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This shower of riches sent Alaska into a frenzy of public spending, particularly on capital
projects... By 1976 the state had spent most of the initial lease money, and Alaskans
were aghast they had frittered away so much in so short a time. Fears of uncontrolled
legislative spending had been confirmed, and Alaskans sought ways to protect their
natural resource revenues for future generations.

— Jonathan Anderson. The Alaska Permanent Fund: Politics and Trust Public Budgeting & Finance /
Summer 2002: 68

Oil wealth in many other countries has been used to finance colossal fortunes for the few,
or bread and circuses for the many. Norway has avoided both traps. The revenue from the
Petroleum Fund could help to maintain Norwegian living standards long after the oil
reserves are exhausted. In addition, macroeconomic and structural policies have been
used to ensure that the non-oil economy, which accounts for most of the GDP and
virtually all employment, remains as viable and prosperous as possible, including in the
traded sectors. But pressures to spend more of the capital of the Fund straight away are
strong.

— The OECD on Norway, 2005
Are we prepared as a province to put aside substantial sums of current revenues from the
sale of non-replaceable crude oil production for the sake of our children and for our
grandchildren and not make it available for current revenue needs; to use it for that

day...when some of the wells may have gone dry?

— Premier Peter Lougheed, in Alberta’s legislature, 1976



Foreword by the Hon. Peter Lougheed

The Alberta Chambers of Commerce and Certified General
Accountants Association of Alberta have made a very
important contribution to the public debate as to Alberta’s
choices and options in responding to increasing natural
resources revenues from oil and natural gas.

Keep in mind that Albertans own almost all of the oil and
natural gas production, including the oil sands, and recover
substantial royalties and other revenues from private-sector
exploration and production companies.

The value of this document is that it should facilitate the
forthcoming public debate on how the Alberta
government’s resource revenues are managed.

Hon. Peter Lougheed
Premier of Alberta, 1971-1985

It provides useful options for public consideration. The report properly notes the
significant savings role that the Alberta Heritage Savings and Trust Fund created in the
early years before oil and natural gas prices collapsed in the 1980’s. Naturally there are
some elements of the report that are controversial, particularly some contributions by
outsiders, some of which | personally do not agree with, but that is all appropriate for
such a key public debate.

I hope that ways will be found to improve the understanding of Albertans of the crucial
issues raised by this report and, hence, stimulate a widespread and constructive debate as
to the rebuilding of the Alberta Heritage Savings and Trust Fund.

Hon. Peter Lougheed
March 2006



Recommendation Three:

= The province should consider transfers of additional resource revenue into the
Heritage Fund (beyond the recommended percentages) in the manner of the
state of Alaska.

Rationale: If natural resource prices remain high, there is an opportunity to more
quickly secure the Alberta Advantage for future generations. If the province does
not deposit additional windfalls into the Heritage Fund, the more likely default
course will be additional spending above (the combined effect of) population
growth and inflation. Such extra expenditures are not sustainable in the medium
to long-term.

Recommendation Four:

= The province should not issue dividend cheques in the short to medium-term.
While the 2006 dividend cheques were popular, such payouts place the dividend
“cart” before the principal “horse.”

Rationale: Dividend cheques in Alberta should be the result of overflowing

earnings in the Alberta Heritage Savings Trust Fund — not at the expense of
necessary infusions of principal, which are crucial to build up the Fund.

viii






Table of Contents - Overview

l. Introduction: Alberta Vision 2020 guiding principles
. Alberta’s fiscal context

1. Alberta’s labyrinth of savings funds

V. Explanation and literature review of resource trust funds in
Norway, Alaska, and Alberta

V. A comparison of the Alberta, Alaska, and Norway funds
VI.  Alberta’s options and discussion

VII.  Recommendations

Assumptions

Appendices

References

13

16

34

38

47

49

51

62



Table of Contents — Detailed

Foreword by Peter Lougheed
About the author & Acknowledgements
Executive Summary

VI.
VII.
VIIL.

Introduction: Alberta Vision 2020 guiding principles
Phase 111 objectives

Why is there a need for 20/20 vision?

Vision 2020 goals: flexibility, future funding and choice

Alberta’s fiscal context

The Alberta government’s strategic vision

No debt

Alberta is yet heavily reliant on natural resource revenues

Consider Alberta’s budgetary balances without resource revenues
or only half of resource revenues

Alberta’s current fiscal position: The facts on Alberta’s spending

Why “capital’” or “program” spending makes little difference

Context: How Alberta spends more than just $4.75 billion annually
in non-renewable natural resource revenues

Three future scenarios: Can Alberta afford to save?

Alberta’s labyrinth of savings funds
A note on the funds

Resource trust funds: Norway, Alaska and Alberta

What is a trust fund? Public purpose trust funds and binding future action
Government Petroleum Fund (Norway)

Alaska Permanent Fund

Alberta Heritage Savings Trust Fund

A comparison of the Alberta, Alaska and Norway funds
Constitutional status

Legislative status

Inflation-proofing

Additional contributions to funds

Fund growth

Alberta’s options
Recommendations
Assumptions

Appendices: Legislation governing the funds
Appendix A: Norway’s legislation

Appendix B: Alaska’s constitution and legislation

Appendix C: Alberta’s legislation

Appendix D: A snapshot of Alberta’s Fiscal Responsibility Act

References

N R P

AP o0wowWw

~ ~

10

13
15

16
16
19
23
28

34
34
34
34
34
35

38
47
49

51
51
53
55
61

62






l. Introduction

Alberta Vision 2020: Guiding principles
This report is the third in an ongoing series as part of the Alberta Vision 2020 project.
The goals are the following:

= Provide insight on what Alberta’s economic, social and policy landscape might look
like in the coming decades given expected demographic changes.

= Benchmark Alberta’s performance on key economic and social indicators and analyze
government performance in related policy areas.

= Supply useful, accessible information and possible solutions to Albertans about some
of the challenges that demographic change is likely to bring.

= Encourage discussion of issues among Albertans, including legislators and the media,
and where appropriate, encourage actions to mitigate or alleviate foreseeable
problems.

Phase IIl objectives

= Note how non-renewable natural resource revenues were spent in the past.

= Provide several scenarios of future provincial government spending, revenues, and
budget balances.

= Note several scenarios for diverting natural resource revenue into ‘savings accounts’
- i.e., the Alberta Heritage Savings and Trust Fund, and others - for future
generations.

= Note which funds are optimal and why.

= Provide an understanding of the trust funds concept.

= Compare resource trust funds in Norway, Alaska, and Alberta — their history,
legislation, and current status.

= Provide a range of recommendations and options to Albertans and their government
on how to move forward and sustain the Alberta Advantage for future generations.

Readers should be aware that several scenarios on provincial government finances are
provided. As with any attempt to predict future trends there are innumerable variables
that can affect such projections. This study, which builds on Phase | and Phase II,
attempts to offer prudent, realistic choices.

Why is there a need for 20/20 vision?

Alberta’s economy is still heavily dependent on natural resources; past choices on
windfall revenues have not always been optimal. Understandably, governments with
four-year time-frames between elections may respond more frequently to short-term
spending demands rather than consider projections based on ten and twenty year trends.
However, the Alberta Vision 2020 project seeks to nudge the provincial government and
interested parties to do just that.



For example, in the fiscal year that ended March 31 2005, Alberta spent $329 more in
real (after-inflation) terms — $7,798 per capita — than it did in the 1993 fiscal year
($7,469 per capita) on programs. Program spending is now higher in real per capita terms
when compared with the year before significant budget cuts in Alberta were enacted.
Spending in Alberta has again followed the boom-bust cycle. Before the unsustainable
spending pattern spirals ever-higher, this project seeks to preserve room to maneuver
choices for future Albertans.

Vision 2020 goals: flexibility, future funding, and choice

Alberta is the only debt-free province in Canada. With the short-to medium-term outlook
for Alberta highly favourable because of demand for natural resources, the province has
an opportunity to choose a prudent course and to invest — literally— in the future.

Alberta’s prosperity is not merely the result of natural resource “luck.” Alberta’s current
prosperity is the result of first; personal and business initiative; second, government
policy favourable to the foregoing; third, restraints on government expenditures in the
early to mid-1990s, and only fourth, the good fortune to have a wealth of natural
resources.

However, the provincial government now risks ignoring one significant factor in any
jurisdiction’s continued success — prudent limits on government expenditures, the
absence of which would create unsustainable paths and also limit options for future
generations of Albertans. The province must counter-balance calls to spend now with the
need to save for the future and to preserve the Alberta Advantage for future generations.

Every generation must choose how much to levy in taxes, how much to spend via
government, and how much to save. In Alberta’s case, these choices are also made in the
context of non-renewable natural resource revenues. Those revenues provide the province
with additional flexibility in the present but also additional temptations, most often to
over-spend because of the faulty assumptions such windfall riches are permanent or that
additional government spending will produce “results.”



[I.  Alberta’s fiscal context

The Alberta government’s strategic vision
In the summer of 2005, the Alberta government announced Securing Tomorrow’s
Prosperity. The document noted four strategic directions:

= Enhance Alberta’s current competitive advantages.
= Build the capacity of Alberta’s innovation system.

= Grow and strengthen small and medium enterprises.
= Focus on priority, value-added sectors.

To align government policy with the above strategy, the document noted it was necessary
to:

= Develop macro-level public policy areas of tax and fiscal policy, infrastructure
priorities and royalty and regulatory structures to reflect a commitment to build a
value-added economy.

= Develop at a more micro level, policies and programs that enable small
manufacturing enterprises to be more competitive, productive and innovative.

= Develop sector specific policies that enable priority value-added sectors to grow and
compete.

In support of such an alignment, the Alberta government noted examples of additional
spending: the 2005-08 capital plan, endowment funds, and increased funding for tourism.
The province identified performance measures to track success or failure such as
increased growth in manufacturing, business research, business investment in machinery,
and venture capital intensity among others markers.

In a glance ahead at 2013, the government noted the benefits of coherent and combined
vision and policy alignment, including future competitiveness, a large skilled labour pool,
and connectivity in infrastructure, more medium-sized enterprises and a mature economy
(i.e., less reliance on the resource sector in the medium-term). However, the document,
which serves as a statement of vision — did not address the now-common annual
surpluses or the Alberta Heritage Savings Trust Fund. It was a glaring omission.

No debt

By fiscal year 2005-06, Alberta’s accumulated debt was eliminated. The outstanding
amounts are the result of debt payments not yet due; the Alberta government has set aside
$2.2 billion to pay off the remaining amount.® In practical terms, Alberta is debt-free.

#2005/06 Third Quarter Update, released February 20086.



Alberta is yet heavily reliant on natural resource revenues

Since Alberta’s last deficit in the fiscal year, which ended March 31, 1994, resource
revenue income ranged from a low of $2.37 billion in 1999 to a forecast of $14.3 billion
in the current fiscal year (which ends March 31, 2006). The average resource revenue
income each year during that 12-year period was almost $6.4 billion.”

In Budget 2005/06 the provincial government amended the Fiscal Responsibility Act to
allow for an increase in non-renewable resource revenue permitted for general budget
purposes, to $4.75 billion annually from $4 billion. Over 41 per cent of all revenues in
the 2005/06 fiscal year ($14.3 billion) are the result of non-renewable resource revenues.
(Charts 1 and 2)

Consider Alberta’s budgetary balances wsthout resource revenues or only Aaffof
resource revenues

Albertans should consider the state of the province’s finances if oil and natural gas
dollars did not flow into the provincial treasury. Without such revenues the provincial
government would have incurred deficits in every year since 1995.° (Chart 3) Note that
the scenario does not include the effect that an absence of natural resource wealth would
have had on other tax collections (i.e., business and personal, nor the effect of
compounding interest on accumulated annual deficits). Thus, the numbers are
conservative.

In another scenario, consider the annual budgetary balances if resource revenues were at
half their actual level in the 1995-2006 fiscal years: Alberta would have produced surplus
budgets in just five years and deficits in seven. (Chart 4) This model also assumes actual
interest costs incurred over the last twelve years, not the effect a deficit one year would
have had on actual interest payments in the next. Nor does it account for the effect of
weakened personal and business tax revenues. Thus, the numbers are again, conservative.

b2005/06 Third Quarter Update, released February 2006.

° Note that deficits would have added to the interest costs of the provincial treasury. The hypothetical balances in charts
3 and 4 are conservative estimates as they are based on actual interest payments since 1995, i.e., how the province’s
interest costs declined due to annual surpluses and debt repayment, not the extra interest costs which would have
occurred if deficits were incurred in years after that time.



