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TAX EXPENDITURES
OVERVIEW

Senate Bill 16-203 (codified at Section 39-21-305, C.R.S.) requires the
State Auditor to review all of the State’s tax expenditures at least once
every 5 years and to issue a report no later than September 15 each year
that includes the tax expenditures reviewed during the preceding year.
This report, the fifth issued under this requirement, contains all of the tax
expenditure evaluations completed from September 16, 2021, through
September 15, 2022. House Bill 21-1077 established the Legislative
Oversight Committee Concerning Tax Policy, which is responsible for
reviewing the policy considerations included in tax expenditure

evaluations completed by the Office of the State Auditor.

WHAT IS A TAX EXPENDITURE?

Statute [Section 39-21-302(2), C.R.S.] defines a tax expenditure as “a
tax provision that provides a gross or taxable income definition,
deduction, exemption, credit, or rate for certain persons, types of
income, transactions, or property that results in reduced tax revenue.”
Although tax expenditures are not subject to the State’s annual budget
and appropriations process, they are known as “expenditures” because
they decrease available state funds similarly to appropriated
expenditures by reducing the amount of state revenue collected, as

opposed to spending revenue that has been collected.

Taking into consideration the language used in Senate Bill 16-203,
which directs the Office of the State Auditor (OSA) to conduct
evaluations of all of the State’s tax expenditures, the OSA interpreted

the definition of tax expenditure to include four elements:

1 It must be a state provision, enacted by state law, not federal or local

laws.

—
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It must be a tax provision that provides a deduction, exemption,
credit, rate, allowance, or taxable income definition, and not be

related to a fee.

It must only apply to certain types of persons, income, transactions,
or property, thereby appearing to confer preferential treatment to

specific individuals, organizations, or businesses.

It must potentially result in reduced tax revenue to the State (i.e., the
provision must affect state revenue, not just local government
revenue); the State must legally be able to collect taxes from the
person, or on the income, transaction, or property; and the provision
must be administered outside of the State’s annual budget,

appropriations, and spending process.

Based on the OSA’s interpretation of statute [Section 39-21-302(2),
C.R.S.] and Senate Bill 16-203, the OSA did not consider the following

provisions to meet its definition of a tax expenditure:

Federal tax provisions and local tax provisions that are left to the
discretion of local governments under current law (e.g., local sales,

use, special district, income, and property tax ordinances).

Provisions related to fees that operate similarly to a tax, but have not

been considered taxes for purposes of the Taxpayer’s Bill of Rights
(TABOR).

The State’s decision to use Federal Taxable Income as the basis for
calculating state income tax since the use of Federal Taxable Income
applies to all taxpayers. This decision effectively provides taxpayers

with most federal deductions at the state level.

Property tax exemptions created by the General Assembly that only

apply to local governments.

Colorado’s Tribal Income Tax Exemption because federal law

prohibits state taxation of tribal income.



EXHIBIT 1 provides information about the types of tax provisions

included in the definition of tax expenditures.

EXHIBIT 1. EXAMPLES OF TAX EXPENDITURES

CREDIT

Reduces tax liability dollar-
for-dollar. Some credits are
refundable, meaning that a
credit in excess of tax
liability results in a cash
refund.

DEDUCTION

Reduces gross income due
to expenses taxpayers incur.

EXEMPTION

Excludes certain types of
income, activities, or
transactions from taxes.

TAX RATE

Reduces tax rates on some
forms of income and other
taxable activities and
transactions.

M

Example: Taxpayers
with children under age

13 may receive a credit
for a percentage of
child care expenses.

Example: Taxpayers may be
able to deduct from their
income a percentage of the
costs they incur for wildfire
mitigation.

Example: Alcoholic beverages
produced for personal
consumption are exempt from
excise taxes.

Example: Insurance companies
with an office

in Colorado may be eligible for
lower insurance

tax rates.

SOURCE: Office of the State Auditor analysis of Colorado Revised Statutes and information

from the U.S. Government Accountability Office, and the Tax Policy Center.

Tax expenditures may be enacted to achieve a variety of policy goals.
For example, some tax expenditures, referred to in this report as
“structural tax expenditures,” are intended to establish the basic
elements of a tax provision, avoid duplication of a tax, promote
administrative efficiency, clarify the definition of the types of
transactions or individuals who are subject to a tax, or ensure that taxes
are evenly applied. A sales tax exemption for wholesale transactions is

an example of a structural provision since it is intended to avoid the

[OF)
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repeated application of the sales tax to the same good as it moves
through the supply chain (e.g., from manufacturer to wholesaler, or
from wholesaler to retailer). In contrast, other tax expenditures,
sometimes referred to as “preferential tax expenditures,” may be
intended to promote certain behaviors, promote fairness, or stimulate
certain types of economic activity. For example, a tax credit for
property owners who complete restoration projects on historic
properties may be intended to encourage property owners to complete

such projects.

The benefit, and therefore relative incentive, provided to taxpayers from
each type of tax expenditure varies based on the operation of the tax
expenditure and taxpayers’ individual circumstances. Some key

considerations include:

= TYPE OF TAX EXPENDITURE. The type of tax expenditure can have a
large impact on the potential benefit to taxpayers. For example,
deductions, which reduce taxpayers’ taxable income, are most
beneficial to taxpayers with higher incomes, whereas taxpayers who
have taxable income that is already lower than the available
deduction would see less benefit. Similarly, credits, which directly
reduce the amount of tax owed, may be more beneficial to taxpayers

with higher tax liabilities.

