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In conclusion, I must emphasize again: Pennsylvania is not the only state - and the U.S. is not
the only country - with abundant shale resources, and competition for limited capital is real. I
encourage each of you here today; to change the conversation from higher taxes to how to
make our state competitive, nationally and globally. We have the opportunity to keep
generations of Pennsylvanians working here, paying taxes here and growing businesses - like
mine - here. We can bring manufacturing to all corners of the Commonwealth and especially
northeast Pennsylvania where the supply is in our back yard. Therefore, I would urge you to
work with the industry on policies that will make Pennsylvania a more attractive, more
competitive state to ensure Pennsylvania - not just the Gulf - is a beneficiary of the full
potential that can be brought to bear if hard-working legislators like you put economic growth
and job creation first. Prosperity through taxation simply does not work .
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Mr. Chairman and members of the committee.
Thank you for inviting me to testify about the role a severance tax should play in Pennsylvania.
This is a topic that, as you know, has been subject to substantial debate over the years. There is very little
new that can be said on the subject. The Pennsylvania Budget and Policy Center has been calling for a
severance tax for years. This weekend I had an opportunity to re‐read a substantial paper written in 2008
by my predecessor Sharon Ward and our former policy analyst, Michael Wood, and was struck by two
things.
The first is how little has changed with regard to the arguments for and against a severance tax, simply on
the grounds of economic equity and efficiency. There was an overwhelming case to be made for instituting
a severance tax in 2008. And there is such a case to be made today.
The second is how the political and fiscal context in which we are talking about the tax makes the case the
need for a severance tax even stronger today than it was in 2008. So that is where I am going to begin.
The Two Pennsylvania Deficits
Since the beginning of the Great Recession, we rarely use the words “Pennsylvania budget” apart from the
word “deficit.” The structural budget deficit— the persistent lack of revenues to meet on‐going expenses—
has been the defining feature of state politics since 2009. Yet, despite this incessant focus on the deficit,
too few Pennsylvanians understand why we have a budget deficit and what the deficit means for the state.
As persistent as the budget deficit is the notion that out of control state spending is responsible for it.
Nothing could be further from the truth. As Table 1 shows, as a percent of the state’s Gross Domestic
Product, state expenditures and revenues have both declined substantially in the years since 2011.1
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Careful readers will note that in all three periods under consideration, revenues exceed expenditures as a percent of
GDP. So why has the state not been accumulating surpluses? The answer is that revenues each year must exceed
expenditures to provide a reserve for tax refunds to those whose withheld tax payments exceed their tax obligation.
The refund reserve is typically 4% of expenditures or .18% of state GDP.

Table 1

Pennsylvania General Fund Expenditures and Revenues as a Percent of GDP (nominal
figures in millions)
Fiscal year
ending

Expenditures
/ GDP

Revenues / GDP

Average 1994 to 2011

4.71%

4.89%

Average 2012 to 2015

4.37%

4.49%

Average 2016 to 2017

4.32%

4.33%

Proposed 2018

4.29%

4.47%

The problem, however, is that revenues have declined faster than expenditures. This was not the result of
happenstance. It was a product of repeated cuts to corporate taxes in the state. Figure 2 shows that
corporate taxes bring in a substantially lower share of all state taxes now than in the past. If corporate taxes
brought in the same percentage of state revenues as they did in 2003‐2004, total revenues would $2.3
billion more per year than they are today. We would be talking about how to invest our surplus rather than
how to close a structural budget deficit.
Figure 1

That our budget deficit is a product of reductions in revenues rather than an expansion in state spending
points to a second importance context in which we are discussing the severance tax today. The budget
deficit is not the only deficit this state faces. We also face a substantial investment deficit, a failure to invest
in the common goods that are necessary to make our communities thrive.
This is not the place to give details about that deficit, to which we have pointed in our recent analysis of the
Governor’s proposed budget. But the basic elements of the investment deficit are broadly known:
Pennsylvania
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continues to have the most unequally funded public schools in the country;
is fourth from the bottom of all states in spending on higher education and 35th in the percentage of
adults with college degrees;
is near the top of the list of states with the most structurally deficient bridges;
and spends about a one-third on the Department of Environmental Protection compared 2008 despite
the greater burden placed on the department by the growth of natural gas fracking.