Chart 1
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Chart 3
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Alberta’s current fiscal position: The facts on Alberta’s spending

As Emes notes in Phase | of Alberta Vision 2020 (2004, 14-15),° Alberta’s provincial
government has often increased spending beyond inflation and population growth.
Alberta’s historic government spending pattern is one where government expenditures
outpaced inflation and population growth by an average of 1.7 per cent annually between
1982 and 2001 and by an average of 0.9 per cent annually since 2001.°

At present, the case for saving resource revenues as opposed to additional spending,
which outruns inflation and population growth, is not difficult to make. In constant
dollars per capita program spending is higher now than it was before the government
reduced spending in the early to mid-1990s. In per capita terms, in 2004/05, Alberta’s
spending on programs (only) was the second-highest among the provinces at $7,798 per
person; only Newfoundland spent more ($8,250). The average for all provinces was
$7,099 (Charts 5 and 6).

Alberta does have more policy room on tax-and-spend choices than other provinces.
Alberta’s per capita revenues are higher than other provinces and the absence of debt
interest payments (beyond that provided for in the debt repayment account) does give the
province additional flexibility. However, Alberta’s current expenditure levels are propped
up by large transfers from resource revenues, both directly and indirectly though the
Sustainability Fund and the Capital Account.’

Why “capital” or “program” spending makes little difference

In terms of future options, money presently spent on capital projects or programs is
practically irrelevant. The increased use of non-renewable resource revenue for day-to-
day program spending or for transfers to the Capital Fund translates into fewer choices
for future generations of Albertans. If provincial government spending continues to
accelerate beyond inflation and population growth, a repeat of past energy “busts” will
occur and provincial government finances will be similarly constricted.

9 percentages from Phase | have been updated. They are current estimates as of February 2006.

¢ Broken down for the 1990s and the first years of the millennium, spending outpaced inflation and
population growth by 1.2 per cent between 1992 and 2001.

" Note that the $2.5 billion Sustainability Fund is only useful to reduce one-time shocks providing such
shocks are few and far between. Once the Sustainability Fund is drained, other choices are necessarily
forced into play.
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Context: How Alberta spends /more than just $4.75 billion annually in non-

renewable natural resource revenues

Alberta’s Fiscal Responsibility Act (FRA) limits the amount of non-renewable resource
revenue the province may use every year for “day-to-day” expenditures paid for out of
the General Revenue fund (the province’s “main set of books™) to $4.75 billion. That is
an increase from a $3.5 billion cap when the FRA was created in 2003. Resource revenue
above $4.75 billion is deposited into the Sustainability Fund and/or the Capital Account.

When revenue is sent “back” to the General Revenue Fund from the Sustainability Fund
(to be spent on a program) or spent out of the Capital Account (on a capital project) more
than $4.75 billion annually is spent from non-renewable natural resource revenues
precisely because that money originated in non-renewable revenues in the first place. It
was merely “parked” in the Sustainability or Capital accounts until required.

For example, in the current fiscal year, the province will spend almost $4 billion on
capital projects. Almost $2.3 billion (from the Capital Account and Sustainability Fund)
will be spent on capital projects in 2005/06; only $1.4 billion will be used from General
Fund revenues. Thus, money transferred to other funds such as the Sustainability Fund,
Capital Fund, or “other balance sheet improvements” may end up spent in the current
fiscal year. When that occurs, natural resource revenue above $4.75 billion is expended
and the FRA is practically null and void.

Table 1: Planned capital spending

CAPITAL PLAN SUMMARY 2005/06, Third Quarter Forecast

(millions of dollars)

To be funded by
Current-year revenue 1,377
Capital Account 2,289
Sustainability Fund 7
Alternative Financing inc. P-3s 83

Total Capital Plan 3,756

Source: Third Quarter Update, February 2006, p. 7, Alberta Finance.



Table 2: How resource funds can be transferred and spent

Non- Annual Heritage Endowment
renewable spending Fund funds
resource
revenues
(Can end up: in
General General Sustainability Capital
Revenue and

) . Revenue Fund Account Fund
spent this year; __|
in Sustainability Fund >
Fund and spent (Money here can
later; in Capital (Money here can be spent on
Account and (The be transferred to capital project in
spent this year province’s Capital Account, one year or as
or over three “main set of Heritage Fund currently
years; in books.”) and/or back to the planned, over
Heritage or General Revenue three years.)
endowment Fund if resource
funds where revenue is less
principle is than $4.75 billion.)
preserved.

A

Three future scenarios: Can Alberta afford to save?

In Phase | of Alberta Vision 2020, Emes (2004) provides a number of projections for
Alberta’s future. Three Emes scenarios (charts 7, 8, and 9) are reproduced here:

= In Scenario 1, the assumptions are high population growth, moderate health care cost
increases (1.5 per cent per year), and average royalty revenue (3.7 per cent of GDP).
This is the balanced budget scenario. The province is relatively careful about
spending increases and the surplus is saved, not spent. This scenario projects
surpluses of between $3.35 billion to $6.88 billion between 2006 and 2026.

= In Scenario 2, the assumptions are high population growth, high health care cost
increases (2.2 per cent per year), and low royalty revenue (2.8 per cent of GDP). This
IS unsustainable.

= In Scenario 3, the assumptions are the same as in Scenario 1 but it is ultimately
unsustainable because the province does not save the initial surpluses.

Using Scenario 1 — with surpluses of between $3.35 billion and $6.88 billion — Alberta
can indeed afford to set aside resource revenues every year. Before noting two savings
options in Part VI, the next section first examines the various funds now in existence in
Alberta and offers some perspective on their desirability.
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Chart 7 Scenario 1: Surpluses to 2026
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Chart 8 Scenario 2: Deficits by 2013
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Chart 9 Scenario 3: Initial surpluses, eventual deficits (by 2023)
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l1I:  Alberta’s labyrinth of savings funds

There are currently seven funds (government or government-created) in addition to the
Alberta Heritage Savings Trust Fund, which serve as short- or long-term accounts and
where the province can direct money if it so chooses. Some are part of or adjunct to the
province’s General Revenue Fund, one is within the Alberta Heritage and Savings Trust
Fund (in addition to its main balance), and others are in neither the General nor the

Heritage funds.

(@) Funds within the General Revenue Fund

= Sustainability: $4.1 billion (forecast for March 31, 2006, after withdrawals)®

Non-renewable resource revenue above $4.75 billion annually is
transferred to the province’s Sustainability Fund as per the
province’s Fiscal Responsibility Act. When the assets are greater
than $2.5 billion, the government is statutorily permitted to transfer
excess funds to the Capital Account, Heritage Fund, “or other
balance sheet improvements.” (Alberta, Budget 2005/06, 9)

In practice, the Fiscal Responsibility Act is not watertight in terms of
controls on the spending of natural resource revenues. The
government can and does spend additional non-renewable resource
revenues through capital expenditures and “other balance sheet
improvements.”

= Capital Account: $4.25 billion (forecast for March 31, 2006 after

withdrawals)"

The government will spend $9.2 billion on capital projects over three
fiscal years. Half of that, or $4.6 billion, will be paid for from the
Capital Account fund. The Capital Account monies originate in
“overflow” money in the Sustainability Fund, which is itself a result
of higher-than-expected natural resource revenues. Deposits and
withdrawals occur every year in and from the Capital Account.

» Debt Retirement Account: $2.2 billion

The amount in the fund is equal to Alberta’s outstanding debt.
Alberta is debt-free.

92005/06 Third Quarter Update, released February 2006.
" 2005/06 Third Quarter Update, released February 2006.
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(b) Funds within the Alberta Heritage Savings Trust Fund

Main balance as of December 31, 2005: $14.6 billion

$295.2 million was to be added to the Heritage Fund for inflation
proofing in the current fiscal year (which ends March 31, 2006). In
February 2006, Premier Ralph Klein announced another $1 billion
would be deposited into the Heritage Fund. That amount has been
included in the fund total.

Access to the Future: $750 million

o Created in October 2005

o 4.5 per cent of all future transfers designated for the
Heritage Fund to be deposited into Access to the Future
Fund.

o The $750 million is included in the main fund balance as
noted above.

o Between 2005 and 2008, the government plans to deposit
$3 billion into the Access to the Future Fund. When the
endowment reaches $3 billion annual expenditures from the
fund will equal $135 million.

(c) Other endowment funds

Alberta Heritage Foundation for Medical Research: $912 million

Fund balance: $912 million (March 31, 2005)

Created in 1980

Not an agent of the Crown

Foundation principal provided by the Province

Foundation income is retained

With additional commitments from province, the fund balance is
expected to reach $1.4 billion by 2008.

Alberta Heritage Foundation for Science and Engineering Research:

$549 million

(Also known as Alberta Ingenuity Fund)

Fund balance: $549 million (March 31, 2005)

Created in 2000

Not an agent of the Crown

Foundation principal provided by the Province

Foundation income is retained and used as directed by trustees, (i.e.
in pursuit of science and engineering research)

14



= Alberta Heritage Scholarship: $518 million
e Fund balance: $518 million (November 30, 2005) with another $750
million promised
e Created in 1980 with principal provided by the Province: $100
million
An agent of the Crown
Has paid out $280 million to over 180,000 Albertans
Now accepts donations from private sources
Foundation income is retained

A note on the funds

The Sustainability and Capital Account funds appear to allow for a diversion of
significant non-renewable resource revenue into rainy-day funds and away from “day-to-
day” program spending. However, the Sustainability Fund could be rapidly drained if
resource revenues dipped significantly and for consecutive years. Thus, the Sustainability
Fund is similar to the contingency allowance built into the annual budget, but serves as a
multi-year ““cushion” instead of only an annual one.

The Capital Account is similar to a “chequing account” as opposed to a long-term savings
account akin to the Heritage Fund. Deposits in the Capital Fund are expected to be
withdrawn and spent over three years. If more revenues are deposited into the Capital
Account the principal may grow. However, to date, the Capital account serves as another
“chequing account” over several years for present priorities, not as a savings account for
future generations.

In contrast, the Heritage Fund accounts (main and Access to the Future) and the
Foundation funds (Medical Research, Science and Engineering Research and
Scholarship) are funds with an implicit understanding that the nominal principal is
untouchable. Also, as it concerns the Foundation funds, earnings and interest are kept in
said funds and/or disbursed for the purposes of scholarships and research.

15



IV.  Resource trust funds: Norway, Alaska, and Alberta

What is a trust fund? Public purpose trust funds and binding future action

As Anderson notes, a trust fund is essentially a contract governing future use of specified
resources. It can be public or private. A private trust fund may be one where a benefactor
sets up a foundation for charitable work, including for educational, religious, or artistic
purposes. “Resources are transferred by the owner, or trustor, to an agent, or trustee, who
manages them for a specified beneficiary or beneficiaries... A trust can be revocable or
irrevocable” (64).

Dedicated revenue streams are often established in tandem with public trusts; the source
and use of revenue is stipulated. Usually, future legislators cannot change the allocation
decision through the appropriations process, which is more amenable to individual power
and political maneuvering (Anderson 65). Anderson notes one problem with public trusts
is that “they often combine the role of trustor and trustee because the legislature both
establishes the fund and governs its administration. Because public trusts are governed by
law, they are revocable” (65). In contrast, in trusts established by state constitutions, “a
degree of space is created between trustor and trustee, because citizens, who must
approve constitutional changes, share the role of trustor” (66).

Tsalik (2003, 19) notes three critical factors in the success of a Natural Resource Fund
(NRF):

If NRFs are to serve effectively as a compact between governments and citizens, they
must be able to reduce the discretion of a single branch of government in making
expenditure decisions. An NRF that is easily changed or liquidated is unlikely to
constrain the government from irresponsible behavior. There are three particular factors
that compel governments to respect their NRFs:

e Checks and balances. One of the principal reasons for creating an NRF is to help
government resist the temptation to spend heavily in the short run, at the expense of
future generations. A separation of powers creates layers of oversight into an NRF
and minimizes opportunities for diversion of resources.

e Transparency. NRFs that operate in secrecy are more likely to be diverted from their
original goals. An aggressive disclosure policy minimizes opportunities for abuse.

e Public involvement. The more engaged a citizenry is in the fate of its country’s
resource revenues, the less likely it is that a government will risk public ire by
tampering with an NRF (Tsalik 2003, 19).

The Alaska Permanent Fund was created to remove part of the resource revenue stream
from the usual political budget competition; it serves as a tool to restrict government
spending.' Anderson notes how the trust fund is insulated from political pressure:

=  The existence of the AFP is constitutional rather than merely statutory.

"Recall the context: when $900 million US from the first oil leases was quickly spent mainly on capital projects, the
very road Alberta now travels.
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= Two-thirds of the state legislature and half the state’s voters must approve
constitutional changes.

= A certain percentage of resource income is designated as “principal” (i.e., it is
transferred to the Alaska Permanent Fund and may not be transferred out of the
Fund) and thus is not accessible for spending; only income from the fund may be
spent.

= A separate trustee organization manages the fund, not a ministry or department.