= REFUNDABILITY. Tax expenditures that are refundable, meaning that
taxpayers can claim a refund for the amount that exceeds their tax
liability, are generally more beneficial than non-refundable tax
expenditures, especially when taxpayers otherwise owe less in taxes

than the benefit provided by the tax expenditure.

= CARRYFORWARDS. Carryforward provisions allow taxpayers to
apply unused portions of a tax expenditure to future years. Such
provisions can increase the benefit to taxpayers who may not be able

to claim the full value of the tax expenditure in one year.



= TRANSFERABILITY. Some tax expenditures allow taxpayers to sell the

right to claim the tax expenditure to another person or business

entity. Such provisions tend to be beneficial to taxpayers who have

an immediate need for funds or who would otherwise not be able to

claim the full amount of the tax expenditure.

= CAPS. Some tax expenditures are capped, meaning that a taxpayer can

only claim up to a specified amount. Caps limit the benefit provided

to a taxpayer and tend to make tax expenditures relatively less

attractive to taxpayers who have high incomes and high tax liabilities.

HOW DO TAX EXPENDITURES IMPACT COLORADO’S STATE
AND LOCAL TAX SYSTEM?

Tax expenditures reduce both state and local tax revenues in Colorado

and apply to most of the types of taxes levied by the State. EXHIBIT 2

provides a description of the different types of taxes levied by the State,

the amount of state tax revenue generated by the taxes, and the number

of tax expenditures we have identified related to each type of tax.

EXHIBIT 2. COLORADO TAX INFORMATION

DESCRIPTION

Colorado levies individual income
tax on Colorado residents,

Income?

including  part-time  residents,
estates, and trusts at a rate of 4.55
percent of their Colorado taxable
income. The same rate applies to the
Colorado taxable income of
corporations doing business in
Colorado.

2021 STATE REVENUE | NUMBER OF
ASSOCIATED WITH TAX TAX
(PERCENT TOTAL)!

EXPENDITURES

$10,669,000,000
(66%)

n

LIOdAY STINLIANTIXE XV.L



(@)

TAX EXPENDITURES OVERVIEW

Sales and
Use

Excise

Insurance
Premium

Severance

EXHIBIT 2. COLORADO TAX INFORMATION

DESCRIPTION

Colorado sales tax is required to be
collected on the purchase price paid
or charged on all retail sales and
purchases of tangible personal
property, unless specifically
exempted by statute. Use tax is
levied on retail purchases of tangible
personal property that is stored,
used, or consumed in Colorado
when sales tax was not collected at
the time of the purchase. The State’s
sales and use tax rates are both 2.9
percent.

Colorado levies excise taxes on a
variety of goods and activities,
including motor and aviation fuel,
cigarettes and tobacco products,
marijuana and marijuana products,
liquor, gaming, nicotine products,
and sports betting. In contrast to a
sales tax, the excise tax is generally
paid by the manufacturer or
retailer, not the final consumer of
the product. However, the retailer
who ultimately sells the goods to the
final consumer often builds the cost
of the excise taxes into the purchase
price of the goods. For excise taxes
that are levied on activities such as
gaming, the tax base is typically the
gross, adjusted gross, or net
proceeds from the activity. The state
excise tax rate varies based on the
type of good and the quantity
purchased.

Insurance companies operating in
Colorado are levied a tax on the
amount of the premiums they
receive from policyholders. The
insurance premium tax rate Iis
typically 2 percent.

Severance taxes are imposed on the
extraction of certain non-renewable
natural resources, including coal,
molybdenum and metallic minerals,
and oil and gas. The tax base and
rate vary depending on the type of
resource extracted.

2021 STATE REVENUE | NUMBER OF

ASSOCIATED WITH TAX TAX

(PERCENT TOTAL)! | EXPENDITURES

$3.,936,000,000
(24%) 7
$1,152,000,000
o 28
$336,000,000 "
(2%)
$5,000,000
(<1%) =



EXHIBIT 2. COLORADO TAX INFORMATION
2021 STATE REVENUE | NUMBER OF

DESCRIPTION ASSOCIATED WITH TAX TAX
(PERCENT TOTAL)! | EXPENDITURES

The Pari-Mutuel Racing tax is a tax

. levied on the gross receipts from
Pari- & P

Mutue] ~ Wagers on horse and greyhoupd $300;OOO 0
Reychors racing events. The tax rate varies (<1%)
based on the type of event and
whether it is live or broadcast.
Estate taxes are levied on the
transfer of an estate of a deceased
Estate person. However, based on the $0 0
interaction between federal and (0%)

state law, Colorado’s estate tax was

effectively repealed in 2005.
TOTAL o1 6,098,300,000 | 225

SOURCE: Office of the State Auditor analysis of Colorado Revised Statutes, and state revenue
information provided by Legislative Council.

! Percentages may not total 100% due to rounding.

2 Income revenue includes the Alternative Minimum Tax (AMT). AMT data is from Tax Year
2019, the most recent year available.

