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INTRODUCTION: PENNSYLVANIA’S $65.4 BILLION BUDGET

Pennsylvania’s total state operating budget for FY 2010-11 is approximately
$65.4 billion—or $5,193 for every man, woman and child in the commonwealth.
This policy brief looks at the entire state operating budget in order to give policy-
makers and interested citizens a better understanding of how Pennsylvania’s total
operating budget is constructed in order to build a better one.
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The major General
Fund revenue
sources are the state
personal income tax,
most of the state
sales tax, corporate
income and other
business taxes, ciga-
rette and alcohol
taxes, and inheri-
tance taxes.

THE GENERAL FUND (FY 2010-11) = $28.04 3 BILLION (enacted)t

The General Fund is comprised of monies that can be used for “general pur-
poses,” as determined by the legislature and governor. All spending from the Gen-
eral Fund is voted on each year in legislation, which identifies the amount for each
line item in the budget. The major General Fund revenue sources are the state per-
sonal income tax ($10.4 billion, 38%), most of the state sales tax ($8.6 billion, 31%),
corporate income and other business taxes ($4.9 billion, 18%), cigarette and alcohol
taxes ($1.4 billion, 5%), and inheritance taxes ($795 million, 3%).

The General Fund spending total for FY 2010-11 also includes $2.7 billion in
one-time federal funds from the American Recovery and Reinvestment Act and
other “stimulus” monies.

SPECIAL FUNDS = $4.85 BILLION (estimated)2

There are 11 “special funds” in the Pennsylvania state operating budget. The
largest of these are the Motor License Fund ($2.7 billion, 56%), which includes
gasoline taxes and motorist fees, and primarily funds transportation-related projects
and functions; the Lottery Fund ($1.6 billion, 33%), which primarily funds the De-
partment of Aging; and the Tobacco Settlement Fund ($370 million, 8%), which in-
volves payments from tobacco companies following a 1999 lawsuit.

Most, but not all, spending from these special funds is also voted on annually by
lawmakers, and the line items are included in the General Appropriations Act.
Spending from the Motor License Fund is restricted to “public highways and
bridges” by Article VIII of the Pennsylvania Constitution. The remaining special
funds were created by statute, either with limitations on their use (which can be
changed by legislation) or with a general purpose for how the funds could be used.

OTHER FUNDS = $9.53 BILLION (estimated)3

There are 139 other funds included in the Pennsylvania state operating budget.
Spending from these funds is generally not voted on annually, but set by formula.
Many of these funds have funding streams linked closely to their purpose—such as
the Unemployment Compensation Benefit Payment Fund and the Worker’s Com-
pensation Security Fund. Some of the other funds were created to provide
“dedicated funding” to certain programs. For example, the Public Transportation
Trust Fund receives a portion of sales tax revenue (4.4% of receipts) to fund mass
transit agencies; the Pennsylvania Race Horse Development Fund and the Pennsyl-
vania Gaming Economic Development and Tourism Fund both get a portion of slot
machine revenue to support their various programs. Other funds also include the
State Stores Fund (liquor stores) and the MCare Fund (for medical malpractice pre-
mium subsidies).

FEDERAL FUNDS = $23.03 BILLION (estimated)*

The Pennsylvania state operating budget also includes federal funds that are ex-
pended by the state. These funds come in several forms. Some are block grants,
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which allow the commonwealth some latitude in how the money is spent. Other
funding comes for specific programs—either mandated by the federal government or
optional for states—funded in part or totally by the federal grant, but administered
by the state. Most of this funding comes in the form of matching payments for joint
programs, primarily Medicaid (Medical Assistance), in which the federal govern-
ment matches state government spending at a set formula.

This total does not include federal stimulus funds that were included as part of
the General Fund Budget.

