|NTRODUC]'ION & OVERVIEW:

Coloradoss state government faces a serious
budget shortfall somewhere between $700
million and $1 billion in the coming fiscal
year of 2011-12. The problem has been
building for years, but has been deferred
through various accounting manipulations,
relatively minor budget adjustments to
discretionary items, and more recently by
enhanced federal aid. At the center of the
problem lies an unwillingness to address
spending, as well as a process and a struc-
ture that build greater pressure every year
and add to the demand for more and more
expensive services. With the prospect
diminishing of continued federal budgetary
support and the exhaustion of accounting
devices, Colorado finally must face hard

reality. The appetite of proponents for gov-

ernment
The appetite of proponents for RIS
government action to create new RSB
state programs or to expand them JREEIEEE
now exceeds the will of the people RSN
to fund the programs. S
expand
them now

exceeds the will of the people to fund the
programs. It is imperative to see all elected
leaders make genuine efforts that will
change services the State delivers and the
manner in which it performs its duties. The
legislature must be prompted by the people

to end Colorado’s habitual over-spending.

The problem stems from a budgeting struc-
ture in which demand for more money
each year is greater than expected revenues.

The impending spending crisis provides

the opportunity to consider whether the numerous programs are re-
dundant or outmoded and if they meet real needs and reflect rational

operations. Legislators repeatedly

The impending spending
crisis provides the
opportunity to consider
whether the numerous

have applied short-term, windfall
funding to establish or continue
multi-year programs, deferring solu-

tions to out-year budgets.

programs are redundant

or outmoded and if they
meet real needs and reflect
rational operations.

The current administration, many

legislators, and reporters looking for

sensationalized stories painted a pic-
ture: years of drastic budget cuts and
nothing left to cut, state service collapsing, and the painful alternative
of raising taxes as the only remaining option. Now citizens must col-
laborate with leaders to overcome short-sighted thinking to uncover
the systemic improvements. Worse, the proposed solution of raising
taxes and fees only advances and reinforces the tax-and-spend men-
tality that created and continues to feed the current situation. While
increased taxes and fees might provide a near-term reprieve, state
government consistently and repeatedly has demonstrated a propen-
sity to increase spending beyond any level of increased revenues, and

Colorado once again will face a situation of severe budget shortfalls.

For any proposed actions to be long-lasting, the systemic nature of
the current situation must be exposed. Permanent fixes only can
be realized through a detailed examination of the current budget
structure, identification of redundant and inefective programs, and
discovery of opportunities for redefinition and reprioritization to
bring state spending in line with current and future revenues.

Itis to the first of these steps, an examination of the current budget's
structure, that we now turn our attention. Let’s deal with the facts.

How much does the state government collect and spend in a year?

To profter effective and substantial recommendations, we must begin
with an understanding of the size and magpnitude of the State’s bud-
get. Next, we need to examine the three categories of state moneys:
the General Fund, Cash Funds, and Federal Funding, The flexibility

of elected officials to change the direction and amount of funding
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of any program is enhanced or hampered depending on the way

moneys are received and restricted.

SizE

Most people think of how much they earn, and spend, in one year
and they generally start counting on January 1 and end at the ter-
mination of the calendar year on December 31. Governments are
generally unlike families in that they have a different fiscal year. To
understand how revenues and expenditures are timed, the reader
must know the new budget starts for Colorado on July 1, and
straddles the end of the calendar year in order to wrap up its12-
month budget on June 30.!

For the current fiscal year that started on July 1,2010, the State will
spend a total of $19.8 billion. Contrary to reports from the media
and certain legislators, total spending has not declined in at least
the past 1S years. This truth is most exemplified by the 2010-

11 budget. Despite being in the midst of a recession, and amid
claims of massive budget shortfalls, the newly approved budget is
scheduled to increase by about $399 million, or 6 percent from the

previous year.

