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Executive Summary

In Colorado we are experiencing the worst fiscal crisesin the last half century. In this
study we document the magnitude of the fiscal crises, comparing the revenue shortfal in
this recession with that in previous recessions. We then explore the reasons for the
greater severity of the current fiscal crisesin Colorado compared to prior fiscal crises.
The next sections discuss how our fiscal policies and fiscal rules of the game have
contributed to the severity of the fiscal crises. We conclude with a discussion of the need
for reformsin our fiscal policies and fiscal rules to better achieve budget stability.




Fiscal Crises in Colorado

By Barry Poulson, Senior Fellow

|. The Most Severe Fiscal Crisesin Half a Century

A. Revenue Shortfall in this Recession

In FY 2001-02 Colorado experienced the worst fiscal crises in more than half a century.
In that year, genera fund revenues fell amost one billion dollars--fifteen percent from
the previous year. General fund revenues are not projected to fully recover to pre
recession levels for another four years, until FY 2005-06. The fiscal crises has required
major cuts in government spending and employment resulting in cutbacks in a number of
state services. The state has had to halt many construction projects, especialy in
transportation.

Table 1. TABOR Revenue

Fiscal Year | TABOR

Revenues
2000-01 8877.1
2001-02 7752.2

2002-03 7840.2
2003-04 8321.2
2004-05 8784.3
2005-06 9359.8
2006-07 9867.6

2007-08 10417.7

Source: Based upon forecasts by the State Office of Budget and Planning, Colorado Economic Perspective,
December 2002.

B. Revenue Shortfallsin Past Recessions

To capture some idea of the magnitude of this fiscal crises we can compare it to other
fiscal crisesin Colorado. We have experienced general fund decreases only three other
timesin the last 61 years. Revenue declines occurred in FY 1944-45, FY 1962-63, and
FY 1980-81.

The drop in revenue in FY 1944-45 was about 14% and is attributed to the drop in
employment due to World War I1. In contrast to the current fiscal crises, revenue



increased rapidly in the following fiscal year and continued to grow throughout the post
World War |1 years.

We experienced amild drop in general fund revenue of about four percent in FY 1962-
63. This revenue shortfall is attributed to tax changes implemented in that year. The
marginal rate on income taxes was reduced for most income tax brackets, including
reduction in the rate on the highest income tax bracket from nine percent to eight percent.
In the following fiscal year revenues increased sharply.

The least severe fall in revenue was a three percent drop in FY 1980-81. Again thisfall in
revenue is attributed to tax changes implemented in prior years. These tax changes
included indexation of the income tax, an energy tax credit, and exemption of food
purchased in grocery stores and residential heat and electricity. Revenue recovered
sharply in the flowing year.

C. Comparison of Revenue Shortfalls

We can draw severa conclusions from this comparison between the current fiscal crises
and other fiscal crisesin Colorado.

1. The current fiscal crisesis unprecedented, at least in a peacetime economy.
2. Thefal in revenue in the current fiscal crisesis much sharper and more
protracted than in other fiscal crises.

3. Revenue shortfallsin prior fiscal crises are linked to explicit changesin tax
policy that reduced either the tax rate or the tax base.

Given the severity of the current fiscal crisesit isimportant to understand the underlying
causes of the crises. An important issue here is whether thisfiscal crisesis unique, or if it
reflects structural and policy changes in Colorado that are likely to persist. It isalso
important to assess the impact of fiscal policies and fiscal rules of the game on revenues
inthisfiscal crises.

Il1. Causes of the Current Fiscal Crises

A. Structural Changes

From the very outset of our history Colorado has been known as a boom bust economy.
In the 19™ century the boom/bust cycle was tied to the fortunes of the precious metals and
mining industries. Fluctuations in metals prices would result in periods of unprecedented
prosperity followed by collapse and stagnation in the mining boom towns. In the 20"
century other industries, such as oil and natural gas, contributed to the boom/bust cycle in
the economy. In the 1970's Colorado benefited from the rise in oil prices to more than
$40 per barrel; but then suffered recession and stagnation in the 1980's when ail prices

fell to less than $10 per barrel. The grazing and agricultural sectors aso contributed to the
boom/bust cycle at various points in Colorado history. The boom/bust nature of the



Colorado economy meant that our state finances were much more volatile than that of
other states less reliant on natural resource and agricultural industries.