= Thus, day-to-day decisions about the fund are governed by the trustees and by
concepts of prudent investments rather than budget or political pressures.

= The fund is further protected by political reality: the large number of stakeholders in
the form of Alaskans and their dividend. Any move to alter the rules affects every
Alaskan (66).

Anderson notes this is in distinct contrast to the initial orientation of the Alberta Heritage
Fund “where the initial policy was to invest in provincial development rather than for
income, as a “prudent investor” (66).

Mumey and Ostermann (1990) note that:

In contrast to the Alberta Fund which was created by an act of the Legislature, the Alaska
Fund was incorporated by public referendum amending the state Constitution. The
Alaska fund is an ‘inviolate trust’ on which the principal must be invested in perpetuity
unless change is sanctioned through public referendum (43).

Tsalik (2003) remarks that Alaska’s constitutional and referenda process has given the
Alaska Permanent Fund institutional protection from the danger, which results from
control of the fund by just one branch of government:

In 1970, and again in 1975, the legislature attempted to create a permanent fund. However,
since the state constitution prohibited the creation of dedicated funds that bypassed the
appropriations process, only a constitutional amendment could authorize the establishment of
a permanent fund.

In November 1976, a majority of voters approved an amendment establishing the Alaska
Permanent Fund (APF). This amendment required that a minimum of 25 per cent of all
mineral- based royalty revenues be placed in the Fund, with the principal used for designated
income-producing instruments.12 The fact that the APF was created by amendment, and not by
a legislative act, has provided the APF with institutional protection against change by any
single branch of government. (21)

Criticism of public trust funds

Brown and Thomas (1994) assert that Alaska “has the most unbalanced and least
diversified economy of any of the fifty states” (39). They argue that diversification of the
state’s economy is problematic “given Alaska’s geographic location, climate and high
cost of labor, diversification will be unsuccessful unless supported by massive
expenditures” (40). However, the Brown-Thomas musing that Alaska (or any economy)
could diversify via massive government expenditures — a proposition they give no
literature support for — is similar to ventures tried and found wanting by multiple
resource-rich jurisdictions around the world including Alberta in the 1970s and 1980s.
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In opposition to Brown-Thomas, Gills (1981) writes that:

...virtually all countries...have sought to use oil money to create a viable modern
economy outside the oil sector, so as to be able to sustain a relatively high income after
the oil is depleted. In my judgement, none of the political jurisdictions...have had even
moderate success in coping with the often bittersweet shock of enormous inflows of
natural resource income (13).

Sachs and Warner (2001) note that resources can and often are a curse: “Empirical
support for the curse of natural resources is not bulletproof, but it is quite strong” (828).

Many are surprised by the resource curse finding because it runs against the textbook
story in history books or common discussion of growth advantages. One example is an
influential work by Habakkuk (1962) who argued, among many other points, that greater
natural resource endowments in the United States helped explain why it surpassed
England in the 19" century. As a further example, note that the beneficial effects of
natural resources are still being stressed for some developing countries. As recently as
August 2000, President Clinton’s speech in Nigeria stressed that ‘With...vast human and
natural resources, a revitalized Nigeria can be the economic and political anchor of West
Africa.’

We mention two points on this. First, although the data are scarce, when one measures
natural resource intensity using historical data, the ratios as a per cent of GDP are much
smaller than the ratios that many countries have achieved in the mid-to-late 20" century.
Sweden, Australia and the United States in earlier times never approached the level of
natural resource intensity we see today in the Gulf States. Second, Habakkuk’s argument
could be credible for an earlier period during which cheap power from the proximity of
coal was more technologically essential. With the emergence of the petroleum-based
economy and revolutions in global transportation, cheap energy can be transported today
in a way that was impossible earlier.

What explains the curse? Just as we lack a universally accepted theory of economic
growth in general, we lack a universally accepted theory of the curse of natural resources.
Most current explanations for the curse have a crowding-out logic. Natural Resources
crowd-out activity x. Activity x drives growth. Therefore Natural Resources harm growth
(832-833).

Few jurisdictions around the world have the good fortune to possess natural resource
wealth; only a fraction of those manage windfall revenues with prudence. The challenge
for Alberta is to learn from own history as regards the Heritage Fund and also the
examples from other, arguably more successful jurisdictions.
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Government Petroleum Fund (Norway)

Impetus for and origin of the Government Petroleum Fund

Norway’s Government Petroleum Fund was created in 1990 to build financial reserves
and to create a fair intergenerational balance. Due to the early 1990s recession, no
contributions were deposited until 1996. Since that year, a significant inflow of revenue
has been deposited and principal has soared. The Ministry of Finance is responsible for
the Fund, but it is managed on a daily basis by Norway’s central bank, Norges Bank.
Fund management is separated from the management of official currency reserves and
from ordinary central bank functions (Antolin and Suyker, 5).

Legislation, capital, and income

The 1990 legislation defines cash flow and directs all net proceeds from petroleum
earnings to be placed in the Fund. It restricts the use of that capital in the Fund unless
otherwise authorized by the Storting (the Norwegian Parliament). In brief, the Fund’s
income originates in:

» The cash flow from petroleum activities, which is transferred from the central
government budget, and the return on the Fund’s capital, and the net results of
financial transactions associated with petroleum activities.

» Cash flow is defined as total tax revenues and royalty deriving from petroleum,
revenues deriving from tax on CO? emissions due to petroleum activities on the
continental shelf, revenues deriving from the State’s direct financial interest in
petroleum activities, central government revenues from net surplus agreements
associated with certain production licences, dividends, transfers from the Petroleum
Insurance Fund, central government revenues deriving from the removal or
alternative use of installations on the continental shelf, and any government sale of
stakes representing the State’s direct financial interest in petroleum activities — less
various costs such as central government expenses related to petroleum investments
and share purchases by the state, expenses — paid for by the central government to
private corporations engaged in activities for the state, and other expenses.

» Fund capital may only be used for transfers to the central government budget
pursuant to a resolution by the Storting (Norway’s Parliament). The Fund’s capital
may not be used in any other way, nor may it be used to provide credit to the central
government or to private sector entities.

Governance and investment guidelines

The Ministry of Finance provides the investment guidelines: “high return subject to
moderate risk in order to contribute to safeguarding the basis of future welfare, including
national pensions.” The Bank notes that ownership shares in individual companies is
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small. The Fund is invested in countries with well-developed corporate, stock markets,
and securities legislation and in a manner consistent with broad-based equity and bond
indices. The bank invests the Fund’s capital exclusively in foreign fixed-income assets
and, since early 1998, in foreign equities. The Fund is required to report quarterly to the
Ministry of Finance; auditing is assigned to the Auditor General.

External managers

The first external managers were hired in 1998 in line with the Fund’s philosophy to
achieve the highest possible return. As of 2004, 19 different external managers with 44
different mandates were responsible for managed capital equivalent to NOK 179 billion
in external equity. External fixed income managers number 16 with 21 mandates and
manage a total of NOK 58 billion.

Present state of Government Petroleum Fund
With reference to Norway’s aging population, Antolin and Suyker note the beneficial
effect of natural resource revenues, the Fund, and recent political pressures:

...Without the possibility to use the assets of the Petroleum Fund, large increases in tax
rates would have been required to maintain fiscal stability. This possibility places
Norway in a unique and enviable situation.

Currently, the public sector has a large and rising net asset position once the Fund is
taken into account. According to the 2001 draft budget paper, generational accounts
suggest that the budget is in generational equilibrium and that no changes in current
government outlays are needed to prevent a higher tax rate for coming generations. Due
to the current double-digit budget surplus and the substantial assets in the Petroleum
Fund there is, however, considerable political pressure to increase current spending
(Antolin and Suyker 26).

As of November 30, 2005, Norway’s Petroleum Fund’s market value was NOK 1,281.1
billion ($223 billion Cdn).
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In 2005, the Organization for Economic Co-operation and Development (OECD) noted
that Norway’s “handling of its oil assets is exemplary, and should remain so” (OECD
2005, 10). In contrast to many resource-rich countries, the OECD lauded Norway’s
approach to resource revenue allocation:

Oil wealth in many other countries has been used to finance colossal fortunes for the few,
or bread and circuses for the many. Norway has avoided both traps. The revenue from the
Petroleum Fund could help to maintain Norwegian living standards long after the oil
reserves are exhausted. In addition, macroeconomic and structural policies have been
used to ensure that the non-oil economy, which accounts for most of the GDP and
virtually all employment, remains as viable and prosperous as possible, including in the
traded sectors. But pressures to spend more of the capital of the Fund straight away are
strong. The consequences of uncoordinated and unplanned fiscal slippage are clear:
squandering of the oil wealth, appreciation pressure on the Krone, and damage to the
traded sector (OECD 2005, 10-11).

The OECD did caution Norway to avoid the immediate political pressure to transfer more
earnings out of the Fund.

It is crucial that the Norwegian authorities explain clearly that while the Fund revenue
can be spent indefinitely, its capital can be spent only once, and that its capital is being
consumed every year that the fiscal rule is overridden. In order to shelter the non-oil
tradable sector from the oil revenues and an appreciation of the Krone, it is also crucial to
maintain the strategy of investing abroad the revenue from the petroleum sector (OECD
2005, 10-11).
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Challenges
The OECD notes that Norway faces key obstacles to higher growth in a manner common
to resource-based economies:

The presence of significant oil revenues has weakened, through various channels,
productivity growth in Norway’s mainland activities, and this presents a challenge for the
future. Labour productivity growth has been weak compared, for example, to that of
neighbouring Sweden. Also, an international comparison of the level of productivity
shows Norway to be middle ranking. Weak productivity performance in resource-rich
economies is often associated with a high and volatile real exchange rate resulting from
the surge in commodity exports and this squeezes traditional exporting industries.

This can be damaging for labour productivity growth, as there are typically more
opportunities for capital deepening and the use of new technologies in manufacturing
compared with services. Also, a smaller traded goods sector may hinder productivity
through reduced exposure of the business sector to foreign competition and new
technologies. Furthermore, there may be wasteful capital-scrapping and subsequent re-
investment if the squeeze on manufacturing is short-lived and adjustment costs are high
(OECD 2002, 97-98).

The OECD also provides a comment that may sound familiar to Albertans:

The economy today appears to be in an almost unparalleled position of strength, with no
major short-term risks. Even so, as a resource-rich welfare state, Norway is exposed to
certain risks against which the best insurance is awareness and action in time to contain
them.... The main worry here is that the huge budget surplus and the large, growing, and
very visible Petroleum Fund might obscure the fact that non-oil public finances are in
large deficit, and weaken the political will to make hard choices (OECD 2005, 22).

Part of the OECD reference was to pension issues. However, the central OECD point
about non-oil public finances is relevant to Alberta: If natural resource revenues were
excluded from the province’s provincial budget, Alberta would have incurred deficits in
each of the last twelve years. That raises the question of how Alberta would cope if there
were a collapse in present, historically high prices for her resource commodities or if
some of those commaodities were exhausted or made irrelevant.
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Alaska Permanent Fund

Impetus for and origin of the Alaska Permanent Fund

The political spur for the creation of the Alaska Permanent Fund (APF) began in the
1960s. In 1968, after oil was first pumped from Prudhoe Bay, the state held an auction
the following year for oil leases; the result was a U.S. $900 million windfall when the
annual state budget was barely more than $100 million. “This shower of riches sent
Alaska into a frenzy of public spending, particularly on capital projects” (Anderson 2002,
58).

By 1976 the state had spent most of the initial lease money, and Alaskans were aghast
they had frittered away so much in so short a time. Fears of uncontrolled legislative
spending had been confirmed, and Alaskans sought ways to protect their natural resource
revenues for future generations (58-59).

Legislation and constitutional status
In 1976, on the urging of Governor Jay Hammond, the Alaska legislature crafted a
constitutional amendment, which called for the creation of a permanent fund to preserve a
portion of oil revenues for future generations. The voters, in November 1976, approved
the amendment by a two-to-one margin.

At least twenty-five per cent of all mineral lease rentals, royalties, royalty sale proceeds,
federal mineral revenue sharing payments and bonuses received by the State shall be
placed in a permanent fund, the principal of which shall be used only for those income-
producing investments specifically designated by law as eligible for permanent fund
investments. All income from the permanent fund shall be deposited in the general fund
unless otherwise provided by law [Effective February 21, 1977]

— Alaska Constitution Article 1X, Section 15, Section 15. Alaska Permanent Fund.

The first transfer of resource revenues into the Fund occurred in 1977.

How it works

Alaska’s constitution divides the Fund into reserved assets (principal) and unreserved
assets (realized earnings). The principal can only be used for income-producing
investments; the legislature may not spend the principal. The reserved assets (principal)
are derived from four sources:

» Constitutionally dedicated mineral revenue (primarily from oil), which has added
$8.1 billion into reserved assets to date.