The increase in total revenues received
and spent annually over the past 15

years has been 187 percent. This

increase has spanned both economic $20
expansions and two recessions, includ- $18
ing the most recent Great Recession. $16
The average annual increase has been $14
74 percent? $12
$10
Put in per capita terms, the State’s total ii
fiscal year 2011 budget places a demand $4
of $3,830 on every man, woman and $2
child living in Colorado? But there are $0

many people who do not pay taxes,
mostly children and spouses working
only inside the home. Adult full-time
students, elderly people on exempt

incomes, some indigent people below

a certain threshold and institutionalized
persons also may contribute little or no
taxes. Therefore, it is wiser to look at the
burden on those people who earn the
income and pay the taxes. The State’s fiscal
2011 budget places a demand of $9,078

on every working Colorado family*

The Colorado Constitution prohibits the
State from deficit spending® Although the
US. Congress habitually spends more than
the tax revenues generated for the federal
government and borrows to fund its defi-
cit, Colorado may not. In fact, the State has
been prohibited from borrowing for any
reason without prior voter approval. How-
ever, recent liberal interpretations by the
Colorado Supreme Court have weakened
this direct prohibition. As a result, within
the past five years, state government bor-
rowed in order to build a medical facility

and a prison, and skirted the voter require-

Colorado State Total Budget

(in billions)

Source: Colorado Joint Budget Committee, appropriations history:
http://www.state.co.us/gov_dir/leg_dir/jbc/apphist.pdf
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ment in doing so¢ Otherwise, the State
has been in general conformance with the
requirement to spend no more day-to-day,

operational funds than the taxes collected.

THREE BRoAD CATEGORIES

To understand the State’s budget, one must
understand that its revenues are obtained

from different sources.

Colorado government moneys are col-
lected, allocated and managed within
three broad categories. Each category has
distinct sources of funding and specific
programs or purposes to which funds are

committed.

GENERAL FuND

The most sensitive category is the General Fund, which accounts
for 39 percent of the total budget and generates the most debate
and disagreement. In the year just ended on June 30,2010, Gen-
eral Fund spending amounted to $7.06 billion. For the current
fiscal year that started on July 1, 2010, General Fund spending will
increase to $7.48 billion (a 6 percent increase), and the outlook

for the following fiscal year anticipates further growth to at least
$7.5 billion” General Fund moneys can be spent for any legitimate

governmental purpose that the legislature determines.

On the revenue side, the General Fund receives all your personal
income taxes,® the income taxes you pay indirectly through corpo-
rate earnings, the State’s portion of sales taxes on purchases,” excise

taxes and other taxes on assets'® and income."

It is important to note that revenues from taxes are significantly
influenced by the health of the Colorado, national and global
economies. In both the 2001-02 recession and the most recent

recession, revenue generation and spending in this category did not
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As proposed and enacted,
moneys in the Cash Funds
segment of the State’s budget
are intended to pay for direct
services related to the source
of funding. For example,
gasoline taxes are intended to

rise every year. Four of those years saw declines, although only two

years exper ienced a reduction greater than 2 percent.

CasH FunbDs

The second budget category is Cash Funds, which are intended to
be fees that individuals have some discretion in paying. An easily
understood example is the fee you pay at the entrance to a State
Park. Ifyou choose to go elsewhere or to forego the opportunity
to hike or camp that day, you pay nothing to the government. You

make the decision whether to add to the stream of funds.

The largest cash funds, however, are not what you might think. All
the tuitions college and university students pay to state institutions
are part of this category. So too is the 22 cents gas tax'2 you pay on
every gallon of gasoline you put in your vehicle."” People who use
the services pay for them; a student (or his benefactor) must pay
some tuition and a driver must pay to travel. Other fees include
professional registration and
licensing, co-payments collected
at State health clinics, and tire
disposal fees. The legislature has
almost no flexibility to allocate
revenues that are directed to the
Highway Users Trust Fund or to

college and university campuses.

help fund road maintenance,

State Park fees support the
construction and maintenance
of park facilities, while

hunting and fishing license

fees are intended to help
fund the Colorado Division of
Wildlife.

