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First I would like to recognize and thank the sponsors of my continuing research into understanding how our economy works—Northrim Bank and the UA Foundation. Without their generous financial assistance…………



Structure of the Alaska Economy:
 The 1/3 Rule
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Most of you are by now are probably familiar with this little stool that describes how the Alaska economy works.  It is a version of what I call the 1/3 rule.  Most simply 1/3 of all jobs and income are attributable to feds, 1/3 to petroleum, and 1/3 to all other private economic drivers like mining, tourism, fishing.  You can think of it this way.  !/3 of all jobs and income would disapper if the spigot from the feds were turned off.  !/3 would disappear if production stopped overnite at PB.  If all mining, tourism, fishing stopped the economy would be cut by 1/3.



But what about important industries like construction, banking, transportation, and health care.  Well…………



Today I want to use this stool to solve a puzzle about our economy, and in so doing shed some lite on the future growth prospects for our economy.  But first, I can’t help giving you a corallary to the 1/3 rule—I call it the 1/3,2/3,3/3 rule for petroleum.







Petroleum Extension of the 1/3 Rule

• 1/3 Jobs Today 

• 2/3 Economic Growth since Statehood

• 3/3 State GF Operating Expenditures
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1/3 of jobs would disappear without petroleum.



2/3 of growth since statehood attributable to petroleum.  That because of spinoff   xxxxxxxxxxxxxxxxxxx



3/3 of state gf operating expenditures are paid for with petroleum revenues.  Non petroleum revenues—revenues from all other industries and all households—cover only the gf capital budget which is roughly 10-15% of total gf spending.  That means that all the teachers, all the xxxxxxxxxxxx



Now lets turn back to the puzzle…..



20 Years of Falling Oil Production
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Oil production in Alaska peaked in 1988 at over 2 million barrels per day.  Since then it has fallen at an annual rate of 5%. And in 2009 it was only about 1/3 of the peak—about 650 thosuand barrels per day.



Furthermore production is projected to continue to decline, although hopefully at a slower rate than in the past.



22 Years of Job Growth
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 In contrast, up until last year we had a run of 22 years of economic growth in Alaska.  Employment grew 1.6% a year through the late 90s, and then actually accelerated to a rate of 1.9%.  Growth in income was 1.1% in the early years, and accelerated to 3.2% after 2000.



The correlation between these two graphics is almost perfect--and negative.



So declining production from our most important private sector economic driver is perfectly matched by an increase in about 140 jobs since the late 1980s.



Well, if petroleum is so important, how could the economy continue to grow at such a healthy clip while production is falling,



Does this mean that the economy has reached a point in its development where we can have sustained growth without petroleum?  Will growth resume after the current pause independent of the future of petroleum.  



Can we grow by taking $$$$ from petroleum and buying other drivers?



Or have we been successful in building a diversified economy by using petroleum revenues to pay for the development of other drivers?



My answer to all those questions is NO.  But to understand my answer, we need to look at this growth thru the lens of the 1/3 rule for the economy.  That will give us insights not only into the past, but also shed light on our future prospects.



The growth in jobs can be traced to 4 sources.



• Mining
• Air Cargo

Non Petroleum Driver Scorecard:
 1987‐2008

• Tourism
• Retirees

• Fishing
• Timber

+$1.5 Billion

=

Presenter
Presentation Notes
The first, and one that many people think is the most important, but which really turns out to be quite modest is our non petroleum private sector drivers.



Here they are collected into three groups.  Mining and air cargo are the biggest success stories.  We have added 4 world scale mines since 1987.  They have become the lynchpins of their communities.  Air cargo has grown from  base of almost zero.  Together they account—as drivers for , directly and indirectly, for perhaps 18K jobs,but only 5 percent of the all jobs today.

On the other side of the ledger are fishing and timber.  Fishing has slowly declined while timber has totally crashed.  The job loss for these two industries more than offsets the growth from mining and tourism—so on net there is no gain from these natural resource industries—although trading year round mining jobs for seasonal fishing jobs is worth something.  I find that sobering.



Net growth has come from jobs related to tourism and the growth in the retiree population in the state, perhaps doubleing over the last 2 decades.  Maybe $1.5 billion more in purchasing power from outside the state and 15 to 20K jobs measured by driver size..  That is nice, but does not go very far in accounting for 140 k jobs.