LoCAL GOVERNMENT IMPACT

Because of the interplay between state and local sales and use tax laws,
most state sales tax expenditure provisions also reduce the revenue
collected by some local governments. Colorado has several types of
local governments, including statutory cities and towns, home rule cities
and towns, counties, and special districts. Statutory cities and towns are
formed under the authority of state statutes, and their power is limited
to that granted by state statutes, meaning that their sales and use tax
laws must conform to the State’s. Alternatively, the Colorado
Constitution provides that cities and towns can adopt a home rule
charter, which provides them with more authority to regulate local and
municipal affairs independent from the State, including making their

own local tax laws [Colorado Constitution Art. XX, Sect. 6].

Under Section 29-2-106, C.R.S., the Department of Revenue collects
sales taxes for all non-home rule jurisdictions that have sales taxes and
for some home rule jurisdictions that have elected to have the State collect
sales taxes on their behalf. Under Section 29-2-102, C.R.S., all of these

state-collected local jurisdictions may set their own sales tax rate, but

~
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must otherwise conform to the State’s tax laws regarding sales and use
taxation, and must apply all of the State’s sales and use tax expenditures,
with the exception of 18 sales tax exemptions specifically excluded by
statute [Section 29-2-105, C.R.S.]. For these 18 exemptions, Section 29-
2-105(1)(d), C.R.S., provides that state-collected local governments are
not required to apply the state exemption and must specifically adopt the
exemption in its local municipal code if it wants to apply it. As a result,
with the exception of these 18 exemptions, the State’s sales tax
expenditures also apply to the local tax revenues for all state-collected
local governments. Because local governments with state-collected local
taxes are required to substantially conform to the State’s sales and use
tax laws, when possible, we estimated the revenue impact to local
jurisdictions when evaluating sales tax expenditures that impact local

governments’ tax revenue.

TABOR

The Colorado Constitution [Colo. Const. Art. X, Section 20] requires
voter approval of all new taxes and tax increases in the State, as well as
tax policy changes that result in increased state revenue. In addition,
TABOR created a state spending cap, which is adjusted annually
according to inflation and state population growth. If state revenue
exceeds the spending cap, the State must refund the excess revenue or

obtain voter approval to retain the revenue in excess of the cap.

Tax expenditures interact with TABOR in two ways. First, some tax
expenditures are only available to taxpayers in years when the TABOR
spending cap is reached. In effect, these tax expenditures lower the
revenue collected by the State, which decreases the amount that must be
refunded to taxpayers. Second, TABOR may restrict the General
Assembly from repealing or modifying tax expenditures under some
circumstances, although the law is unclear in this area. Specifically,
TABOR requires voter approval of “tax policy changes directly
resulting in a net tax revenue gain.” It is unclear how this provision may
limit the General Assembly’s ability to change or repeal tax

expenditures, when doing so results in a net revenue gain to the State.



According to a 2018 Colorado Supreme Court ruling (TABOR
Foundation v. Regional Transportation District), such changes are
permissible when the underlying purpose of the change is not to increase
tax revenue and the actual revenue increase is relatively small. However,
the ruling does not indicate whether there are other circumstances under
which such changes might also be permissible and whether changes to
tax expenditures with the intent of increasing revenue would be
considered as “directly [emphasis added] resulting in a net tax revenue
gain.” Furthermore, the General Assembly has repealed tax
expenditures since TABOR was passed without seeking voter approval,

and such changes have not faced a legal challenge.

HOW ARE TAX EXPENDITURES ADMINISTERED?

The Colorado Department of Revenue administers the State’s tax laws,
including most tax expenditures, and collects all taxes, with the exception
of the Insurance Premium Tax, which is administered by the Division of
Insurance within the Department of Regulatory Agencies, as required by
Section 10-3-209(1)(a), C.R.S. The Department of Revenue processes tax
returns using GenTax, its tax processing and information system, and
taxpayers submit most returns electronically. Typically, taxpayers claim
tax expenditures through self-reporting. For some tax expenditures,
taxpayers must provide the amount claimed when they file their state tax
return forms, while for others, there is no reporting requirement or the
Department of Revenue directs taxpayers to aggregate the expenditures
with other figures, such as gross income or sales, before reporting. In
some cases, the Department of Revenue does not require taxpayers to
submit documentation that supports a transaction’s eligibility for a tax
expenditure; however, it may require taxpayers to substantiate eligibility

for tax expenditures as part of an audit.

In addition, some tax expenditures are administered by other state
departments and agencies, in conjunction with the Department of
Revenue. These tax expenditures typically require the other state
departments and agencies to verify taxpayers’ eligibility for a tax

expenditure before taxpayers can claim it. For example, the Rural

\O
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Jump-Start Tax Expenditures [Section 39-30.5-105, C.R.S.] are
administered by the Governor’s Office of Economic Development and
International Trade (OEDIT) and the Economic Development Council
and taxpayers must apply to and be approved by OEDIT before they can
claim these tax expenditures. When tax expenditures are administered by
an agency separate from the Department of Revenue, statute generally
provides how the coordination between the agency and Department of
Revenue should occur. For example, the other department or agency
administering a tax expenditure may need to provide the Department of
Revenue with a list of recipients of tax expenditures and the amount
claimed or granted in order to verify that a taxpayer has properly claimed
a tax expenditure. Similarly, in some instances, the administering agency
may provide taxpayers with a certificate or other form of validation that

they can attach to their tax returns.

