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Executive Summary

Since 2008, the Wyoming economy has been contracting even as the overall United States
economy has been expanding. Job creation is stagnant and Wyomingites are leaving the labor
force. State tax revenues are shrinking with the state economy. The sharp downturn in energy
commodities is the main culprit behind Wyoming’s downturn.

These economic and fiscal challenges are unlikely to abate. The state’s largest source of revenue
comes from mineral production, especially coal, oil, and gas. Unfortunately, the energy minerals
market is not likely to recover in the near future. Federal government regulations, such as

the Clean Power Plan, will have adverse effects on much of Wyoming’s energy sector, and
permanent technological changes have increased the US supply of oil and natural gas, which
leads to lower prices. Thus, state budget revenues are going to remain low along with the price of
energy commodities—unless fundamental changes are made.

Wyoming’s fiscal situation is even worse than current data suggest, due to the increasing reliance
on strong performance from equity markets. In the past few years, high earnings on state trust
fund investments have helped bolster state revenues, and have offset the downturn in severance
and sales taxes. However, the high fund earnings are the result of above-average stock market
gains, which cannot be guaranteed in the future. Excluding those fund revenues, Wyoming’s per
capita general revenues are down almost 10 percent in real dollars over the last 10 years.

On a positive note, Wyoming revenue forecasts have usually been conservative, especially in

the initial two-year period of each forecast. But, the forecasters have been too optimistic in
predicting a recovery in the minerals market in the later years of the forecast. This reflects an
unsubstantiated belief that better days are around the corner. After some large spending increases
in the last decade, the state government has kept spending growth in check and accumulated
sufficient savings to carry through cyclical downturns. However, policymakers now face revenue
declines that are structural, not cyclical.

Legislators should not continue to rely on savings to fix the shortfall, because falling revenues
mean that savings will not be replenished. The status quo of relative flat spending and decreasing
tax revenues is not sustainable.

To maintain the health of the state’s businesses, ranches, and families, policymakers need to
resist anti-growth measures, such as raising taxes to cover shortfalls, which will only cause a
vicious cycle of economic and fiscal decline. Policy makers should address the structural decline
in revenues with a similar cut in government spending and maintain a pro-growth tax system.
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Introduction

The purpose of this report is to analyze the Wyoming economy and fiscal balance. The data
suggest that Wyoming’s recent economic woes are not cyclical. Instead, persistent changes in
energy markets have led to a decline in the value of the state’s most important contributor to
gross output. As a result, the state’s tax collections have fallen. Since the economic environment
is the most important factor influencing tax receipts, tax revenue forecasts that govern budget
decisions should reflect changes in real economic output. In Wyoming, the Permanent Wyoming
Mineral Trust Fund (PWMTF) is only masking a growing fiscal imbalance.

An Overview of the Wyoming Economy

While the rest of the nation has largely recovered from the Great Recession, Wyoming’s
economy has yet to rebound to pre-recession trends. In Wyoming, falling real gross state product
(GSP) is largely due to a decline in the value of output in the mining and logging sector that
began at the end of the Great Recession.

The Wyoming population is approximately 600,000, which represents 0.2 percent of the US
population. Despite a low gross state product relative to the rest of US states, a small population
affords Wyoming the 8th spot on the GSP per capita ranking.

The mining and logging sector plays a significant role in Wyoming’s economy. In 2008, this
sector made up an impressive 40 percent of the state’s real GSP. Coal producers in Wyoming
account for 40 percent of all coal mined in the US, with eight of the ten largest US coal mines
located in Wyoming’s Powder River basin. Wyoming also ranks among the top 10 natural gas-
and crude oil-producing states.'

Although becoming the top energy exporter to other US states has been a blessing for Wyoming
in many respects, the state’s heavy reliance on out-of-state demand for energy leaves it
vulnerable to the notorious booms and busts of global energy markets.

After the recession, while job growth has returned to pre-crisis levels for most sectors, job
creation has slowed in the mining and logging sector. By 2015, job growth in the sector had
turned negative. As Wyoming’s natural gas, coal, and oil output continued to decline in 2016, this
has meant lower investment, fewer employment opportunities, and a decline in real household
income.

The decline in economic activity is crippling tax collection, leaving the state government to
rely mostly on savings and its mineral trust fund (PWMTF) to meet its obligations. Sales and
use tax collections are down 20.9 percent in June 2016 relative to the same month in 2015, and
severance tax revenues are also trailing last year by 34.2 percent.

Although Wyoming’s government spending as a fraction of real gross state product has not
increased, the state should enact spending cuts to reflect the state’s new economic challenges.
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Economic Activity and Tax Receipts

The economic environment is the most important factor influencing state tax receipts. Thus, tax
revenue estimates should reflect changes in economic activity. Table 1 below reveals the strong
relationships between Wyoming’s tax revenues,’ real GSP,* mining and logging production,’
and total employment,® using data from 1997-2014. Correlation measures association between
variables. A zero-correlation coefficient indicates no association, while a positive coefficient
between 0 and 1 indicates that the variables tend to increase or decrease together. The closer the
correlation coefficient is to 1, the stronger the relationship between the variables.

Below, the bolded correlation coefficient of 0.972 (column 1, row 4) indicates a strong positive
association between Wyoming’s real gross state product and total tax collections. The coefficient
0f 0.936 (column 2, row 3) suggests a strong relationship between production in the mining and
logging sector and employment in the state of Wyoming. The coefficient of 0.991 (column 2, row
4) indicates an even stronger relationship between employment and tax revenues. This indicates
that as the employed population increases, so does the total tax revenue collected.