= Special legislative appropriations from Fund’s unreserved assets and the state’s
General Fund, which jointly have contributed $7 billion total into reserved assets over
time.

= Inflation proofing — the annual legislative transfer from realized earnings to principal
has deposited $8.4 billion into principal over time.
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= Unrealized gains or losses, which reflect the market volatility on the value of assets
(this amount changes daily).

The unreserved assets (realized earnings) remain invested in the Fund and the legislature
may spend it. The unreserved assets (realized earnings) come from:

= Stock dividends / bond interest / real estate rents.
= Gains or losses from the sale of any of these investments.

The legislature has used the unreserved assets for:

= Dividends: $13.1 billion paid out since 1982.

= Inflation proofing principal: $8.4 billion to date.

= Special appropriations to principal: $4.2 billion to date from realized earnings to
principal (with an additional $2.7 billion from the General Fund to principal).

» Fund-related expenses to state agencies.

= Other state government expenses.

Governance and investment guidelines

A six-member governor-appointed board of trustees oversees the Alaska Permanent Fund
Corporation (APFC). One is statutorily assigned to the Commissioner of Revenue, the
governor chooses another cabinet member to sit on the board and the remaining four are
chosen by the governor from the public. Each serves staggered four-year terms. The
board appoints an executive director.

The Board’s goal is to earn slightly better-than-average rates of return with slightly
below-average levels of risk. To accomplish this, it adheres to statutory investing
guidelines as well as the Prudent Expert Rule to manage a well-diversified portfolio. The
asset allocation is now 55% stocks, 32% bonds, 10% real estate, 2% private equity and
1% absolute return (APFC, www.apfc.org/theapfc/fag.cfm.)

The investment philosophy is that of a prudent investor so as to limit the possibility of
“pet” projects by legislators. There is no restriction on where the Fund can invest (i.e.
there is no preferential treatment for Alaskan investments) (Anderson 8).

External managers

Forty-one external managers are contracted with by the APFC: twenty-six for equities,
five for bonds, eight for real estate, and two for alternative investments.

T Available at http://www.apfc.org/theapfc/tophow.cfm.
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Present state of the Alaska Permanent Fund

As of November 30, 2005, the Alaska Permanent Fund (APF) stood at $32.24 billion US
(or $37.5 billion Cdn).

Chart 11
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The Alaska Dividend: History

After the 1976 amendment was passed by the Alaska legislature and by the voters in
referendum on an amendment to the state’s constitution, the House Special Committee on
the Permanent Fund held public hearings in the state in late 1977. Based upon public
input, that of consultants’ and the committee’s own deliberations, the final report gave
multiple recommendations and observations:

= The money in excess of current needs should be put into the Fund.

= This money should not be used for current expenditures.

= The investments should not be in areas where existing private financing was
available.

=  The income of the Permanent Fund should be used for the benefit of current and

future Alaskans.

The structure of the Permanent Fund should allow public accountability.

However, political decision-making should take place where necessary.

Appointed officials of the Permanent Fund should not make those types of decisions.

Subsidizing, through cheap loans or bonds, industries or commercial enterprises was

not a good idea for the Permanent Fund.

= |f the project proposed was a viable one, then private financing entities would fund
them.

=  |f private banks refused, then perhaps the project was not a good one.

= In that case, why should the state take the risk?

The Alaska Permanent Fund Corporation recounts the debate and notes the wariness
about using the Fund for loans:
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The most aggressive (and in conventional terms, imprudent) lending policy cannot,
however, create an industry where resources, markets, skilled labor and other requisites
are missing, and the Fund’s managers should never become so soft as to finance
enterprises whose promoters are not taking a substantial risk themselves, or which do not
have convincing prospects of long-term viability (Kasson, 1983).

Given the remoteness of many Alaskan communities the consultants did feel that medium
and small industries might benefit from the Fund. However, in 1978, as various proposals
worked their way through the political process, the governor’s position was that loans
were an unreasonable subsidy. In his 1978 testimony he instead argued for dividends:

Take the case of someone who gets a $100,000 state loan of oil wealth at 9% per cent
interest. Yet, all other Alaskans who own just as much of that wealth as he could get
about 15% per cent return if their money were loaned at market rates. Therefore, the loan
recipient is receiving a dividend, or subsidy, of $6,000 in the first year alone. That
subsidy or dividend would amount to an incredible $94,000 on a 30-year loan.

That dividend or subsidy is being paid from oil wealth owned by all Alaskans. We don’t
confine payment of such loan dividends to taxpayers only or demand that before we
provide Alaskans with low-interest loans, we first eliminate the income tax. Why should
a system which provides far more equitable benefits to all Alaskans, such as the
Permanent Fund dividend concept, be subordinate to that consideration? It seems high
time that any new means of dispersing oil wealth should provide that all Alaskans, even
the non-taxpaying, housewife, student, unemployed or retired couple get a share (Kasson,
1983).

Governor Hammond argued for a permanent annual dividend from the fund on the
grounds that it would establish a citizen interest in the Fund. The dividend would make it
more difficult for the legislature to spend because any increase in spending would
necessitate a corresponding decrease in the dividend. If government wished to increase its
“share” of the energy revenues, it could do so but through taxation.

Hammond’s proposal was simple but not simplistic: The legislature could obtain more
natural resource revenue initially designated for the Permanent Fund — if such earnings
were first paid out to citizens in the form of dividends and then taxed. That process would
serve as a useful check on the expansion of government, a necessary measure given the
tendency of citizens and elected representatives to treat resource wealth as a permanent
feature of the economy. In addition, the dividend would give Alaskans a direct interest in
the Fund that would serve to educate voters about public finances. As Anderson (2002)
notes:

With oil revenues accounting for 85 per cent of state spending (and no state sales or
income taxes) voters tend to underestimate the true cost of government spending. The
result is that they support too much spending and too many public goods. The dividend
thus establishes a link between citizens and expenditures. Higher states expenditures
mean less money available for dividends (61).

The dividend served as a check on excessive government spending by reminding voters
of the “fiscal illusion” that occurs in a booming natural resource rich jurisdiction. In
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1981, the Alaska legislature eventually adopted the House proposal on dividends and
rejected the idea of providing loans out of the APF.

Tsalik (2003) concludes that:

The Alaska Permanent Fund is a bold and innovative approach to managing natural resource
wealth. It is based on the principle that citizens are the owners of their mineral wealth and that
every citizen is entitled to an equal share of this wealth. It adheres to the libertarian belief that
people will be better off spending their own money rather than allowing the state to spend it
on their behalf. By involving citizens in every aspect of the Fund’s creation and evolution, the
APF has given the public a stake in its preservation, and restrained the government from
spending away oil wealth in a more effective way than any formal rules could (24-25).
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Alberta Heritage Savings Trust Fund

Impetus for and origin of the Alberta Heritage Savings Trust Fund

In 1976, as a result of an initiative by then Alberta Premier Peter Lougheed, the Alberta
Heritage Savings Trust Fund Act was created, given royal assent, and initially tasked
with three objectives:

= To save for the future.
= To strengthen or diversify the economy.
= To improve the quality of life of Albertans.

History
Initial deposits in the Alberta Heritage Savings Trust Fund (AHSTF) occurred in the
1976-77 fiscal year and came from two sources:

=  Thirty per cent of the non-renewable resource revenue received by the Government
of Alberta from April 1, 1976 to March 31, 1977: $620 million.

= A special contribution of $1.5 billion of cash and other financial assets was
transferred from Alberta's General Revenue Fund to the Heritage Fund on August 30,
1976.

As Rognvaldur (2001, 72) notes, 30 per cent of the province’s oil and gas revenues were
deposited into the Alberta’s Trust Fund while statutory deposits into Alaska’s Permanent
Fund were then allocated at half that percentage or less. Alberta’s allocation was
gradually scaled back and deposits ended completely in 1987 after the price of oil
collapsed in 1986.

Overview of four AHSTF divisions

Prior to its restructuring in 1997, Alberta’s Heritage Fund was organized into four
divisions: Commercial Investment Division, Canada Investment Division, Capital
Projects Division, and Alberta Investment Division.

Commercial: Invested in shares and bonds and expected to earn a commercial
return, and met with results comparable to other investment funds
in Canada.

Canada Investment: Lent money to other provinces at concessionary rates. The loans
were reported as fully paid in December 2000.

Capital Projects: Invested in infrastructure, education and research.

K The history of the Alberta Heritage Savings Trust Fund is summarized courtesy of Alberta Finance Heritage Fund
Historical Timeline, www.finance.gov.ab.ca/business/ahstf/history.html.
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Alberta Investment: In 1988, over half the AHSTF’s assets were held by this division;
20 per cent in 1996. Most of the money was invested in various
Crown Corporations: Alberta Mortgage and Housing Corporation,
Alberta  Agricultural  Development  Corporation,  Alberta
Government Telephones, Alberta Municipal Financing and the
Alberta Opportunity Company.

Rognvaldur writes that these “Crown corporations were for the
most part not a financial success. The ‘competitive’ interest they
paid on the loans from the Heritage Fund was in part financed by
grants from the provincial government itself, making the income of
these funds illusory” (Rognvaldur 2001, 74-75).

Mumey and Ostermann (1990, 40) reported that after correcting for
those General Fund transfers, the real rate of return of the Alberta
Investment Division was about two per cent (1981-88) compared
with ten per cent in Commercial Division.

1997 Restructuring

In 1997, the province restructured the Heritage Fund. “Economic development” and
“social investment” were eliminated as possible uses for Fund payouts in part because of
multi-billion dollar losses due to business loans and loan guarantees by the province in
the 1970s and 1980s, many of which incurred significant losses. In response, a new
business plan was created with a focus on long-term investments. A new Legislative
Standing Committee operating at arms length from the government was also created. The
Heritage Fund notes the 1997 changes:

Following the results from the 1995 survey, the Heritage Fund was restructured. The
Fund can no longer be used by government for direct economic development or social
investment purposes. A new business plan was implemented, with a plan to increase
long-term investments. And a new Legislative Standing Committee operating at arms
length from the government was put in place to review and approve the business plan and
ensure that the objectives and goals of the Fund are met.

Currently, the Fund is managed by an arm of the provincial finance department —
Alberta Investment Management — which also hires external managers for specific
mandates.

Current legislation

Investments in the Heritage Fund are governed by the Alberta Heritage Savings Trust
Fund Act.' The goal is “to provide prudent stewardship of the savings from Alberta’s

' Available online at www.qp.gov.ab.ca/Documents/acts/A23.CFM. Relevant sections as regards investment are
contained in Chapter A-23, section 3, sub-sections (1) through (4).
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non-renewable resources by providing the greatest financial returns on those savings for
current and future generations of Albertans.” Investments must be made with:

= The objective of maximizing long-term financial returns.
= The objective of supporting the Government’s short-term to medium-term income
needs as reflected in the Government’s consolidated fiscal plan.

How the Heritage Fund works

Under the Alberta Heritage Savings Trust Fund Act, there is no predetermined percentage
of non-renewable resource revenue to be transferred to the Fund on an annual basis. A
Special Act must be introduced in the legislature for such a purpose.

Principal

In Alberta, a government could remove all principal with the stroke of a legislative pen.
The inability to remove principal in the Heritage Fund is due to a political barrier, (i.e.
public opinion) not a constitutional one.

Until 2005/06, the most recent transfer to the Heritage Fund occurred in the 1986-87
fiscal year ($216 million). Over the course of the Fund’s history, $28.3 billion was
transferred from the Alberta Heritage Savings Trust Fund to General Revenues — most
of the Fund’s income.

Since Alberta achieved a surplus position in the General Revenue fund in fiscal 1994/95,
$9.8 billion has been transferred out of the Heritage Fund. As of the third quarter for
2005/06, the province inflation-proofed the fund with $258 million, announced another
$1 billion deposit, and placed $750 million into the Heritage Fund under the auspices of
the new Access to Education Fund; therefore, the net transfer from the General Fund to
the Heritage Fund will be just over $2 billion. The net withdrawal from the Heritage
Fund 1995-2006 inclusive amounts to just over $7.8 billion.

Income
* Prior to 1982, the Heritage Fund retained its income.

» Heritage Fund income, less amounts for inflation-proofing, is transferred to the
province’s General Revenue Fund as per Section 8 (2) of the Alberta Heritage
Savings Trust Fund Act (the Act) that states:

The net income of the Heritage Fund, less any amount retained in the Fund to
maintain its value, shall be transferred to the General Revenue Fund annually in a
manner determined by the Minister of Finance.
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= All net income is automatically transferred out of the Heritage Fund into the General
Revenue Fund.

» Inflation proofing of the Fund is arbitrary; it is contingent on whether the Fund
generates enough income to allow it to retain enough income to be inflation-proofed.
If not, the Finance Minister may allocate money to the Fund as soon as convenient.

