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Chapter 1. Texas Transportation Funding

1.1 Introduction

1.1.1 Background

The Texas Transportation Commission (“the Commission”) is responsible for planning
and making policies for the location, construction, and maintenance of a comprehensive system
of highways and public roads in Texas. In order for the Commission to carry out its legidative
mandate, the Texas Congtitution requires that most revenue generated by motor vehicle
registration fees and motor fuel taxes be used for constructing and maintaining public roadways
and other designated purposes.

The Texas Department of Transportation (TxDOT) assists the Commission in executing
state transportation policy. It is the responsibility of the legislature to appropriate money for
TxDOT's operation and maintenance expenses. All money authorized to be appropriated for
TxDOT’s operations must come from the State Highway Fund (also known as Fund 6, Fund 006,
or Fund 0006). The Commission can then use the balance in the fund to fulfill its responsibilities.

However, the value of the revenue received in Fund 6 is not keeping pace with growing
demand for transportation infrastructure in Texas. Additionally, diversion of revenue to non-
transportation uses now exceeds $600 million per year. As shown in Figure 1.1, revenues and
expenditures of the State Highway Fund per vehicle mile traveled (VMT) in Texas have
remained almost flat since 1993. In the meantime, construction cost inflation has gone up more
than 100%, effectively halving the value of expenditure.

3.5
3.0
2.5
2.0
15

1.0 —
——Revenue per VMT
0.5

Expend per VMT
0.0 T T T

Cents per VMT

/\
Q
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Source: Office of the Comptroller, Annual Cash Reports
Figure 1.1: Sate Highway Fund: Revenues and Expenditures per VMT

Recently, as part of a comprehensive analysis of budget and funding options, a TxDOT
specia task force has examined the agency’s current financial forecasting methods and has
developed a model designed to estimate future State Highway Fund revenues and expenditures.



The Joint Analysis using Combined Knowledge (JACK) mode is capable of projecting future
TxDOT revenues and expenditures. One part of the model includes estimation of revenue
diversions.

1.1.2 Diversions from the State Highway Fund

Diversion of transportation revenues to non-transportation uses is a matter of concern to
TxDOT. As far back as November 5, 1946, voters approved an amendment to the Texas
Constitution known as the “ Good Roads Amendment,” prohibiting the diversion of receipts from
gasoline taxes and vehicle registration to non-highway purposes, in order to provide a guaranteed
income for state highways. That amendment reserved 25% of the revenues for the Available
School Fund and permanently set the remainder aside for state highways. In 1988 voters
approved another amendment to ensure that federal funds reimbursing the state for highway
work also are dedicated to highway purposes (Kite, 2008).

However, over the years diversion of funds to non-transportation purposes has continued
to grow. JACK includes a statement that “[d]uring the last legislative session $1.57 Billion was
diverted from the highway funds to other agencies.” For fiscal years (FY) 2008 and 2009, JACK
considers that diversions will continue. For its projections JACK makes the supposition that 50%
of the diversions from the State Highway Fund could be ended starting in FY 2010. From 2010
to 2035, JACK estimates an annual recovery of $451.5 million, for a total of $11.7 billion, as
shown in Table 1.1.

Table1.1: JACK Forecast of Diversion Recovery

Period Amount Recovered

FY 08-09 $0
FY 10-19 $4.515 billion
FY 20-35 $7.224 billion
Total $11.739 billion

Source: TXxDOT, 2008

1.1.3 Chapter Scope

This chapter aims to provide a framework for understanding diversions from the State
Highway Fund to non-transportation uses (Research Project Work Plan Task 7: Develop a series
of mathematical expressions that will assist TXDOT in projecting future expenditures from Fund
006 on selected non-construction related activities).

First, a general background of the State Highway Fund’'s history and components is
provided. Then the State Highway Fund's most important revenues are analyzed. Finally, the
State Highway Fund’ s expenditures and the most relevant legislative diversions are examined.

1.2 The Texas State Highway Fund

1.2.1 Creation

The State Highway Fund was created by the 35" Legislature in the Act of March 15,
1917. The latter provided that “all funds coming into the hands of the Commission derived from



the registration fees or other sources provided for in this subdivision, as collected, shal be
deposited with the State Treasurer to the credit of a specia fund designated as The State
Highway Fund.”