Table 1. Relationships between real gross state product, employment,
tax revenues, and mining and logging employment in Wyoming

Variable RGSP Employment | Mining and | Tax revenues
logging

RGSP 1 -- -- --

Employment 0.983 1 - -

Mining and

logging 0.981 0.936 1 --

Tax revenues 0.972 0.991 0.929 1

The total tax revenue collected depends on economic activity which, in turn, depends on how
individuals respond to current and future tax policy.

Tax Policy in Wyoming

Wyoming is one of a few states in the US that does not levy a personal income tax. Wyoming
also does not levy a capital gains tax.

Wyoming generates the bulk of its tax revenue by levying a sales tax as well as other
miscellaneous taxes, including severance taxes. In 2015, Wyoming’s sales tax rate was 4 percent.
The average local tax was about 1.47 percent, thus the average combined sales tax was about
5.47 percent. This places Wyoming at 43™ in the rank of state and local sales tax rates in the US,
meaning that in addition to having no income tax, Wyoming has one of the ten lowest sales tax
burdens in the country.’
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In September 2016, the Tax Foundation released a report evaluating business tax systems in
the states as of July 1, 2016 (the beginning of fiscal year 2017). The Tax Foundation graded the
states on corporate taxes, personal income taxes, sales taxes and property taxes. In fiscal year
2017, Wyoming’s business tax climate was ranked first in the nation.®

The absence of a personal income tax and a capital gains tax, along with a low sales tax, partly
explains why Wyoming’s economy has consistently performed above the national average.

Wyoming’s Tax Structure

Like many states, the core of Wyoming’s budget—and the primary focus of the Consensus
Revenue Estimating Group (CREG)—is the General Fund (GF), which policymakers use to
allocate revenues for normal government operations, such as paying employees and funding
public programs. In FY 2015, General Fund revenues in Wyoming were $1.5 billion. The GF’s
three main sources of tax revenues in FY 2015 were: severance taxes on mineral production,
especially coal, oil, and natural gas ($200.7 million); sales and use taxes ($544.0 million);

and franchise taxes on businesses ($39.3 million). Earnings on investments in the Permanent
Mineral Trust Fund ($494.2 million) and Pooled Income fund ($114.2 million) also contribute
substantially to the General Fund. Taxes on cigarettes, other tobacco products, liquor, and
inheritances contribute relatively small amounts of revenue. Wyoming has a property tax that
does not contribute to the GF, but is used to help fund education and local governments. Chart 1
below presents a breakdown of these revenues for FY 2015, and the several sections that follow
analyze each revenue category more closely.’

Chart 1. Fiscal year 2015 General Fund revenues by source

FY 2015 General Fund Revenues

= Severance tax
= Sales and Use tax
Net PWMTF Income
Pooled income
= Charges-Sales and Service
® Franchise tax
= Revenue from Others

= Penalties

® Federal Aid and Grants
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1. Severance Tax

Wyoming is the second-largest energy producer in the United States after Texas,!® and revenues
from coal, oil, and gas production make up approximately 96 percent of the state’s severance tax
collections.!! The state’s severance tax revenues have generally been on the decline for the past
decade and have fallen behind population growth (see chart 2). Other sources of state revenue
include taxes on trona (an industrial mineral), uranium, and construction aggregates such as sand
and gravel.

In fiscal year 2015, 44 percent of severance tax revenues went to the Permanent Wyoming
Mineral Trust Fund, 26 percent went to the General Fund, and the remaining 30 percent was split
between the Budget Reserve Account and various other funds, such as local government and
highways.!?

Chart 2. Severance tax revenues to the General Fund

General Fund Severance Tax Revenues Per Capita
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2. Sales and Use Tax

The state sales and use tax is consistently the top revenue source for the General Fund and
comprised 42 percent of GF revenues in FY 2015." Seventy percent of revenues go the General
Fund while the rest goes to local governments.'* Adjusted for inflation, Wyoming’s state sales
and use tax revenues have been largely flat over the last decade, as shown in chart 3.
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Chart 3. Sales and use tax revenues to the General Fund
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3. Trust Fund Earnings

The General Fund receives income from two major trust funds: The Permanent Wyoming
Mineral Trust Fund (PWMTF) and the Pooled Income fund. In FY 2015, these trust funds
contributed 33 percent and 8 percent of total GF revenues, respectively.

Mineral trust funds became more common in the 1970s during a period of high energy prices.
States like Wyoming initiated trust funds to help alleviate the “boom and bust” cycle so common
to the minerals sector. States added constitutional and statutory safeguards to prevent profligate
spending during flush times, and the PWMTF is wisely structured with constitutional restrictions
on fund expenditures.

The Permanent Mineral Trust Fund can help curb the government’s urge to spend all of the
state’s tax revenues. It also provides some stability during down economic times and offers
a counter-cyclical fiscal stabilizer. Indeed, other states, such as North Dakota, have followed
Wyoming’s lead and set up similar trust funds.

The PWMTF does present two temptations, however. First, the state may rely too heavily on the
revenue from the trust fund. This temptation is even riskier when relying on capital returns above
historical averages. When those returns decline, interest groups may then propose investing

the fund in riskier assets to chase higher yields. Second, the state will be tempted to hear the
siren song of special interest groups that demand more earmarked funding. Although Wyoming
transfers much of the PWMTTF revenues to the General Fund, some of this fund’s revenue is

used for specific spending purposes such as education. Unfortunately, these earmarks create
constituencies that will support spending revenue from the Trust Fund, and ultimately endanger
the Fund.'¢



THE ECONOMIC RESEARCH CENTER AT THE BUCKEYE INSTITUTE

The PWMTF is funded by severance tax revenues and the state treasurer invests the principal
balance in financial assets, such as stocks and bonds. Wyoming statute restricts the treasurer
from investing more than 55 percent of the PWMTF in equities and the fund typically stays at
or near this statutory limit."” Because equity returns have been significantly above the historical
average since the Great Recession, the Treasurer has been forced to sell equity holdings to keep
the portfolio within the 55 percent limit. This forced “re-balancing” has greatly increased capital
gains earnings.

