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HIGHWAY FINANCE EXECUTIVE SUMMARY

The budget debate in Tennessee over the last severa years has led some to call for
a reevaluation of existing spending priorities. This reevauation includes
rethinking the merits of traditional earmarking of certain state revenues, especially
motor fuel and vehicle registration taxes earmarked for highway construction and
mai ntenance.

This paper on Highway Finance is designed as a brief review of the topic of
highway finance and includes material on the following items:

Relative size of the federd-state highway program in Tennessee, the
Southeast, and the United States. Total highway funds available for
spending by al levels of government in fiscal year 2000 totaled $127 hillion.
Highway-user revenues from taxes and fees paid by vehicle owners and
operators represent the most important source of revenue for highway use at
$102 hillion in fiscal year 2000.

While highway-user revenues represent the largest source of revenue for
highway spending, general fund revenue, property taxes, and bond proceeds
are also used to finance highway-related spending. The report provides data
on the relative importance of all revenue sources for Tennessee, the
Southeast, and the United States.

Spending on highway-related items such as capital projects, maintenance,
administration, etc. varies extensively from state to state. The report includes
data on the distribution of such disbursements by stete.

The history of highway finance is reviewed from both a federal and state
perspective. The Tennessee experience is drawn out in some detail.

Detailed data is provided on both the current federal and state highway-user
tax structure.

Findings

The purpose of the report was to provide general information on the nature of the
federal-state highway program. The report provides some general conclusions:

1. The federal-state joint venture continues to be a significant program. The
federal-state highway program is second only to the federal-state Medicare
program in the level of combined spending.



. Highway-user revenues (taxes and fees on vehicle owners and operators for
the use of the public roads) represent the largest source of revenue used to
construct and maintain the nation’ s roads and highways.

. Tennessee and Kentucky were more dependent on highway-user revenues
for their road programs than other states in the Southeast according to 1999
data. In both states, highway user tax revenue represented over 87 percent
of total highway receipts.

. In a comparison of states with similar highway characteristics, a peer state
comparison, Tennessee appears to spend more on maintenance than peer
states. It must be noted that peer state comparisons are admittedly suspect
because of the difficulty involved in properly identifying other states to
include in peer comparisons.

. The history of highway finance in Tennessee reflects some obvious excesses
during the 1920s and early 1930s. Recognition of the excessive and
dangerous use of debt for financing road and bridge construction projects
back then is ill being reflected today in Tennessee's reluctance to utilize
debt financing for highway finance.

. Despite what some believe to be relatively high highway-user taxes in
Tennessee, Tennessee' s highway-user tax burden on an average family is
relatively low.
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INTRODUCTION

Total federal, state, and local
highway-user revenues' for the | Figure 1 Disposition of Highway-User

United States totaled $101.5 Revenue, US, 2000
billion during fiscal year 2000.°

Highway-user revenues include Collection
federal, state, and local taxes and Nonhighway & Other

fees paid by vehicle owners and 9% 3%

operators for the use of the public
roads and highways.  They Mass
consist primarily of motor fuel Transit
and vehicle taxes, registration 9%
and licensing fees, and toll
revenues. The  federd
government (36 percent) and
state governments (60.6 percent) Source: Federal Highway Administration
were the primary collectors of
this revenue. Local governments collected the balance of 3.4 percent. The
disposition of these funds during fiscal year 2000 is shown in Figure 1. While the
majority of highway-user revenue is used for highway construction and
maintenance, mass transit and other non-highway uses absorb meaningful shares of
the revenue.

Highway
Use
80%

In addition to highway-user revenues that are used for highway purposes, 80
percent of total highway-user revenues, state and local governments, and to a small
extent the federal government, fund highway spending from severa additional
revenue sources. In fiscal year 2000, state and local governments supplemented
highway-user revenues with $6.4 billion in property taxes, $17.1 billion in generd
fund appropriations, $11.2 hillion in bond issue proceeds, $5.4 hillion in other
imposts (taxes and fees),® and $7.5 billion in investment income and other receipts,
Highway funds available for disbursements by al federal, state, and local
government agencies in fiscal year 2000 totaled $126.7 billion.*

L All data used in report, unless otherwise noted, are from the publication Highway Statistics 2000, Federal Highway
Administration, 2001.