Looking ahead, the sectors that have done weill in the past are likely to be the ones doing well in the future.  But their size, in the aggregate limits their ability to drive the entire state or hold up the entire stool.  And notice there has been no growth from value added processing of these resources, and keep in mind that the past growth of these drivers is partly due to the low taxes and high public spending made possible by oil revenues.



And economic diversification –retirees and air cargo—has not come from where some folks might have thought.  In any event, the growth from the non petroleum drivers has barely been sufficient for these drivers to maintain their share of total state economic activity.



• Total spending doubled to $10 Billion
• First boom‐‐grants
• Second boom‐‐military
• Still above long term trend
• $14,000 per person

Federal Spending Scorecard:
 1987‐2008

+$5 Billion
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Since 1990 federal spending has doubled from $5 to nearly $10 billion in 2005—since then down $500 milion. Today it is $14k per capita  

This accounts for a significant share of the growth since 1990.



At the start our take (per capita) was 1.4 times the us average.  It peaked at xxx in 1.8 and has now settled back to 1.5.



The expansion came in two spurts—the first from federal grants to the state jumped by $2 billion and since have fallen back $1 billionand the second in military spending after 9/11.from $1.8 to $3.6 billion today.



Federal spending peaked and has been slowly returning to its historical relationship with the US average.  Although we will always get a lot of money from the feds, I don’t know anyone who expects we will return any time soon to the growth we enjoyed since 1990.



$1 generally has a bigger impact than $1 of tourist spending.



• Stock Market Boom
• Low Interest Rates
• Commodity Price Boom
• American Recovery and 

 Reinvestment Act

Good Fortune Scorecard:
 1987‐2008

Temporary 

+$? Billion
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As always seems to be the case, lady luck has continued to smile on us.  First, we benefited from the national economic boom.  The PFD was driven up by the stock marekt.  Low interest rates stimulated buisness investment.  And high commodity prices—gold, silver, zinc More than tripled over 3 years), oil, natural gas temporarily produced a positive investment climate and the cash flow to go along with it. (Value of metals  in 2007 was $3.4 billion.



Now that we are in the midst of the recession, the $1.4 billion in stimulus funds allocated to Alaksa under the ARRA has helped to keep the economy from contracting more than a percent or two. 



With luck, the cards will continue to fall our way, but it would be foolish to depend on lucky breaks to drive the economy in the future.



Petroleum Scorecard:
 1987‐2008

• Employment
• Value of Production
• Permanent Fund Dividend

• Spinoffs = Infilling of Support Jobs
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So that leaves the 3rd leg of our stool—petroleum.  In spite of falling production employment held constant last decade and boomed since then.  Since 03 it has grown about 5K in the oil patch.  This is more than double the number of miners.  Employment is associated with maintenance of infrastructure, maximizing production from known resources, and exploring for new reserves.  The growth has been spread across all these functions.



Closely related, the value of production has held steady even as production has declined.  2008 was second highest of all time ($26 billion)and since 2004 above 1990 ($16 billion).  This has helped drive activity in the oil patch and also state and local govt spending.

The Permanent fund is only the most visible example of the accumulation of wealth in the state—private as well as public—thanks to petroleum.  And the PFD is one example of how that wealth is being put to work to increase the size of the economy.  During the 22 year run of growth,, the annual dividend distribution increased roughly $500 million.—That’s the equivalent of a lot of tourists



Finally, it turns out that most of the jobs added during the 22 year growth in businesses serving other Alaska businesses and Alaska households, and many of those were added were in businesses that had not been here before—The economy was adding more variety and depth rather than just size.  Much of the growth in the variety and depth of local serving businesses can be attributed to the size and stability of the petroleum sector.  Without petroleum Anchorage just would not have the variety of trade household and business services we have come to expect and enjoy. 



The infilling is most obvious looking at health care.  Employment grew from 15k to 35k—a more than 100 percent increase



Summary of Sources of Growth:
 1987‐‐2008

• Mining, Air Cargo, Tourism and Retirees

• Federal Spending

• Luck

• Infilling of Support Jobs

• Petroleum
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It has taken all of these to produce the growth trajectory.  It seems to be running out of steam and suggests that growth will be slower in the future.  Keeping it up will be a challenge because non petroleum private punch is modest, federal spending weak, luck is luck, economic deepening behind us, and easy oil gone.  We need to maximize potential for all these.



But because we have had such a long run of growth, and many people don’t understand its sources and consequently how uncertain the future is, we may make the error of complacency, like frog that finds itself in the slowly heating pot of water and ends up cooked without realizing it.