The state Constitution protects the principle balance of the fund from being spent, but the
investment earnings are deposited into the General Fund. However, policymakers may only
spend 5 percent of the rolling five-year average value of the fund, not the entire amount of the
investment earnings. Any income above this spending policy amount is automatically reverted to
a PWMTF reserve account. Further, if the PWMTF reserve account value exceeds 90 percent of
the spending policy amount, the difference is reverted to the PWMTEF’s principle balance.'

In FY 2015, the spending policy amount was $284.3 million, but investment income was $494.2
million, of which 70.7 percent was capital gains and the rest was dividends and interest earnings.
The difference between income and spending policy level, approximately $210 million, was
reverted to the reserve account. The balance of the reserve account after adding $210 million
was $390.0 million, which exceeded 90 percent of the spending policy level or $255.8 million.
The difference, $134.2 million, reverted to the principal balance of the trust fund. So although
investment earnings transferred to the General Fund were $494.2 million, policymakers were left
with $284.3 million to spend for FY 2015."

The Pooled Income fund is an aggregation of land funds and endowments that are owned

by various state agencies. Like the PWMTF, the funds are invested by the Treasurer and the
earnings are deposited into the General Fund. In FY 2015 the Pooled Income fund contributed
$114.2 million to the GF.** Chart 4 shows the historic change in PWMTF revenues, after reserve
account reversions, and Pooled Income revenues to the General Fund.
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Chart 4. Permanent Wyoming Mineral Trust Fund and pooled income fund
contributions to the General Fund®'
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4. Franchise Tax

The franchise tax is assessed on business licenses at $50 per year or 0.02 percent of business
assets (such as equipment and inventories), whichever is greater.? The franchise tax contributed
$39.3 million to the General Fund in FY 2015. In real per capita terms franchise tax revenues
have been largely flat over the decade, but have grown substantially over the past two biennia.

Chart 5. Franchise tax revenues to the General Fund

General Fund Franchise Tax Revenues Per Capita
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5. Other GF Revenue Sources

Other sources of General Fund revenue include charges for state sales and services, charges on
penalties and interest, “revenue from others” (such as proceeds from oil and gas lease auctions),
and “all other,” which includes the inheritance tax and various fees. These four categories
combined for 8 percent of the FY 2015 General Fund revenues. Charges for sales and services
and “all other” revenues have grown steadily over the past decade, while charges on penalties

and interest and “revenue from others” have been mostly flat, but have witnessed some especially

high years.

Chart 6. Other revenue sources’ contribution to the General Fund

General Fund Other Revenue Sources Per Capita

§275
$250

§225

Real 20155

$200
$175

$150
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

6. Property Tax

Although property tax revenues do not go to the General Fund, the Consensus Revenue
Estimating Group does forecast total state valuation of mineral property and other real property
that forms the base of the property tax. Property taxes go directly to various state accounts that
provide funding for education and local governments.

The Consensus Revenue Estimating Group

An intergovernmental agency known as the Consensus Revenue Estimating Group (CREG)
is responsible for estimating tax revenues annually. The governor and the state legislature use
CREG’s report to budget and make appropriations. CREG is co-chaired by the Director of the

Department of Revenue and the Budget and Fiscal Manager from the Legislative Service Office.

CREG also includes the directors of the Wyoming Oil and Gas Conservation Commission and
the Wyoming Geological Survey, as well as representatives from the University of Wyoming’s
Department of Economics, the State Auditor, the State Treasurer, the Division of Economic
Analysis, and the departments of Administration and Information and Education.

10
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CREG produces a preliminary report every October, updates key assumptions as necessary,
and then files a final report every January. Although the final report provides a forecast of all
sources of General Fund revenues, it primarily focuses on mineral prices and production because

Wyoming depends on minerals revenue (from severance taxes, federal mineral royalties, and coal

lease bonuses) more than any other revenue source.

CREG Forecasts

The Consensus Revenue Estimating Group provides a report to the governor and legislature
every January that forecasts revenues for the remainder of the current fiscal year (through June
30) and several additional fiscal years out. The forecast for the remainder of the current fiscal
year is important because legislators sometimes make last-minute changes to appropriations
based on these estimates. However, the most relevant forecasts for policymakers’ budgeting
purposes are for the following two fiscal years—i.e., the most relevant forecasts in the January
2016 CREG report are for FY 2017 and 2018 because the legislature and governor use those
estimates in the 2016 budget session to craft the biennial budget for FY 2017-18. Further, the
even-numbered-calendar year reports are more significant than odd-numbered years because all
biennial budget bills are crafted in even-numbered years.

Analysis of CREG Forecasts

Each of CREG’s eve-numbered-year revenue forecasts have been below actual revenues since
2006, except for the 2008 estimate of FY 2010 revenues, which CREG overestimated by

2.3 percent (see chart 7). CREG also tends to estimate each General Fund revenue category
conservatively.

Chart 7. Comparison of CREG General Fund revenue forecasts to actual revenues
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CREG’s 2016 forecast appears especially conservative, largely because CREG does not estimate
realized capital gains that accrue to the General Fund from the PWMTF. Since PWMTF capital
gains have been unusually high, CREG forecasts have been unusually low relative to actual
revenues over the last few biennia. As chart 8 shows, removing PWMTF income from General
Fund revenues altogether shows that CREG is still consistently conservative.