Governance and investment guidelines
Heritage Fund investments are governed by section 3, subsection 4 of the Act:

Subject to the regulations, when making investments the Provincial Treasurer shall
adhere to investment and lending policies, standards and procedures that a reasonable and
prudent person would apply in respect of a portfolio of investments to avoid undue risk of
loss and obtain a reasonable return that will enable the endowment portfolio and the
transition portfolio to meet their respective objectives.

As of February 2006 there exists:

= A Heritage Trust Fund Standing Committee with statutory requirement for nine
Members of Legislative Assembly. The functions of the Standing Committee include
review and approval of annual business plans, review of quarterly reports, approval
of the annual report, review of Fund performance, reporting to the Legislature as to
whether the mission of the Heritage Fund is being fulfilled and public meetings with
Albertans as regards the Fund (AHSTF Act, 6 (1-4)).

=  An Endowment Fund Policy Committee which consists of three MLAs, four advisers
from private sector investment funds, one representative from a chartered bank, and
one (ex officio) deputy minister of Finance. The investment manager is a senior civil
servant, the Chief Investment Officer in the Investment Management Division of
Alberta Finance. The Auditor is the provincial Auditor General.

External managers
External managers serve on committees with elected representatives.

= The Investment Operations Committee provides private sector oversight to AIM. The
Deputy Minister chairs the Committee and members are selected primarily from the
private sector. The Committee meets at least quarterly and makes recommendations to
the Minister regarding the operation of Alberta Investment Management (AIM) of
Alberta Finance.

External managers have been hired to provide specific mandates, including geographic

specialization (i.e. Europe, Australia, and the Far East) or portfolio specialties (i.e. active
Canadian small cap, U.S. small/mid-cap).
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Present state of Alberta Heritage Fund
The fair value of the Heritage Fund is $14.6 billion as of 31 December 2005.™

Chart 13
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Note: AHSTF historical figures used here are pre-2000 are fund equity valuations, which is not identical to fair value.
The AHSTF was not tracked for fair market value for its entire history though it is in more recent statements. The
$14.6 billion value includes Third Quarter results and the $1 billion announced for the Fund in February
2006 by the Alberta government.

Major Alberta political party positions on the Alberta Heritage Fund
There appears to be some consensus among Alberta’s major political parties that the
provincial government should make regular consistent deposits into the Heritage Fund.

Progressive Conservatives

A November 2005 policy conference in Red Deer made some mention of the Heritage
Fund. The party’s website lists “key point” comments about the Fund from that
conference:

= Revenues/dividends should rebuild principal and not be transferred to the General
Revenue Fund.

= Revenues should go to “Endowment Fund/Land Trust Fund.”

= A Venture Capital Fund should be created.

= Interest should not go into the General Revenue Fund but reinvested.

™ The Alberta government’s February 2006 announcement of $1 billion in additional funds for the Heritage
Fund has been added to Third Quarter totals.
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Recommendations included:

= 33.3 per cent of future surpluses should be allocated to the Fund in order to pay back
part of the $27 billion that has been removed over time.

= A 20-year plan needs to be implemented.

= Albertans should be “assisted” in preparing for the future (“investment programs”
instead of “waiting for handouts™).

Alberta Liberals
The Alberta Liberal leader has called for 35 per cent of surplus money to be deposited
into the Heritage Fund (Taft 2004, 3).

Alberta New Democrats

In the 2004 election, the New Democrat platform called for “unexpected surpluses to go
into capital spending, strengthening the Heritage Fund and addressing genuine
emergencies” (Alberta New Democrats 2004, 10).

Surpluses v. resource revenue: An important distinction

Note that the Progressive Conservatives, Liberals, and New Democrats all recommend a
percentage of annual surpluses be allocated to the Heritage Fund, not a percentage of
resource revenues. In Norway, Alaska — and Alberta in the early years of the Heritage
Fund — references were to a percentage of natural resource revenues. Surpluses can and
often are whittled down before the end of a fiscal year. A recent example is the 2005/06
fiscal year where the province announced multiple additional areas for expenditure in
addition to those included in Budget 2005/06.
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V. Acomparison of the Alberta, Alaska, and Norway funds

Constitutional status

Alaska’s Permanent Fund has constitutional status. Due to the 1977 voter-approved
amendment to the state constitution, 25 per cent of all natural resource revenues must be
placed within the APF. Also, the principal cannot be transferred out of the Fund.
Constitutionally dedicated mineral revenue (primarily from oil) has added $8.1 billion
into reserved assets to date.

The Alberta and Norway funds have no constitutional or referenda protection.

Legislative status/actions as regards natural resource use

Alaska’s legislation (in accordance with the constitution) requires 25 per cent of natural
resource revenues be placed in the Permanent Fund.

Norway’s legislation requires all (net) petroleum revenues be deposited into the
Petroleum Fund.

Alberta’s legislation does not specify a pre-determined percentage of resource revenues
to be deposited into the Heritage Fund. In practice, no allocations from general revenues
were placed into the Heritage Fund between 1987 and 2005.

Inflation-proofing

In Alaska, inflation-proofing from realized earnings converted to principal resulted in
$8.4 billion in additional principal (principal which is then constitutionally protected)
since the Fund’s inception in 1977.

In Alberta, inflation-proofing for the Heritage Fund is now mandated by the Alberta
Heritage Savings Trust Fund Act. Inflation-proofing in 2005/06 amounted to $258
million as of the Third Quarter Update.

In Norway, inflation-proofing is not provided for in the legislation.

Additional contributions to funds

In Alaska, special legislative appropriations from the Fund's unreserved assets and the
state's General Fund have allocated $7 billion to Fund principal.

In Alberta, contributions to the Heritage Fund resumed in 2005/06 for the first time since

1987 in the amount of $1.75 billion ($750 million for the Access to Education “sub-
fund” and $1 billion in non-designated principal).
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In Norway, all petroleum revenues are statutorily required to be deposited into the
Petroleum Fund.

An Alberta-Alaska comparison

» Alberta has consistently transferred all earnings and interest out of the Alberta
Heritage Fund since 1987: $28.3 billion since its inception. The province began to re-
invest in the Heritage Fund in 2005/06 with just over $2 billion designated for various
purposes: $750 million for the Access to Education “sub-fund,” $258 million for
inflation-proofing and $1 billion build-up of Fund principal.

» In contrast, Alaska treated earnings and interest in the Permanent Fund in four ways:
(1) For interest-proofing;
(2) Transfers to Fund principal (for a total of $23.5 billion US since the Fund’s inception);
(3) Dividends to citizens ($ 13.1 billion US since 1982); and,
(4) For state expenditures.

Tsalik (2003) notes that:

The Alberta Heritage Savings Fund (AHSF) in Canada was created at the same time as the
Alaska Permanent Fund (APF) and has similar royalty injections and goals. Yet, the APF has
grown to over $26 billion, while the AHSF has less savings than it did 15 years ago. Why is
there such a difference in outcomes?

Unlike the APF, the AHSF was created through the normal legislative process. As a result, the
AHSF’s management structure, investment rules, and organization can all be altered by a
simple majority vote in the legislature. By contrast, since the APF was created by a
constitutional amendment approved by a popular vote, any change to its basic structure and
purpose requires another constitutional amendment. Thus, the APF has experienced virtually
no change in its objectives and structure, while the AHSF has altered direction frequently in
response to shifts in oil revenues and legislative priorities (26).

Fund growth

All three jurisdictions deposit resource revenues into their respective trust funds and all
three have withdrawn earnings from the same. There is a significant difference in how
much has been re-invested into the respective funds. The result appears when fund
growth is examined: Alberta’s Heritage Fund total is $14.6 billion Cdn; Alaska’s
Permanent Fund is $37.5 billion Cdn and Norway’s Petroleum Fund is worth $223 billion
Cdn. Hannesson (2001) notes this about the Alberta Heritage Fund:

Compared to the Alaska permanent Fund the Alberta Heritage Fund must be regarded as
a failure. The process of transforming non-renewable resource revenue into permanent
wealth has long since come to and an end, and such transformation as did occur was less
than fully successful.

Why did things turn out the way they did? Perhaps the fiscal needs of the province were
greater than those of Alaska at the critical point of falling oil prices in 1986, perhaps the
willingness to prune unsustainable public consumption was less, both on behalf of
politicians and the electorate at large. But the institutional structure was also different,
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and for the Heritage Fund, less conducive towards long term preservation of wealth
(Hannesson 78).

Chart 14
($ Cdn billions) Resource Fund Growth 1977-2005
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Sources: Annual reports and most recently available quarterly updates from Alaska Permanent Fund, Petroleum Fund
(Norway), Alberta Heritage Savings Trust Fund. Note that 2000-2005 figures for Alberta reflect fair market value.
Fair market value comparisons dating back to 1977 are not available. In the case of Alberta, the $1 billion
announcement made in February 2006 has been added to the Third Quarter value. See Assumptions section for fund
table.
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Table 3: Fund comparisons

Alberta Heritage Savings Government
Alaska Permanent Fund Petroleum Fund
Trust Fund
(Norway)
-(r|?1ta$} (\;ertj)e $14.6 billion $37.5 billion $223 hillion
' (U.S. $32.239 hillion) (NOK 1,281 billion)
Per capita
(In $ Cdn) $4,483 $59,805 $48,145
Inflapon-prooflng Yes Yes No
required?
Fund has
constitutional No Yes No
status?
Legislative
requirement for No Yes Yes
annual resource (25 per cent) (100 per cent)
revenue deposits?
Year created/ first
year in which 1976/ 1976/ 1990/
resource revenue 1976 1977 1996
deposited

As of December 31, 2005 for Alberta and Alaska. Norway figures are as of November 30, 2005. All comparisons in $Cdn. Sources:
Annual reports and quarterly updates from Alaska Permanent Fund, Petroleum Fund (Norway), Alberta Heritage Fund. Alberta
figures include Third Quarter update and February 2006 announcement of an intended $1 billion deposit for Heritage Fund before
the end of the fiscal year.
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VI:

Alberta’s options

“The Alberta government and legislative may, however, be criticized for taking an
insufficient interest in preserving the petroleum wealth.”

— Hannesson Rognvaldur. (2001.) Investing for Sustainability.

Present Context

Since Alberta’s last deficit year (1994-95), the province collected almost $76.7 billion
in non-renewable natural resource revenue.

$2 billion has been returned to the Albert Heritage Savings Trust Fund (in 2005/06).

The average annual income from non-renewable resource revenue between April 1,
1994 and March 31, 2006 (the twelve surplus years) was almost $6.4 billion.

The province no longer has deficits or a debt; Alberta is in a net asset position.

Interest payments on the provincial debt between April 1, 1994 and March 31, 2006
amounted to just over $11.6 billion. That amount represents 15.1 per cent of all
resource revenue over the twelve-year period.

The provincial government has long increased spending beyond inflation and
population growth. Alberta’s historic government spending pattern is one where
government expenditures outpace inflation and population growth: by 1.7 per cent
annually on average between 1982 and 2001, by 1.2 per cent annually between 1992
and 2001 and by 0.9 per cent annually since 2001.

In Alberta, there is no automatic discipline upon current spending. In contrast,
Alaska’s legislature is constrained because of the constitutional obligation to place 25
per cent of resource revenues into the Permanent Fund.

Option: Government-directed investment

In the first two decades of the Heritage Fund’s existence, the Alberta Investment division
was a costly, clear example of good intentions, but flawed results. The choice to
intervene directly in the market — to guarantee loans for Alberta companies and/or
directly lend such entities capital — placed the civil service and the legislature in the
position of picking economic winners and losers, a task for which neither entity was sell-
suited.

The Alberta government should avoid any temptation to again intervene in the
marketplace attempt to diversify the economy in such a manner. The most extensive
reviews of such attempts by governments (and by studies that advocate the same) are
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deeply critical of such flawed attempts. Buss (1999) reviewed over 100 targeted industry
studies” in the United States and noted the problematic approaches:

Targeting as a strategy is buttressed and guided by targeted industry studies. The efficacy
of targeting studies, in spite of their wide use, never has been scientifically validated (D.
K. Lee, 1992). Practitioners identify industrial targets and publicly intervene, whereas
industries or economies grow or decline, develop or devolve. Did targeted interventions
contribute to growth and development? Or were other factors responsible for change?
What were targeting’s positive and negative effects, unintended consequences, and long-
term impacts? Did costs of targeting exceed benefits? What public investments were
forgone in favor of targeting?

I know of no study that answers these questions.

The dearth of scientific evidence in support of targeting is, in many respects, damning in
itself: Having been around so long, why hasn’t targeting been evaluated? Validation is
likely impossible because targeting violates basic economic reasoning, uses unsound
methodologies and faulty data, and encourages inappropriate political interference,
benefiting some at the expense of others. Perhaps this is why targeting studies are not
published in professional economic, social science, or policy studies journals but only
appear as unpublished consultant reports, details of which are rarely disclosed (1999,
340).