As proposed and enacted,
moneys in the Cash Funds
segment of the State’s budget
are intended to pay for direct
services related to the source of
funding. For example, gasoline
taxes are intended to help fund
road maintenance, State Park fees
support the construction and
maintenance of park facilities, while hunting and fishing license
fees are intended to help fund the Colorado Division of Wildlife.
However, over the past several years, the Legislature has diverted
some of these cash charges by raiding the balances in funds meant

to cover direct services, and moving them to the General Fund.

When individual cash fund balances are
lowered too far, increases in those fees are
triggered. This policy has been a source of
controversy because many people perceive
the diversion as an illegitimate way to prop
up spending by taking funds intended and
promised for direct services. The struc-
tural changes proposed within this report
are anticipated to address General Fund
shortfalls adequately to avoid further raids
on fee balance accounts. Ultimately, it will
be up to the legislature to halt this ques-

tionable practice.

Many people acknowledge that the

Ritter administration advocated for, and
obtained, tax rate increases. Using the
subterfuge of calling increases in tax rates
(which require advance approval by
voters) increases in fees (which do not
require such votes), the current administra-
tion successfully pushed through a “dirty
dozen” of fee increases this year. The prior
year, the highly controversial “‘FASTER""#
revenues became the biggest example of
such increases, in which increased taxes on
car registrations were defined as “fees” and
implemented without a TABOR election.

FeperAL FUNDING

The final major state budget category is
federal funding, It probably surprises no
one that the Air National Guard and the
Army National Guard, which operate
within the State’s Department of Military
Affairs, are funded mostly by the federal
government. Other programs require the
State to contribute some portion while
the federal government funds the rest.

Programs that originated in the national
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Congress provide enough support and percent of Medicaid expenditures, while the federal government
incentive that the State enthusiastically paid 61.6 percent. Translated into actual dollars, in FY 2009-10,
administers them. As an example, projects total Medicaid expenditures were $3.9 billion of which the federal

funded by the federal gas tax are identified government paid $2.3 billion. In FY 2010-11, it is projected that
and approved in Washington, D.C, butthe  total Medicaid expenditures will be $4.6 billion, of which $2.8 bil-

Colorado Department of Transportation lion will come from Washington.'® This projection assumes federal

manages the implementation of the new reimbursement for Medicaid expenditures will remain over 60

construction. percent. Ifthe federal moneys are not available, the State will have
to backfill the difference.

Federal funds commonly have been used

to pay for specific programs and not as Matching funding occurs extensively in education, as well. Thir-

broad subsidies. This practice changed teen percent of Colorado’s K-12 education is subsidized with fed-

with the fiscal year ended June 30,2010, eral money, with higher education receiving 6.1 percent in federal

when states, including Colorado, used funds."” Here again, ARRA stimulus money has been directed to

federal moneys to plug budget holes. The plug shortfalls in Colorado’s education budget. According to the
Obama administration has responded to Colorado Department of Education, the State received $621.9 mil-
the economic slowdown by sending funds ~ lion in education state grants through the “State Fiscal Stabilization
to states’ governors under a program called ~ Fund."'®

the American Recovery and Reinvestment

Act” (ARRA). Within wide measures of It is far from certain whether these broad subsidies will continue
discretion, these ARRA funds were used as ~ next year, but according to most analysts, the ARRA should be

the governors saw fit in order to fill budget considered a one-time remedy.

gaps, bypassing the general assemblies.'

As an example, Colo- General Fund History
rado historically has (in billions)
received around 50
percent reimbursement
for Medicaid payments.
However, the recession
prompted the federal
government to appor-
tion a larger percentage
of state Medicaid funds
through the ARRA
stimulus. As a result of
increased federal subsi-
dies, for the fiscal year
ended June 30,2010,
Colorado paid only 38.4

Source: Colorado Joint Budget Committee, appropriations history:
http://www.state.co.us/gov_dir/leg_dir/jbc/apphist.pdf
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THE APPROACHING STORM

Total state spending continues to climb. General Fund spending is

forecasted to begin another expansion. What then is the problem

that necessitates this report? Why, if things are improving, do we

find ourselves struggling with a large problem for the coming new

General Assembly to resolve? Anticipated revenue streams for
both the General Fund and Federal Funding segments of the State

Budget are critical sources for concern.