Chart 8. Comparison of General Fund revenue (less PWMTF income)
CREG forecasts to actual revenues
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Historically high PWMTF capital gains income is solely responsible for Wyoming’s total
General Fund revenues increasing over time. As chart 9 shows, total General Fund revenues
(including PWMTTF spending policy reversions) increased 17.3 percent from 2006 to 2015,

but less PWMTF income GF revenues have declined 9.7 percent. This signals a major revenue
problem that will be best addressed with pro-growth structural spending reforms. Unfortunately,
as of July 2016 the PWMTF is carrying a capital loss of $9.4 million, and the Pooled Income
fund is carrying a loss of $4.4 million. Capital losses are carried forward to offset future capital
gains rather than recognized at the end of the fiscal year. * Still, the losses mean that trust fund
earnings will likely be lower in FY 2016 than in FY 2015.

12
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Chart 9. General Fund revenues have declined absent earnings from
the Permanent Wyoming Mineral Trust Fund
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The Importance of Revenue Forecast Transparency

Policymakers need to understand how CREG arrives at its estimates in order to make responsible
decisions and keep the group accountable. Although members of CREG have recourse to the
Economic Analysis Division forecasts, the CREG methodology lacks transparency. It is unclear
how CREG determines its estimates for mineral prices and production, which is the main
component of the forecast. CREG also does not disclose methods for estimating other revenue
sources.?*

Transparency produces trust, while allowing taxpayers to see clearly why and how public
servants make budget decisions. Further, transparency gives citizens the ability to hold their
elected officials accountable. In addition to making good ethical sense, it allows experts to
contribute to the revenue estimating process, in order to improve the outcome.

To balance budgets, states must have an accurate forecast of revenue they can expect to collect.
The forecast may depend on economic trends that cannot be foreseen. Thus the taxing authority
should spell out the assumptions it is making when forecasting tax revenue. If legislators know
what assumptions are used in estimating tax revenue, they can better hold the revenue forecasting
body accountable for making unrealistically optimistic forecasts.

The revenue estimating body should also provide a range of estimates rather than a single best
guess. Government revenue tends to rise and fall with the economy, but economic booms and
busts are not foreseeable. For that reason, tax revenue estimates should reflect the unpredictable
nature of business cycles. The state should aim to accumulate sufficient reserves during good
years so it can pay for deficits in years when revenue is less than anticipated.

13
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Analyzing the Long-run Growth Trend of the Wyoming Economy

The Hodrick and Prescott filter (HP filter) is a useful economic tool to analyze the long-run
growth of Wyoming’s economy relative to the US.? The HP filter “smooths out” historical data
sets to separate cyclical fluctuations from the long-run trend. Despite its critics, the HP filter has
withstood the test of time and remains an accepted method for examining historical trends. %

The HP filter shows whether Wyoming’s declining economic activity is a symptom of changes in
the minerals market that have a permanent effect on potential GSP or the cyclical behavior of the

overall economy. We then compare our GSP decomposition for the state of Wyoming with the
rest of the US economy.

Charts 10 and 11 below represent real Wyoming GSP per capita between 1997 and 2014, and
reveal the differences between Wyoming’s recovery and that of the rest of the nation.

Chart 10. Wyoming gross state product decomposed with HP filter (long-run trend on
left, cyclical component on right, all units are in logarithms of real 2015$ per capita)
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Chart 11. US gross domestic product decomposed with HP filter (long-run trend on
left, cyclical component on right, all units are in logarithms of real 201583 per capita)
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Analysis of CREG Severance Tax Revenue Forecasts

Declining General Fund revenues over the past decade are principally attributable to volatile
severance taxes that have shown a distinct downward trend over that time. Overall, CREG

has done a reasonably good job of making conservative revenue estimates in the near term,

only missing the mark substantially at times of major mineral price changes. Such misses are
inevitable given the volatility of globally-traded commodities. However, CREG is generally
overly optimistic about the long-run, and though the group has generally tempered that long-run
optimism in its 2016 forecast, the 2016 forecast of the 2019-2020 biennium is still too rosy.

In real per-capita terms, severance tax revenues to the General Fund were 36 percent lower in
2015 than in 2005. This marked decline, shown below in chart 12, has continued into the current
fiscal year—collections through June 2016 are 11 percent lower than the January 2016 CREG
report projected.?’” As a share of total GF revenues, severance taxes have fallen from 27 percent
in FY 2005 to 13 percent in FY 2015.

15
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Chart 12. Severance tax revenues to the General Fund
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Natural gas is the primary driver of falling severance tax revenues. Historically, natural gas
provided the most severance tax revenues, but gas revenues have fallen over the past decade and
are now approximately equal to both coal and oil revenues as a share of total severance taxes (as
shown below in chart 13)

Chart 13. Mineral shares of total severance tax revenues
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Natural gas revenues fell 65 percent in nominal terms from 2006 to 2015. Chart 14 shows that
CREQG has typically underestimated or been near to actual revenues in the first two fiscal years of
each forecast. However, CREG has consistently been overly optimistic about the path that future
gas revenues would take—including the 2016 forecast of nearly-flat revenues.?

16
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Chart 14. Comparison of historical natural gas severance tax revenues to CREG
forecasts

Natural Gas Severance Tax Revenues: CREG Forecast vs.
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This decline in natural gas revenues in Wyoming is largely attributable to the increase of
worldwide gas supplies, which caused a fall in natural gas prices. Nominal prices at the Opal
Hub have fallen 54 percent from 2006 to 2015.2 CREG’s 2016 forecast also appears to be
optimistic relative to the downward trend, as chart 15 demonstrates. Prices have been on an
unmistakable downward trend since at least 2006, but CREG consistently projected that prices
would bounce back sharply by the end of the forecast period. There is insufficient evidence

to support forecasting a rebound in natural gas prices during the 2016 forecast period. In fact,
calendar year-to-date prices have averaged $2.12 per thousand cubic feet (Mcf) at the Opal Hub
through September 2016, falling from the 2015 average of $2.48.%° This is a decline of 15 percent
in less than a year.