Buss found that where attempts to answer such questions exist and were in favour of
subsidies to business, the underlying economic premises in the evaluations were deeply
and seriously flawed and the benefits were illusory.

Targeted industry studies and strategies have been widely used in economic development
practice since the 1970s, and their use continues to grow. In spite of their longevity,
targeting as a method never has been formally or rigorously evaluated. This article looks
at dozens of studies and strategies and concludes that targeting is based on poor data,
unsound social science methods, and faulty economic reasoning and is largely a political
activity (321).

Option: Dividends

The province could continue to pay out “prosperity dividends” to the citizens of Alberta.
However, unlike Alaska’s annual dividend cheques, which result from interest and
earnings in the Alaska Permanent Fund, the 2006 payouts from the government of
Alberta were a result of a spike in natural resource revenue prices.

Alberta has put the dividend “cart” before the principal “horse.” A more prudent course is
for the province to invest in the Heritage Fund and pay dividends out of subsequent
earnings and interest. In that scenario, fund principal would still be built up thus
preserving future choices: dividends, spending, or permanent tax relief.

" Targeted industry help is defined by Buss as that which “employs public interventions—subsidies,
incentives, or brokering—to support existing or start-up businesses or to attract outside firms.”
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Option: “Harvard”-style endowment

Gibbins and Roach (2006, 18) note the example of the Harvard Endowment Fund now
valued at $25.9 billion US. They note this as one possibility for natural resource
revenues. It should be noted they offer this as one of thirteen possible uses for natural
resource revenues. However, the Harvard example is one that should be noted as it
highlights the diverse approaches suggested by some in Alberta for the province’s
educational institutions. As the Canada West Foundation notes, Harvard’s endowment
fund began in 1649 not with government funding, but with a bequest from Harvard
alumni. Harvard was a private university founded and supported by private money — not
a result of a government windfall. The other Harvard endowment funds have similarly
been founded and supported by alumni and others, not by government revenues.

The Alberta government should avoid the temptation to create funds for individual
institutions and for several reasons: First, significant provincial grants create the
possibility for unaccountable institutions unresponsive to needs of students and/or
preferences of alumni; second, the provincial government would necessarily be involved
in the political choices of which educational institution to fund with such a grant — the
University of Calgary or the University or Alberta or multiple universities and colleges
— and the later option would water down the Harvard model as a result. The province
should refrain from imitating the Harvard model in a distinctly non-Harvard manner. At
best, the province should encourage private donors in the original manner as
demonstrated by Harvard’s alumni.

Option: Tax reductions

The Alberta Chambers of Commerce (ACC) and the Certified General Accountants
Association of Alberta (CGA) both support tax relief. As the Chamber notes in its
approved policy resolution, notwithstanding the fact that many of Alberta’s taxes are
among the lowest in Canada, international competition, and the sensible proposition that
government taxation should not exceed the known and budgeted amounts for
requirements of government spending: “The Alberta government continues to overtax
both business and citizens by continuing to tax at levels that create very substantial, and
unwarranted, surpluses” (Alberta Chambers of Commerce 2005, 15). As the CGA notes,
“the most sensible policy is to return unplanned, excess revenue to taxpayers through a
new long-term tax reform plan” (Certified General Accountants Association of Alberta,
2004).

There are choices to be made as it concerns government expenditures and thus tax levels
and also, given the focus of this study — revenues to be set aside in the Heritage Fund.
Given that real or perceived demands for government spending create subsequent tax
levels, the ACC and CGA emphasize that it is the obligation of governments to justify
their spending choices to taxpayers and to act prudently with an eye to intergenerational
equity. This report recommends that annual spending increases not exceed the combined
effect of population growth plus inflation.
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On tax relief, one option to consider is to enact tax reductions equal to the amount of new
earnings in the Heritage Fund every year, (i.e. should the Heritage Fund produce a
revenue stream of an additional $100 million for the province’s General Revenue Fund
the province could then reduce taxes by a similar amount).

Option: Multiple new funds

The provincial government has already created a wide array of funds (as detailed in Part
111 of this study). The justification for specialized funds already in existence is that they
provide for specific, long-term attention to one priority: debt repayment, scholarships and
health care research to list only a few possible priorities.

The negative consequence is that such funds severely restrict flexibility for future
generations and their governments. They do so not in a general manner, which is more
defensible — through the transfer of some natural resource wealth now to future
generations which preserves choice — but by a method that dictates future spending
priorities. Designated trust funds for a particular purpose require future generations to
expend taxpayer revenues on projects and priorities desired by today’s Albertans. Funds
dedicated to one purpose set a “floor” for what must be spent annually on that priority
and exclude other options. That is problematic as demographic shifts and other changes
may require future expenditures quite unlike and possibly unforeseen today, more money
for health care and perhaps less for scholarships, or vice-versa.

In addition, multiple funds present an accountability problem. It is difficult for the public
or the media to track such funds, and it also becomes problematic for MLAs as money is
already set aside in advance each year for specific purposes. That undermines their roles
as stewards of the pubic trust. As it concerned long-term fiscal planning, the Alberta
Chambers of Commerce recommended in 2005 that the province should:

= Concentrate and invest surpluses, belonging to all Albertans, in the Heritage Savings
Trust Fund...

= Retain public control of surplus funds through investment of surpluses in the Heritage
Savings Trust Fund held accountable and controlled by the Legislature. This enables
redirection of investment returns as future circumstances and priorities dictate versus
locked-in endowments beyond public control. This fund will be key in inter-
generational equity and sustainable program spending (Alberta Chambers of
Commerce 2005, 20).

Option: Fewer funds but expanded future choices

For the sake of transparency, accountability, simplicity and the preservation of maximum
choice for future generations, the province should refrain from creating new funds.
Albertans and businesses can contribute to new funds which can also be set up to be
privately managed for public purposes if they so wish. The province should consider
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collapsing several funds into the Heritage Fund, to preserve maximum flexibility for
future generations and their governments.

The optimal scenario is one where the chief and only restriction on present and future
governments is the unavailability of substantial portions of annual resource revenues.
That scenario would provide some restraint on present spending but make available
general choices to future generations on spending, tax relief or dividends.

The Heritage Fund — from which earnings can still be drawn after interest-proofing and
predetermined deposits are protected — is the optimum vehicle for saving current
resource revenues precisely because it is a general trust fund and not designated for one
type of expenditure.

Discussion: How much should be invested in the Heritage Fund?

Recall that Norway’s government deposits 100 per cent of natural resource revenues into
the Petroleum Fund and only withdraws earnings. (In contrast, until 2005/06, Alberta
added no resource revenues and withdrew all earnings from the Heritage Fund; Alaska
deposits 25 per cent of its resource revenues and deposits additional monies as
circumstances and political will permit.) Norway’s approach is a comprehensive response
to intergenerational issues; the Norway government assumes, properly, that non-
renewable revenues are just that and only earnings are used for annual purposes as a
result.

Alberta could not presently deposit 100 per cent of annual resource revenues into the
Heritage Fund. In most years, without sharp spending reductions, that option would have
created a deficit in the General Revenue Fund. However, there are several scenarios that
are compatible with present-day expenditures and revenues and should be considered by
the province.

Emes (2004) offered a number of scenarios three of which were reproduced in Section |1
and one of which noted the possibility of annual set-asides of resource revenue. In that
projection, annual surpluses range from a low of $3.35 billion to $6.88 billion between
2006 and 2026.°

To understand the feasibility of annual set-asides, compare the range of surpluses
projected over the next 20 years by Emes in Scenario 1 — $3.35 billion to $6.88 billion
— with the amount to be set aside annually between 2006 and 2026: $1.9 billion (in the
case of a set-aside of 30 per cent of resource revenues) or $2.5 billion annually (in the
case of an annual set-aside target of 40 per cent). Either scenario is feasible. Also, both
scenarios assume future annual resource revenues for the next 20 years as similar to the
12-year average of such revenues between April 1, 1994 and March 31, 2006 — an
average of almost $6.4 billion every year.

° Note that the estimated surplus for 2006 already exceeds the Emes estimate by a factor of three-to-one.
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The province is well ahead of conservative estimates for the 2005/06 fiscal year and —
depending on choices made on spending, taxes and dividends — has the fiscal room to
set aside significant amounts of resource revenue. Based on Emes’ Scenario 1 the
following two estimates of how quickly the Heritage Fund could be built up are both
realistic.

30 per cent plus inflation-proofing

If the province set aside 30 per cent of non-renewable resource revenues annually, the
annual set-aside would equal just under $1.9 billion annually based on the past twelve-
year average of natural resource revenue collections. The fund would reach $22.8 billion
by 2010, $50 billion by 2020 and $69.6 billion by 2026.°

Results: 30 per cent model

By 2015, the 30 per cent option could generate $1.6 billion annually in earnings, $2.25
billion by 2020 and $3.1 billion annually by 2026. Those are the amounts the province
could withdraw from the fund based on earnings projected in its own 2005-08 business
plan while still inflation-proofing the Fund at 2.5 per cent per annum.

In this scenario, the General Revenue Fund would still be able to withdraw $37.3 billion
in Heritage Fund earnings 2006-2026 inclusive while building up the fund to $69.6
billion by 2026.

40 per cent plus inflation-proofing

If the province set aside 40 per cent of non-renewable resource revenues annually, the
annual set-aside would equal just over $2.5 billion annually based on the past twelve-year
average of natural resource revenue collections. The fund would reach $25.4 billion by
2010, $60.3 billion by 2020 and $85.6 billion by 2026.

Results: 40 per cent model

By 2015, the 40 per cent option could generate $1.88 billion annually in earnings and by
2010, $2.71 billion by 2020 and $3.85 billion annually by 2026. Those are the amounts
the province could withdraw from the fund based on earnings projected in its own 2005-
08 business plan while still inflation-proofing the Fund at 2.5 per cent per annum.

In this scenario, the General Revenue Fund would still be able to withdraw $44.3 billion
in Heritage Fund earnings 2006-2026 inclusive while building up the fund to $85.6
billion by 2026.

P The AHST is forecast to achieve a real rate of return of 4.5 per cent (6.9 per cent nominal) on average over the next
five years (AHSTF Annual Report, p.8). | assume the Fund would be allowed to keep only the inflation-proofing
portion, i.e., 2.4 per cent per annum and, of course, the annual injection of principal. This applies to both the 30 per
cent and 40 per cent scenarios.
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Rationale

In its original incarnation in 1976/77, 30 per cent of non-renewable resource revenues
were directed into the Heritage Fund. The Fund also retained all earnings. Alberta no
longer has debt interest payments beyond those scheduled to be re-paid with set-aside
funds for that purpose. Debt interest represented 15 per cent of all resource revenues
collected during the twelve surplus years between April 1, 1994 and March 31, 2006. An
additional 15 per cent or 25 per cent portion for a total set-aside of 30 per cent or 40 per
cent is thus possible. Even under a 40 per cent plan, the province would still spend 60 per

cent of non-renewable natural resource revenue every year.

Chart 15: 30 per cent model and resulting fund balance
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Chart 16: 30 per cent model and resulting possible transfers
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Chart 17: 40 per cent model and resulting fund balance
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Chart 18: 40 per cent model and resulting possible transfers
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Discussion: Who should decide? The Legislature or the public, or both?

Citizens not given direct choices may tend to desire multiple and often incompatible
options: high spending, low taxes, balanced budgets, and rebate cheques. In contrast, the
experience of Alaska is helpful here. There is an educative function to referenda. Without
it, Tsalik (2003) notes the history of the Alberta Heritage Fund in contrast with the
Alaskan experience as it concerns the Permanent Fund:

Because the AHSF could be created by a legislative act, it never acquired the clarity of
purpose the APF had. The AHSF’s mandate changed frequently, as did the rules on its
investments, earnings, and expenditures. Citizens received no dividends, giving them
little stake in what happened to the Fund. Consequently, Alberta’s citizens have not been
vocal about the frequent changes to the Fund and its poor earnings performance. Like
many of the OPEC countries discussed in chapter one, Alberta engaged in an expansive
program of state spending and debt accumulation. When the province could no longer
pay down the debt, it dipped into the AHSF (29).

An approved referendum question carries with it implied political “clout” that a future
government would tamper with at their peril. A question that involved non-renewable
resource revenue and thus an implicit connection between present and future generations
of Albertans (tens of billions of dollars in such revenues in just one decade alone), would
be even more difficult for a future government to tamper with — and properly so.