In the 1990's it appeared that Colorado had escaped this boom/bust cycle. The economy
became diversified into a broad range of manufacturing and services industries.
Construction grew rapidly in both the private and public sectors. Rapid growth in the
state economy reflected unprecedented growth in telecommunications and high
technology. Tourism and other service industries also experienced very rapid growth. An
expanded role for the public sector was expected to bring greater stability to the
economy.

What we have discovered in the current recession is that Colorado has not escaped the
boom/bust cycle. The high technology industries that fueled much of the growth in the
1990's have suffered an equally sharp decline in this recession. Over expansion in the
telecommunications industry has resulted in the bankruptcy of some of the most
important corporationsin the state. Tourism has taken a hit from both the recession and
the effects of terrorist attacks.

Even the government sector has not provided the stability we might have expected. State
and local governments have been forced to cut back expenditures as revenues have fallen.
The federal government has also cut back on some contracts and expenditures in the
state.

If we have not escaped the boom/bust cycle in our economy then we must design rules of
the game for fiscal policy that will enable us to better cope with the fluctuations in
revenue that accompany the business cycle.

B. Fiscal Policies
1. Changesin Tax Policy

One explanation for fiscal crises in state government is changes in tax policy. In periods
of prosperity when the economy is experiencing rapid economic growth, government
revenue is also increasing very rapidly, often at higher rates then growth in the private
economy. Thisrapid growth in revenue is especially evident when governments rely on
the income tax. Income tax revenues increase more rapidly than the income tax base due
to the progressive tax built into an income tax system.

The result isa structural surplus in government budgets in periods of rapid economic
growth. Governments often respond to this structural surplus by increasing their
expenditures to match the growth in revenue. This then sets the stage for afiscal crises
when the economy enters a period of recession or retardation in economic growth. The
government must then make draconian cuts in expenditures in order to balance the
budget.



One of the most important changes in Colorado tax policy was the adoption of aflat
income tax in 1987. A flat rate income tax set at 5% replaced the graduated income tax.
At the same time Colorado adopted the federal base as the base for the state income tax.
Federa tax reforms had significantly expanded the income tax base, closing many
exemptions and deductions in the older tax. The federal income tax rate was also reduced,
with the most important cuts coming in the highest income brackets. These changesin the
federal income tax brought a windfall of increased revenue to Colorado. The 5% flat rate
was not revenue neutral, but rather captured much of the windfall from federal income
tax reform. The income tax burden on Colorado citizens increased significantly, and the
state became increasingly reliant on the income tax as a source of revenue.

The flat tax introduced in 1987 aso brought a significant change in the incidence of the
income tax in Colorado. Much of the income tax burden was shifted from low income
families to high income families. Colorado adopted the more generous standard
deduction and personal exemption in the federal income tax, removing the lowest income
groups from the state income tax burden. The closing of loopholesin the federal income
tax base shifted the burden of the state income tax to higher income groups. The incentive
effects of the flat tax became quickly apparent in the more rapid growth in personal
income, especialy among higher-income taxpayers. Higher-income families in Colorado
paid alarger share of their income in state income taxes, and also accounted for a larger
share of the total income taxes paid. The more progressive new flat tax was reflected in
growth in state income tax revenue greater than the growth in state personal income in
the 1990's.

In retrospect it is not surprising that these changes in our tax system would contribute to
the current fiscal crises. The changes that contributed to rapid growth in income tax
revenues in the 1990's would cause a sharp decrease in that revenue in the current
recession. In this recession more low income families have shifted below the level at
which they must pay state income tax. As high income families have experienced falling
income, especially from returns to capital, income tax revenues have also fallen. The
progressiveness built into the income tax means that income tax revenues fall more
rapidly than the fall in personal income. The increased share of state revenues accounted
for by the income tax has increased the volatility in state revenues. Other taxes and fees
have also fallen in this recession, but the main culprit is the income tax. Colorado must
now learn to cope with the greater volatility in income tax revenues and total revenues
over the business cycle.