17
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Chart 15. Comparison of historical natural gas prices to CREG forecasts
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Natural gas production peaked in 2009 and has fallen 25 percent since then. As chart 16 shows,
CREG overshot its production estimate substantially in 2010 and 2012 and did not sufficiently
temper its 2016 forecast. Gas production through the first half of 2016 is down 6 percent
compared to the first half of 2015, but CREG predicted a 1 percent increase.’!

Chart 16. Comparison of historical natural gas production to CREG forecasts
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Coal and oil severance tax revenues have generally increased as natural gas severance tax

revenues declined, but not enough to make up for the loss in natural gas severance tax revenues.

Coal severance tax revenues grew from 2005 to 2011 but fell from 2012 to 2015 (see chart 17),
although in nominal terms they are still 47 percent above 2006 levels.*

Chart 17. Comparison of historical coal severance tax revenues to
CREG forecasts
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As chart 18 displays, coal prices have been stagnant to moderately declining for the past three
years.* Wyoming coal sold for $11.50 per ton, on average, during 2015. Year-to-date through
September 2016 the average coal price is down to $9.17 per ton.** CREG’s 2014 forecast
projected that coal prices would be $13.50 in 2015, and its 2016 forecast also projected that
prices would remain at $13.50 from 2015-2020.
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Chart 18. Comparison of historical coal prices to CREG forecasts
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Coal production has declined over the last decade, falling 11.4 percent from 2006 to 2014.%
This trend has continued into 2016—according to EIA, coal production through the first half of
2016 is 26 percent lower than the first half of 2015.°° At the current rate of production, through
the first three quarters of 2016, production for the year will be approximately 275 million tons.
This would be 25 percent less than CREG’s estimate of 365 million tons and well below historic
levels. CREG believes coal production will level out through 2020 rather than continue falling
(see chart 19). This estimate is actually conservative relative to EIA’s prediction that output of
Western coal will grow slightly over the next five years.?’
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Chart 19. Comparison of historical coal production to CREG forecasts

Wyoming Coal Production: CREG Forecast vs.

Annual
500
2 450
o
o
E 400
S3% T
300
T TH T T o TH Th. T 9. 9. T 9. 9. T o
[#) [#) a [#) [#] [2] [ [#] [7) [#] (2] [} [2] [#] [2]
% O G QG Y Y Y % Y U Y% Y Y
) 006 2008 2010 2012
— 7014 2016 e Actual e Linear trend

Oil severance taxes have generally increased sharply over the last decade, as chart 20 shows.*®
Revenues grew by nearly 150 percent from 2005 to 2015, offsetting approximately 30 percent of
the fall in natural gas revenues during that time.

Chart 20. Comparison of historical crude oil severance tax revenues to CREG
forecasts
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Oil prices in Wyoming are consistently lower than the West Texas Intermediate benchmark
price and changes in the average Wyoming price track closely to changes in the WTI. The
average sales price per barrel for Wyoming crude fell nearly 50 percent from 2014 to 2015 (see
chart 21).** The Wyoming state budget will face severe pressure if oil prices stay this low for a
sustained period because oil provides the state’s best prospect for future severance tax revenue
support. Unfortunately, EIA’s average monthly Wyoming oil price through July 2016 is $39.06
per barrel, 7 percent below CREG’s 2016 estimate of $42 per barrel.*

Chart 21. Comparison of historical crude oil price to CREG forecasts
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These lower prices have corresponded with a steep decline, since the beginning of 2015, in
the number of new oil and gas wells in Wyoming (as shown in chart 22).*! Although energy
companies have become more efficient in the face of low commodity prices, these efficiencies
are unlikely to make up for the lack of new wells. Further compounding the issue, well output
typically declines dramatically within two years of production.
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Chart 22. Historical count of oil and gas rigs actively drilling in
Wyoming
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Wyoming oil production skyrocketed 62 percent from 2010 to 2015,*? but oil production

through the first half of 2016 is 17 percent lower than the first half of 2015.* Fortunately, CREG
projected oil supply to fall to 75 million barrels in 2016 (see chart 23) and actual oil production
is on track to hit 74.9 million barrels. Wyoming oil supply could fall further in the next two fiscal
years due to declining production from existing wells and a lack of new investment.

Chart 23. Comparison of historical oil production to CREG forecasts

Wyoming Crude Oil Production: CREG Forecast

vs. Actual
100
v 90
o
E 80
g 0 &
= 60 . o
S g5y =TT
40
D T T T Th T TH. TH. T T T T T Ty o
[ [2) [2 [ [ [2) o (%) [ [2] [2) (%) [ [2] 2]
G O G G Y %, % G Y Y % % % %
— 2006 2008 2010 2012
— 0014 — 2016 e Actual et Trendline

23



THE ECONOMIC RESEARCH CENTER AT THE BUCKEYE INSTITUTE

Wyoming Policymakers Should Not Count on Minerals Markets to Rebound

Horizontal drilling and hydraulic fracturing (fracking) technology have made oil and gas wells
far more productive, which has increased domestic gas and oil supplies, and driven down prices.
US shale gas production increased 535 percent from 2008 to 2015,* while the Henry Hub natural
gas spot price declined 70 percent.* The oil market has mirrored the natural gas market. CREG
and the EIA agree that energy commodity prices have bottomed out. However, it is likely that
prices will trade within a narrow band for the foreseeable future. As prices increase, producers
will complete wells that have already been drilled but are not yet producing (DUCs) and invest in
new wells, causing production to rise and prices to again fall.*

Meanwhile, the coal market faces substantial pressure from government regulations and from
natural gas, which is taking market share for electric power generation. Neither of these factors —
regulation and competition — will change in the near future.

