DISCUSSION DRAFT

SPECIAL TRANSPORTATION FUND (STF)
Background

The Special Transportation Fund (STF) is the State’s second largest appropriated fund, surpassed only by the General Fund. The General Assembly is required to adopt a balanced budget for the fund.

 The fund was established in 1983, following the collapse of the Mianus River Bridge on the Connecticut Turnpike (I-95), to provide a dedicated revenue stream for transportation infrastructure projects and programs. The following year, the Transportation Infrastructure Program was established and the first Special Tax Obligation (STO) bonds were authorized.  Special Tax Obligation bonds are special obligations of the State and are payable solely from the pledged revenues of the special transportation fund. 

Originally, the STF was designed to cover only the direct costs (including debt service) of the transportation infrastructure program.  However, starting in 1987, the legislature transferred a series of agency costs from the General Fund to the STF, in part due to growing General Fund deficits.  Currently, the fund supports the operations of the Department of Transportation and the Department of Motor Vehicles as well as associated fringe benefit costs, debt service, and workers’ compensation claim costs.
A significant feature of the original legislation establishing the fund was the decision to authorize bonding and, at the same time, approve future tax increases needed to order to make debt service payments on those bonds. Approving the tax changes upfront, rather than waiting until the year when the cash was actually needed, was designed to give investors confidence that those revenues would, in fact, be available to support the bonds. More than two decades later, the 2005 and 2006 transportation initiatives followed a similar approach.
The Special Transportation Fund is supported by revenues from a variety of sources.  These sources are considered to be "pledged revenues" under the terms of existing bond covenants.  Because the revenues have been pledged to support outstanding bond issues any revenue sources which are reduced or eliminated must be replaced by other revenues.
Special Tax Obligation (STO) Bonds
Special Tax Obligation Bonds, first issued in 1984, are a central feature of Connecticut’s system for financing transportation capital expenses, including the state’s share of capital projects primarily supported by federal funds.

STO bonds are revenue bonds payable solely from the pledged revenues of the special transportation fund, which are dedicated to the repayment of the bonds. Because they are not supported by the “full faith and credit of the state” they do not count against the state’s statutory bonding cap.
In order to ensure repayment of the bonds, the statutes and the bond covenants contain a number of requirements related to STO bonds and the Special Transportation Fund.

· Proceeds of Special Tax Obligation Bonds can only be used for the transportation purposes defined in the statute;
· The Governor and the General Assembly must adopted a balanced STF budget for each biennium;

· STF Revenues are pledged by law to the STF. If any pledged revenues are reduced another revenue source must be substituted;
· Debt service payments must be paid before all other STF expenses; and
· Pledged revenues must be at least two times the total principal and interest requirements of the bonds in each fiscal year.
At the end of the last fiscal year, there were approximately $2.0 billion in Special Tax Obligation Bonds outstanding.
Revenues
Revenue sources for the STF include:

· Motor Fuels Taxes, including the gasoline tax, the diesel oil tax (except diesel oil used for home heating purposes), and the Motor Carrier Road Tax paid by out-of-state truckers operating in Connecticut.

· A portion of the Petroleum Gross Receipts Tax, which is a tax levied on the first sale in Connecticut (generally from a wholesaler to a retailer) on a variety of petroleum products including gas and oil.

· Fees paid to the Department of Motor Vehicles for licenses, permits and fees.

· Sales tax paid on the private sale of motor vehicles (paid to the Department of Motor Vehicles).

· Interest income.

· Transfers from the general fund. 
FY 2011 Budgeted Revenue Sources- Special Transportation Fund (in millions)

Total: $1,180.0 million
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In recent years the motor fuels tax, the single largest source of revenue for Special Transportation Fund, has proven to be extremely volatile.  In FY 2005 gas tax receipts grew by over 4%. The next year, with gas and oil prices rising, receipts actually fell below the prior level, the first time since the fund was established that receipts declined in the absence of a recession.  That decline continued through FY 2007 and into FY 2008
. As the national economic decline set in receipts fell even further. While motor fuels tax receipts have begun to grow slightly they remain significantly below FY 2005 levels.
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The reduction in the price of oil during the current economic downturn has significantly reduced revenues from the Petroleum Gross Receipts Tax. However, the Special Transportation Fund has not been affected by that revenue loss.  That is because all receipts from the Gross Receipts Tax flow into the general fund and a fixed amount of money is then transferred to the Special Transportation Fund regardless of the actual receipts. 
Table 3
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EXPENDITURES
The Special Transportation Fund pays for:

· Operating expenses of the Department of Transportation;

· bus and rail operations and subsidies;

· debt service on transportation bonding;

· operating expenses of the Department of Motor Vehicles; fringe benefits for staff employed at the Department of Transportation and the Department of Motor Vehicles; and

· Grant programs.
Table 4
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One of the issues facing the Special Transportation Fund going forward is the significant difference between the growth in expenditures and the growth in revenues.  For number of years expenditure growth has far outpaced the growth in revenues.
Because of the disparity between the growth in revenues and the growth in expenditures it has been necessary to periodically add additional revenue to the STF in order to keep it in balance.  This is been done a number of ways including the transfer of funds and/or revenues from the general fund to the Special Transportation Fund.

