pur-
chasing power) of the budget would fall by §
percent each year. If the state government imple-

mented a constant budget policy starting in 1991,
the budget could be reduced to an arbitrary target
level of $1.5 billion (in 1989 dollars) by 1998.

A gradual policy like this would require a large
amount of political discipline, but it would have
several attractive features--even though it would
not entirely solve the state’s long-term fiscal
problem. Public programs could be phased out on
the basis of plans developed to minimize the ef-
fects of the budget reductions. The economy
would not suffer the kind of massive shock
described under Case 2, when state spending
would be reduced by half in just two years. The
effects of using inflation to cut the budget are
discussed below and shown in the graphs on page
9.

Permanent Fund: This strategy at first glance
appears to preserve the Permanent Fund, since
the balance would hold relati:~ly ¢.ustant for
several years after budget ~ts endea. 1t would
require use of portions of the annual :ppropria-
tions for inflation-proofing during the 1990s.
After 2000 continuing declines in revenues would
force significant withdrawals from principal. By
2010 the fund principal would be only about $3.5
billion, as compared with $10 billion today. As
the Permanent Fund shrank, the amount paid out
as dividends would also fall off.

Revenues: General fund revenues would be the
same as in Cases 1 and 2. The spending reduc-
tions would not be sufficient to produce a general
fund surplus; such a surplus could in itself be a
new source of earnings. Additions and earnings of
the Permanent Fund would taper off after 2000 as
the principal of the fund was spent.

Expenditures: State expenditures would fall off
gradually but steadily each year until 1998 and
then hold steady at $1.5 billion through the next
decade —but only because we would be using the
principal of the Permanent Fund to supplement
other revenues. After 2010 the Permanent Fund
would be used up and : smaller "forced transfor-
mation” of the public sector and the economy
would occur. Under this scenario, dramatic cuts
instate spending — as much as 40 percent —would
be forced by 2015 (not shown on the graph).

(Text continued on page 11)



Fiscal Choice 1: Stumble from Year to Year

CASE ASSUMPTIONS

» SPENDING: General Fund spending based on svallability
of revenues up to § 2.26 bifion (19808)

* TAXES: No new taxss
» DIVIDEND: Reotaln Permanent Fund dividend

* PERMANENT FUND: Leave Permanent Fund principal
intact, continue contributiona and Infiation proofing,
pend eamings reserve acoount

» Dl PRICE (conatan} across casss) Average ANS Guif
Coast off price 815 (10808)

» SETTLEMENTS {constan! across csses): $1.7 blition of
ofl ssttiemants collectod and spent over 10 years
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Fiscal Choice 2: Deplete the Permanent Fund

CASE ASSUMPTIONS PERMANENT FUND BALANCE
W0 e
* SPENDING: Geners! Fund spanding besed or: avaliabliity Sv4{ REAL ANNUAL BARNINGS
of revenuns up to § 226 biillon (19608) o ﬂ;gﬂvﬁ'ﬂ‘mﬂmﬂﬂ

* TAXES: No new taxes
* DIVIDEND: Retain Permanent Fund dividend

* PERMANENT FUND: Use Permanent Fund principa! to
maintaln sporxfing as long as poasible

» Oll. PRICE (constant across cases): Average ANS Quif
Coast ol price $18 (10898)

» SETTLEMENTS (conatant across csssa): $1.7 bilion of
off ssttisments oclieoted and spant ower 10 years
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Fiscal Choice 3: Freeze the Budget

CASE ASSUMPTIONS

» SPENDING: Ganeral Fund conatant In nominal
dollars from 1991 o 1998, budget declines to
s target of $1.5 billlon In 19898)

= TAXES: No new taxes
« DIVIDEND: Retain Permanent Fund dividend

» PERMANENT FUND: Use Permanent Fund principal to
maintein spanding at tasgeted lavel as g a8

» Ol PRICE (constant across casas): Averags ANS Guif
Coast off price $15 (1989%)

» SETTLEMENTS (constant across cases): $1.7 bilion of
ofl settioments coflectod and apent over 10 yoars
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{(Permanent Fund included)
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Fiscal Choice 4: Cut Spending and Raise Taxes

CASE ASSUMPTIONS PERMANENT FUND BALANCE
_Btlon 1989 B

'Wmm“n?““‘
awunily (1989¢) to 2000, buxiget
daciines t0 & target of ST bition in WEES)