In sum, prices and production for all commodities are weaker so far in 2016 than in 2015. Thus,
it is imprudent to expect that any source of severance tax revenue will bounce back substantially
any time soon.

Worst-case Scenarios in Wyoming’s Future

In reviewing the Wyoming tax structure, it is clear that two main problems plague state revenues.
First, revenue growth is totally dependent on Permanent Wyoming Mineral Trust Fund gains.
Second, severance taxes, which have historically been the backbone of revenue collections, are
in a major and ongoing decline. Policymakers must find a way to adjust spending and taxation
towards pro-growth policies that will balance the budget and grow revenues without raising
taxes.

Mineral Trust Fund Earnings Are Unsustainable

While the decline in mineral severance taxes has put stress on the Wyoming budget, the
investment income from the Wyoming Permanent Mineral Trust Fund has helped fill the budget
gap. This income is the only revenue source that is growing on a real per-capita basis. This
source of revenue has increased by 134 percent over the past decade, but such a high level of
income is unlikely to be sustainable. Wyoming has prudently constructed the Trust Fund, but the
state’s increasing reliance on Trust Fund income jeopardizes the state’s fiscal future insofar as it
appears unlikely that equity returns will remain at current levels.

Again, investment income from the Permanent Wyoming Mineral Trust Fund is the sole revenue
source that is growing General Fund revenues on a real per-capita basis. This fact bodes poorly
for Wyoming especially because the high growth in capital gains income is unlikely to continue.
Wyoming policymakers should use this opportunity to build up savings and enact pro-growth
spending reform to bring appropriations in line with revenues before PWMTF income drops off
and leaves a large hole in the budget. Chart 24 displays the growing gap between General Fund
revenues less PWMTF earnings and General Fund appropriations.
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Chart 24. Comparison of General Fund appropriations, total revenues,
revenues with net PWMTF income, and revenues less PWMTF income
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The Clean Power Plan May Sharply Reduce Domestic Coal Demand

The Clean Power Plan (CPP) is a federal regulation to reduce carbon dioxide emissions from
power plants. The regulation is currently being reviewed by the US Court of Appeals for the
DC Circuit. If it is upheld, the CPP is expected to force many coal-fired power plants to close
prematurely and reduce the output of remaining coal plants.*’ The decline in national coal
generation would reduce demand for Wyoming coal and cause a permanent decrease in coal
severance tax revenues.

At the same time, demand for natural gas is expected to increase slightly as gas plants fill the
void left by coal plant shutdowns. Oil markets should not be affected. On balance, the Clean
Power Plan would be a net harm for Wyoming if it goes into effect

The Center for Energy Economics and Public Policy at the University of Wyoming, in
conjunction with the Rhodium Group, analyzed how the CPP would change Wyoming oil and
gas production in 2020 relative to a baseline forecast.*® Table 2 below shows an estimate of
the CPP’s impact on severance tax revenues to the Wyoming General Fund using that report’s
estimates of 2020 production and CREG’s 2016 forecast of 2020 prices.
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Table 2. Estimate of the CPP’s impact on Wyoming severance tax revenue

2020 Severance Tax Revenue Impact — CPP Regional Compliance with Energy Efficiency
Baseline CPP

Price Production Revenue Production Revenue
Coal $13.50 271,703,704 $256,760,000 | 173,890,371 $164,326,400
Natural gas $3.40 991,882,353 $202,344,000 | 1,055,362,824 $215,294,016
Total -- -- $459,104,000 -- $379,620,416
Difference -- -- - - -$79,483,584
Percent
change -- -- -- -- -17.31

Using these assumptions, the CPP reduces net severance tax revenues by more than 17 percent in
2020. If the Plan is implemented, then Wyoming’s total severance tax collections would be $30.8
million lower in 2020 relative to CREG’s 2016 forecast (see chart 25).

Chart 25. Estimated impact of CPP on Wyoming General Fund severance tax revenue

in 2020
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Government Spending in Wyoming

As chart 26 shows, Wyoming typically spends more than its General Fund revenues. However,
the state uses the Budget Reserve Account (BRA), which receives its own revenues plus funds
left over in the General Fund at the end of the year, to cover the difference between GF revenues
and spending. The state also has a rainy day fund, the Legislative Stabilization Reserve Account
(LSRA), that can also make up for budgetary shortfalls. General Fund spending has been
relatively flat for the past 7 budget cycles.*

Chart 26. Comparison of General Fund appropriations to revenues
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In the 2015-16 biennium, General Fund revenue fell short of appropriations by 32 percent.
Despite this difference, the ending General Fund balance was estimated to be positive at

$104.19 million, mostly due to spending of $922.5 million in Budget Reserve Account revenues.
However, Wyoming statute mandates that 5 percent of General Fund revenues be left in the
account, meaning that by law the ending balance should have been at least $109.86 million.
Taking into account the state’s failure to meet this reserve mandate, the state carried over a deficit
of $5.67 million over the biennium.>

As table 3 highlights, the deficit would have been larger save for agency budget cuts of $108.1
million imposed by the Governor and a cancellation of $184.4 million that was originally set-
aside for LSRA savings. If it were not for these measures, the ending balance would have been
$298.1 million short of the statutory 5 percent reserve.’!
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Table 3. Analysis of FY 2015-16 General Fund and Budget
Reserve Account