An official internal forecast is generated quarterly at the Capitol

by a non-political, non-partisan team of economists employed by

Economic condlitions are
expected to be difficult
throughout 2011. Although
recovery is officially

underway, it is slow and
weak with real risks that
business conditions will
worsen.

the Colorado General Assembly.
The team is part of a larger group
of employees collectively known
as the Legislative Council staff."®
We utilize the recent forecast here
to understand that the General
Assembly does not expect the
economy to grow robustly, or
great numbers of new jobs to
materialize, in the next year.

Therefore, the prediction is for

slow growth in tax revenues and fees generated in the State® Even

though inflation is quiescent and population growth is modest,

the forecast does not anticipate that taxes will grow even to the low

limit allowed this coming year under the State Constitution.?!

Further, there are any number of scenarios under which the

economy does not continue in recovery:

Renowned economist Arthur Laffer recently observed? that

the Bush tax cuts, which are anticipated to expire at the end

of the year, are causing people to accelerate income into this

cheaper tax year, to be followed by a deep second recession

after January 1,2011.

The President of the Kansas City Federal Reserve Bank

(‘our” Federal Reserve District Bank) now has called

publicly for monetary policy to take a dramatic change

in direction.? When the “federal funds™ rate is close to

zero, as it has been since it dipped below 1.0 percent on

December 16,2008, there is no room for monetary policy
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to become more “accommodative,’
and fears of inflation now appear
greater than earlier fears of deflation.
The St. Louis Federal Reserve Bank
tracking the monetary base reports
it has more than doubled within the
past two years, soaring from $900
billion to $2.4 trillion.2¢

The nation had hoped for several
years of payroll tax funds to exceed
collections, thereby providing a
buffer to the budget of the federal
government. However, revenues
were off and entitlement spending
jumped this year, so higher deficits
caused by old age pension benefits
eating into program spending may
arrive sooner than later. In the first
half of 2010, tax benefit payments
for Social Security exceeded tax
revenues,? a situation not expected
for another five years or so.
Although an expanding economy
should reverse that situation until
approximately 2016, it shows that
the FICA surplus used to prop up
federal spending may not be as

readily available as prognosticators

had hoped.

General Fund revenues are highly suscep-
tible to fluctuations in the health of the
Colorado, national and global economies.
Colorado’s economic retrenching resulted
in an early decline in tax-based funds, but
then subsequent flat revenues during the
current downturn.  During the reces-
sion, every state government across the na-
tion has felt the pinch. That circumstance

was repeated in almost every other state,

O
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and it should be noted that Colorado’s
reduction was rather modest in compari-
son with states that have governments in
real crisis, such as New York, New Jersey,
Michigan and California. But to what
extent are tax-based revenues expected to

recover?

It is important to observe that citizens in
fiscal crisis states, such as Michigan and
California, do not enjoy the constitutional
protections against governments growing
too fast in good times and then

2 s [ 8 needing to retrench severely

proponent

of Keynesian
economics who
justifies and urges
high government
spending,
however, knows

in troubled times. Colorado

is protected from excessive
growth by our own consti-
tutional tax-and-spending
limitation, the Taxpayer’s Bill of
Rights (TABOR). That being
the case, it is timely to note

that TABOR has had nothing

to do with restricting revenues

that governments
should not

raise taxes in

the middle of a
recession for fear
of killing off any
nascent recovery.

received now. It functions to
curtail government from grow-
ing faster than citizens’ abilities
to support higher budgets, but

has no immediate effect during

adownturn. The only way our
protection against too—rapid
growth in government could apply is that
Iegislators cannot increase tax rates or
institute new taxes without going to a vote
of the people. Even the ardent proponent
of Keynesian economics who justifies and
urges high government spending, however,
knows that governments should not raise
taxes in the middle of a recession for fear of

killing off any nascent recovery.