* TAXES: Parsona! Inoome tax reimposed in 1991
* DIVIDEND: Parmanent Fund dividend siiminated in 1908

e Q1. FRICE (constant a0rose onseah Average ANS Ot
Coast ol prios $18 (19828)

e SEYTLEMENTS (constant across oassa): $1.7 bition of
ol sattisments coliedied and spent ovar 10 yeers

STATE GOVERNMENT REVENUES
(Permanent Fund Included)
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{ Text continued from page 6)

Alaska Employment: The number of public and
private jobs supported by state spending would
suffer gradual attrition throughout most of the
1990s, dropping by about 20,000 over the decade.
Private industry would be hard pressed to replace
those jobs that had been supported by state
spending. Total Alaska employment would stag-
nate until 1995 and only then begin a gradual
increase. However, after 2010, when state spend-
ing dropped off very abruptly, a shock wave would
again travel throughout the economy, eliminating
public and private sector jobs and precipitating
another recession.

Economic Well-Being: There would be little
year-to-yeas change in Alaska employment until
the late 1990s. In the following decade, modest
growth in the private sector combined with stable
public employment would result in small annual
increases in employment. Per capita general fund
state spending would decline every year for the
next two decades, but the drops would be smaller
after the 1990s. Again, both per capita state
spending and employment would suffer after
2010, when state spending dropped sharply.

F1SCAL CHOICE 4: CUT SPENDING AND
RAISE TAXES

CHOICE 4. FISCAL GAP FILLED BY:

Bitllon 1989 §
$tépr— —— -

12

$1.01 PERMANENT FUND:
EARNINGS RESERVE
AND USE OF DIVIDEND

.n‘o O R SR S S +,_L_._L.__L _1."-+A..L,_ Jp WU W L_.,’V. j SUUNHP SR SN JEENS

17990 1908 2000 2008 2090

‘The cumulative budget reductions described in
the first three cases, combined with the elimina-

tion of the Permanent Fund in the second and
third, may be more than Alaskans are willing to
endure. An alternative to those kinds of reduc-
tions would be for the state government to use
new sources of revenues. The most likely sources
are a personal income tax and the earnings of the
Permanent Fund that now finance the dividend
program. Those two together could contribute
$650 million annually — $250 million from the in-
come tax and $400 million from the dividend
program —to the general fund. In this scenario,
we look at what would happenunder one possible
combination of these two new revenues. We as-
sume the income tax is reimposed in 1991 and that
beginning in 1995 the revenues now used to fund
the Permanent Fund dividend program are in-
stead used to supplement general fund revenues.

The state would still need to cut the budget,
because at the current level of spending the fiscal
gap would soon exceed the $650 million
generated by these new revenue sources. Further-
more, cutting the budget at the same time n~w
revenues were added would distribute the pain
beiween the taxpayers and the beneficiaries of
public spending.

Our analysis suggesis that the state is spending
$1.2 billion more annually than it can support in
the long run, without an income tax ($800 million
in general fund spending and $400 million in
dividends). If we chose to reimpose the income
tax and use the earnings of the Permanent Fund
to support public spending, sustainable revenues
would increase $650 million annually and $550
million in non-sustainable spending would
remain. Thus the general fund budget would need
to be cut to §1.7 billion—about a 25 percent
reduction. In combination with the revenue
generating measures, such a budget cut would
eliminate the fiscal gap not only in the 1990s but
into the following dccades as well — and .he Per-
manent Fund would remain intact.

Depending on when the state receives settle-
ments in tax and other disputes, this scenario
might require budget cuts in years of increasing
revenues. The state would intentionally collect
more than it spent—thus setting aside a small
balance of settlement reserves to smooth the tran-
sition to a smaller budget. Although that might
be a rational decision when we consider the
projected revenue decline in the later years, the
plan would be tough to justify in the short run,
particularly in the presence of fluctuating oil
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prices. The effects of this fourth scenario are
ciscussed below and shown in the graphs on page

10.

~ Permanent Fund: The principal of the Per-

manent Fund would grow slowly through the next
two decades, with the addition of revenues from
petroleum and withdrawals only of real earnings
to fund government. The fund would have a con-
tinuing capacity to generate real earnings of $400
million annually that could be used to support
public spending. Individual Alaskans would,
however, lose their annual dividends in 1995.