As Chart 1 illustrates, the Pennsylvania state operating budget increased from $4
billion in 1970 to more than $65 billion today. Adjusting for inflation and popula-
tion growth, this represents an increase of $3,229 for every man, woman, and child
in Pennsylvania. Under Gov. Ed Rendell, total operating spending grew almost $21
billion (from about $45 billion in FY 2002-03)—a 45% increase, or more than dou-
ble the rate of inflation.

As the chart also reveals, the fastest growing aspects of state spending are in
“other funds” and federal funds. In 1970, 62% of state spending was from the Gen-
eral Fund. This declined to 53% by 1990, and today the General Fund represents
only 43% of the total state operating budget.

CHART 1: Pennsylvania State Operating Budget, 1970-2010
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Much of this shifting has been deliberate. For example, Act 44 of 2007 created
the Public Transportation Trust Fund, which took a portion of the states sales tax to
give approximately $400 million in subsidies to mass transit agencies. Both this
revenue and spending was previously part of the state’s General Fund. Thus, the
shift would appear on paper to reduce General Fund spending, but neither spending
nor taxes were lowered—this shift simply had the effect of moving tax money to a
different spending account.

Additionally, the growth in federal grants to the state has not reduced the burden
on state taxpayers. For starters, Pennsylvania residents also pay federal taxes, so any
increase in federal spending is being borne by higher taxes (or higher debt, leading
to higher future taxes) on residents of the state. Moreover, federal spending is not
“free money” even to state government. Economists with the Mercatus Center find
that every dollar in federal aid results in a 40-cent increase in future state and local
taxes, as programs continue or expand, even after federal aid ends.’

State spending has also grown faster than personal income over the past 40 years.
In 1970, the total operating budget represented 8.8% of Pennsylvanians’ personal
income. This year, the spending represents an estimated 13.1% of state income.®

CHART 2: Pennsylvania General Fund Debt Service, FY 2002-2011
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CAPITAL BUDGET AND STATE AGENCIES

Separate from the operating budget is the capital budget, which allows the state
to authorize borrowing through bond issues to fund capital projects. This taxpayer-
financed debt is used for construction and renovation projects such as new build-
ings, road construction and repair, and bridge projects. The capital budget for FY
2010-11 allows $1.8 billion in new bond issues.”

Included in the capital budget is the Redevelopment Assistance Capital Program
(abbreviated RACP, but pronounced R-Cap); however these grants are not true capi-
tal expenditures. RACP has become a means to use taxpayer-financed debt for
“economic development” subsidies. Since the program’s creation in 1986, the
RACP debt limit has increased from $400 million to more than $4 billion today.
This growth in debt isn’t used solely to support infrastructure, but to support pro-
jects that would normally be left to the private sector to fund rather than the taxpay-
ers.

Finally, the operating budget does not include spending by independent state
agencies such as the Pennsylvania Turnpike Commission, the Pennsylvania Higher
Education Assistance Agency, and the Housing Finance Agency.

DEBT AND BONDS

Today, Pennsylvanians owe $125 billion in state and local government
debt. This equates to more than $10,000 for every person, and more than $40,000
for the average family of four in the commonwealth.

State Debt

From 2002 through 2010, total outstanding state general obligation debt in-
creased 39%, from $6.8 billion to $10.4 billion.® Annual debt service (payments on
general obligation bonds and interest) increased from $349 million in FY 2002-03 to
$975 million in the FY 2010-11 budget, an increase of 180% in annual debt pay-
ments in eight years. See Chart 2 below.

This debt burden continues to grow, as $1.6 billion in new bond issues were au-
thorized for FY 2010-11. Voter-approved bonds will add more than $200 million
this year, for a total of $1.8 billion in new debt for the current fiscal year.

The major categories of state debt are buildings and structures, transportation
assistance, bridge projects, and the RACP that allows the state to make grants for
private projects like sports stadiums and corporate headquarters. Voter-approved
bonds include Growing Greener (environmental-related projects), water and sewer
bonds, and Persian Gulf veterans compensation.