Citizens across the nation are expressing more and more unease
about the size of the national deficit and the totals accumulated in
both debt and unfunded liabilities. US. Senators and Congress-
men are growing increasingly leery of running up the national
debt at record paces.?® The sources of those funds have come from
borrowing and not from new tax receipts. Many people see huge
negative implications in the Federal Reserve System? buying up
US. Treasury bonds directly, after lenders did not subscribe to the

full issuance.

Since federal funds have been
Citizens across the nation

are expressing more and
more unease about the size

borrowed to prop up state budgets,
it is far from certain that federal

subsidies will continue at the levels

of the national deficit and
the totals accumulated in
both debt and unfunded
liabilities.

seen over the past two years. The
moneys allowed the State to delay
some hard decisions that likely will

be forced during the next legis-

lative session. The Legislative

Council economists’ forecast noted:
If you incorporate the losses of all of the one-time sources
of money .... into the shortfall for FY 2011-12, the FY
2011-12 shortfall increases from $61.4 million to $678
million. If you also assume that the state legislature
chooses to fund $300 million in budgetary pressures from
inflation and caseload growth, the shortfall increases
to just under $1 billion. [emphasis added]*

THE SysTEMIC PROBLEM
Coloradoss state budget must be in balance at the end of each fiscal
year—a requirement imposed from the citizens by a constitutional
provision. Ifupon examination, the current budget and each

subsequent budget face a deficit

that must be closed, then one can

The State’s budget problems
arise not just from recent
difficult economic times,

conclude the structure has been
established to grow spending faster

than revenues. A systemic problem

but originate from structural
spending problems that
allow reoccurring crises.

exists. This has been the case in

Colorado, during good years and

bad, for most of the past decades.
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It is impossible for the private sector to gain ground on public

spending if the system is rigged for increases that will always be

It is impossible for the
private sector to gain ground
on public spending if the
system is rigged for increases

that will always be larger
on the side that demands
services than the side that

larger on the side that demands
services than the side that pays for
them.

That reality goes a great distance
in explaining the antipathy
towards TABOR manifested by

supporters Of bigger government

JeEIAR{I @il and tax consumers. We empha-
size this point while at the same
time recognizing the unusual
degree of pressure to which the State’s budget is being subjected by
current economic conditions. The present and future budget pres-
sures come from both the aforementioned structure and a tempo-
rary economic malaise. As acknowledged throughout this report,
the national economy and the state economy is limping out of a
severe recession, from which the majority of forecasters expect will
take many more months, perhaps years, to recover fully. The reces-
sion has been accompanied by a sharp revenue shortfall in General
Fund receipts to the State. We do not presume to minimize the
temporal problems resulting from this economic downturn. The
point not to be overlooked, however, is that even with a strong
surge in revenues to the government, the more dominant factor of

structure remains.

For a more complete understanding of the budget process, see that
section, (page 23). Here it is enough to observe that budgets from
one year to the next are meant to be funded by streams of income
that are repeated year-over-year, reasonably predictable and rela-
tively stable. For example, the tax on communications that nearly
every citizen pays with every phone bill most certainly qualifies

as a recurring source of income. By way of comparison, however,
anyone can see that using money to build the base from a one-time
occurrence—say the sale of an excess government building—is
not repeatable or stable. Therefore, readers are urged to see that a
mistake has been made by the legislature in this fashion. Dr. Barry
Poulson’s presentation to the Long-Term Stability Commission in
2009°' warned:

Another source of the structural
deficit in the state budget is
annualization—i.e., the use of
one-time money to fund ongoing
programs. This problem has been
exacerbated by the elimination of
the cap on general fund spending.
With that spending cap in place,
general fund expenditures were
funded with permanent sources
of revenue. One-time money

was used primarily to fund
specific projects in transportation
and capital construction. The
elimination of the general fund
spending cap means that one-
time money now will be used

to fund ongoing programs.
Not only will this change leave
less money for transportation

O

and capital projects,
it will exacerbate

the structural deficit
in the state budget
[emphasis added]. This
is why a very important
step towards fiscal
responsibility would be
repeal of the legislation
that abolished the cap on
general fund spending.