Taxpayers are generally responsible for reporting income and
transactions subject to tax, applying any available tax expenditures, and
submitting payment. For income taxes, reporting requirements vary
based on taxpayers’ entity type for tax purposes. Specifically, taxpayers

must file as follows:

INDIVIDUALS. Taxpayers file as individuals when reporting their personal
income and income tax liability using the Department of Revenue’s
Colorado Individual Income Tax Return (Form DR 0104). Business
owners may include business income on their individual tax return if the
business is formed as one of several “pass through entities.” These
include sole proprietorships, partnerships, limited liability companies,
and S-corporations. For partnerships, certain limited liability companies,
and S-corporations, the business must file a Colorado Partnership and S-
Corporation Composite Nonresident Income Tax Return (Form DR
0106) to report their business income or loss for the year. However, these
business entities are generally not liable for income tax, instead their
profits or losses are apportioned among the owners, who then report the

income or loss on the owners’ Colorado income tax returns.



C-CORPORATIONS. Businesses formed as C-corporations are responsible
for reporting taxes separately from their owners and paying taxes based
on their taxable income, which is calculated prior to distributing profits
to owners (shareholders) in the form of dividends. C-corporations that
are doing business in Colorado report their Colorado income and income
tax liability using the Colorado C Corporation Income Tax Return (Form
DR 0112). Dividend income received by C-corporation owners is

generally taxable as income on the owners’ respective income tax returns.

Businesses making applicable sales or transactions are typically
responsible for reporting and remitting most of the State’s other taxes,
such as sales, insurance premium, and excise taxes, and applying any
available tax expenditures. For example, although sales taxes are paid
by the consumer making the purchase, in most cases the retailer must
collect the sales tax at the time of the purchase and remit it to the
Department of Revenue using the Colorado Retail Sales Tax Return
(Form DR 0100). Therefore, sales tax expenditures are usually applied
by the retailer at the time of the sale and reported by the business when

it submits its return.
HOW WAS EACH TAX EXPENDITURE EVALUATED?

As required by statute [Section 39-21-305, C.R.S.], each tax
expenditure evaluation must include the following types of information,
which are outlined in EXHIBIT 3, along with a general description of the
OSA’s evaluation approach.

—
[EN
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EXHIBIT 3. TAX EXPENDITURE EVALUATION REQUIREMENTS AND
OSA APPROACH TO EVALUATIONS

REQUIRED ELEMENTS EVALUATION APPROACH

A summary description of the purpose, intent, or
goal of the tax expenditure

The intended beneficiaries of the tax expenditure

Whether the tax expenditure is accomplishing its
purpose, intent, or goal

An explanation of the performance measures used
to determine the extent to which the tax
expenditure is accomplishing its purpose, intent, or
goal

An explanation of the intended economic costs and
benefits of the tax expenditure, with analyses to
support the evaluation if they are available or
reasonably possible

A comparison of the tax expenditure to other
similar tax expenditures in other states

Whether there are other tax expenditures, federal
or state spending, or other...programs to the extent
the information is readily available. . .that have the
same or similar purpose...how those all are
coordinated, and if coordination could be
improved, or whether redundancies can be
eliminated

If the evaluation of a particular tax expenditure is
made difficult because of data constraints, any
suggestions for changes in administration or law
that would facilitate such data collection

To the extent it can be determined...(I) The extent
to which the tax expenditure is a cost effective use
of resources; (II) An analysis of the tax
expenditure’s effect on competition and on
business and stakeholder needs; (Il[) Whether there
are any opportunities to improve the effectiveness
of the tax expenditure in meeting its purpose,
intent, or goal; and (IV) An analysis of the effect of
the state tax policies connected ro local taxing
Jurisdictions on the overall purpose, intent, or goal
of the tax expenditure

If the purpose and intended beneficiaries of the tax
expenditure were directly stated in statute, we
summarized this information in the report. If the
statute did not state the intended purpose and/or
beneficiaries, we inferred this information based on
our review of the statute, legislative history,
communications with stakeholders, tax expenditures
in other states, and principles of good tax policy.

If performance measures were provided in statute, we
used those to determine whether the tax expenditure
was accomplishing its purpose, intent, or goal. If no
performance measures were provided in statute, we
inferred performance measures based on the purpose
and available data.

We conducted an economic analysis, including an
estimate of the revenue impact, to the extent possible
based on the available information.

We provided this information to the extent we could
identify other states with similar tax expenditures.

We reviewed and reported on this information if it
was readily available. For example, we reviewed
statute for similar state and federal tax expenditures,
searched state and federal agency websites, and
performed research to identify potentially similar
programs.

We reported data constraints whenever they limited
our ability to evaluate a tax expenditure or may have
had an impact on the accuracy and reliability of our
evaluation. In these instances, we reported the
changes that would need to be made to collect the
necessary data if such changes were under the control
of a state agency.

We provided this information whenever such
analyses were relevant to the tax expenditure and
possible, based on the available information.
Although our approach varied significantly for each
tax expenditure, we searched for available
information and considered whether it was possible
to perform an analysis and draw conclusions in each
of the areas listed.