DEPARTMENT OF TRANSPORTATION BUDGET
Over the next five years, the Department of Transportation’s operating expenses are projected to be the largest, and the fastest growing, line item in the Special Transportation Fund.  
Table 5 shows the trends in DOT spending from FY 2000 to FY 2011. During that period, personnel services have been the largest single expenditure area.  
Table 5
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However personnel services are not the fastest growing line item.  By far the most dramatic growth has been in public transportation (rail operations, bus operations and ADA para transit) spending, as shown in Table 6. That has been especially true since 2005 when the last fare increases were implemented.
Between FY 2000 and FY 2011, the cost of bus operations rose from about $61.8 million to $132.9 million, with roughly two-thirds of that growth taking place since 2005. During the same period, the cost of rail operations went from just under $61 million to $142.7 million. About 80% of that increase has taken place since 2005. In percentage terms the largest cost increase was in ADA para-transit services which increased from slightly under $7.5 million in FY 2000 to an estimated $25.5 million in the current fiscal year.
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As previously noted, much of the growth in public spending has occurred in the absence of any fare increases. For example, Table 7 shows the relative growth rail operations spending and passenger fares between FY 2001 and FY 2011.
Table 7
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Debt Service


The second largest line item is the payment of debt service on (1) Special Tax Obligation Bonds; and (2) General Obligation Bonds issued to support transportation projects. Almost all of the debt service is for STO bonds. The line item grew by about 14.1% between FY 2000 and FY 2011 as shown in Table 7.
Table 7
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SPECIAL TRANSPORTATION FUND ISSUES
Expenditure and Revenue Growth Rates. For at least the last decade special transportation fund expenses and expenditures have grown substantially faster than the revenue sources which support the fund.  As a result, it has been necessary to periodically increase revenues in order to maintain the fund balance. 

In recent years that has been done primarily by increasing transfers of gross receipts tax revenues from the general fund to the special transportation fund.  During the fiscal year ending June 30, 2010 $165.3 million was transferred to the STF. During that same year, about $108 million in gross receipts tax revenue remained in the General Fund.

While this approach has succeeded in balancing the special transportation fund in the short term, it is problematic in the longer term.  First, it is unclear whether the general fund, which is facing a multi-billion-dollar shortfall, can continue to support such transfers. Second, the amount of gross receipts tax revenue available for transfer is limited and the annual revenue from the tax is largely driven by the price of oil and extremely volatile.

Motor Fuels Taxes. Since the Special Transportation Fund was created motor fuel taxes, and the gas tax in particular, have been a major source of revenue for the fund. However, the growth in motor fuels tax receipts was negative from FY 2005 to FY 2009.  It grew slightly (less than 1%) in FY 2010 but remains well below the 2005 level.
Significantly, the declines in 2006, 2007 and part of 2008 took place before the start of the current economic downturn. They marked the first time, other than during a recession, that the annual growth in motor fuels tax receipts has been negative since the special transportation fund was created. This trend, plus increases in the fuel efficiency of both passenger cars and commercial vehicles, and the growth in the use and availability of alternative fuels, raises questions about the long-term viability of the motor fuels tax, and the gas tax in particular, as the workhorse of the state's transportation financing system.

Growth in Public Transportation Spending. Since FY 2000 the combined budget line items for bus operations, rail operations and ADA para-transit services have risen from $130.2 million in FY 2000 to a projected $301.3 million in the current fiscal year.  As previously noted, the largest part of this growth has taken place since the last passenger fare increases in 2005.

Project Delays and the Spike in Debt Service.  Several large transportation projects and initiatives have taken longer to implement than originally expected.  These include the Pearl Harbor Memorial Bridge (Q Bridge) and related projects, the Moses Wheeler Bridge between Stratford and Milford, the new rail cars and maintenance facilities for the New Haven Line, commuter rail service between New Haven, Hartford and Springfield, the new West Haven rail station, and other projects financed under the 2005, 2006 and 2007 transportation initiatives.

This trend is problematic for several reasons.  First, because time is literally money for construction projects, the delays result in higher capital costs.  Second, to the extent that special transportation fund revenues were increased in anticipation of funding for those projects, the deferral of bond sales and resulting debt service payments makes the special transportation fund appear financially stronger than it is. Finally, if debt for many or all of these projects is issued at about the same time it will create a spike in debt service payments that will last for 20 years.

Reliance on Bonding. The special transportation fund relies heavily on the issuance of Special Tax Obligation Bonds to finance the state share of federally funded transportation projects as well as a cost of transportation projects funded solely by the state.  In the short term this allows the state to spread the cost of a project over several years and thereby reducing the amount of money required in any single year. However, that benefit comes at a cost in the form of interest payments paid over the life of bonds.

For example, using 20 year STO bonds to pay for a $10 million project reduces the annual cost of that improvement to about $1.9 million, a significant short-term savings.  But, over the life of the bonds, the State of Connecticut will pay about 9 million in interest, principal and costs, bringing the total cost of that $10 million project to about $19 million.
While the use of bonding is necessary and appropriate in many cases, the special transportation fund would benefit, in the long term, if the annual appropriation included funding to allow smaller projects and equipment purchases to be paid for with appropriated funds rather than bonding.  For example, if the state appropriated $20 million a year for ten years, instead of bonding for that work, it would, over a 30 year period, save about $ 180 million.
� 	During that time public transportation ridership was growing substantially, suggesting that we some commuters were changing how they traveled.
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