Revenues: Even with the addition of rew
revenues from the income tax, total general fund
revenues would still fall under this scenario, be-
cause the new taxes would not comple:ely offset
lost petroleum revenues. But the drop would not
be as dramatic as 1n the other cases —revenues
independent of the Permanent Fund would be
$1.5 billion in 2000 and fall to $1.25 billion in
2005. As noted above, the Permanent Fund
would produce about $400 million in real earn-
ings annually, some of which could be reinvested
in early years. :

Expenditures: Annual budget reductions would
continue for 10 years, cutting expenditures by 25
percent over the decade. (If the annual rate of
inflation averaged S percent, then the budget in
nominal dollars would be increasing at 2.5 per-
cent in this case.) These cuts would of course
reduce the level of government services, but the
reductions would be much more gradual than in
the other cases we've looked at. After 2000 ex-
penditures could be maintained at the targetlevel
indefinitely.

Alaska Employment: About 12,000 public and
private jobs supported by general fund spending
would disappear as state spending declined.
Another 3,000 jobs would be eliminated when the
income tax was reimposed and 5,000 more when
the dividend program ended. Although the rate
of job loss from these government actions over a
10-year period would be gradual, private industry
would have to create new jobs at a rate greater
than 1.75 percent annually to produce significant
total employment growth before 1996,

Economic Well-Being: The economy would con-
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tract when the income tax was reimposed, and
again when the Permanent Fund dividend was
eliminated. Reimposition of the income tax
would draw purchasing power out of the private
economy. Elimination of the Permanent Fund
dividend would shift purchasing power from an
activity with a high multiplier to one with a lower
muitiplier — because the money would be spent
net by thousands of individuals but by govern-
ment. Per capita general fund spending would
decline in the 1990s, but the loss would be less
than in the other cases. In contrast, per capita
discretionary income of Alaskans (not shown on
the graph) would fall in this case due to the reim-
position of the income tax and ‘he elimination of
the dividend.

TRADEOFFS AMONG STRATEGIES

We have described four ways — all of them pain-
ful — of dealing with the fiscal gap. In each case
the level of public services —both aggregate and
per capita—would fall. In each case the private
economy would also suffer, since reduced public
spending and transfers and increased taxes would
mean less buying power. There is no strategy that
would close the fiscal gap without creating pain,
because the gap can only be filled by taking from
somewhere in the economy.

In eacl case the pain would be distributed
among citizens —present and future—in a dif-
ferent way. Those different distributions are the
distinguishing features of each strategy. We
recognize, of course, that the effects of balancing
the budget will vary among individual Alaskans
and in differeni areas of the state. For example,
areas where state spending makes up a larger
share of economic activity would be harder hit by
budget cuts. Similarly, eliminating or reducing
Permanent Fund dividends would affect the
pocketbooks of low-income Alaskans more than
those with higher incomes, while reimposing the
personal income tax would have more impact on
those with higher incomes. Despite these in-
dividual an<” segional differences, there are broad
kinds of tradeoffs all Alaskans will need to con-
sider; some of these are discussed below.

Present vs. Future Public Spending: If we spend
less of our petroleum wealth now, more will
remain for future needs—our own or those of

1



later generations. Should we discount the needs
of the future, because such needs are not easily
identifiable or because we think the wealth of
future generations is currently underestimated?
Or should we weight the needs of the future
heavily because new public needs are continnally
being identified, the population is gr~wing, and
~¢ may be overestimating future revenues?

Figure 3 shows state spending levels over the
next 20 years under our four choices. All the
choices show much lower spending by 2010 but
how much we spend along the way varies sharply
among the choices. Choice 1 and Choice 2 offer
the biggest contrast in spending over the next
decade; under Choice 1 we would continue cur-
rent fiscal policy, using all available reserves ex-
cept the Permanent Fund, while in Choice 2 we
would prop up spending by draining the Per-
manent Fund. Although spending would obvious-
ly be much higher under Choice 2 over the next
decade, by 2010 spending under both cases would
fall to about the same level —but the Permanent
Fund would be gone under Choice 2. Choice 3
also would prop up state spending by using the
Permanent Fund, but at a slower rate. Spending
under Choice 4 would be highest in 2010 —but we
would maintain that spending level without draw-
ing on the Permanent Fund principal.