Soon after, Sections 153.503 through 153.505 of the Texas Tax Code (TTxC) allocated
motor fuel taxes to the State Highway Fund. These provisions are the current codification of
statutes enacted in 1941 (Mattox, 1985). The approval in 1946 of Article VIII, section 7-a, an
amendment to the Texas Constitution, gave constitutional status to dedications of funds already
required by statute.

Article VIII, section 7-a does not actually establish a State Highway Fund, or refer to the
fund by name. Unlike other constitutional dedications of revenue such as the Veterans Land
Fund or the Texas Growth Fund, Article VIII, sections 7-a and 7-b do not create or refer to a
special constitutional fund (Abbott, 2004). Instead, these revenues are held in the State Highway
Fund, which was created by statute prior to the adoption of article V111, section 7-a.

1.2.2 Sour ces of Funds

The Texas Constitution article V11, section 7-a, dedicates to highway purposes the net
revenues derived from motor vehicle registration fees, and certain taxes on motor vehicle fuels
and lubricants. The Constitution also dedicates in section 7-b federal revenues that reimburse the
state for expenditures of funds "that are themselves dedicated for acquiring rights-of-way and
constructing, maintaining, and policing public roadways." The provisions are silent about any
other revenue source.

It is important to note that Section 7-a of the Texas Constitution expressly dedicates only
certain revenues for highway purposes. The State Highway Fund is comprised of these funds, as
well as other state and federal funds statutorily required to be placed in the Fund. Thus, not al
funds in the State Highway Fund are constitutionally dedicated for highways, some are subject to
legislative decision.

1.2.3 Uses of Funds

Monies constitutionally dedicated to the State Highway Fund "shall be used for the sole
purpose of acquiring rights-of-way, constructing, maintaining, and policing such public
roadways, and for the administration of such laws as may be prescribed by the Legidature
pertaining to the supervision of traffic and safety on such roads.”

Currently, monies deposited in the State Highway Fund and required to be used for
public roadways have these primary goals:

e t0 improve the state highway system or to mitigate adverse environmental effects
that result directly from construction or maintenance of a state highway,

e to be used by the Department of Public Safety to police the state highway system
and to administer state laws relating to traffic and safety on public roads (TRC
§222.001)

Money in the State Highway Fund that is not required by the Texas Constitution or
federal law to be spent for public roadways may be used by TxDOT for any function performed
by the department (TRC 8222.002). Whether a certain expense qualifies as a TxDOT
maintenance or operational expense is not aways clear. On several occasions TXDOT personnel



have requested an opinion of the attorney general on whether particular items match federal aid
(Mattox, 1985).

1.2.4 Restrictionsin Other States

Thirty states restrict the use of their gas tax revenues solely to highway purposes, as
shown in Figure 1.2. Texas alows diversions, including 25% for education, as described below.

B Constitutional Restrictions
B Statutory Restrictions
Source: Puentes, 2003.

Figure 1.2: Sate Restrictions On Use of Gas Tax Revenues

1.2.5 Authorized Diversions

The “Legidature shall not have power to borrow, or in any manner divert from its
purpose, any special fund that may, or ought to, come into the Treasury” (Tex. Const. art. VIII, §
7). Furthermore, money constitutionally dedicated to a particular purpose cannot be allocated to

any other purpose (Monroe 2003).
Notwithstanding these principles, Article VIII, section 7-a, creates a constitutional

exception for the diversion of gas tax and vehicle registration revenues by establishing that the
Legidatureis allowed to appropriate, allocate, and direct:
e al net revenues remaining after payment of all refunds allowed by law and
expenses of collection derived from motor vehicle registration fees, and all
taxes,

e exception: gross production and ad valorem taxes, on motor fuels and
lubricants used to propel motor vehicles over public roadways,

However, one-fourth (1/4) or 25% of such net revenue shall be allocated to the
Available School Fund, provided that the net revenue derived by counties from motor

vehicle registration fees shall never be less than:

o the maximum amounts allowed to be retained by each County, and,

o the percentage allowed to be retained by each County under the laws in effect
on January 1, 1945.