State Agencies & Authorities Debt

Three-fourths of Pennsylvania’s state-level debt is in 13 off-budget state agencies
and authorities. This debt, which is not reflected in state’s general obligation debt,

Pennsylvanians owe
$125 billion in state
and local government
debt. This equates to
more than $10,000
for every person, and
more than $40,000
for the average fam-
ily of four in the com-
monwealth.
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increased from $16.8 billion in 2002 to nearly $32.5 billion in 2009—an increase of
93%.°

Among the agencies with the largest debt are the Pennsylvania Higher Education
Assistance Authority, the Pennsylvania Housing Finance Agency, and the Pennsyl-
vania Turnpike Commission. These agencies have their own sources of revenues—
fees, interest on loans, and charges for services.

This debt is not considered a legal obligation of the commonwealth, but in many
cases is implicitly or explicitly backed by the taxpayers of the state. For instance,
with Act 44 of 2007, the Pennsylvania Turnpike Commission began issuing debt to
make annual payments to the state for road, bridge, and mass transit spending; this
debt is backed by the Motor License Fund, i.e., gasoline taxes. The Commonwealth
Financing Authority has a contract with the state Department of Community and
Economic Development and receives payments ($78.5 million in 2010-11) through a
line item in the budget.

Total Pennsylvania debt for the state, state agencies, and state authorities in-
creased from $23.65 billion to over $42.94 billion over the last eight years—
representing a total state-level debt increase of 82%, as shown in Table 1.

TABLE 1: Pennsylvania State, State Agencies & Authorities Debt

Debtor Debt Outstanding 2002 Debt Outstanding 2010 Increase Change
State $6,805,184,000 $10,451,941,000 $3,646,757,000 54%
State Agencies & Authorities $16,848,800,000 $32,495,200,000 $15,646,400,000 93%

Total State $23,653,984,000 $42,947,141,000 $19,293,157,000 82%

: Comn

of PA, Comp

ive Annual Financial Report, June 2010 ((http://www.budget.state.pa.us); Governor's Executive Budget (http://www.budget.state.pa.us) December 2009 data)
Local Government Debt

Through the end of the 2009 academic year, Pennsylvania school districts
(including career, technical, and charter schools) held just more than $26 billion in
debt, according to the Pennsylvania Department of Education. This represents an
increase of 35% from the $19.3 billion held in 2002.*°

During the 2008-09 school year, school districts borrowed approximately $4.7
billion, while paying off $3.9 billion in interest and principle on prior debt. This
pattern has been consistent, as school districts have borrowed between $4 and $5
billion, and paid off $2.9 to $3.9 billion each of the past five years."

Other local government debt represents more than 40% of all taxpayer debt in
the Commonwealth. According to the U.S. Census Bureau’s most recent data'?

TABLE 2: Pennsylvania School District, County, Municipal, Township, Special District Debt

Debtor Debt Outstanding 2002 Debt Outstanding 2009 Increase Change
School Districts $19,351,014,152 $26,059,284,754 $6,708,270,602 35%
County/Municipal/Twp/other $44,943,251,000 $56,542,341,702 $11,599,090,702 26%

Total Local $64,294,265,152 $82,601,626,456 $18,307,361,303 28%

Sources: PA Dept of Education (http://www.pde.state.pa.us/k12_finances/cwp/view.asp?a=3&q=89351) June 2009 data; U.S. Census Bureau (http://www.census.gov/govs/www/estimate.html) 2007 data/2009
projected by Commonwealth Foundation
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(2008) and Commonwealth Foundation projections, county, municipal, township,
and special district debt increased from $44.9 billion in 2002 to $56.5 billion in
2010—an increase of 26%. Between 2002 and 2009, total local government debt
increased by 28% from $64.29 billion to $82.6 billion, as shown in Table 2.