2. Changesin Spending Policy

In afiscal crises accompanied by faling revenues legidators must usually cut
expenditures in order to balance the budget. This has become much more difficult to do
in Colorado because of the increasing share of the budget accounted for by mandated
expenditures.

Medicaid

One of these mandated expenditures is Medicaid spending. Medicaid spending has more
than tripled since 1990, and now accounts for more than 20 percent of the General Fund
Budget. In the next fiscal year al of the increase in Medicaid spending is for increased
casel oads mandated by federal law.

Education K-12

Much of the state spending for education K-12 is now mandated. Spending for education
K-12 has increased more than 12 percent above inflation and enrollment growth during
the past four years, and now comprises more than 41 percent of the General Fund Budget.
Funding for inflation and enrollment comes from the General Fund Budget. An additional
one percent above inflation and enrollment growth, required by Amendment 23, is
financed from the State Education Fund established by that Amendment. The most recent
projections are that that fund will be depleted by FY 2005-06. At that point the mandated
increases in spending for education K-12 will likely come at the expense of other state
programs. If the state then experiences a revenue shortfall it will be even more difficult
for the legidature to finance the increased spending required by Amendment 23, and at
the same time maintain, let aone grow, other state programs.

Amendment 23

Amendment 23 was passed in 2000, at the end of an economic boom, when revenues
were rising rapidly and surplus revenues were accumulating in reserve funds. Some
proponents even promised that the state would always have surplus revenue available to
finance expenditures mandated by Amendment 23. The flaw in that reasoning has
become abundantly clear in the current recession; the only way that the state can finance
mandated expenditures for education K-12 is through sharp reductions in other areas of
state spending. Other state programs must be cut in order to preserve the privileged
position that government education spending has in the state budget. Spending for
education K-12 now commands more than 40% of the state budget, and spending
mandated by Amendment 23 will increase that share even more in future years.

Combining these state mandated expenditures with federal mandates, the legidatureis
left with less than one third of the state budget subject to discretionary expenditure
decisions.



The Legidatures discretion in responding to the current fiscal crises has been severely
constrained, and prospects are that future mandates of state spending will impose even
more constraints. Other interest groups, observing the success of the education lobby, are
attempting to carve out their own privileged position in the state budget.

C. Smokeand Mirrors

Unfortunately the legidature has yet to come to grips with these new fiscal constraints.
This past year, the Legidature submitted a budget calling for an increase in state

spending in excess of 7% at atime when state revenues are faling 15%. The Governor
responded with vetoes and across the board cuts in spending to balance the budget. There
are no funds in the current budget for new construction spending, and some existing
construction projects have been delayed due to the budget constraint.

Instead of making the difficult decisions required to live within the budget constraint the
legidature has chosen to rely on avariety of stop gap measures to balance the budget that
is best described as smoke and mirrors.

1. Raidson Cash and Trust Funds

The legidature has chosen a temporary fix to the revenue shortfal by raiding cash and
trust funds; those raids must be repaid in the following year. The tobacco settlement and
unclaimed property funds, and other cash funds have been raided to the tune of hundreds
of millions of dollarsin order to prop up spending.

The Major Medica Insurance Fund is one of the may cash funds that the legisature
raided in the past year. This fund is financed by a surcharge on every worker’s
compensation policy issued in Colorado. The proceeds from the fund are used to pay
medical hills of a specific group of severely injured workers. After years of paying for
this surcharge it was about to end. Unfortunately the surcharge will now have to be
continued for many more years because of the legidative raid on this fund. Clearly such
raids are in effect a hidden tax and fee increase. They also have caused the state’' s credit
rating to suffer.