1.2.6 General Overview of Revenues and Expenditures of the State Highway Fund

Figure 1.3 isan illustration of revenues from al sources that come into the State Highway
Fund. “Diversions: Round 1" are authorized deductions from state gas tax revenues managed by
the State Comptroller before they reach Fund 6. “Diversions. Round 2" are authorized
deductions from registration revenues, which are collected by county tax offices. Moreover,
historically not all of the federal gas taxes collected from Texas have been returned to the State.
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Figure 1.3: Sate Highway Fund: Revenues

Figure 1.4 illustrates agencies and purposes for which funds from the State Highway
Fund are authorized to be diverted. Each of these will be discussed later in this chapter. The

constitutional amendment of 1946 made the longstanding 75-25% Gas Tax-Available School
Fund distribution a matter of organic law (TxDOT, undated).
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1.3 State Highway Fund Revenue History
Figure 1.5 shows annual State Highway Fund revenues by source (stacked) since 1993.
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1.4 Revenue: Texas Fuel Tax
In 1923, the 38" Legislature passed Texas first motor fuel tax: one cent a gallon. Over
the years that tax rate has gradually increased, but since 1993 has been remained at 20 cents per

gallon for both gasoline and diesel.
The fuel tax is a consumption tax. In general, the tax is charged on each gallon of fuel

sold in Texas, which is used to propel vehicles on Texas public roads. Gas tax exemptions can
be divided into 3 categories:
¢ Reduced tax rates. transit companies pay 1 cent per gallon (Tax Code, 153.102).

e Exceptions: these might include gas sold to the federal government, for export
purposes, to Texas public school districts, farmers, boat owners, or third parties that

do not intend to use the gas on roads (Tax Code, 153.104).

¢ Discounts: these might include discounts for tax collection or credits for bad debts
(Tax Code, 153.105).

1.4.1 Fuel Tax Collection and Allocation

Figure 1.5 illustrates how fuel gas money is collected and allocated to the State Highway
Fund. Revenues are generated through taxes assessed on the sale of motor fuels including
gasoline, diesel fuel, and liquefied gas. One percent of the gross amount collected is alocated to
the Comptroller of Public Accounts for the administration and enforcement of state motor fuel
tax laws (Legislative Budget Board, 2008). Unclaimed off-road collections and motor boat

refunds are retained in the General Revenue Fund.
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Figure 1.6: Collection and Allocation of State Motor Fuel Taxes

The comptroller shall allocate Texas gas taxes in the following way (TC §162.503):
o 25% of the tax shall be deposited to the credit of the available school fund.

o 50% of the tax shall be deposited to the credit of the State Highway Fund for
the construction and maintenance of the state road system.

o from the remaining 25%, the comptroller shall deposit to the credit of the
county and road district highway fund all the remaining tax receipts until atotal
of $7,300,000 has been credited to the fund each fiscal year; and after this
amount has been attained, deposit to the credit of the state highway fund the
remainder, which should be dedicated to the construction, improvement, and
maintenance of farm-to-market roads.

The comptroller shall allocate Texas diesel taxes in the following way (TC
§162.503):

o 25% of the taxes shall be deposited to the credit of the Available School Fund.
® 75% of the taxes shall be deposited to the credit of the State Highway Fund.

The amount of state fuel tax collected has grown over the years, but as a component of
the state budget it has actually diminished since 1987, as shown in Table 1.2 and Figure 1.6.

Table 1.2: State Fuel Tax Collectionsin Selected Years

Year | StateFuel Taxes Collected | Percentage of State Budget
1990 $1,515,452,150 6.4%
2000 $2,688,158,301 5.4%
2007 $3,053,812,019 4.0%
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Because of the pre-deposit diversions listed earlier, the actua amounts arriving in the
State Highway Fund are less than the collections. As illustrated in Figure 1.7, even though the
amount of fuel tax deposited has steadily grown, its weight in the State Highway Fund has
declined, from about 35% in 2002 to about 25% in 2007. See Figure 1.5 to compare other
components of the Fund.

Source: Texas Comptroller’s Office, 2008.
Figure 1.7: Percentage of Motor Fuel Taxesin Texas Budget
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1.4.2 Fuel Tax Ratesacrossthe U.S.