% Table HF-10.

3 Varies substantially from state to state. Includes such non-highway-user items as rental car surcharges, severance
taxes, casino revenue, cigarette taxes, general sales & use taxes, mineral lease and oil royalties, inspection fees on
non-highway fuels, lubricating oil taxes and corporate income taxes.

* Table HF-10. $1.8 billion in available receipts were drawn down or placed in reserves.






Distribution of Highway Receipts By State

Highway-user revenues represent the largest source of revenue for highway use (63
percent in fiscal year 2000 for the U. S. as awhole), their importance as well as the
importance of other revenue used for highway spending varies markedly from state
to state. Table 1 shows the level of highway receipts, by source, for the United
States, Tennessee, and southeastern states bordering Tennessee. Table 2 shows the
percent distribution of such receipts by source.

Table 1 shows that Tennessee highway receipts totaled $1.64 billion in fiscal year
1999.° This leve of receipts is comparable to the amounts reported by Alabama,
Kentucky, and Mississippi. However, as both Table 1 and Table 2 make clear,
both Tennessee and Kentucky depend more heavily on highway-user tax revenues’®
than other southeastern states. Tennessee and Kentucky both relied on highway-
user tax revenues for over 87 percent of their total highway receipts. This high
dependence on highway-user tax revenue plus low usage of property taxes and
debt make Tennessee and Kentucky somewhat unique amongst southeastern states.

Table 1 Highway Receipts (in $1000s) for the U.S,,
Tennessee, and Surrounding Southeaster n States, 1999 data

Higway  Roadad Fram
Tad Us Tax Crasing Gaad Propety Bad
Sae Reoapts Remue Tdls Funck Taxes Reapts Other

United Siates 120523156 76874553 513192 17286304 5808548 1127400 13147710

Tanese 1630162 1428146 X 1236727 334k 6552 746
Aldbama 1621264 1006041 C 0107 16200€ 1637 1680281
Akanss BB174 737843 0 40062 427278 2886 1016
Gaoga 2,7/040 1234728 2,367 483940 1834 161219 8632
Ketuky 157622 1381949 1344 2227 0 6312 151280
Misssspo 153914 767413 C 120301 8748 3P763 177856
Narth Cadine 2931519 1837616 1,79 38U 6374 BHA 631652
Sauth Cadire 121472 786567 C 20764 231€ 20172 0B
Virgnia 3643180 20411% 106434 20272 133 514286 50606
SOURCE Highway Satistics2000, Tede HR1.

® Some of the tables in Highway Statistics 2000 provide data for fiscal 1999, while others provide more recent data
gfor fiscal year 2000).
Includes both federal and state/local highway-user revenues.



In comparison with all 50 states plus the District of Columbia, Tennessee's
aversion to debt for financing highway-related expenditures left Tennessee with
the fifth lowest ratio of bond revenue to total highway revenues and the second
lowest amount of outstanding per capita highway debt in the country.’

It must be noted that the importance of highway-user revenue is somewhat
understated in both Tables 1 and 2 for the following reason; namely states that use
debt to fund certain highway expenditures (generally for construction purposes)
often fund the debt (interest and principal repayments) with future highway-user
revenues (such as motor fuel taxes and/or vehicle registration fee revenues). This
process alows states to leverage future highway-user revenues to fund current
highway needs such as road construction. Categorizing such debt revenue as other
than highway-user revenue clearly understates or distorts the importance of
highway-user revenues in a snapshot of highway finance.