2. Shifting Paydays

Another example of the smoke and mirrors approach to the fiscal crisesis shifting the
payday for state employees. Moving the payday for state employees from June 30 to July
1 would save $134 million in the current year. However, it would cause state income tax
revenues to decline by ailmost $12 million in the following fiscal year. This fisca
gimmick would also impose some hardships on state employees in meeting mortgage and
other expenses in the current year. While this would make the current budget appear
better it smply defers difficult budgetary decisions until the next fiscal year.

Instead of using smoke and mirrors the legidature needs a wake up cal to learn to live
with the budget constraints not only in the current recession, but also in future years when



the economy is projected to recover from this recession with more modest rates of
economic growth than that experienced during the 1990's.

D. The Impact of Tax and Spending Limits

One cannot understand the current fiscal crises without understanding the changes in the
rules governing state finance. The changesin rules that have had the greatest impact have
been those limiting taxes and spending, the Bird-Arveschoug Amendment, and the
TABOR Amendment.

1. Bird-Arveschoug

The Bird-Arveschoug Amendment, introduced in 1992, limits the growth in general fund
expenditures to 6% from the previous year, or 5% of personal income. Over time the
Legidature has interpreted the 6% cap as a floor rather than a ceiling on the growth in
genera fund expenditures. The reason is that the general fund spending in a given year
determines the base against which the spending cap is applied in determining the amount
of genera fund spending permitted in the following year. The distortions this introduces
in state spending have become very evident in recent years.

While general fund spending growth has been maintained at the 6% level, non-general
fund spending has become more volatile. In the 1990's when revenues were increasing
rapidly, construction and other non-general fund spending was often increased at high
and unsustainable rates. In the current recession when revenues have fallen, maintaining
the 6% growth in genera fund spending means that there is little if any money left over
for non-genera fund spending. Construction projects have been delayed and new
construction spending has ended entirely. Such stop and go policies increase the cost of
construction and are clearly inefficient in meeting state needs for capital spending.

For the foreseeable future Bird Arveschoug will have little if any impact on state fiscal
policies. Thisis because the 6% limit on the growth in genera fund expenditures will not
be a binding constraint on the legidature. That limit is significantly above the limit
imposed by the Tabor Amendment. TABOR limits the growth of revenue to the sum of
inflation and population growth. The TABOR limit will ratchet-down the amount of
revenue the state can keep and spend as revenue falls in the recession. Further, the
TABOR limit is projected to fall below 6% over the next five years, which means that
TABOR will be the binding constraint on the growth of revenue and spending, not Bird-
Arveschoug.

2. TABOR

The Taxpayers' Bill of Rights Amendment, also introduced in 1992, limits the amount of
revenue growth the state can retain to the sum of inflation and population growth.
Revenue above that limit must be rebated to taxpayers. The Legislature can seek approval
from taxpayers to spend the surplus revenues. Initially the TABOR Amendment was non-
binding because the growth in state revenues was less than the TABOR limit. The first



year in which TABOR became a binding constraint was 1997. Over the next five years
more than $3 billion in surplus revenue was either rebated to taxpayers, or offset by tax
reduction. A referendum to spend a portion of the surplus revenue was defeated by
taxpayers.

The Legidature has also chosen to interpret the TABOR limit as a floor rather than a
ceiling on the revenue that the state can keep and spend. This introduces distortion and
inefficiency in state finance, and the problem has become especialy evident in the
current fiscal crises. Even if it might be prudent for the Legidlature to hold revenue and
spending growth below that permitted by the TABOR limit, the Legislature has been
failed to do so.

The TABOR Amendment should have slowed the growth in state revenue and spending,
and stabilized spending over the business cycle. However, the Legidature has interpreted
TABOR so asto erode the constraints imposed by the limit, and to exacerbate the fiscal
crises resulting from the current recession.

3. Deferring Taxpayer Rebates

The Legidature chose to retain the surplus revenue generated in the current year in the
general fund reserve, and to finance rebates from the surplus revenue generated in the
following year. This scheme worked fine when revenues were rising in the boom years;
but the flaw in this scheme became apparent in the current fiscal crises. With recession
the TABOR surplus has disappeared, the state must now finance a rebate from reductions
in state spending. The decision of the Legidature to finance taxpayer rebates from
revenues received in the year after the TABOR surplusis generated has exacerbated the
fiscal crises.