For several years, the Colorado
Legislature has used one-time,
windfall moneys to establish
long-term programs, thereby sys-
temically and structurally creating
an unsustainable burden on state
resources and upon Colorado

taxpayers. Solutions have been

For several years,
the Colorado
Legislature

has used one-
time, windfall
moneys to
establish long-
term programs,
thereby
systemically
and structurally
creating an
unsustainable
burden on state
resources and
upon Colorado
taxpayers.
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deferred year after year. As recently as the
beginning of the decade, relatively small
budget shortfalls were handled by shifting
money around between various funding
buckets. To deal with perennial budget
shortfalls, such short-term financial ma-
nipulations were made as shifting a payroll
into the next budget cycle, deferring state
building maintenance, raiding cash funds

and raising fees.

Colorado finds itself at a crossroads. The
first path, favored by the current adminis-
tration and the current class of legislators,
addresses only the revenue side of the

equation by promoting higher
Colorado

finds itself at

a crossroads.
The first path,
favored by

the current
administration
and the

current class

of legislators,
addresses only
the revenue side
of the equation
by promoting
higher fees and
increased taxes.

fees and increased taxes. In fact,
as noted above, several actions
aligned with this perspective
already have been implemented.
Continued tax rate increases will
promise short-term solutions in
order to quiet budgetary con-
cerns, although even those steps
may backfire if increased rates
drive such disincentives that

the changes lead to lower actual
revenues. Certainly the long-
term impact of any tax increase
is likely to drive high-income

earners out of the state, as has

happened in California, New
York, New Jersey and other high-
tax states. Further, higher taxes will not
permanently resolve the internal conflicts
for ever-more public services and higher
costs. States with higher tax rates uniformly
have seen them turned into disproportion-
ate salaries for government workers, creat-

ing further disparities between government

professionals and the citizens who pay their wages.

The answer to the dilemma is to pursue the specific policy con-
cepts offered in this paper — to address the systemic problem of
agencies established with short-term funds that carry long-term
liabilities. Together, the newly-elected General Assembly and
newly-elected governor must make the hard choices that will
restore Colorado to fiscal sanity. They will create a budget that
does not flow year-to-year from one crisis to another. Citizens may
still obtain the basic services that few argue should be central to the
properly defined role of government. The situation cannot be de-
layed for another administration or even by another year because
as Dr. Poulson presciently observed:
This problem of annualization is about to get much
worse because of federal bailout money. Much of this one-
time money is earmarked for ongoing programs, such as
Medicaid. When the federal bailout dollars disappear
two years from now [2011], it will be difficult to finance

these ongoing programs.®
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APPENDIX 2007-08 6.11
Colorado State Total Budget 2008-09 7.45
(in biIIions) 2009-10 7.48
1994 7.56 Source: Colorado Joint Budget Commit-
1995 7.73 tee, appropriations history:
http://www.state.co.us/gov_dir/leg_dir,
1996 8.27 http://wy fgov_dirfleg_dir/
jbc/apphist.pdf
1997 8.82
1998 9.63 E
1999 10.48 NDNOTES
! The federal government's fiscal year runs from October | to September 30
2000 .15 of the next year. Its next budget year will start on October |, 2010, and will
2001 12.35 end on September 30, 201 1.
2002 12.96 2 This figure is not adjusted for inflation. Over the same period, from 1994
. to 2009, inflation averaged 2.51% per year (http://inflationdata.com/Inflation/
2003 13.27 Inflation_Rate/Historicallnflation.aspx).
2004 13.62 3 There are approximately 5,170,000 residents of Colorado. See https://
www.dola.state.co.us/dlg/demog/pop_colo_forecasts.html.
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31 Barry W. Poulson, Ph.D. ‘A Fiscal Roadmap for Colorado: Remarks
prepared for the Long-Term Fiscal Stability Commission, July 9, 2009,”
reprinted in July 2009 as Independence Institute Paper IP-8-2009 and
available in full on our web site at http://old.i2i.org/articles/IP_8 2009 a.pdf.
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