Table 2 Distribution of Highway Receipts By Source for the U.S,,
Tennessee, and Surrounding Southeastern States, 1999
Highway Road and From
Total User Tax Crossing General Property Bond
State Receipts Revenue Tolls Funds Taxes Receipts Other

United States 100.0% 59.4% 4.0% 13.3% 4.5% 8.7% 10.2%
Tennessee 100.0% 87.1% 0.0% 7.5% 0.2% 0.4% 4.7%
Alabama 100.0% 67.6% 0.0% 12.4% 10.0% 0.1% 9.9%
Arkansas 100.0% 77.0% 0.0% 4.2% 4.4% 3.0% 11.4%
Georgia 100.0% 44.1% 0.8% 17.3% 0.1% 5.8% 32.0%
Kentucky 100.0% 87.7% 0.9% 1.5% 0.0% 0.4% 9.6%
Mississippi 100.0% 50.1% 0.0% 7.9% 5.7% 24.8% 11.6%
North Carolina 100.0% 62.7% 0.1% 12.2% 0.2% 3.3% 21.5%
South Carolina 100.0% 61.7% 0.0% 16.3% 1.7% 15.7% 4.6%
Virginia 100.0% 56.0% 2.9% 12.6% 0.4% 14.1% 14.0%
SOURCE: Highway Statistics 2000 -

" Theratio of bond receipts to total receipts was .4% and per capita debt was only $5. The respective average figures
for the U.S. were 8.7% and $411. Source: based on datain Table HF-1 and HB-2 in Highway Statistics 2000.



Distribution of Highway Spending By State

The distribution of state and local government highway expenditures by type of
outlay, construction versus maintenance and other uses, also varies from state to
state. Table 3 shows the distribution of disbursements for fiscal year 1999 by
major category of spending, for the United States, Tennessee, and other
southeastern states® The data show that, with the exception of Alabama, the
largest category of spending is for capita outlays. Maintenance and other
highway/traffic services represent the second major spending category, averaging
amost 26 percent for the nation as a whole. Administration and highway law
enforcement and safety expenditures account for an average of 17 percent, with
interest and bond retirement expenses representing the balance.

The data for Tennessee show Tennessee highway expenditures are generaly in line
with those of other southeastern states, although the percent devoted for
maintenance appears dightly high. However, part of the reason for this elevated
amount for maintenance is a statistical result of Tennessee having little of its
highway budget devoted to debt maintenance.

Table 3 Distribution of Disbursements, 1999 data

ADMINISTRA-

Source: Federal Highway Administration

8 Based on datain Table HF-2 in Highway Statistics 2000.

MAINT- HIGHWAY LAW
STATE gﬁFT"LT /f\'(‘ ENANCE&| T'ON& | enporcEMENT [INTEREST | EOND_ | rorAL
services| MISCEL- | "AND saFETY RETIREMENT
LANEOUS

Us. 293% | 25.9% 7.9% 9.0% 3.7% 4.2% 100%
TENNESSEE | 51.2% | 33.7% 8.6% 5.5% 0.1% 0.8% 100%
Alabama 383% | 47.4% 8.1% 5.2% 0.5% 0.6% 100%
Arkansas 5250 | 28.4% 10.7% 6.6% 0.2% 1.7% 100%
Georgia 60.8% | 19.8% 4.7% 7.1% 25% 5.20% 100%
Kentucky 50.1% | 18.5% 9.5% 3.5% 4.6% 4.8% 100%
Mississippi 50.7% | 24.4% 3.3% 6.9% 1.7% 4.1% 100%
North Carolina| 58.4% 23.0% 5.6% 9.8% 1.3% 1.8% 100%
South Carolina| 53.8% | 21.8% 8.5% 14.3% 0.7% 0.8% 100%
Virginia 437% | 32.0% 8.4% 8.8% 3.6% 3.6% 100%




Relative Measures of Spending By State

Evaluating whether a state spends relatively more or less than other states on
maintenance, or any other single category of highway-related expense, is
problematic. The cost of road construction and maintenance varies from state to
state as aresult of differencesin:

1. Climate and terrain (consider extremes of Colorado versus Florida);

2. The number of existing miles of highways and roads, by type of pavement;

3. Traffic intendsity by vehicle class (automobiles versus heavy vehicles,
especially interstate trucks);

4. Population density and the number of large cities,

5. The availability and usage of mass transportation.

As aresult of wide differences in these factors, comparing state spending on a per
capitaor smilar basisis inappropriate and misleading. While this brief report does
not pretend to develop a single appropriate measure of relative state spending, it
does make afew preliminary observations.