4. The Growth Dividend

The Legidature has also chosen to increase the TABOR limit to adjust for undercounting
of population growth in the last decade. Thiswill permit the state to retain and spend
more revenue over the coming decade. As aresult no TABOR surplus will be generated
until the end of the decade. At that point surplus revenue must again be rebated to
taxpayers. If the state continues to defer the taxpayer rebates until the year after the
asurplusis generated then it is setting itself up for another fiscal crises when the next
recession hits.

5. Surplus Expenditures

A different set of fiscal constraints has been imposed on the state by surplus
expenditures. Surplus expenditures create a privileged position for specia interest groups
through targeted tax rebates and tax cuts. More than 20 bills have been passed offsetting
the TABOR surplus with tax rebates and tax cuts targeted to specia interest groups. We
should distinguish such surplus expenditures from tax rebates and tax cuts linked to
broad-based income or sales taxes. Most of the TABOR surplus has been generated by
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the income and sales taxes, and some of that surplus has been offset by rebates and
reductions in the income and sales taxes. However, the increased use of surplus
expenditures to benefit narrow interest groups means that less of the surplusis available
for tax rebates and tax reduction for the people who paid the excess taxes.

Under the current fiscal rules privilege seeking will continue to dominate state fiscal
policies. Special interest groups will try to capture more of the state revenue through
surplus expenditures. The current fiscal crises demonstrates that the state cannot afford
surplus expenditures, if it isto prevent afuture fiscal crises.

I11. Creating a Budget Stabilization (Rainy Day) Fund in
Colorado

A. The Absence of a True Budget Stabilization (Rainy Day) Fund in
Colorado

We should emphasize that Colorado does not have a true budget stabilization (Rainy
Day) fund. Some people argue that Colorado already has a budget stabilization fund and
that there is no need to create a new one, but that is a myth.

1. Emergency Reserve Fund

Colorado has an emergency reserve fund created under TABOR which requires that the
state set aside 3% of appropriations. The principle from the controlled Maintenance Trust
Fund is used to satisfy this emergency reserve requirement. The emergency reserve fund
has been used to cope with natural disasters. In FY 1999-00, $4 million was transferred
from the Controlled Maintenance Trust Fund to the Emergency Relief Fund to pay for
damage caused by the wildfires. TABOR explicitly prohibits the use of the Emergency
reserve fund to offset revenue shortfalls in arecession.

2. Statutory Reserve Fund

The state has general fund reserves, including a statutory reserve equal to 4% of
appropriations. The state has accumulated significant monies in excess of this statutory
reserve, and some point to these general fund reserves as evidence that the state has a
budget stabilization fund, however, a careful examination reveals that most of these
general fund reserves have not been available to stabilize the budget.

The statutory reserve fund is used to meet many obligations of the state other than budget
stabilization. If, for example the state fails to allocate sufficient general fund monies for
mandated expenditures, such as Medicaid, that shortfall is made up from the statutory
reserve.
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3. Unfunded Liabilities

The major reason why statutory reserve funds have not served to stabilize the budget is
that the state has created an unfounded liability and this reserve fund has been used to
offset this liability. The explanation liesin the fact that the legislature has chosen to
refund the TABOR surplus to taxpayers in the year after that surplus is generated.
Therefore much of what appears to be genera fund reserves in any given fiscal year
actually represents aliability in the form of taxpayer refunds that must be paid in the
following year. The result is that not only do these reserves not serve to stabilize the
budget, in periods of recession when revenues fall the reserves may not be sufficient to
finance required taxpayer refunds. When that happens the taxpayer refunds must be
financed from general fund revenues, which exacerbates the fiscal crises caused by the
fall in general fund revenue during arecession.