The 2008 Texas gasoline tax rate is 20 cents for each net gallon or fractional part thereof
(TC 8162.102), and the 2008 diesel fuel tax rate is 20 cents for each net gallon (TC §162.202).

Figure 1.8: Fuel Taxesin the Sate Highway Fund

Asshownin Figure 1.9, Texasis well below the national average in fuel tax rates.
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1.5 Revenue: Federal Fuel Tax

The 2008 federal tax rates on gasoline and diesel are respectively 18.4 and 24.4 cents per
galon. From 1932, when Congress first enacted an excise tax on gasoline, until 1956, the
proceeds of the federal gas tax went into general revenues, although the amount raised each year
was used as an informal benchmark for federal highway spending. The Federal-Aid Highway
Act of 1956 established the Highway Trust Fund (HTF) and stipulated that 100% of the gas tax
be deposited into the fund. From 1956 to 1982, the HTF was used solely to finance expenditures
in the federal highway program (Buechner, 2008).

The Surface Transportation Act of 1982 began allocating HTF revenues to non-highway
uses. In that year, Congress raised the gas tax from four cents to nine cents per gallon and
dedicated one cent to the newly-established Mass Transit Account (MTA). Each time there has
been an increase in the amount of gas tax going into the HTF—1990, 1993, and 1997—20% of
the increase has been allocated to the Transit Account and 80% to the Highway Account. Of the
current federal gastax, 2.86 cents per gallon is allocated to the MTA (Buechner, 2008).

1.5.1 Federal Transportation Aid to States

Two federal billsin the 1990s updated U.S. surface transportation policy—the Intermodal
Surface Transportation Efficiency Act of 1991 (ISTEA) and the Transportation Equity Act for
the 21st Century (TEA-21). In 2005, the Safe, Accountable, Flexible, Efficient Transportation
Equity Act: A Legacy for Users (SAFETEA-LU) was enacted. With $244.1 billion in funding,
SAFETEA-LU represents the largest surface transportation investment ever made in the U.S.
(FHWA, 2005). SAFETEA-LU expiresin 2009.

These federa bills established multiple programs and directed the funds to them, many
for non-construction purposes. Because of these discretionary programs (where the funds are
redistributed according to certain eligibility requirements) and demo projects (funding for
specific projects), there is considerable inequity in the amounts received by each state compared
to the amounts paid in. As shown in Table 1.3, over the last 50 years Texas has received an
annual average of 80.3 cents per dollar of paid federa gas taxes, the lowest in the country. At the
other extreme Alaska has received almost six dollars per federa gas tax dollar collected in its
territory. For the life of SAFETEA-LU, Texas will be getting an average return of 83% of its gas
tax payments and 51% in the case of transit funding (Ramirez, 2006).

Table 1.3: Federal Fuel Tax Biggest Losers

Biggest Losers in Federal Highway
Program, 1956-2006

State Return Share: 1956-2006
Texas 803
Indiana B0a
Morth Carolina 819
South Carolina 830
Michigan 837
Oklahoma 838
Georgia 840
Ohio B45
Flonda B49
Source: Highway Statistics 2006

Source: Utt, 2008
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1.5.2 Strings Attached to Federal M oney

The Congressional funding process is not a straightforward grant, but a restrictive
program. It begins with authorized apportionments to the states, or allocations. Each state is
limited in how much of that authorization can be obligated in a given year, i.e., contracted to be
spent. The authority to spend the funds carries forward until the funds are spent, rescinded, or
returned to the Federal Treasury. Only unobligated funds can be rescinded by Congress. Federal
appropriations are made each fisca year from revenues collected two years prior.
Reimbursements for federal programs are limited during the annual appropriations process.

Even for funds alocated to Texas, after mandated deductions such as federally funded
maintenance, border infrastructure, and recreation trails, TXDOT is left with only 30 cents per
dollar for expansion projects. In effect, an estimated $1.6 billion in federal funds apportioned to
Texas each year under SAFETEA-LU is not available for mobility needs (Ramirez, 2006).
Moreover, “federal aid for transportation purposes shall be distributed to the various parts of the
state for afunding cycle through the selection of highway projects in the state in amanner that is
consistent with federal formulas’ (TRC, 222.034).