SHORT-TERM TAX ANTICIPATION NOTES

Historically, the state treasury has held a balance of more than $4 billion in the
General Fund at the end of the fiscal year in order to pay upcoming bills and those
incurred in the prior fiscal year. After the 2008-09 fiscal year, the “checkbook bal-
ance” was reduced to $2.4 billion (in contrast to $4.4 billion in June 2008 and $4.8
billion in June 2007). The end-of-year balance rebounded slightly to $2.9 billion in Pennsylvania main-

June 2010. As of January 2011, the fund balance was only $2.2 billion.*? tains some of the
most generous un-

The effect of this is that the state has cash flow problems—i.e., not enough cash employment benefits
on hand to pay bills. As a result, for the second time in two years, Pennsylvania is in the country, allow-
issuing tax anticipation notes (TANS)—short-term borrowing designed to pay the ing individuals to ac-
bills until the treasury is replenished with future tax revenue. The first issuance of cumulate unemploy-
TANS since 1998" was in December 2009 for $800 million at an interest rate of ment benefits while
1.5%." In October 2010, the state issued another $1 billion in TANS at an interest collecting severance
rate of 2.5%. Pennsylvania taxpayers must pay back the $1 billion, plus $25 million pay, Social Security
in interest, before June 30, 2011.%¢ and vacation pay.

UNEMPLOYMENT COMPENSATION LOANS

In addition to traditional bonded debt, Pennsylvania is also borrowing money to
fund programs such as unemployment compensation (UC). In November 2009, the
state began borrowing federal funds to cover unemployment benefit checks. Penn-
sylvania now owes $3.1 billion and is expected to owe $3.7 billion by the end of
2011. Only California, New York and Michigan have borrowed more."”” This year,
Pennsylvania will owe more than $101 million in interest as the two-year grace pe-
riod ends' (though President Obama has proposed extending this grace period for
another two years, then forcing states to increase what they collect from employers
in UC taxes).

Automatic provisions in the current law increased employer taxes by $35 per
worker in 2011. This tax is in addition to the regular unemployment taxes paid by
employers and employees. Businesses will be furthered penalized for the state’s
fiscal irresponsibility as the Federal Unemployment Tax Act (FUTA) Credit is re-
duced from 5.4%to 5.1%—costing employers another $21 per employee.*

The unemployment trust fund debt is not merely the symptom of a poor econ-
omy, but of an ill-structured system. Pennsylvania maintains some of the most gen-
erous unemployment benefits in the country, allowing individuals to accumulate
unemployment benefits while collecting severance pay, Social Security and vaca-
tion pay. Thus, Pennsylvania ranks among the highest unemployment compensa-
tion costs in the nation despite consistently having an unemployment rate below
the national average.
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Act 120 of 2010
temporarily delayed
significant increases
in taxpayer pension
contributions by the
state and school dis-
tricts by arbitrarily
setting—against actu-
arially sound prac-
tices—the amount
taxpayers will pay
into the fund, further
underfunding the
plans.

UNFUNDED LIABILITIES IN PENSIONS AND RETIREE HEALTH CARE

Pennsylvania has two statewide pension funds for public employees—the Public
School Employees Retirement System (PSERS) for public school workers and the
State Employees Retirement System (SERS) for state workers, legislators, staff, and
judges. As of June 30, 2010, PSERS had an unfunded liability of $31 billion.
PSERS’s accrued liabilities—the present value of all benefits already earned by
workers—totaled $79 billion, while the market value of assets actually invested was
only $48 billion.*® As of December 2009, SERS had an unfunded liability of $11 bil-
lion, with accrued liabilities of $36 billion and a market value of investments of
only $25 billion.*

These calculations assume 8% annual return on investment, and no benefit im-
provements for those currently working or already retired. Act 120 of 2010 tempo-
rarily delayed significant increases in taxpayer pension contributions by the state
and school districts by arbitrarily setting—against actuarially sound practices—the
amount taxpayers will pay into the fund, further underfunding the plans. The new
taxpayer contribution rates will not even cover the cost of new benefits earned by
pension plan members for the next few years; hence the unfunded liability is ex-
pected to increase further.