EXHIBIT 3. TAX EXPENDITURE EVALUATION REQUIREMENTS AND
OSA APPROACH TO EVALUATIONS

REQUIRED ELEMENTS EVALUATION APPROACH

We contacted intended beneficiaries or their
representatives for each evaluation. We provided
information in each report on the impact on the
intended beneficiaries if the tax expenditure was
eliminated.

SOURCE: Colorado Revised Statutes and Office of the State Auditor tax expenditure evaluation methodology.

In evaluating each tax expenditure, the State
Auditor shall consult with the intended
beneficiaries or representatives of the intended
beneficiaries of the tax expenditure

PRINCIPLES OF GOOD TAX POLICY

In conducting our evaluations, we looked to sources such as the National
Conference of State Legislatures, the Tax Policy Center, other states’ tax
expenditure reviews, and Pew Charitable Trusts to gather information on
best practices related to tax policy. We used this information to help infer
the intent of tax expenditures when such intent was not provided in
statute, and also to inform relevant policy considerations for the General
Assembly related to each tax expenditure. Based on a review of these
sources, we identified the following criteria that we used to evaluate tax

expenditures when relevant:

= TRANSPARENCY. Taxpayers and policymakers alike should be able to
understand how the tax system works, including taxpayers’ expected

tax liabilities.

= STABILITY. Taxation should result in a predictable amount of revenue
for the government, and taxpayers should be able to predict in
advance how much they can expect to pay in taxes as a result of any

given decision or transaction.

= SIMPLICITY. In order to assist taxpayers and policymakers in

understanding the tax code, tax policy should be as simple as possible.

= EASE OF ADMINISTRATION. The tax system should be administered
with as little difficulty and cost as possible to taxpayers, tax
professionals, financial intermediaries (such as banks), and the

government.

= FLEXIBILITY AND RESPONSIVENESS TO COMPETITION. Tax systems

should be able to adapt to economic and technological changes that

[EN
(O8]
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occur over time. Similarly, they should be responsive to the tax
policies of other states and countries to help ensure sufficient

competitiveness in a global market.

WHAT LIMITATIONS DID THE OSA FACE IN EVALUATING
TAX EXPENDITURES?

In this report, the OSA strived to present as complete and accurate an
assessment of each tax expenditure as possible. However, there are
some limitations implicit in the evaluations due to a variety of factors,
including lack of available data, the nature of tax expenditures
themselves, and general principles of economics. We discuss these

limitations below.

LIMITATIONS ON DEPARTMENT OF REVENUE INFORMATION

We worked closely with the Department of Revenue to obtain
information relevant to our tax expenditure evaluations and we
appreciate the cooperation and assistance provided by the Department
of Revenue throughout the review year. Despite working cooperatively
with the OSA and making efforts to provide the data we requested, for
many of the tax expenditures we reviewed, the Department of Revenue
was not able to provide any information or was only able to provide
limited information. The reasons for this are due to the inherent
limitations of a self-reported tax system and limitations in the
information the Department of Revenue collects and stores in GenTax,
its tax processing and information system. The most common issues we

found included the following;:
ISSUES INHERENT TO A SELF-REPORTED TAX SYSTEM

= INACCURATE REPORTING BY TAXPAYERS. Even when the
Department of Revenue was able to extract relevant data from
GenTax, this data likely included some degree of inaccuracy because
taxpayers may not properly complete forms. For example, a taxpayer
may enter an exemption on the wrong line of a form or

misunderstand the information requested. Although these errors may



have no impact on the amount of tax the State collects, they can
impact the reliability of the information for the purposes of
evaluating a tax expenditure. Although these errors may be corrected
if a taxpayer is audited by the Department of Revenue, not all

taxpayers are audited.

TIMING OF RETURNS. Taxpayers may file amended returns, request
extensions to return filing deadlines, have returns on hold while
being reviewed or audited by the Department of Revenue, and at
times, file returns past required deadlines. As a result, data relevant
to tax expenditures for any tax year (the year for which a taxpayer
is filing taxes) or other relevant filing period may fluctuate
substantially based on when it is pulled and as updated return filings
are received by the Department of Revenue. According to the
Department of Revenue, it can take several years for the relevant data
to stabilize for some tax expenditures. As a result, information for
tax expenditures for more recent tax years tends to be less reliable
and it can be difficult to assess trends over time, especially for more
recently enacted tax expenditures.

TIMING OF TAX EXPENDITURES. Because taxpayers can carry
forward some tax expenditures across multiple years and they do not
always claim the full value of the tax expenditures they have qualified
for, it can be difficult to estimate the revenue impact of some tax

expenditures or perform analysis of trends over time.

LIMITATIONS DUE TO THE INFORMATION COLLECTED AND STORED BY
THE DEPARTMENT OF REVENUE IN GENTAX

THE RELEVANT TAX EXPENDITURE INFORMATION IS NOT COLLECTED
ON A DEPARTMENT OF REVENUE FORM. According to the Department
of Revenue, it does not collect some information that would be relevant
to evaluating a tax expenditure, if that information is not necessary for
the Department to administer the tax system or if another department
has more direct authority over the tax expenditure (e.g., The Office of
Economic Development and International Trade works more closely

with taxpayers claiming enterprise zone credits). Because requiring
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more information increases the filing costs and burden for taxpayers
and the Department of Revenue’s administrative costs, the Department
typically attempts to collect only the information that is necessary for it

to administer and enforce tax laws.