What Role Can Petroleum Play in Alaska’s 
 Future?

• Remaining resource base huge
• Sustainable for 50 years
• Easy oil gone
• State revenue take smaller 
• Is it worth it?

Presenter
Presentation Notes
There is potential represented by the petroleum thought to still be in the ground onshore and offshore Alaska.  Recent analysis of the OCS suggests that future developments could drive economic growth for 50 years or more.  But the next 50 years of petroleum would not be the same for 2 reasons.  First, the easy oil has gone down the pipeline.  In the future the reserves will be further from pump station 1, in smaller accumulations, or thicker and so harder to move.  Getting this oil to market will be more expensive and more technologically challenging.  And because of the higher costs and the location of reserves on federal lands or offshore, the state revenue share will be less.  But because the nature of the game is changing does not mean it is not a game worth playing.  What is does mean is that in order to win, we need to play the game with more intelligence and skill, and less emotion, than we have in the past.



That game of course is to get the greatest long term benefit for the state, the economy, and the people of Alaska from our petroleum resources.  



Let me close with 2 observations on how we should be playing that game.





Observations on Playing the Game

• Don’t put good money in bad projects

• Don’t think of it as a Zero Sum Game
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That game of course is to get the greatest long term benefit for the state, the economy, and the people of Alaska from our petroleum resources.  



Let me close with 2 observations on how we should be playing that game.



First recognize that taking good money from petroleum production and putting it in bad projects in the name of economic development diversifcation, or captureing value added, has more often that not been a mistake in the past, and will likely be a mistake in the future.  The opportunity cost of that kind of investment, which is often highly speculative, is the return from plowing it back into the petroleum industry from whence it came, since petroleun is a proven winner and has a 50 year track record of sustainable supplor tfor the economy.  As state revenues become tighter, the urge to invest public $ in economic growth away from oil will increase, and with it the chance of making a big, wasteful mistake. 



Second recognize that tax rates do influence investment decisions in the oil patch.  Let me illustrate that with reference to ACES, the state severance tax on oil production.





Oil Production Forecast:
 Alaska Department of Revenue
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Here is the Dept of Revenue projection of oil production for the next decade with oil from currently producing fields in red and oil from fields under developemnt or evaluation in green.  As time passes a larger share comes from the green fields, and the forecast becomes more uncertain.



Most analysis of ACES has looked only at the revenues from this production forecast under different assumptions of rates and credits.  This production forecast generates a revenue forecast of $53 billion (undiscounted 2009$).  Different rates applied to this production would yield higher or lower revenues for the state, and vice versa for the industry.  This is the zero sum game.



It face however this is not a zero sum game.  The size of the pie will be different at different rates.

The state should be asking the following question—How would investment, production, taxes, employment, and other benefits from oil production change in response to changes in the tax parameters.



That is certainly a tough one, but well worth asking because so much rides on it.  Here is a simple way to think about it.  Assume that the oil in the DOR forecaset will be produced with absolute certainty.  Now ask what might happen if the state take were cut 10%--this would be about $2 per barrel based on the DOR forecast.  State revenues would go down 10%, and industry profits would increase.  Butt that is only part of the story.

  The other thing that happens is that  some marginal investments would, at the lower tax rate, become attractive enough to pursue.



But a simple review of the size of investment tax credits claimed by the industry does not an analysis make, and is certainly not a basis for any claim that the tax is at the right level.

The production forecast is not indepednt of the tax rates.  The state has begun to use the change quite recently that DOR has suggested that ACES has stimulated



Hypothetical Oil Production Forecast: 
 Lower Tax Rate Increases Production (???)
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The blue production here is the amount necessary to just recoup the lost revenue from reducing the tax rate 10%.  In this example it is an increase of about 1/3 to the DOR projected production from fields under development.



Of course the devil is in the details.  I have no way of knowing if this is anywhere close to realistic, but I have not heard anything to suggest anyone else knows either.



The best way to start getting some idea of that tradeoff is for the state to create and maintain an inventory of potential oil investments and use that to look at the tradeoff between revenues today and potential future benefits.



Three other benefits come with the additional blue production—more employment, more business opportunities, and postponing of revenues to the future when they would be more valuable.  (And these are the benefits we expect from investing in diversity—minus the revenues.)



This is obviously just a crude way of thinking about the tradeoff, and I have no idea whether my example is in the ball park, but the reality is that no one else knows either.



That would be a step in the direction of maximizing the economic benefits from oil both today and in the future.



Thank you. 
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