Analysis of the current fiscal crises reveasthisfatal flaw in state fiscal policies. Until the
recent recession, state revenues were rising faster than that permitted by the TABOR
limit. When surplus revenue above the TABOR limit was generated it was place in the
genera fund reserve. Taxpayer refunds of this surplus revenue were then financed from
the revenues received in the following year.

This scheme came to an end in FY 2001-02, when revenues, resulting in a negative
TABOR surplus equal to $900 million. In that year the state had to finance a taxpayer
refund equal to the TABOR surplus of $927 million generated in the previous year. The
total amount in the general fund reserve at that point was only $469 million. Almost all of
that general fund reserve, $359 million, was used to finance the required taxpayer refund.
$110 million, 1.9% of appropriations, was left in the general fund reserve at the end of
that fiscal year, requiring that the legislature suspend the statutory reserve requirement of
4% of appropriations.

That meant that the legislature had to come up with another $568 million from general
fund revenues in that year to meet the required taxpayer refund. In other words, instead of
having genera fund reserves to help stabilize the budget, the state actually had an
unfunded liability of more than a half billion dollars that had to be met in ayear when
revenues fell 14%. That required mgor cuts in state spending to balance the budget.

In fact budget cuts will be required for several years to balance the state budget. Under no
circumstances could we argue that general fund reserves have been adequate to stabilize
the budget in this recession.

The sad part of this story is that under current law Colorado is destined to repesat this
fiscal crises the next time we experience arecession. Projections by the State Office of
Budget and Planning reveal the same fundamental flaw in our fiscal policies over the next
decade. TABOR revenues will not exceed the TABOR limit for severa years. But by FY
2006-07 we are again projected to generate surplus revenue. Those surplus revenues will
be placed in the general fund reserve, and revenue in subsequent years will be used to
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finance required taxpayer refunds of surplus revenue from prior years. If we again
experience arecession, the legidature will again be confronted with the dilemma of
financing those taxpayer refunds from falling revenues. We will repeat the budget crises
in which sharp spending cuts will be required to balance the budget in a recession.

B. The Ratchet-Down I mpact of TABOR

To understand the need for arainy day fund it isimportant to understand the impact of
the TABOR Amendment over the business cycle. Under current law the TABOR limit is
determined by applying the sum of inflation and population growth to actual TABOR
revenues or the TABOR limit, whichever islower. When revenue falls in arecession, that
lower revenue then sets a new base against which the sum of inflation and population
growth is applied.

The impact of the TABOR Amendment is captured in Table 2. In years other than the
recession years, 2001-02 to 2002-03, actual revenue growth is projected to exceed the
TABOR limit. In the recession years actua revenue falls and the TABOR limit then
converges with that lower revenue level. That lower revenue then sets a new base against
which the sum of population growth and inflation is applied. This ratchet down effect of
the TABOR limit constrains the growth of revenue the government can keep in all
subsequent years. A Tabor surplus, which must be refunded to taxpayers, is generated in
subsequent years.

Table 2. TABOR Surplus Revenue With and without the Growth Dividend

Fiscal Year FI Q/gﬁj; With Growth Dividend W'tg‘i’\‘jit dg:g""th
TABOR TABOR TABOR  TABOR
Limif  Surplug Limit Surplus
2000-01 88774 79486 9270 79466 9272
2001-02 77522 81262 (365.8) 84494  (697.2)
2002-03 78400 82856 (4454) 82874  (446.9)
2003-04 83212 83212 0 80832 238,00
2004-05 87843 87843 0 83823 4020
2005-06 93508  oz8ad 749 87912 568.6
2006-07 9867.6 97306 1369 92132 654.4
2007-08 | 104177 102463 1714 97015 7162

Source: Based upon forecasts by the State Office of Budget and Planning, Colorado Economic Perspective,
December 2002.

The ratchet-down impact of the TABOR limit has been obscured in the current recession
because the government has been able to adjust the TABOR limit by the growth
dividend. The growth dividend of 6% is due to the undercounting of population growth
by the Census Bureau. This growth dividend has been used to adjust the TABOR limit
upward in FY 2003-04 through FY 2005-06.
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We must assume that the undercounting of population growth by the Census Bureau is an
aberration and that we will not be able to count on such an adjustment to the TABOR
limit in future recessions. In a future recession we must anticipate the full ratchet down
impact of the TABOR limit.