= THE RELEVANT TAX EXPENDITURE INFORMATION IS COLLECTED ON A
DEPARTMENT OF REVENUE FORM, BUT IS NOT CAPTURED BY GENTAX
IN A MANNER THAT ALLOWS IT TO BE EXTRACTED. This issue can take
two forms: (1) a paper form is scanned and image data is stored, but
the data is not captured in GenTax in a way that can be systematically
retrieved without excessive manual labor; or (2) the form (whether
filed online or on paper) data is captured, but GenTax would need to
be programmed to pull comprehensive data. According to the
Department of Revenue, it does not capture and program GenTax to
pull all information reported by taxpayers on forms because it does
not regularly use all of the information as part of its administration of
taxes. In some cases, the information would only be useful if a
taxpayer is audited, in which case, staff would be able to pull the
relevant information for the relevant taxpayer. Pulling the information
for all taxpayers who took a particular tax expenditure would not be

possible.

= THE RELEVANT TAX EXPENDITURE INFORMATION IS COLLECTED ON
A DEPARTMENT OF REVENUE FORM, BUT IS AGGREGATED WITH
OTHER INFORMATION. In some cases, multiple tax expenditures are
aggregated by taxpayers prior to reporting and are then combined on
a single line on a Department of Revenue form. According to the
Department of Revenue, it allows certain items to be aggregated to
simplify the reporting process and avoid taxpayer confusion due to
an excessive number of lines on forms. In addition, the Department
of Revenue may not need disaggregated information to administer

the applicable tax expenditures.

Although we reported on these issues whenever they had an impact on
our ability to evaluate a tax expenditure, we did not make
recommendations to the Department of Revenue regarding whether it

should make changes to its reporting requirements and/or perform the



necessary programming in GenTax to make the information available
for our reviews. We took a neutral approach on these issues because, in
each case, the General Assembly and Department of Revenue would
need to weigh the relative benefits of having more information available
to review, compared to the additional costs to the Department of
Revenue and additional burden and cost to taxpayers if they have to
report additional information. According to the Department, another
consideration is that additional reporting requirements may also
increase the number of errors that taxpayers make and/or reduce their
level of compliance with the requirements, which could have revenue

impacts.

In order to provide a general estimate of the costs to make changes to
the information it collects and captures in GenTax, in 2018 and 2021
the Department of Revenue provided the following information
relevant to scenarios for addressing the most common data limitations

we identified:

= A NEW FORM WOULD NEED TO BE CREATED OR AN EXISTING FORM
CHANGED. The Department of Revenue would need to work with its
vendor and the Department of Personnel & Administration, which is
responsible for processing paper tax filings, to create the form. The
cost is variable depending on how significant the change is. The costs
for similar changes in recent years have ranged from about $250 for a
minor form change to as high as $85,000 for a single form change

with a more significant filing population or data capture requirements.

= ADDITIONAL DATA WOULD NEED TO BE CAPTURED FROM PAPER
FORMS. The Department of Personnel & Administration prepares,
scans, and performs data entry for paper tax forms for the
Department of Revenue and bills for these services. The cost of
capturing additional information from paper forms is highly variable
based on the amount of data to be captured on each form and
number of forms received and would be incurred on an ongoing
basis. Collecting data on an entirely new form would be more

expensive, for example, than adding a single line to an existing form.
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The Department of Personnel & Administration sets its annual rates
based on actual activity in the prior year and projected activity in
future years, and runs the risk of inadequate resourcing, overtime,
and tax processing delays if the time for data entry is not forecasted

correctly.

= GENTAX WOULD NEED TO BE UPDATED TO HOUSE, MAP, AND INDEX
DATA NOT CURRENTLY CAPTURED. This requires the Department of
Revenue to work with its vendor to make the necessary programming
changes and then perform testing to ensure that the changes operate
properly. The costs for similar changes in recent years have ranged
from about $9,000 to add a single reporting line to an existing form,
to about $19,000 to create a new form, including programming and
testing costs, though costs may be higher based on the specific changes.

It is important to note that depending on the tax expenditures and
information needed, the Department of Revenue may incur the costs
associated with one or all of the scenarios described. Furthermore, these
costs do not include Department of Revenue staff time to review
taxpayer compliance with the new reporting requirements or additional
programming that would be required to integrate controls, such as math
verifications, to ensure accurate reporting. In addition, if a particular
tax expenditure is reported across several forms, such as when it applies
to several types of taxes or filers, the estimated costs would be
multiplied for each change across forms. In addition to these direct
costs, the Department of Revenue would also incur additional costs
related to correcting errors on forms, answering questions, and working
with the OSA to provide the necessary information.

OTHER LIMITATIONS TO OUR ANALYSIS

In lieu of actual tax return data from the Department of Revenue, we
used other data sources to estimate the revenue impact of some tax
expenditures. In general, the data sources included the following

categories:

1 FEDERAL AGENCIES, including the U.S. Census Bureau, the Internal
Revenue Service, U.S. Energy Information Administration, and the
U.S. Bureau of Economic Analysis.



2 STATE AGENCIES, including Legislative Council, the Division of
Insurance, the Secretary of State’s Office, Office of Economic
Development and International Trade, Department of Local Affairs,

Department of Labor and Employment, and State Demographer’s
Office.