According to PSERS projections, the unfunded liability will reach close to $50
billion for PSERS alone by 2020, before it begins to decrease. This unfunded liabil-
ity creates many problems including: a dramatic increase in taxpayer contributions
to the funds, greater risk if the funds don’t return 8% or better on investments, and
even liquidity problems—having to put funds in shorter-term, lower-return invest-
ments that can be sold quickly in order to pay retirees’ pension payments.

Local governments also have pension plans for public employees. According to
the latest data available, the 3,000 municipal and county pension plans in Pennsyl-
vania—representing one out of every four pension plans in the nation—have a com-
bined unfunded liability of approximately $7.3 billion.*

Additionally, state and local governments also have accrued liabilities for the
health care of retirees, as many public employees get health care benefits after they
retire (these are known as Other Post Employment Benefits, or OPEB). Under Gov-
ernment Accounting Standards Board directives (GASB 45), governments must ac-
count for these liabilities as they would with pension plans—but they do not have
to pre-fund them. In fact, the state continues to operate on a pay-as-you-go basis,
meaning they pay for retirees’ health care benefits out of current tax dollars. The
estimated unfunded OPEB liabilities for the state, as of October 2009, are $15 bil-
lion.*

There have yet to be any official estimates of the total unfunded OPEB liabilities
for the 500 school districts throughout Pennsylvania, nor for municipal and county
governments.

ToTAL DEBT AND IMPACT ON PENNSYLVANIA STATE BUDGET

Combined, as summarized in Table 3, Pennsylvania taxpayers owe approxi-
mately $194 billion in state and local debt and long-term obligations. This comes to
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$15,622 per person, or more than $62,000 for a family of four. This total does not

include federal debt and liabilities or personal debt.

TABLE 3: Pennsylvania State & Local Government Obligations

Debtor Debt Outstanding Per Capita
State Bonded Debt $42,947,141,000 $3,454
Local Bonded Debt $82,601,626,456 $6,644
Unemployment Compensation Fund Debt $3,100,000,000 $249
State Tax Anticipation Notes $1,000,000,000 $80
Unfunded State Pension Liabilities $42,000,000,000 $3,378
Unfunded Local Pension Liabilities $7,300,000,000 $587
Unfunded State OPEB Liabilities $15,273,320,000 $1,228
Unfunded Local OPEB Liabilities 7??? 2?
Total $194,222,087,456 $15,622

Moreover, as discussed above, debts and unfunded liabilities in each of these
categories have been growing, and are expected to continue growing in the near fu-
ture at an unsustainable pace.

While balancing this year’s state operating budget is considered the top issue for
Gov. Tom Corbett and the state legislature, addressing the long-term fiscal imbal-
ance cannot be postponed. The taxpayers cannot continue to assume more debt
than it pays off year after year. Reforming unemployment compensation to make
that fund solvent again, and reducing the growth of government spending to guaran-
tee the commonwealth and local governments can make future pension payments,
must be high on the agenda.

GENERAL FUND REVENUE COLLECTIONS

While some have pegged the FY 2011-12 budget shortfall as high as $5 billion, it
is difficult to know precisely where this estimate comes from. Pennsylvania’s Gen-
eral Fund budget for FY 2010-11 is $28.04 billion. Included in this total is $2.7 bil-
lion in one-time aid from the American Recovery and Reinvestment Act
(“stimulus”), along with approximately $30 million in transfers from other funds.
Further, about $150 million in General Fund bills were paid for using other funds
this year.

In 2009, the state transferred funds from the Health Care Provider Retention Ac-
count to the General Fund. Commonwealth Court subsequently ruled this transfer
was illegal, and more than $800 million must be paid back. The ruling is currently
under appeal, and it is yet unclear when, and how, this total would be repaid.