To give some idea regarding the full ratchet-down impact of TABOR, in Table 2 we
compare forecasts of the TABOR surplus with and without adjustment for the growth
dividend. Over the forecast period, with this adjustment for the growth dividend the
TABOR surplus is $383 million. Without the adjustment for the growth dividend the
TABOR surplus would be $2.7 billion. Note that without the adjustment for the growth
dividend we would generate a TABOR surplus requiring a taxpayer refund in every year
over the forecast period, including FY 2003-04 and FY 2004-05 when revenues are
forecast to remain below the revenue level prior to the recession. The state would not be
allowed to retain alevel of revenue equal to that prior to the recession until FY 2005-06,
five years after the onset of the recession.

Conclusion

The current fiscal crisis reveals that we have not escaped the boom/bust cycle that has
characterized Colorado’ s economy. Rapid growth of the economy is now linked to
industrial and service sectors, especialy high technology industries that are quite volatile.
The fluctuations in these new industries are just as great as that of the older mining and
natural resource industries. Colorado benefits from the rapid growth of these industries,
but we must also learn to cope with the vulnerability of these industries to the business

cycle.

The current fiscal crisesisthe worst in more than half a century. Given the structural
changes in the economy, and our increased reliance on the income tax we are likely to
experience more volatility in state revenues in future business cycles than we have in the
past.

We have identified many flaws in our fiscal policies and fiscal rules of the game that
have exacerbated the current fiscal crises. While we cannot do much to ease the current
fiscal crises, it is essential to correct these flaws before we encounter another business
cycle. The following reforms would correct these flaws and enable the state to achieve
greater budget stability.

1. Decrease Reliance on the Income Tax. The state should consider reducing and
possibly eliminating the income tax and relying on aternative taxes, such asthe
sales tax, to achieve more stability in revenues.

2. Eliminate Mandated Spending. In order to achieve greater flexibility in
adjusting spending to balance spending and revenues, the state should eliminate
mandated spending. In the case of Medicaid spending the state should request a
waiver from the federal government so that the state can fundamentally reform the
Medicaid program. The precedent for such fundamental reform is the reform of
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the welfare system initiated by Tommy Thompson. State spending for education
K-12 required by amendment 23 is another mandated spending that is not
sustainable in future years and should be rescinded.

3. Eliminate Smoke and Mirrors. The state should be prohibited from relying
upon stopgap measures now used to balance the budget when there is arevenue
shortfall. Raids on trust funds and other cash funds should be prohibited. Fiscal
gimmicks such as shifting pay days should also be prohibited.

4. Create a Rainy Day Fund. The state Constitution should be amended to create
atrue budget stabilization (Rainy Day) fund.

5. Close the TABOR loopholes. These loopholes include: deferring of taxpayer
refunds until the following fiscal year; using special interest targeted tax rebates
and refunds rather than broad-based (income and or sales) tax cuts or refunds;
and fiddling with census data so as produce a 19-year “decade’ designed to
prevent tax refunds.|

Copyri ght ©€2003, |ndependence Institute

| NDEPENDENCE | NSTI TUTE is a non-profit, non-partisan

Col orado think tank. It is governed by a statew de board of
trustees and holds a 501(c)(3) tax exenption fromthe |IRS.
Its public policy research focuses on econom c grow h,
education reform |ocal governnent effectiveness, and
Constitutional rights.

JON CALDARA is President of the Institute.
BARRY POULSON is a Senior Fellow at the Institute.

ADDI TI ONAL RESOURCES on this subject can be found at:
http://ww.i2i.o0rg

NOTHI NG WRI TTEN here is to be construed as necessarily
representing the views of the |Independence Institute or as
an attenpt to influence any election or |egislative action.

PERM SSI ON TO REPRINT this paper in whole or in part is

hereby granted provided full credit is given to the
| ndependence Institute.

15