The mogt difficult step in comparing state spending is in choosing appropriate peer
states with which to compare. The Federal Highway Administration echoes this
warning in a “user beware” section n its official annual publication on highway
gatistics.... “If choosing to compare State data, the user must be prepared to
thoughtfully select a set of peer states that have similar characteristics in
relationship to the specific comparison being made. Improperly selected peer states
are likely to yield invalid data comparisons.”

With this warning in mind, the reader is directed to Table 4. A smple peer group
of states was chosen for inclusion in Table 4 based on the ssmple criteria of having
a percentage ratio of state highway urban to rural lane miles approximately similar
to that for Tennessee' s 32.3 percent. The average cost of maintenance and service
disbursements per lane-mile were calculated and are shown in the last column.

With the dramatic exception of Washington, Tennessee had the highest calculated
average cost per lane-mile for fiscal year 2000 of the peer statesincluded in Table

® Highway Statistics 2000, Chapter on Important Information.



4. Note that while the Tennessee figure was relatively high for its peer states, it
was still dightly less than the national average. Again, care must be taken to
interpret Table 4. Clearly more study and detail is needed to interpret spending
differences that vary from a low of only $2,596 in South Carolina to a high in
Washington of $15,457."

Table 4 Comparative State Highway Disbur sements, 2000
Maintenance
Lane Miles: & Service Total Average
Ratio of Urban Disbursements | Rural & Urban Cost per
STATE To Rural (In $1000s) Lane-Miles Lane-Mile
Us 24.3% 12,794,515 1,812,843 $7,058
TENNESSEE 32.3% 242,017 34,984 $6,918
Alabama 31.5% 145,625 27,629 $5,271
Georgia 32.6% 161,475 45,840 $3,523
South Carolina 22.7% 231,833 89,320 $2,596
Texas 23.3% 1,021,985 188,128 $5,432
Utah 24.1% 88,079 15,079 $5,841
Virginia 21.5% 777,712 126,345 $6,155
Washington 32.8% 281,560 18,216 $15,457
Source: Highway Statistics 2000, Lane Mile datafrom Table PS-1, Disbursements from SF-2.

19 More appropriate data and interpretation should come from officials of the Tennessee Department of
Transportation who are much more knowledgeabl e about the subtleties of making such comparisons among states.



HIGHWAY FUNDING HISTORY AND SOURCES OF FUNDS
Federal Government

History

Federal aid to states for road construction dates back to the early 1900s when such
aprogram was first considered. As automobile use began to grow in the early part
of the century, demand increased for more highways and roads that could
consistently handle the new form of transportation. Initial attempts to launch a
federal-state partnership to improve our early highway system were unsuccessful,
until 1916. After much debate and controversy, Congress passed the Federa Aid
Road Act of 1916."

The Act provided for federa grants-in-aid for road construction. The original Act
required a 50% matching requirement where states matched federal funds dollar
for dollar. The federal funds were distributed on the basis of “three equally
weighted criteria-area, population, and rural postal route mileage.” > States were
required to create their own highway agency and be subject to federal oversight on
projects that were funded with federal money. Federal funds could not be used to
congtruct toll roads. The hill appropriated $75 million over a five-year period.
Only $5 million was appropriated during the first year of the program. This first
federal-state highway program initialy focused on improving rural roads rather
than construction of long distance interstate roads. While federal funding did
increase, especially during the 1920s, it wasn't until 1932 that Congress levied a
federal tax on gasoline. The rate of this tax was one cent. Until 1956, such
revenue was deposited into the general fund of the Treasury and not specifically
earmarked for highways.