LOCAL GOVERNMENTS, including statutory and home rule cities and
towns, counties, and special districts.

(OF)

4 RESEARCH INSTITUTIONS, including peer-reviewed professional
publications, university publications, and reports published by
reputable private research institutions.

5 INDUSTRY AND STAKEHOLDER GROUPS, including professional
associations and other groups that are closely tied to industries

relevant to a particular tax expenditure.
6 MEDIA SOURCES, including newspapers and trade publications.

7 TAXPAYERS, including surveys and interviews with taxpayers who
may benefit from the tax expenditures.

Use of third-party data made the process of estimating the revenue
impact of these tax expenditures significantly more difficult, in part,
because this data may be less accurate than actual tax return data from
the Department of Revenue and typically requires various adjustments
in order to more accurately capture the effect of the tax expenditure in
Colorado. In addition, the data from these sources was not always
complete and the information provided was not always fully aligned
with the information we needed for our evaluations. For example, the
definition of purchases by “industrial” energy users as used by the U.S.
Energy Information Administration in reporting energy sales figures
may encompass sales that would not be considered industrial energy use
under the Colorado tax code. As a result, we made assumptions based
on the best information available in order to complete our analysis,
which we noted in the evaluations.
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HOW DID THE LIMITATIONS TO OUR ANALYSIS IMPACT OUR
CONCLUSIONS?

Each tax expenditure presents its own challenges and limitations with
respect to estimating the number of taxpayers who use the tax
expenditure, its revenue impact to the State and local governments, and
its impact to beneficiaries and the State’s economy. For this reason, we
have provided information in each evaluation regarding the sources of
information we used, the assumptions we made to come to our
conclusions, and the potential impact on our analyses. Therefore,
readers should interpret the estimates provided in our evaluations as an
indication of the magnitude of the impact as opposed to the exact
impact of the given tax expenditure due to the limitations of the
information sources.

Furthermore, the revenue impact estimates provided in our evaluations
should not be taken as equivalent to the amount of revenue that would
be gained if the given tax expenditure were to be repealed, because the
cumulative effects of repealing the tax expenditure are difficult to
predict in advance. There are several reasons for this:

= A general principle of economics is that individuals and businesses
typically spend their money and other resources in ways that will
yield the highest return. Therefore, repealing a tax expenditure, and
thus increasing the tax assessed on a particular item or activity, may

alter taxpayer behavior and change the associated tax revenue.

= Many tax expenditures overlap or interact with others, and we did not
account for these interactions in our revenue impact estimates, in most
cases. For example, different statutes may include exemptions for the
same products, as in the case of charitable organizations that are exempt
from paying sales tax on items they purchase for use in the course of
their charitable activities and functions [Section 39-26-718(1)(a),
C.R.S.]. Some of these eligible items that are purchased by charitable
organizations may already be exempt from sales tax under other
provisions, (e.g., a charitable organization may purchase food for home
consumption, which is also exempt from taxation [Section 39-26-
707(1)(e), C.R.S.]. Purchases of these items are included in the revenue
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impact estimate for the Sales to Charitable Organizations Exemption,
but if this exemption were repealed, these items would still be exempt
from sales tax under the Food for Home Consumption Exemption.

WHAT WERE THE RESULTS OF THE OSA’S EVALUATIONS?

EXHIBIT 4 provides a summary of the results of the OSA’s 2022 tax
expenditure evaluations. We completed evaluations for a total of 48 tax

LIOdAY STINIIANTIXT XV.L

expenditures during the year.

EXHIBIT 4. SUMMARY OF THE OSA’S 2022 EVALUATION RESULTS
(SORTED BASED ON MOST RECENT TO OLDEST ENACTMENT DATE)

STATUTORY REPEAL/ | ESTIMATED Is 1T
TAX EXPENDITURE YEAR POLICY
REFERENCE EXPIRATION | REVENUE |MEETING ITS
TITLE ENACTED : s CONSIDERATIONS?
(C.R.S.) DATE IMPACT? PURPOSE?

Olympic Medalist 39.22- Too few
Income Tax 2017 None  taxpayersto Not yet
. 104(4)(x)
Deduction report
Retail Marijuana 39.26-
Sales Tax 2017 None  $53 million Yes Yes
B . 729(1)(a)
xemption
Sales and Use Tax
Exemption for
Loans of 39-26-711.9 2017 None
Historic Aircraft to
Museums

B Savings | 39224704

4 y & and 2016 None $1,942 No Yes
Account 104(4)(w)(1)
Deduction

Could not

. Yes No
determine

Malt Liquors
Research 44-3-106(6) 2016 None $131 Yes Yes
Exemption
Military Service
Persons 39-22-
Reacquiring 104(4)(u) 2015 None $168,939 No Yes
Residency and 110.5
Deduction
Too few
Affordable Housing December
Tax Credit 39-22-2102 2014 31, 2031 taXfeegrglfts to Yes No

Contaminated Land

_ _ ]anuary 1, o7 To some
léle.ggi‘;elol)ment 39-22-526 2014 2025 $1.3 million extent Yes



EXHIBIT 4. SUMMARY OF THE OSA’S 2022 EVALUATION RESULTS

(SORTED BASED ON MOST RECENT TO OLDEST ENACTMENT DATE)