2015-16 Biennium

GF revenues (Less PWMTF

reversion) $2,370,426,553

GF appropriations (From 2014,
2015, and 2016 budget bills)

Difference
BRA Revenues
Agency budget reductions

$(3,471,974,263)

$(1,101,547,710)
$922,524,390
$108,094,208
$184,353,888
$(9,235,073)
$104,189,703
$109,860,000
$(5,670,297)

Cancellation of LSRA savings

Net effect of other changes

Ending balance

Statutory reserve

Difference

Wyoming’s fiscal profile, published by the Legislative Service Office, gives a detailed breakdown
of where the state’s “traditional funds” will likely be at the end of the 2017-18 biennium. As
Table 4 shows, the total change over that time is an alarming $662.61 million spend-down of
reserve accounts that is not sustainable.’? When reserve accounts are emptied, the state will have
to balance revenue and spending in the same year.

Table 4. Analysis of traditional funds balances at fiscal year-end 2018

Appropriations of Traditional Funds Over 2015-16 and 2017-18 Budgets

Beginning Ending Change
General Fund $0.00 $0.00 $0.00
Budget Reserve Account $104.35 $104.55 $0.20
Legislative Stabilization Reserve Account $1,811.87 | $1,590.87 -$221.00
Strategic Investments and Projects Account $135.00 $0.00 -$135.00
School Foundation Program Reserve Account $0.00 $100.00 $100.00
School Foundation Program $100.00 $100.00 $0.00
School Capital Construction Account $0.00 $0.00 $0.00
PLF Holding Account $475.00 $68.19 -$406.81
Total $2,626.22 | $1,963.61 -$662.61

Among programmatic budget categories, spending increases have been greatest for higher
education, health, and general government over the past 5 budgets. At the same time, the
category that saw the biggest cuts was long-term savings, such as the LSRA rainy day fund—and
the largest cut was in FY 2015-16.
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Table 5. Major spending changes over past five budgets

Higher General Long-term

Biennium education Health government savings
2007-08 $143.15 $202.10 $367.62 $216.98
2009-10 -$15.07 -$56.78 -$10.55 $183.31
2011-12 -$43.31 -$43.31 -$233.56 -$91.72
2013-14 $134.99 $134.99 -$22.42 $49.47
2015-16 -$4.45 -$4.45 $99.28 -$554.04
Total

change $215.31 $232.55 $200.38 -$195.99

Overall, the state has kept spending to reasonable levels. However, given the stagnation in total
revenues, the structural declines in the minerals markets, and the low probability of continued
windfalls from the PWMTF earnings, policymakers need to make hard choices now about

how to bring spending in line with future revenues. Most importantly, the state needs to avoid
honeypots like Medicaid expansion, which promise short-term budget gains but long-term fiscal
and economic damage.

Conclusion

Wyoming is in a precarious situation. The state economy has been contracting for several years,
even as the US economy has improved, post-recession. Wyoming tax revenues are falling behind
its spending patterns.

Unfortunately for policymakers, the situation is likely to worsen.

Coal, oil, and natural gas production have historically provided a stable base for employment,
economic growth, and tax revenues in the state. However, these energy markets have faced
severe and structural difficulties in recent years that are unlikely to improve meaningfully
anytime soon. Policymakers should not count on energy companies to bounce back and start
laying golden tax-revenue eggs again.

Even worse, the state is highly vulnerable to the next economic downturn.

All states struggle during recessions because revenues typically fall and demand for government
services, such as welfare programs, increases. Wyoming revenues are already stagnant to
declining, and the only bright spot has been high earnings from the Permanent Wyoming Mineral
Trust Fund. But, PWMTF earnings are only increasing because of abnormally high stock market
gains. Because stocks tend to fall with recessions, PWMTF earnings will fall during the next
economic downturn. In that case, Wyoming policymakers will be forced to satisfy higher demand
for state spending with savings. The result would likely be disastrous.

Although Wyoming policymakers generally take a responsible approach to budgeting and

do well to set-aside savings, these habits will not likely suffice during the next recession.
Policymakers should make pro-growth changes now so that when the next downturn happens,
the state can stay solvent and make a strong recovery.
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Appendix A: State Tax and Spending Fundamentals

Taxes affect state and local economies. By creating financial incentives and disincentives, taxes
influence earnings, employment decisions, productivity, corporate hiring, individual spending,
and ultimately a state’s economic health. Ideally, a state tax system should be easy to enforce,
with a broad tax base designed to keep tax rates flat and low in order to minimize taxation’s
distorting effects on how people work, save, invest, and spend.

Income Taxes: Personal and Corporate

By taxing personal income, states inevitably influence incentives for earning that income. The
less income that an earner is permitted to keep, the less incentive she has to earn it. Income taxes
are often progressive, meaning that the more one earns the higher the tax rate on those marginal
earnings.’” Taxing labor income, or wages, creates incentives for workers to substitute leisure
for labor, whereas lower income tax rates create incentives to work, earn, and keep more. The
Organization for Economic Cooperation and Development (OECD), for example, found that

a 10 percent reduction in the marginal income-tax rate increased the employment rate in the
average OECD country by 3.7 percentage points.> Similarly, progressive taxes on savings and
investments create disincentives to save and invest. The less that people earn and the less that
they save and invest, the lower their standard of living. Thus, the incentives and disincentives
created by state income tax policies can have profound effects on state and local economies.>*