The Federal-Aid Highway Act of 1956: Federal Interstate Highway Program

The federal grant-in-aid program that began in 1916 generally favored rural states
over more densely populated (especially northern) states. Cities were left out of
the origina program almost entirely. It wasn't until 1944 that attention seriously
turned to a national system of interstate and defense highways. The Federad-Aid
Highway Act of 1944 authorized designation of an interstate highway system but

1 Early controversy arose from a combination of limited amounts of revenue and the conflicting goals of building
more long-distance interstate hard-surfaced roads versus more al I-weather farm to market roads. See Weingroff
(1996)

12 Burch, p. 219.



did not make a commitment to construct or fund the program. While some modest
progress on the interstate system occurred over the next 8 years, it wasn't until
1956 that a serious commitment to the project was undertaken.

Support for the interstate highway system had gained momentum in the early
1950's but various controversies had worked against its full funding. Finally in
1956, with the strong support of President Eisenhower and with the help of various
compromises on both the funding mechanism (a gas tax increase instead of debt
financing) and the method for distributing the funds among the states, the Federal-
Aid to Highway/Interstate Highway Act of 1956 was passed in late June 1956.

The Act designated a 43,000-mile federa interstate highway system. The Act
authorized $25 billion through 1969. Funding was immediately provided by an
increase in the federal tax on gasoline and diesel fuel of one cent. Because of the
national importance given to the project and the vast amounts required to construct
the interstate system, the traditional 50-50 matching requirement was replaced with
a 90% federal-10% state-funding split. It was hoped that such an arrangement
would dlow all states to participate in the program regardless of their ability to
raise matching funds. The Act created the Federal Highway Administration and
the Federal Highway Trust Fund into which all federal highway-user taxes were to
be deposited. This fund, coupled with increases in federal highway-user taxes,™
provided the revenue needed to fund both the existing and the new interstate
highway construction program. While the nature of the federal highway program
has changed over the years, and taxes damatically increased, the highway trust
fund continues as the means through which federal highway grants are channeled
to state and local governments.

The federa highway program has changed somewhat over the years, as a result of
changing priorities, demographics, politics, and technology. Significant changes
include;

Highway Beautification Act of 1965

Establishment of the Department of Transportation in 1966 (PL 89-670)
Federal Aid Highway Act of 1973 (permitted states to use portion of federal
funds for mass transportation projects)

Surface Trangportation Assistance Act of 1982 (raised federal tax from four
cents to nine cents effective in 1983, and for first time, dedicated part of
federal highway tax funds to mass transit; one cent of five cent increase)

13 The 1956 Act increased the federal tax on gasoline and diesel fuel from 2 cents per gallon to 3 cents.



Intermodal Surface Transportation Act (ISTEA) of 1991

Nationa Highway System Designation Act of 1995 (authorized, for first
time, the use of federa highway funds for financing debt financing costs
related to federal aid highway projects)

Transportation Equity Act for the 21% Century (TEA-21) in 1998

Federal Funding Sour ces

The federa government first imposed taxes on gasoline in 1932 with a one cent per
galon tax. The tax increased to two cents per gallon in 1951 at which time it was
also applied to diesdl fuel. Tax rates and the size of the federal highway program

Table 5 Distribution of Trust Fund

Account Revenues, for 1999

Amount

Fee Category (Millions) Percent
Gasoline $20,800 61.5%
Gasohol $1,256 3.7%
Diesel and Special Fuel $7,719 22.8%
Truck and Trailer Sales $2,810 8.3%
Truck Tires $416 1.2%
Heavy Vehicle Use $814 2.4%
Fines and Other $8 0.0%
Total $33,823 100.0%
Source: FHA YOUR STATE'S SHARE

have increased ever since and as of 2001 stand at 18.4 cents on gasoline and 24.4
cents on diesdl fuel. The Federal Highway Trust Fund is funded from several

different federal highway user taxes and fees, with the taxes on motor fuels being
the most productive. Table Al in the Appendix shows the mgor sources of federal
highway revenue and their current (2001) tax rates. The relative importance to the
Federal Highway Trust Fund Account of each source of revenue is shown in Table
5.