Over 95% of federal funds received in the State Highway Fund are reimbursements for
highway planning and construction expenditures. The other 5% are grants received through
programs such as airport improvements and safety regulations. On average, federal funds cover
about 80% of TxDOT expenditure for planning and construction, but the range is from 50% to
100% depending on the program. Reimbursements to TXDOT are subject to penalties for failure
to comply with certain provisions, such as clean air rules and safety regulations.

1.5.3 Rescissions

Rescission is Congressional cancellation of previous authority to spend federal funds,
applying only to a state's unobligated balance in federal programs. In the last few years Congress
has enacted a series of rescissions affecting the federal-aid highway program. In the case of
Texas, these rescissions resulted in a nearly $400 million reduction in federal funds. These
rescissions have resulted in delays on planned projects.

Since 2005, federal-aid funding has dramatically dropped, as illustrated in Figure 1.10.
Before 2005, federal aid comprised 40 to 46% of the State Highway Fund. In 2007, federal aid
accounted for only 23% of the revenue into the fund. See Figure 1.5 to compare other
components of the State Highway Fund.
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Source: Office of the Comptroller, Annual Cash Reports.
Figure 1.10: Federal Aid in the State Highway Fund
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1.6 Revenue: Registration Fees

Since 1917, TxDOT has collected motor vehicle registration fees as a source of revenue
for building and maintaining the state’ s transportation system (TxDOT, 2005). Fees are collected
annually for the registration of motor vehicles, trailers, or semitrailers. Comparisons of Texas
registration fee rates to other states will be presented in alater chapter of this report. With certain
exceptions, revenue collected from vehicle registration fees is required to be deposited into the
state treasury to the credit of the State Highway Fund.

In addition to registration fees, which are collected at the county level, TRC Chapter 501
authorizes TXxDOT to collect fees for the issuance of titles and recording of vehicle ownership
information of Texas residents. As illustrated in Figure 1.11, collections from registration and
title fees have increased since 2002. As a percentage of revenue into the State Highway Fund,
registration revenue has hovered in the range of 11-14%. See Figure 1.5 to compare other
components of the State Highway Fund.
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Source: Office of the Comptroller, Annual Cash Reports.
Figure 1.11: Registration Feesin the Sate Highway Fund

1.6.2 Diversion of Registration Fees

The Texas Transportation Commission is authorized to use money from registration fees
to maintain state highways, but is not authorized to use it for any other purpose. The
Commission, however, is alowed to allocate registration monies in order to match federal aid for
state roads if the Commission is without sufficient funds from other sources. Thus, counties are
allowed to retain the first $60,000 collected and $350 for each mile of county road maintained by
the county up to 500 miles (Legidative Budget Board, 2008).

In fiscal year 2006, counties began receiving less revenue from motor vehicle registration
fees and retaining more revenue from motor vehicle sales tax collections proportionally. This
will continue each year through fiscal year 2015 to meet the equivalency amount of 5 percent of
the motor vehicle sales tax collected during the previous year. No motor vehicle registration fees
will be allocated for the 5 percent equivalency amount in 2015 and following years, as motor
vehicle sales tax revenue will cover the full amount.
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1.7 Other Revenues

Several state statutes, such as the Vernon Texas Civil Code, Texas Government Code,
Texas Administrative Code, Texas Transportation Code, and others, establish the collection of
certain revenues for deposit to the State Highway Fund. These revenues may include State
borrowing, State-issued bonds, and fees related to vehicle certificates, special vehicle
registrations, commercial transportation fees, and other charges. Appendix 2 of this report
contains a listing of the State Highway Fund’s revenues, as compiled by the Comptroller’s
Office.

For example, TXDOT develops travel literature, computer programs, and other
intellectual property. The Administrative Code provides that any money related with these
intellectual property rights paid to TXDOT shall be deposited in the state treasury to the credit the
State Highway Fund. In addition, funds derived from the sale of excess land, utility relocation
payments, permits issued to oversized and overweight vehicles and loads, or even DNA analysis
of a blood sample or other specimen fees, shall also be placed in the State Highway Fund. Any
civil penalties for violations concerning the sale or lease of motor vehicles also accrue to the
State Highway Fund.