The Alberta legislature and the public could partner on a matter so critical to the
province’s future. A referendum could be held in conjunction with the next provincial
election. Prior to that election, the legislature could set aside 30 per cent or 40 per cent of
natural resource revenues annually and subsequently request the people of Alberta to
continue the practice initiated by the legislature. In that scenario, a referendum is not held
separate from an election with all the costs and low voter turnout that would imply; nor is
the decision of the legislature one that could be easily overturned by a future government,
not if the referendum result endorsed the concept of annual set-asides from natural
resource revenue.

Conversely, if the legislature’s intent is to have Albertans approve a referendum question
with automatic set-asides of annual resource revenue and voters decline to endorse such a
proposal, the result would not be fatal to such a plan; the legislature could yet approve
such a plan. But a negative referendum result would cast a shadow over any subsequent
legislative action that was contrary to a majority of public sentiment. The rewards and
risks of referenda exist for policymakers but a referendum on a permanent set-aside is
one option the province could consider.
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VII:

Recommendations

Recommendation One;

Alberta’s annual per capita spending should not exceed population growth and
inflation.

Rationale: The province may act prudently now or be forced to rein in future
spending in the manner it did in the early to mid-1990s. Prudent spending is the
foundation for future choices: tax relief, the avoidance of a deficit because of an
economic downturn or decline in resource prices, or emergency spending on
unforeseen catastrophes. The ability to set aside resource revenue in the Heritage
Fund is directly linked to restraint on the expenditure side of the ledger.

Recommendation Two:

The province should deposit between 30 per cent and 40 per cent of all non-
renewable resource revenues in the Heritage Fund annually.

Rationale: In its original incarnation in 1976/77, 30 per cent of non-renewable
resource revenues were directed into the Heritage Fund. The Fund also retained all
earnings.

Annual set-asides are feasible. Alberta no longer has debt interest payments beyond
those scheduled to be re-paid with set-aside funds for that purpose. Debt interest
equates to 15 per cent of all resource revenues collected during the twelve surplus
years (April 1, 1994 — March 31, 2006). An additional 15 per cent or 25 per cent
portion for a total set-aside of 30 per cent or 40 per cent is thus feasible. Even under a
40 per cent plan, the province would still spend 60 per cent of non-renewable natural
resource revenue every year.

If Alberta set aside 30 per cent of such revenues annually — based on average
resource revenues between 1994 and 2006 ($6.4 billion) — the annual contribution to
the Heritage Fund would be over $1.9 billion each year. If Alberta set aside 40 per
cent of all such revenues annually, the annual contribution to the Heritage Fund
would be approximately $2.55 billion each year.

In Phase | of Alberta Vision 2020, Emes (2004) projected a number of scenarios for
revenues, expenditures and surpluses/deficits over the next 20 years. One possible
scenario replicated here in Phase Ill projects annual surpluses of between $3.35
billion to $6.88 billion between 2006 and 2026. Given the Emes’ projection, annual
deposits of 30 to 40 per cent of annual resource revenues are feasible.
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Recommendation Three:

= The province should consider transfers of additional resource revenue into the
Heritage Fund (beyond the recommended percentages) in the manner of the
state of Alaska.

Rationale: If natural resource prices remain high, there is an opportunity to more
quickly secure the Alberta Advantage for future generations. If the province does not
deposit additional windfalls into the Heritage Fund, the more likely default course
will be additional spending above (the combined effect of) population growth and
inflation. Such extra expenditures are not sustainable in the medium to long-term.

Recommendation Four:

= The province should not issue dividend cheques in the short to medium term.
While the 2006 dividend cheques were popular, such payouts place the dividend
“cart” before the principal “horse.”

Rationale: Dividend cheques in Alberta should be the result of overflowing earnings

in the Alberta Heritage Savings Trust Fund — not at the expense of necessary
infusions of principal, which are crucial to build up the Fund.
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VIII:  Assumptions

* Fund values result from latest official information available from Norway, Alaska and
Alberta at time of compilation as well as Alberta’s announcement of $1 billion in an
additional deposit for the Alberta Heritage Fund.

= Alberta’s Heritage Fund historical fund value (pre-2000) used in this study is based
on AHSTF’s Historical Summary of Operations (May 19, 1976 to March 31, 2005).
The pre-2000 figures are a result of transfer to and from the Heritage Fund from
General Revenues and net income (loss). They are not market value. Post-2000
figures are based on AHSTF annual reports and the most recent quarterly update
available at time of compilation.

= Forecast growth in the Alberta Heritage Fund as well as forecast earnings in the 30
per cent and 40 per cent models based on assumptions contained in the Alberta
Heritage Savings Trust Fund Annual Report (8). The annual report assumes a real rate
of return for the Fund of 4.5 per cent per annum and an inflation rate 2.4 per cent.
Thus, in my models, | assume inflation proofing of 2.4 per cent and annual set asides
based on 30 per cent/40 per cent of average annual resource revenues to arrive at
estimated fund values as well as earnings and transfers to the General Revenue Fund
based on a 4.5 per cent return which is not re-invested into the Fund. In other words, |
assume the Fund would be allowed to keep the inflation-proofing portion (i.e. 2.4 per
cent per annum and the annual injection of new principal). This applies to both the 30
per cent and 40 per cent scenarios.

= Canadian dollar comparisons for Norway and Alaska funds assume a December 31
exchange rate in each applicable year, or December 29 or December 30 exchange rate
where the market was closed on December 31. Calculations for 2005 for Norway
assume a November 30 exchange rate.

» Hypothetical scenarios of past budgetary balances with no resource revenues/ only
half of actual resource revenues assume interest costs and other revenues would have
remained constant. In actual fact, interest costs would have risen and other revenues
beyond just natural resource revenues would have been less. Thus, the two
hypothetical models are conservative. The budgetary balances would have dipped
deeper and more often into the “red” than estimated here. The point is that Alberta is
highly reliant on natural resource revenues and could not balance the books in even
the past 12 “fat” years under actual spending patterns had resource revenues not been
abundant.

» Years not noted as a fiscal year (i.e. 2004/05) should be assumed to be a fiscal year
end (i.e. 2005 is the 2004/05 fiscal year).

= Scenario assumptions for Emes’ data can be found in Phase 1 of Alberta Vision 2020.
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Table 4: Fund values by year in $ Cdn (billions)

Alberta Alaska Norway
Heritage Permanent Petroleum
Fund* Fund Fund

1977 2.2

1978 3.2 0.1

1979 4.4 0.2

1980 5.6 0.6

1981 7.6 2.2

1982 9.7 4.1

1983 11.4 5.5

1984 11.7 6.7

1985 12.2 9.5

1986 12.7 11.7

1987 12.7 11.6

1988 12.6 11.3

1989 12.4 12.3

1990 12.3 12.3

1991 121 14.4

1992 12.0 18.8

1993 11.9 20.4

1994 11.9 21.3

1995 11.8 225

1996 11.8 25.2 10.3

1997 12.0 30.2 21.9

1998 12.0 36.5 34.6

1999 12.0 36.2 40.1

2000 12.9 39.6 65.9

2001 121 39.5 108.9

2002 12.4 37.0 138.7

2003 111 31.1 163.8

2004 12.4 328 201.1

2005 14.6 375 223.2

As of December 31, 2005 for Alberta and Alaska. Norway figures are as of November 30, 2005. Sources: Annual
reports and quarterly updates from Alaska Permanent Fund, Petroleum Fund (Norway), Alberta Heritage Fund. *Note
that 2000-2005 figures for Alberta reflect fair market value. Fair market value comparisons dating back to 1977 are
not available. Years previous to 2000 in this comparison reflect fund equity but not necessarily fair market value as it
applies to Alberta.
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[X:

Appendices

Appenadix A: Norway's legisiation

Act no. 36 of June 22, 1990 relating to the Government Petroleum Fund®

(Entered into force on January 1, 1991)

Section 1 The Act shall regulate the deployment and investment of a fund intended to safeguard long-term
interests through the use of petroleum revenues.

Section 2 The Fund’'s income consists of the cash flow from petroleum activities, which is transferred from
the central government budget, and the return on the Fund's capital, and the net results of financial
transactions associated with petroleum activities.

The cash flow is the sum of

less

total tax revenues and royalty deriving from petroleum activities collected pursuant to Petroleum
Taxation Act and the Petroleum Act

revenues deriving from tax on CO? emissions due to petroleum activities on the continental shelf

revenues deriving from the State’s direct financial interest in petroleum activities, defined as
operating income and other income less operating expenses and other direct expenses

central government revenues from net surplus agreements associated with certain production
licences

dividends from Den norske stats oljeselskap A/S
transfers from the Petroleum Insurance Fund

central government revenues deriving from the removal or alternative use of installations on the
continental shelf

any government sale of stakes representing the State’s direct financial interest in petroleum
activities

central government expenses in connection with the Petroleum Insurance Fund

central government expenses in connection with the removal or alternative use of installations on
the continental shelf

any government purchase of stakes as part of the State’s direct financial interest in petroleum
activities

the operating expenses of companies engaged in attending to government interests in petroleum
activities

Net financial transactions associated with petroleum activities are the net result of:

9 Available at www.norges-bank.no/english/petroleum_fund/management/actno36.html.
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= gross revenues from government sale of shares in Statoil ASA

less

= government capital contributions to Statoil ASA and companies attending to government interests
in petroleum activities

Amended by Act no. 73 of December 21, 1990 Act no. 2 of January 10, 1992, Act no. 99 of December 20,
1996 (with effect for the 1995 accounting year), Act no. 49 of June 15, 2001 (entered into force immediately,
with effect for the 2001 accounting year)

Section 3 The Fund’s capital may only be used for transfers to the central government budget pursuant to a
resolution by the Storting (Norwegian parliament). The Fund’s capital may not be used in any other way, nor
may it be used to provide credit to the central government or to private sector entities.

Section 4 The Fund’'s capital shall be invested in the same manner as the central government’'s other
assets.

Section 5 The Fund may not raise loans.

The Fund itself has no rights or obligations vis-a-vis private sector entities or public authorities. The Fund
cannot be subjected to legal proceedings, and may not institute legal proceedings.

Section 6 The Ministry of Finance shall manage the Fund.

Section 7 The King may issue provisions to supplement this Act and concerning its implementation,
including provisions relating to the establishment of the Fund, its management, etc.

Section 8 The Act enters into force at such time as may be decided by the King.
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Avpendix B: Alaska’s constitution and legislation

Alaska Constitution Article IX, Section 15"

Section 15. Alaska Permanent Fund

At least twenty-five per cent of all mineral lease rentals, royalties, royalty sale proceeds, federal mineral
revenue sharing payments and bonuses received by the State shall be placed in a permanent fund, the
principal of which shall be used only for those income-producing investments specifically designated by law
as eligible for permanent fund investments. All income from the permanent fund shall be deposited in the
general fund unless otherwise provided by law. [Effective February 21, 1977]

Article 01. ALASKA PERMANENT FUND
Section 37.13.010. Alaska permanent fund

(@) Under art. IX, sec. 15, of the state constitution, there is established as a separate fund the Alaska
permanent fund. The Alaska permanent fund consists of:

= 25 per cent of all mineral lease rentals, royalties, royalty sale proceeds, net profit shares under AS
38.05.180 (f) and (g), 25 per cent of federal mineral revenue sharing payments received by the
state from mineral leases, and 25 per cent of all bonuses received by the state from mineral leases;
and

= any other money appropriated to or otherwise allocated by law or former law to the Alaska

permanent fund.

(b) Payments due the Alaska permanent fund under (a) of this section shall be made to the fund within three
banking days after the day the amount due to the fund reaches at least $3,000,000 and at least once each
month.

(c) The Alaska Permanent Fund shall be managed by the Alaska Permanent Fund Corporation established
in this chapter.

Section 37.13.020. Findings

The people of the state, by constitutional amendment, have required the placement of at least 25 per cent of
all mineral lease rentals, royalties, royalty sale proceeds, and federal mineral revenue sharing payments and
bonuses received by the state into a permanent fund. The legislature finds with respect to the fund that

= the fund should provide a means of conserving a portion of the state's revenue from mineral
resources to benefit all generations of Alaskans;

= the fund's goal should be to maintain safety of principal while maximizing total return;

= the fund should be used as a savings device managed to allow the maximum use of disposable
income from the fund for purposes designated by law.