Corporate income taxes, or taxes on corporate profits, create similar incentives for businesses,
but their effects extend beyond the corporation itself and will ultimately be felt employees,
shareholders, and local economies. Businesses can choose where to incorporate and where to
locate. They can seek out states and communities with low or no corporate taxes, and will often
avoid locating in states with higher corporate tax rates. Thus, states with higher corporate taxes
will see less corporate investment and fewer employers. Fewer employers offering fewer jobs
and lower investments mean less production and less employment, which will, in turn, mean the
state’s economy will grow more slowly.> In fact, research shows that the corporate income-tax
rate is the most significant, harmful tax affecting economic growth.*

Corporate taxes do not merely influence where businesses locate. The burden of corporate

taxes ultimately falls on employees and consumers. Corporate taxes affect employee wages and
earning potential. Money that businesses pay in taxes cannot be spent on wages or other capital
investments and improvements that might otherwise benefit employees and shareholders. Capital
investment has been shown to affect employment growth, wages, and productivity. Harden and
Hoyt, in a study of state tax systems, conclude that corporate income taxes negatively impact
employment growth rates.’” Less capital investment means fewer hires, which reduces the
demand for labor and thus lowers wages. Conversely, lower corporate tax rates tend to improve
productivity, which then improves profitability and employee wages.*®
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Consumption and Severance Taxes

Unlike income taxes, consumption or sales taxes are almost never progressive. Instead, sales
taxes are typically “flat taxes” that charge the same rate to every consumer regardless of the
amount purchased or used. This makes sales taxes some of the easiest taxes to administer.*

Sales taxes boast important advantages over personal and corporate income taxes. First, whereas
income taxes apply to all income, including savings and investments, consumption taxes only tax
money when it is spent. Thus, sales taxes do not discourage earning, saving, or investing—the
key ingredients to economic growth.®® Second, consumption taxes are relatively inexpensive

to collect and enforce, particularly when the rate is the same for many goods and services.
Progressive income taxes, by contrast, can be complicated and time-consuming for both the
taxpayers and state administrators. Third, sales taxes have flexibility to be spread across broader
tax bases in order to reach additional goods and services while maintaining a low overall tax
rate. The broader the tax base to which a consumption tax applies, the lower the tax rate needed
to collect a given amount of revenue. Broadening the tax base and keeping the rate low allows
states to raise additional revenue when needed without significantly increasing enforcement and
administrative costs, and without doing further damage to earning and investment incentives. Tax
research has shown that consumption taxes have a smaller negative effect on economic growth
than do personal or corporate income taxes.*!

To be sure, all taxes affect behavior, and consumption taxes influence consumers by creating
incentives and disincentives for purchasing certain goods and services. Higher sales taxes on
particular products discourages consumers from purchasing them. Many states, for example,
have high tax rates on cigarettes in order to discourage smoking. Similarly, some states have
sales taxes that apply to narrow bands of goods while excluding most services. When goods

but not services are taxed, there is an incentive to purchase services over goods. > But with the
exception of high sales taxes on business equipment,® such incentives do not tend to have the
same adverse effects that income taxes have on broad economic growth, investment, job creation,
and earning power.

Limiting the effect of consumption taxes, however, depends on states taxing only the final sales
of goods and services, and avoiding the temptation to tax gross receipts or business-to-business
transactions. Taxes on gross receipts and business-to-business transactions can quickly pyramid
and distort markets for goods that require several production stages. As those business-to-
business taxes compound through the production process, the final sales price grows increasingly
expensive.

Severance taxes offer resource rich states—Ilike Wyoming—another potential revenue stream.
Such revenues, however, are less consistent than with most other tax bases and are subject to
their own supply and demand incentives. States may raise severance tax rates on land without
good alternative uses without affecting too heavily the incentive to extract resources. But when
land enjoys a number of alternative uses, the landowners’ bargaining power limits the flexibility
of severance taxes. The higher the severance tax on mining and drilling firms extracting
resources, the less those firms will be willing to offer landowners—and thus, the less incentive

33



THE ECONOMIC RESEARCH CENTER AT THE BUCKEYE INSTITUTE

for landowners to agree to drill or mine. Lower levels of resource extraction lower the severance

tax revenues for the state. States that rely heavily on severance taxes and taxes on resource
extraction can afford to provide more government services with relatively low tax burdens on
most of the state when commodity prices are booming. But when commodity prices drop, states
often will have to cut public spending or raise taxes to maintain financial balance.

Property Taxes

Taxes on real property offer states an additional source of tax revenue. Although harder

to avoid than income or consumption taxes, real property taxes do create incentives and
influence behavior. How states assess property values and levy taxes may discourage property
development and improvement. Property taxes, like corporate income taxes, may factor
significantly in business location decisions, especially for small businesses.* Tax rates on
commercial property often exceed those on comparable residential property, and may therefore
discourage business formation.®

Public-sector Spending v. Private-sector Spending

Increasing government spending to hire additional workers will not spur a state’s slowing
economy. In order for state governments to spend more, they must raise taxes. Those taxes

are paid by businesses and individuals that will then have less money to spend on other goods
and services. With less money spent on goods and services, demand decreases—prompting
production, wages, and employment eventually to decline. Thus, increases in public-sector
employment—requiring more government spending—will be offset ultimately by reductions in
private-sector employment® and economic growth.®’

By contrast, limiting taxing and spending allows individuals and corporations to keep more

of their earnings and profits—creating incentives to work harder, earn more, and increase
profitability. Individuals prefer to spend their earnings on goods and services of their own
choosing, not the government’s. Likewise, businesses with lower tax burdens are free to spend
more of their capital and profits on investments and resources designed to increase profits,
maximize production, and expand capacity. State taxes discourage such investments and make
expansion more difficult, reducing productivity and curtailing employment opportunities.
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