TABLE 4: Estimated and Projected Revenue Collections

Source: PA Department of Revenue

* = projected; excludes refunds and one-time transfers

FY 2007-08 FY 2008-09 FY 2009-10 FY 2010-11*
Revenue Collections $27,020,193 | $24,471,147 | $24,619,782 $25,650,721
Change -9.4% 0.6% 4.2%
FY 2011-12 Scenarios
Revenue Collections $25,137,707 | $25,650,721 | $26,163,735
Projected Change -2.0% 0.0% 2.0%

While balancing this
year’s state operating
budget is considered
the top issue for Gov.
Tom Corbett and the
state legislature, ad-
dressing the long-
term fiscal imbal-
ance cannot be post-
poned.
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Through February 2011, the fiscal year’s revenue collections are 1.62% ahead of forecasts, which
projects to $26.93 billion in final General Fund revenue. After tax refunds, this comes to approximately
$25.65 billion in state revenue for FY 2011-12. Table 4 provides a range of revenue forecasts for FY
2011-12, assuming no change in tax law or transfers from other funds.*

There are limited options for transfers from other funds due to the use of the “Rainy Day Fund” and
other fund excess during the last two fiscal years, though there are legislative options for moving both
revenue and spending from other funds into the General Fund.

PENNSYLVANIA’S TAX BURDEN AND IMPACT OF TAXES

Keystone State taxpayers paid $4,463 per capita in state and local taxes in 2008, or 10.2% of their
income. According to the Tax Foundation, Pennsylvania’s state and local tax burden—taxes as a per-
centage of total income—has grown 5.2% since 1991.

Today, Pennsylvania has the 10" highest state and local tax burden in the nation, up from 24" in
1991.*> The average Pennsylvanian must work 103 days—nearly one-third of the year—to earn enough
money just to pay his federal, state, and local tax bills.

Pennsylvania’s tax-borrow-and-spend approach has failed to revitalize the economy. Indeed, from
1970 to 2010, Pennsylvania’s rankings in job growth, personal income growth, and population growth
were a dismal 47", 46", and 47", respectively. Recent independent rankings of Pennsylvania’s eco-
nomic and business climates mirror this lackluster performance. The state ranks 39" in state economic
competitiveness according to the Beacon Hill Institute “State Economic Competitiveness Index,” and
Forbes rates Pennsylvania as the 41%' “best state for business.” The Keystone State also scored 46" in
economic performance on the American Legislative Exchange Council’s Rich States, Poor States.*®

This trend also shows in residents fleeing to states with lower taxes, less regulation, and greater job
growth. From 1993 to 2008, the state lost a net 196,000 taxpayers (tax returns) who moved to other
states in the nation, according to IRS data.?” The net loss in personal income these taxpayers took else-
where was $10.1 billion. During Gov. Ed Rendell’s tenure (2003-2008), Pennsylvania saw a net loss of
38,000 taxpayers and $2.1 billion in income. According to U.S. Census data, Pennsylvania ranked 16%
in most net residents moving to other states from 2000-2009.?®

CONCLUSION

Pennsylvania’s budgetary challenges are rooted in the growth of state spending—not a lack of tax
revenues. If General Fund spending had been limited to inflation plus population growth since FY 2002
-03, spending this year would be $25.6 billion (this total includes the Public Transportation Trust Fund,
discussed above). At this spending level, even without federal stimulus funds, Pennsylvania would
have a $400 million surplus this year.

Likewise, increased borrowing, ongoing deficits in unemployment compensation, and deferral of
payments for pensions and health care costs along with investment losses have left taxpayers with sig-
nificant long-term fiscal challenges. Pennsylvania taxpayers already face one of the highest tax burdens
in the nation, which has undermined economic growth.

Building a reality-based budget requires legislators to first understand the causes of Pennsylvania’s
fiscal challenges—years of overspending. Only then can they begin to confront and solve our public
policy problems while also respecting the lives, liberty, and property of the taxpayers who fund the
state’s $65 billion annual operating budget.
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