Given both our budget and investment deficits, Pennsylvania must secure new recurring revenues. Yet, at a
time when wages are stagnant, it should not do so by increasing taxes on working people and the middle
class. Instead it should turn to taxes that fall more on businesses and people outside the state.
Why the Severance Tax Makes Sense
In this context, the severance tax continues to be good public policy for Pennsylvania, just as it was when
first proposed years ago. Indeed, in light of our recurring budget problems, it is should be a matter of both
astonishment and regret that we have not put in place such a tax years ago.
First, the severance tax will bring in substantial new revenues on a recurring basis. Even at current,
relatively low natural gas prices, a modest tax would bring in $200 to $300 million per year. And that
amount is expected to double and triple over the next few years as natural gas prices rise.
Second, the severance tax will not fall on working and middle class people in the state. There is some
dispute about the incidence of the tax. But on any of the reasonable assumptions about who ultimately
pays the tax, it falls lightly on the people who can least afford to pay it.
The Independent Fiscal Office (IFO) believes that most of the tax is passed on to consumers.2 That would
concern us except for a salient fact: much of the natural gas produced in the state is consumed outside the
state. Pennsylvania residential consumers of natural gas are already paying the severance taxes imposed by
other states and would not be burdened by a Pennsylvania severance tax. Indeed, the IFO estimates that
only 18.9% of severance tax revenues would be paid by consumers inside the state and only 7% of
severance tax revenues would be paid by residential consumers in Pennsylvania.
Some critics of previous IFO projections have held that a larger portion of the natural gas severance tax
would be paid by natural gas producers and by those who own the land leased by those producers. Given
that the market for natural gas is fairly competitive, while landowners have fewer opportunities to secure
the high returns they get from leasing the right to drill for natural gas on their land, it is not implausible that
a larger portion of the tax will be paid by these landowners, in the form of lower royalties.
If this were to take place, some Pennsylvanians will secure less income. But most of the tax burden will fall
on those with higher incomes. Thus even if the tax is not all passed on to out of state consumers, a
severance tax is far preferable to an increase in the personal income tax or sales tax as a means, both of
which fall more on low‐ and moderate‐ income Pennsylvanians. Indeed, one of the great advantages of a
severance tax from the point of view of equity is that it taxes some of the windfall received by those whose
land has become far more valuable due to unforeseen changes in technology.
Third, there is no reason to think that a severance tax would have any dramatic impact on the amount of
natural gas produced in the state. As a general rule, we tend to over‐estimate the impact of taxes on
economic activity, mainly because those who pay taxes speak up loudly against them. And that is certainly
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Independent Fiscal Office. Analysis of Revenue Proposals, FY 2017‐2018 Budget, April 2017.
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true in this case. A modest severance tax would be a relatively small part of the costs of producing natural
gas in Pennsylvania. Every other state with substantial unconventional natural gas production already has a
severance tax in place. The cost of producing natural gas in Pennsylvania is not higher than in other states.
And the costs of distributing natural gas from Pennsylvania to the states in the Northeast and Midwest that
are the largest consumers of natural is substantially lower than of doing so from most competitors.3
Some opponents of a severance tax say that natural gas producers already pay our corporate net income
tax which is, on its face, one of the highest in the country. But, as we have pointed out in the past,
corporate taxes from producers of natural gas in Pennsylvania have fallen since an initial rise in 2010.
Natural gas producers can take advantage of federal tax incentives to reduce both federal and state taxes
and have established subsidiaries that can take advantage of the Delaware loophole to reduce their
corporate tax payments to Pennsylvania or that allow them to pay the low personal income tax rate rather
than the corporate tax rates.
Indeed, when a severance tax was initially considered in the state, natural gas producers fully expected to
pay it. One spokesperson from Chesapeake Energy Corporation said in 2009 that “we gladly pay a
severance tax in every state where we’re active, except New York and Pennsylvania.”4
Conclusion
The United States is rich in many resources including natural ones. And, wherever and whenever a state has
substantial natural resources, it has taxed them with some kind of special tax above and beyond the normal
business or corporate profit tax. That’s true when state governments have been run by Democrats or
Republicans, liberals or conservatives, progressives or reactionaries. The two states richest in natural
resources Alaska and Texas instituted large taxes on oil production when they were run by Democrats. They
maintain and increased those taxes when they were run by Republicans—including when the governor of
Alaska was a well‐known conservative Republican named Sarah Palin.
So why is Pennsylvania the outlier? I think the answer can only be one thing: the entrepreneurial energy of
Pennsylvanians who have seen an opportunity in blocking a severance tax and taken it. And I don’t mean
the entrepreneurial energy of natural gas producers who, as we have seen, are willing to pay the tax. I
mean the entrepreneurial energy of politicians who have seen an opportunity to secure over $9 million in
campaign contributions, not just from those producers but from organizations that oppose taxation and
government spending in general, in return for blocking a severance tax in our state.
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Distribution costs make up about 48% of the price of consumer natural gas. See, U.S. Energy Information
Administration, Residential Gas Prices: What Every Consumer Should Know, December 2008,
http://www.eia.doe.gov/neic/brochure/oil_gas/rngp/index.html.
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Jay Gallagher, “Gas‐drilling tax proposal stirs protest in Albany,” Elmira Star‐Gazette, March 26, 2009
http://www.stargazette.com/article/20090326/NEWS01/903260391&referrer=FRONTPAGECAROUSEL
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