Figure 4 shows how each of our four choices
would affect the Permanent Fund, our primary
repository of oil wealth. The fund and its earning
power would not last long if we opted to use the
principal to prop up state spending. In Choice 2,
the fund would be use 4 up in 2003; in Choice 3 it
would dwindle after the 1990s and be gone by
2015. The fund would increase somewbat under
both Choices 1 and 4. But under Choice 1 the fund
would be left intact while state spending shrank
and the state government and the economy
floundered from year to year. Under Choice 4,
state spending would be stabilized and the
economy would not be jolted by continuing
spending cuts over 20 years—but it would be
stabilized at the cost of a new personal income tax
and the elimination of Permanent Fund
dividends.

The most straightforward benefit to the average
Alaskan from the Permanent Fund has been the
annual dividends paid out of fund earnings. Fig-
ure 5 shows how dividend payments would be
affected under each of our four choices. Under
Choice 1, real dividend payments (in 1989 dol-

lars) to each Alaskan would remain fairly constant
over the next 20 years, since population growth
would roughly match growth in the amount avai;-
able for dividends. Under Choice 2, the dividends
would shrink over the next decade as the principal
of the fund was being drawn down and its earnings
reduced; the last dividends would be paid in 2004.
The attrition of dividends would be somewhat
slowerunder Choice 3, but the result would be the
same: shrinking and then disappearing dividends
by 2015. Under Choice 4, the dividend program
would end in 1995 and the money that formerly
went into that program would be shifted over to
the general fund.

To conclude our discussion of spending, we
should note that in the past decade the state
government has spent part of its oil wealth in ways
intended to stimulate future economic growth
rather than simply to maintain current programs.
Many of these ventures have so far had limited
success, and it’s outside the scope of this paper to
assess their value to the state as investments. But
to the extent that the state can use its oil wealth
to promote economic growth, that kind of spend-
ing should be viewed as investment and distinct
from s»yending that simply creates jobs and in-
come iu the present.

Present vs. Future Economic Activity: The Alas-
karecession that followed the "petrodollar boom"
of the early 1980s demonstrated that a large por-
tion of the cconomic activity stimulated by state
spending of oil revenues could be sustained only
as long as the flow of oil! dollars continued. We
can continue to spend oil revenues when we
receive them, and immediately receive the
benefits of the jobs and income produced by that
spending. Alternatively, we can postpone spend-
ing some of the revenues and receive the
economic benefits at some future time. The
rhoice should depend on when those jobs and
income will contribute most to the economy and
on what we want to save 1or future generations.
Until we make such a choice, the marketplace —
essentially the OPEC cartel and the petroleum
preduction cycle—will continue to dictate the
booms and busts of our economy.

Figures 6 and 7 show how the number of jobs
supported by state spending - including both
public and private jobs —and the total number of
jobs in Alaska would vary under our four choices.
Under Choice 1, the number of jobs supported by
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public spending would decline steadily for the
next 20 years. Under Choice 2, spending of the
Permanent Fund would keep such jobs at about
their current level until the fund was exhausted in
2003 —then many jobs would be eliminated
quickly, and by 2010 there would be about half as
many jobs supported by public spending as there
are today. Under Choice 3, which involves more
gradual use of the Permanent Fund, the number
of jobs created directly and indirectly by state
spending would drop somewhat by 2010 — but not
shown on the graph is a very sharp drop that would
occur after 2010, when the Permanent Fund was
depleted. As with the other cases, the number of
jobs supported by state spending would also drop
under Choice 4, but the decline would be some-
what smaller and the number of such jobs would
stabilize after 2000.

How total jobs in the state —including both
those supported by public spending and those by
private industry —would fare under each of our
choices depends largely on the timing of public
spending and on whether the Permanent Fund is
depleted. We assume in all cases that private
industry in Alaska is able to generate new jobs at
an average annual rate of 1.75 percent. Under
Choice 1, it would take about 10years for private
growth to offset the job loss from reduced public
spending. Use of the Permanent Fund would
keep the number of jobs growing under Choice
2—until the fund was used up; then a ~~vere
recession would occur. By 2010 Alaska employ-
ment would be lowest under Choice 2. Under
Choice 3, total jobs would grow slowly but steadily
through 2010 —but again, not shown on this graph
is a sharp decline in jobs that would happen
around 2015. Employment under Choice 4 would
be slightly lower than under Choice 3, because in
that case spending of the Permanent Fund would
not be supporting jobs. However, unlike Choice
3, Choice 4 would not involve a recession in 2015.