1.7.1 Bonds

The Commission may issue bonds and other public securities secured by a pledge
payable from the State Highway Fund (Texas Constitution Article 111, Section 49-p and TRC
§222.003—the “Enabling Act”). The Enabling Act, provides that

i. the aggregate principal amount of such bonds and other public securities may
not exceed $6 billion,

ii. the commission may issue bonds or other public securities in an aggregate
principal amount of not more than $1.5 billion each year,

iii. $1.2 billion of the aggregate principal amount of such bonds or other public
securities must be issued to fund safety projects that reduce accidents or correct
or improve hazardous locations on the state highway system, and

iv. bonds and other public securities and credit agreements may not have a
principal amount or terms that are expected to cause annual expenditures with
respect thereto to exceed 10 percent of the amount deposited to the credit of the
highway fund in the preceding year (TXDOT, 2007).

The Commission prescribes the applicable criteria for selecting the improvement projects
eligible to be funded by bonds. The proceeds of bonds and other public securities issued may not
be used for any purpose other than the established in Section 7-a Article VIII of the Texas
Consgtitution or to pay any costs related to the bonds and other public securities. However, the
Comptroller is required to do all necessary payments from the State Highway Fund for the
principal, interests, and other costs related to the bonds or public securities that become due.

1.7.2 Debt

The Commission may also authorize TXDOT to issue short-term notes or borrow money
from any source to carry out its functions (Texas Constitution Article 111, Section 49-m and TRC
§201.115). The time frame for such debt is a maximum of 2 years. The debt may be payable only
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as authorized by legidative appropriation. Additionally, TXxDOT periodically transfers cash
received in the State Highway Fund to a reserve note fund to ensure the timely payment of the
notes (TRC §201.964).

1.7.3 Cash Transfers

The issuance of bonds and commercial paper in addition to the significant increase of
category 3972 (“other cash transfers between funds or accounts’) has been maintaining the State
Highway Fund's expenditures from fiscal years 2005 to 2007. These cash transfers come from
the Texas Mobility Fund (TxDOT, 2008). Figure 1.12 shows all cash transfers to Fund 6, i.e.,
revenues other than fuel taxes, registration fees, and federal-aid money. Two scenarios are
shown: in the first one (“apparent”), all of the Annual Cash Report categories are considered; and
in the second one (“real”), al bonds, commercial paper, and revenues related to supplies and
equipment have been subtracted.

Comparison: Apparent and Real State Highway Fund
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Source: Office of the Comptroller, Annual Cash Reports.
Figure 1.12: Other Resources in the Sate Highway Fund

The lines are identical for years 2002 to 2004. After 2003, the “real” other revenues
category has been decreasing in value. As a result, the State Highway Fund had a deficit from
fiscal years 2004 to 2006. To cover this deficit, beginning in 2004, the “other cash transfers
between funds or accounts’ category (primarily bonds) has steadily risen, as shown in Figure
1.13.
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Figure 1.13: Cash Transfersto the Sate Highway Fund

1.8 Expenditures

The graphic in Figure 1.14 shows the expenditures associated with the State Highway Fund for
fiscal year 2007, as recorded by TxDOT. It shows that 8% of the State Highway Fund’s revenues

are diverted to other state agencies.

Plan It
$1,433.0 million

16¢

Other
Agency 8¢
Expenses
$676.2 million

Manage It
£253.3 million

TOTAL DISBURSEMENTS — $8.845 Billion

Build It
31¢ $2,745.4 million

38¢

Maintain It
£3,388.0 million

Other Agencies

Department of Public Safety

$597.5 million
578.7 million

Source: TXDOT, 2007
Figure 1.14: Sate Highway Fund Main Expenditures, Fiscal Year 2007
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The graphic in Figure 1.15 is a projection of State Highway Fund expenditures for the biennium
2008-2009, as estimated by the Texas L egidlative Budget Board.
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Source: Legidative Budget Board, 2008
Figure 1.15: Estimated Two-Year State Highway Fund Expenditures, 2008-2009

The Legislative Budget Board estimates that 86.2% of the fund’s revenues would go to
TxDOT. The category “Employee Benefits” will be discussed later. In addition, it is forecasted
that