State and Local Governments

History

Roads, such as they were in the 19" century, were considered a state and local
government responsibility. In fact, cities and counties were responsible for most of
what was spent on early roads, not state governments. As the number of motor



vehiclesin use grew, states were the first to feel the pressure of calls for more and
better roads. State governments began taxing gasoline much earlier than the
federal government. They quickly appreciated the revenue potential of taxing
highway motor fuels to help finance highway construction and maintenance.
Earmarking such taxes for roads and highways gained early public acceptance as a
legitimate taxing arrangement.

In 1919, Oregon imposed the first state impost on gasoline with a one cent per
galon tax. Other states quickly followed suit, and by 1929, all 48 states and the
District of Columbia had imposed motor fuel taxes™ Initialy, states levied taxes
of one to two cents per galon. However by the time the federa government
entered the game, state rates varied from two to seven cents per galon. State tax
rates continued to climb over time and were eventually extended to cover
alternative highway fuels such as diesel fuel and propane. Current state taxes on
motor fuels are shown in Table A2 in the Appendix.

The passage of the Transportation Equity Act for the 21% Century (TEA-21) by US
Congress in 1998 created a new funding mechanism for state governments to use
to provide for transportation infrastructure. TEA-21 allows for Grant anticipation
revenue vehicles (GARVEES), which allow states to secure their transportation
bonds with the pledge of future federal aid funds. GARVEEs alow states to
“|everage federal dollars,” giving “ states more options.”*

Proponents of GARV EE bonds cite numerous advantages to their use:

Inflation costs can be avoided by paying for the project at today’ s cost;
Projects can be completed sooner; and
Costs of projects are spread across the life of the project.™®

Although Tennessee has not yet used GARVEEsS, 13 state legidatures have granted
statutory authority to issue GARVEE bonds. Southeastern states with the statutory
authority to issue GARVEE bonds include Alabama, Arkansas, Florida, Georgia,
Louisiana, and Virginia. Five of the 13 states, including Arkansas, have aready
issued GARVEE bonds."’

4 Davis and Cunningham, p. 63.
15 sundeen and Reed

6 Morris

1 bid.



Tennessee Highway Finance History

Early state aswell asloca government forays into transportation finance generally
involved some type of credit pledge or direct investment, as was true with
investments in railroad companies. Most proved to be financial disasters. As a
result of failed ventures by the state and local governments in financial
arrangements with railroad businesses, Tennessee's third Constitution (1870)
placed significant restrictions to guard against any further financial abuses that
involved railroads, turnpikes and other “internal improvements.”*®

Early roads and canals catered to those on foot, on horseback, in wagons, and on
bicycles. Until the invention of the automobile, road construction and maintenance
was generdly a local responsbility. With the growth in the popularity of the
automobile following the introduction of the relatively low-price Model T, and
growing demands by farmers for better al-weather transportation methods for
getting their products to market, the demand for better roads grew dramatically and
broadened to include more state involvement.

The inspection fee is probably the oldest surviving highway-user tax still in use. It
was first imposed on gasoline in 1899 to insure that gasoline sold in the state met
certain minimum standards. The tax was originally set at 25 cents per barrel. ™
The first automobile-related taxes/fees were levied in 1905. Automobile owners
were required to register vehicles with the Secretary of State and pay a$2 fee. The
Secretary of State assigned a number. Owners were also required to register
vehicles with county court clerks and pay an additional $1 fee. Vehicle owners
were required to make their own license plates. In 1907, privilege taxes were
Imposed on garages (tax varied depending on county population) and on autos for
hire.

State government interest in roads surfaced in 1907 but little was done until 1915.
Cognizant of the federa debate occurring on highway finance and the likelihood of
federal aid for road construction, the state recognized the need for a formal state
Highway Department and funding for it. In 1915,% a state highway commission
and highway department were established. Their activities were funded from
increases in registration fees and penaties from violations of highway laws.
Registration fees for automobiles were increased to $5-$7.50 (varied by capacity),
with the net proceeds after Secretary of State collection expenses earmarked to the
Highway Department.