Public vs. Private Consumption: How much we
are able to consume as a state ultimately depends
on the productive capacity of our basic in-
dustries —petroleum, seafood, tourism, mining,
forest products and federal government spend-
ing. The split between public and private con-
sumption does not affect this capacity unless
government raises taxes fo high that private
economic incentives are adversely affected. How-
ever, the distribution of the benefits does depend

on that split. We have argued that the current
rate of consumption can’t be sustained (because
public spending exceeds sustainable public
revenues), but we have not suggested what the
proper balance is between public and private con-
sumption. Is public consumption in Alaska too
large because of historical accident and because
the only constraint on public spending seems to
have been the availability of revenues? Orshould
we increase public consumption relative to
private ccnsumption to meet the continuing
growth in those needs best served through public
action? Do we need a large public sector to
balance the dominant economic influence of a
single commodity? Or does high public consump-
tion hamper diversification in the private sector?

Gradual vs. Abrupt Transition: A gradual tran-
sition to a sustainable level of public spending
would allow both the public and private sectors to
adjust in ways that would minimize the pain from
the loss of public services, income, and employ-
ment. At the same time, a gradual transition
would be very difficult to manage politically and
would have a lasting negative psychological effect
on the state and population. A quick transition
would not leave rauch time for adjustments and
would cause some inefficiencies as public agen-
cies, businesses, and individuals reorganized in
the wake of budget cuts. On the other hand, the
detrimental psychological effects would be short-
lived.

Figure 8 shows the different rates of spending
cuts under the four cases. The most drastic would
be Choice 2, where state spending would drop by
more than half shortly after 2000. Choice 1would
see sharp cuts in the early 1990s and then a con-
tinual downward drift for the next 20 years.
Choice 3 would result in a fairly stiff drop in the
early 1990s followed by relatively stable state
spending through 2010—but then another sharp
cut in the next decade. Under Choice 4 we'd see
small but steady decreases throughout the 1990s
but a leveling off after that.

Public vs. Private Economic Activity: Delivering
public services requires hiring public
employees —teachers, construction workers, of-
fice workers—and indirectly generates private
employment. Delivering private goods and ser-
vices requires hiring private employees — clerks,
construction workers, office workers. Is the mix
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Comparisons Across Fiscal Choices
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of public and private jobs in the economy an
important consideration, independent of the mix
of goods and services provided?

It would be if the economic muitiplier — the
capacity of one job to create other jobs—were
significantly different for public and private jobs.
However, there doesn’t seem to be a significant
difference between the multiplier effects of
public and private jobs, since most of the multi-
plier effect in the Alaska economy comes from
the successive re-spending of income earned as
wages and salaries, independent of who writes the
checks.

CONCLUSION: A CALL FOR ACTION

These cases show some of the consequences of
four different choices for closing the fiscal gap
facing Alaska. Aswe noted at the outset, we have
not assessed the political difficulties of putting
budget changes into effect—but of course we
recognize that enormous difficulties will accom-
pany any such plan. Further, we don’t know
whether the assumptions we’ve used in this
analysis will turn out to be accurate, But whether
the price of oil is higher or lower than we’ve
assumed, or other circumstances are somewhat
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different than we project, Alaska faces a serious
fiscal problem. Despite the uncertainties always
inherent in planning for the future, this analysis
suggests positive action is warranted—and the
sooner it is taken the better.

Differences among the four choices
demonstrate that we can influence outcomes and
change tradeoffs through public choices. For ex-
ample, we can choose whether the Permanent
Fund will be a lasting asset, throwing off income
for future generations of Alaskans, or whether we
will spend it to get ourselves through the next
decade without sacrifice. We can decide on the
mix of current versus future spending, total public
versus private spending, and when to take the
inevitable hit on the economy. With advance
warning, we have an opportunity to plan spending
reductions in an orderly fashion.

It is clear that what actions to take are political
rather than economic decisions. Nonetheless,
each decision will have significant economic con-
sequences. Policymakers need information about
the implications ¢. . "T2rent choices to make in-
formed political decisions. Future issues of this
series will seek to enlarge the scope of public
information to help in this important public
debate.
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