" For additional parts of the Alaska legislation, see: www.apfc.org/fundlaw/ConstAndLaw.cfm.
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Sec. 37.13.030. Purpose

It is the purpose of AS 37.13.010 - 37.13.190 to provide a mechanism for the management and investment
of those fund assets by the Alaska Permanent Fund Corporation in a manner consistent with the findings in
AS 37.13.020.
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Avpendix C: Alberta’s legislation

ALBERTA HERITAGE SAVINGS TRUST FUND ACT, Chapter A-23°

Preamble

WHEREAS the mission of the Heritage Fund is to provide prudent stewardship of the savings from Alberta’s
non-renewable resources by providing the greatest financial returns on those savings for current and future
generations of Albertans;

THEREFORE HER MAJESTY, by and with the advice and consent of the Legislative Assembly of Alberta,
enacts as follows:

Definitions
1 Inthis Act,

@ “endowment portfolio” means the endowment portfolio referred to in section 3;

(b) “Heritage Fund” means the Alberta Heritage Savings Trust Fund referred to in section 2;

(c) “mineral agreement” means an agreement as defined in the Mines and Minerals Act;

(d) “non-renewable resource revenue” means

0] money received by the Crown under a mineral agreement or a contract under section 9 of
the Mines and Minerals Act or under a reservation of royalty in letters patent conveying
title to a mineral,

(i) money received by the Crown from or in connection with the disposition of the Crown’s
royalty share of a mineral,

(iii) fees paid to the Crown in connection with the issuance of a mineral agreement,

(iv) money received by the Crown as a bonus to acquire a mineral agreement, and

(v) money received by the Crown pursuant to a contract under which the Crown agrees to
accept that money instead of royalty otherwise payable under one or more leases of oil
sands rights issued under the Mines and Minerals Act;

(e) “Special Act” with reference to any fiscal year means an Act of the Legislature authorizing
the transfer from the General Revenue Fund to the Heritage Fund of a percentage of the
non-renewable resource revenue received in that fiscal year;

) “Standing Committee” means the Standing Committee established under section 6;

(9) “transition portfolio” means the transition portfolio referred to in section 3.

S Available at: www.gp.gov.ab.ca/Documents/acts/A23.CFM.
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1996 cA-27.01 s1
Alberta Heritage Savings Trust Fund

2(1) There is hereby continued the Alberta Heritage Savings Trust Fund established under the Alberta
Heritage Savings Trust Fund Act, RSA 1980 cA-27.

(2) The Provincial Treasurer shall hold, manage, invest and dispose of the assets of the Heritage Fund in
accordance with this Act.

(3) The Provincial Treasurer shall establish and maintain a separate accounting record of the Heritage
Fund.

1996 cA-27.01 s2

Investments by the Heritage Fund

3(1) The investments and other assets of the Heritage Fund shall be contained
(@) in an endowment portfolio, and
(b) until no later than December 31, 2005, in a transition portfolio.

(2) Investments made under the endowment portfolio must be made with the objective of maximizing
long-term financial returns.

(3) Investments made under the transition portfolio must be made with the objective of supporting the
Government'’s short-term to medium-term income needs as reflected in the Government’s consolidated fiscal

plan.

(4) Subject to the regulations, when making investments the Provincial Treasurer shall adhere to investment
and lending policies, standards and procedures that a reasonable and prudent person would apply in
respect of a portfolio of investments to avoid undue risk of loss and obtain a reasonable return that will
enable the endowment portfolio and the transition portfolio to meet their respective objectives.

1996 cA-27.01 s3
Agreements respecting financial matters
4(1) The Provincial Treasurer may enter into agreements providing for
€)) the lending of securities acquired or held pursuant to this Act, and

(b) the delivery to the Provincial Treasurer of collateral consisting of securities or classes of
securities or of letters of credit.

(2) The Provincial Treasurer may enter into agreements or engage in other activities of a financial nature
respecting investment under this Act, including, without limiting the generality of the foregoing, exchange
agreements, futures agreements, option agreements, rate agreements, any other financial agreements or
any combination of the agreements or activities referred to in this subsection.
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1996 cA-27.01 s4

Consolidated Cash Investment Trust Fund

5 The endowment portfolio and the transition portfolio are designated as depositors in the Consolidated
Cash Investment Trust Fund under the Financial Administration Act.

1996 cA-27.01 s5

Standing Committee

6(1) There is hereby established a standing committee of the Legislative Assembly called the “Standing
Committee on the Alberta Heritage Savings Trust Fund” consisting of 9 members of the Legislative

Assembly.

(2) The membership of the Standing Committee shall include 3 members of the Legislative Assembly who
are not members of the governing party, but if there is

@)

(b)

(©

an insufficient number of non-government members to fill the 3 positions on the Standing
Committee, or

an insufficient number of non-government members who are willing to fill the 3 positions on
the Standing Committee,

the resulting vacant positions on the Standing Committee may be filled by members of the
Legislative Assembly who are members of the governing party.

(3) The members of the Standing Committee shall be appointed at the commencement of each session in
the same way that members are appointed to other standing committees of the Legislative Assembly.

(4) The functions of the Standing Committee are

@

(b)

(©

(d)

(e)

to review and approve annually the business plan for the Heritage Fund;

to receive and review quarterly reports on the operation and results of the operation of the
Heritage Fund;

to approve the annual report of the Heritage Fund,;

to review after each fiscal year end the performance of the Heritage Fund and report to
the Legislature as to whether the mission of the Heritage Fund is being fulfilled;

to hold public meetings with Albertans on the investment activities and results of the
Heritage Fund.

(5) The Standing Committee may, without leave of the Assembly, sit during any period when the Assembly
is sitting or when it is adjourned or after prorogation of a session of the Legislature.

1996 cA-27.01 s6
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Business plan

7(1) The Provincial Treasurer shall for each fiscal year prepare and provide to the Treasury Board a
business plan for the Heritage Fund.

(2) Once the Treasury Board has advised the Provincial Treasurer that the Treasury Board has approved
the business plan, the Provincial Treasurer shall provide a copy of the approved business plan to the
Standing Committee for the Standing Committee’s approval.

(3) On the Standing Committee’s giving its approval of the business plan, the Provincial Treasurer shall
incorporate the business plan into the business plan prepared by the Provincial Treasurer under section 13
of the Government Accountability Act.

1996 cA-27.01 s7

Income of Fund

8(1) The income of the Heritage Fund accrues to and forms part of the Heritage Fund.

(2) The net income of the Heritage Fund less the amount allocated to the Heritage Fund under section 11
shall be transferred by the Provincial Treasurer from the Heritage Fund to the General Revenue Fund
annually in a manner determined by the Provincial Treasurer.

1996 cA-27.01 s8

Transfer of non-renewable resource revenue

9(1) A percentage of the non-renewable resource revenue received in each fiscal year shall be transferred
from the General Revenue Fund to the Heritage Fund in accordance with this Act, but only if the transfer is

authorized by a Special Act.

(2) The title of a Special Act shall be the “Alberta Heritage Savings Trust Fund Special Appropriation Act”
followed by a reference to the fiscal year to which it relates.

(3) The President of the Executive Council or a member of the Executive Council designated by the
President of the Executive Council for the purpose shall, with leave of the Assembly, introduce a Bill for a
Special Act in respect of each fiscal year.

(4) The Provincial Treasurer shall, with respect to each fiscal year in respect of which a Special Act is
enacted, transfer the percentage authorized in accordance with subsection (1) of the non-renewable
resource revenue received from the General Revenue Fund to the Heritage Fund in a manner determined
by the Provincial Treasurer.

1996 cA-27.01 s9
Transfers re Access to the Future Fund

9.1 The Minister of Finance may transfer into the Heritage Fund from the General Revenue Fund an
amount not exceeding $3 000 000 000 to be allocated to the account referred to in section 4(4) of the
Access to the Future Act in amounts and in a manner considered appropriate by the Minister of Finance.
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2005 c12 s16

Appropriated funds

9.2 There may be paid into the Heritage Fund money appropriated by the Legislature.

2005 c12 s16

Other funds paid into Heritage Fund

10(1) In this section, “previous Act” means the Alberta Heritage Savings Trust Fund Act, RSA 1980 cA-27.
(2) Notwithstanding section 14 of the Financial Administration Act, money invested pursuant to section
6(1)(a) of the previous Act that is recovered through the disposition of assets owned by the Crown shall be
included in and forms part of the Heritage Fund.

1996 cA-27.01 s10

Inflation proofing

11(1) Subject to subsections (2) and (3), for the fiscal year 1999-2000 and subsequent fiscal years, the
Provincial Treasurer shall retain from the income of the Heritage Fund and allocate to the endowment
portfolio as soon as convenient after the end of each fiscal year an amount equal to the value of the total
equity of the Heritage Fund as recorded in the financial statements of the Heritage Fund for March 31 of the
fiscal year multiplied by the percentage increase, if any, for that fiscal year in the Canadian gross domestic
product price index specified by the Provincial Treasurer.

(2) If the income of the Heritage Fund in a fiscal year is less than that required to be allocated to the

endowment portfolio under subsection (1), the Provincial Treasurer shall allocate that income, if any, to the
endowment portfolio as soon as convenient after the end of that fiscal year.

(3) For the purposes of subsection (1), if the percentage increase in the gross domestic product price index
specified by the Provincial Treasurer is a negative number, that negative number shall be treated as if it
were zero.

(4) Notwithstanding subsections (1), (2) and (3), until the accumulated debt is eliminated in accordance with
the Fiscal Responsibility Act, the Provincial Treasurer is not required to retain the amounts required under
subsections (1), (2) and (3), but may retain any amounts that the Provincial Treasurer considers advisable.
1996 cA-27.01 s11;1999 cF-11.5 s9

Phasing out of transition portfolio

12(1) The Lieutenant Governor in Council shall in each fiscal year direct the Provincial Treasurer to allocate
assets with a book value of $1 200 000 000, or any greater amount that is authorized by the Lieutenant
Governor in Council, from the transition portfolio to the endowment portfolio.

(2) Notwithstanding subsection (1), by December 31, 2005 all the assets of the Heritage Fund that remain

allocated to the transition portfolio shall be removed from the transition portfolio and allocated to the
endowment portfolio.
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1996 cA-27.01 s12

Operating costs

13 The Provincial Treasurer may charge a cost, expense or other payment to the Heritage Fund if in the
opinion of the Provincial Treasurer the cost, expense or other payment was incurred or paid in respect of the
Heritage Fund.

1996 cA-27.01 s13

Auditor

14 The Auditor General is the auditor of the Heritage Fund.

1996 cA-27.01 s14

Quarterly reports

15(1) The Provincial Treasurer shall, as soon as practicable after the end of each of the first 3 quarters of
every fiscal year, prepare and provide to the Standing Committee a report on the activities of the Heritage
Fund and financial statements for the preceding quarter.

(2) When the Standing Committee is provided with a quarterly report under subsection (1), the Standing
Committee shall furnish copies of the report to all members of the Legislative Assembly and to the Clerk of
the Legislative Assembly within 2 months after the conclusion of the quarter for which the quarterly report
was prepared and on doing so shall make the report public.

1996 cA-27.01 s15

Annual reports

16(1) The Provincial Treasurer shall, as soon as practicable after the end of each fiscal year, prepare and
provide to the Standing Committee an annual report of the Heritage Fund, including a financial statement
audited by the Auditor General.

(2) Once the Standing Committee has approved the annual report provided to the Standing Committee
under subsection (1), the Standing Committee shall, on or before June 30 following the conclusion of the
fiscal year for which the annual report was made, furnish copies of it to all members of the Legislative
Assembly and to the Clerk of the Legislative Assembly and on doing so shall make the report public.

1996 cA-27.01 s16

Regulations

17 The Lieutenant Governor in Council may make regulations respecting the investments that may be
made under this Act.

1996 cA-27.01 s17
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Appenaix D: A snapshot of Alberta’s Fiscal Responsibility Act

Alberta’s Fiscal Responsibility Act (FRA) limits how much revenue from non-renewable
natural resource sources can be deposited in and spent through the province General
Revenue Fund every year. The current cap is $4.75 billion up from $4 billion in 2004/05,
which was also an increase from the $3.5 billion permitted in 2003. Deficits and debt due
to operating expenses are disallowed; debt for capital purposes is permitted. As with
other legislation, the Fiscal Responsibility Act may be amended by the government of the
day.

The Fiscal Responsibility Act as it applies to other funds:

Sustainability Fund

The FRA allows for the Sustainability Fund. The Sustainability Fund is an
account within the General Revenue Fund. Non-renewable resource
revenue above $4.75 billion must be transferred to the Sustainability Fund.
If resource revenue is below $4.75 billion, the government may transfer
amounts from the Sustainability Fund to the General Revenue Fund.

In plain language, the government can draw the Sustainability account
down if resource revenues dip. If the difference is severe enough in one or
multiple years, the Sustainability Fund could be drawn down to zero. In
addition, when the account balance in the Sustainability Fund is above
$2.5 billion, the government may use the excess in any manner approved
by the legislature, i.e. in a choice decided on upon by the government of
the day.

The Debt Retirement Account
The Debt Retirement Account, forecast to reach $2.2 billion at the end of

the 2005/06 fiscal year (March 31, 2006). It exists within the General
Revenue Fund.

Capital Account

The Capital Account is a creation of the Fiscal Responsibility Act and is
adjunct to the General Revenue Fund. The Capital Account will reach $4.1
billion in this fiscal year (2005/06).
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