18 Thorogood, p. 19.
19 Thetax is currently 1.4 cents per gallon, part of which is allocated to the highway fund.
20 Chapter 100 of the Public Acts of 1915 (Thorogood, p. 97).



In 1917, responsibility for registering vehicles was shifted away from the Secretary
of State to county court clerks. Registration fees became more variable, depending
on horsepower, carrying capacity, purpose (private or for-hire), and vehicle type
(automobile, motorcycle, truck, tractors trailers, etc). The state also imposed a 10-
cent per $100 property tax with the proceeds also earmarked to the state Highway
Department. These additional funds were levied to allow the state to maximize
their ability to receive federal highway funding. Generadly a 50-50 match was
required for road projects that used federa funds. By 1919, registration fee
revenue was shared with county governments.

The first gasoline tax in Tennessee was imposed in 1923 at a rate of two cents per
gdlon. Governor Peay had proposed the tax. The tax produced $1.5 million in
1924. While initialy supporting a strict highway policy of “pay-as-you-go,” Peay
himself responded ultimately to pressure from automobile owners and commercial
transportation businesses, and by 1927, he supported limited borrowing to finance
state highway construction.”* The original state gasoline tax was earmarked solely
for the state Highway Department for highway construction and maintenance, but
diversion to other uses dowly appeared. Diversion first appeared in the form of
grants to local governments for road use, and later for non-highway bond
retirement and even for current state government operating expenses. In 1925, the
tax was increased to three cents, in 1929 to five cents. Part of the additional
revenue from the 1929 tax increase was earmarked to local governments for use in
paying interest and principal on their outstanding highway debt.

Following Governor Peay’ s death, the state embarked on a period of raising capital
expenditures, primarily for roads and bridges. The amounts spent were in excess
of vehicle registration fees and gasoline taxes, and a growing volume of highway
debt financed the balance. Between 1924 and 1930, total state expenditures rose
from $15.6 million to amost $55 million. The gasoline tax increases of 1929, to
five cents, and of 1931, to seven cents, were largely in response to the apidly
rising burden of interest and principal payments necessitated by the dramatic
increase in highway debt. By 1933, less than one cent of the seven cent gasoline
tax was available for current operating expenses of the Highway Department.

The combination of excessve state and local borrowing, onset of the Great
Depression, and corruption and collusion between state officials and an investment
banking firm that handled many bond issues for the state, ultimately led to the loss
of millions of dollars of state funds deposited in failed banks and a loss of

21 Thorogood, p. 112.



confidence in the state and its officids. Impeachment proceedings were
considered against then Governor Horton. By June 30, 1932, “Tennessee direct
State debt was $89,072,000, including $47,200,000 of short-term Hi 2%hway debt,
and the “assumed debt” of County Highway Bonds was $32,420,301.”“ Excessive
borrowing, much of it for highway and bridge construction, along with the bad
timing of the Depression, brought the State to the brink of financial collapse.

A period of fiscal retrenchment and budget reductions took place with state
spending falling from amost $65 million in 1930 to only $44.3 million in 1936.
Vauable lessons were learned about the ultimate consequences of excessive
amounts of debt-financed expenditures.

In 1937, at the recommendation of Governor Browning, the General Assembly
passed legidation that created a plan to fund and fully retire over $128 million of
debt for which the State had a direct or indirect obligation to repay. The plan
included consolidation of various debt issues and the pledging of various revenue
sources (to fund the plan), including 5 cents of the gasoline tax and half the
revenue from motor vehicle registration fees. Ultimately, the State regained control
over its debt problem and its finances and has never since engaged in excessive
reliance on debt financing.

Tennessee' s close encounter with bankruptcy during the 1930s was the result of a
combination of excessive amounts of debt issued to finance highway and bridge
construction during the 1925-1931 period and budget deficits occasioned by the
Depression of the 1930s. Plans to pay for such construction with recurring tax
revenues and short-term borrowing eventually were discarded in favor of long-
term debt issues, with the predictable financial pressures that ultimately resulted.
It may very well be that a legacy of this desperate financial period in Tennessee's
past is partly responsible for today’s current highway finance policy that avoids
long-term borrowing.

It must be noted that Tennessee did return to financing a substantial part of its road
program through borrowing following passage of the Federal Interstate Highway
Program in 1956. This was likely done to insure that Tennessee had sufficient
revenue to leverage the federa highway trust funds that were made available to the
state for building portions of the interstate highway system. From 1958 through
1977, the State of Tennessee issued $317 million in state highway bonds.® Since

22 Thorogood, p. 129.
B FHA, Highway Statistics Summary to 1995, Table SB-2021.



then, no further bonds have been issued.* The bonds issued during the 1958-1977
period have been retired.

Pay AsYou Go Financing

While Tennessee's disastrous experience with debt-financed road and bridge
construction during the 1920s and 30s helps partly explain Tennessee's current
disdain for debt-financed highway construction, debt-avoidance is not a universaly
held gospel by all involved with highway finance. Philip Burch who wrote one of
the seminal books on highway finance would disagree with today’s popular
interpretation of highway “pay-as-you-go financing” as construction financed with
current tax dollars. His interpretation of “pay-as-you-go-financing” referred to
highway construction financed by borrowing. His argument would be that through
debt financing, funds for capital projects are obtained up front, capital projects are
built and paid for when needed, and interest and principal payments from current
tax revenue over the life of such projects would represent pay-as-you-go financing
on a pay-as-you-use-up, or wear-out, the capital item. He categorized paying for
highway construction projects with current tax money as a “paying-before-you-go-

policy.”

Even Governor Peay would partially support such a financing arrangement. In
1929, in supporting limited borrowing for highway construction, he noted...
“A part of the cost going into permanent construction may be fairly passed to the
future. That part of our roads which exhausts with use should be borne by the
generation using them.”

Debt financing can be troublesome if not related to the ability to pay interest and
principal over time in the future. However, our country would be a mere shell of
itsef if limited only to pay-as-you-go investment spending. All maor sectors of
our economy invest in capital goods. government, business, and households. How
could businesses quickly respond to growth opportunities if limited to investments
from current income only? How many households would own their own homes if
mortgage financing were not available? Growth itself depends on capital goods
formation. The critical decision in most advanced economies is not whether to
borrow and invest in capital goods, but how much can safely be borrowed and
repaid in the future.

24 Based on data from the Federal Highway Administration. Many of the issuesin the 1970s, before highway bond
issues were ended, did not involve the interstate highway system.
% Thorogood, p. 119.



Tennessee Tax Rate History Table 6 Tennessee Tax Rate History

Table 6 provides the history of Gasoline Motor Fuel

; Tax (cents) Effective Tax (cents) Effective
tax ra.te changes In Tennessee on per gallon) Date per gallon) Date
gasoline  and motor  fuel

(primarily diesel fud). 2 1923 7 1941

3 1925 8 1963

5 1929 12 6/1/81

. 7 1931 14 6/1/86

State Funding Sour ces 9  6/1/81 15 6/1/87

. . 12 7/1/85 16 4/1/89

States raise revenue for highway 16 6/1/86 17 4/1/90
use from two primary highway- 19  4/1/89
user tax sources. motor fuel 20  7/1/89

excise taxes and vehicle
registration fees®® Registration
fees are generdly referred to as
first structure taxes since they are generally levied as aflat fee, especialy on autos
and light trucks, that does not vary with road usage. Some states base registration
fees on vehicle weight, or carrying capacity in the case of trucks and tractors. Such
fees partiadly reflect the fact that road costs, both construction and maintenance,
rise as vehicle weight and load rises.

Source: TN Department of Revenue

Motor fuel excise taxes are referred to as second structure taxes. Such taxesrise as
highway usage, measured by miles traveled, increases and therefore the tax does
somewhat reflect the increased costs associated with increased usage. Four states
(Kentucky, New Mexico, New York, and Oregon) impose third structure taxes.
Such taxes are generaly imposed only on heavy vehicles, and are in