Nonresident
Disaster Relief

Preservation of
Historic Structures
Tax Credit
Property for Use in
Space Flight
Exemption

Rural Broadband
Equipment Refund
Credit for Purchase
of Uniquely
Valuable

Motor Vehicle
Registration
Numbers

Exonerated Persons
Deduction

Insurance Premium
Tax Credit for
Contributions to
the Colorado
Health Benefit
Exchange

Marijuana Business
Expense Deduction
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Military Family
Relief Fund Grants
Deduction
Downloaded
Software
Exemption
Medical Marijuana
Sales Tax
Exemption for
Indigent Patients
Commercial
Vehicles Used in
PIVBM Interstate
Commerce
Exemption

Job Growth
Incentive Credit
Components Used
to Produce
Renewable Energy
Exemption

22

Worker Subtraction

39-22-
104(4)(t)

39-22-514.5

39-26-728

39-26-129

39-22-535

39-22-
104(4)(q)

10-22-110

39-22-
304(3)(m) and
39-22-
104(4)(r)

39-22-
104(4)(p)

39-26-
102(15)(c)(I)(
C)

39-26-726

39-26-113.5

39-22-531

39-26-724
(1)(a)

2014

2014

2014

2014

2013

2013

2013

2013

2013

2011

2010

2009

2009

2008

To a
None é; lzgsst limited
> extent
January 1, $3.5 million Yes
2030 ’
None $12,000 No
None $0 No
None $0 No
Too few
None  taxpayers to Yes
report
None $5 million Yes
None $1l?6 Yes
million
None  $9,775 S"“ld not
etermine
None At le'ellls't $83 Yes
million
None $10,133 No
None $0 No
December $14.2 To some
31,2026 million extent
To a
None  $6.2 million limited
extent

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes



EXHIBIT 4. SUMMARY OF THE OSA’S 2022 EVALUATION RESULTS
(SORTED BASED ON MOST RECENT TO OLDEST ENACTMENT DATE)

Enology_ Research 44-3-106(5)
xemption
Non-Resident
Aircraft Sales
T iom (Bly. 39267115
away Exemption)
25 lgual_Remdent Trust 39.22-108.5
redit
Bingo-Raffle
Equipment Sales
26 and Use Tax 39-26-720
Exemption
Colorado Tuition
39-
Program Deduction
(529 L2
Deductlon 104(4)(i)(11)
Charitable 39.22.
Contribution 104(4)(m)
Deduction
Biotechnology Sales
B and Use Tax 39-26-402(1)
Refund
Colorado Earned
S(0M Income Tax Credit 39-22-123.5
(EITC)
Conservatlon 39-22-
Easement Credit 522(2)(b)
. 39-26-
Farm Equipment
716 (1)(c),
KV and Parts
Exemption i), md
(4)3(5)(1)
13 Long-Term Ca1je 225122 (1)
Insurance Credit
and (3)
Low-Emitting
Sall Vhicles Exemption SOASTIE
Colorado Works
KR Program Employer 39-22-521(1)
Credit
16 School-to-Career 39-22-
0l Fxpenses Credit 520(2)(a)
Catastrophic
k7@ Health Insurance 39-22-104.5
Deduction
Deduqtioq for 39.22-
Contributions and
. 504.7(2)(e)
S Pre-tax Payments to
) X and 39-22-
Medical Savings 104.6

Accounts

2008

2008

2006

2001

2000

2000

1999

1999

1999

1999

1999

1999

1997

1996

1994

1994

None

None

None

None

None

None

None

None

None

None

None

None

None

None

None

None

$112 Yes
Could not To some
determine extent
To some
$358,400 I,
To a
Minimal limited
extent
To a
$25.7  limited
million
extent
$fll_.3 Yes
million
To a
$478,000  limited
extent

$72 million Yes

$.23.'9 Yes
million
$.16.'3 Yes
million

$2.6 million No
$2.2 million No
$35,374 No
$41,860 No

Minimal No

$16,000
(combined
with other
Medical No
Savings
Account
Deductions)

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes
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EXHIBIT 4. SUMMARY OF THE OSA’S 2022 EVALUATION RESULTS
(SORTED BASED ON MOST RECENT TO OLDEST ENACTMENT DATE)

Medical Savings $16,000
Employer 39.22. (combined
Contribution 304(3)(k) and with other
K Deduction for C 39.27. 1994 None Medical No Yes
corporations, Savings
Individuals, Estates, Jea) Account
& Trusts Deductions)
Foreign Sourcg To a
40 Income Exclusion 39-22-206 1993 None Could not limited Yes
for Export determine extent
Partnerships
Child Care
2S88 Employer Facility  39-22-517(2) 1992 None $0 No Yes
Investment Credit
Child Care Facility $114.458 - To a
“YM Owner Investment 39-22-517(1) 1992 None 2 limited Yes
. $267,164
Credit extent
43 Innovative Cars 39.22-516.7 1992 January 1, Greg;: ;han To some v
Income Tax Credit : 2026 e extent €s
million
Innovative Trucks January 1, Could not
Income s Crlp | 57 229lel o2 2026 determine N ps
. 39-26-
45 Alrcraft. Parts 711(1)(b) and 1991 None Could not To some Yes
Exemption (2)(b) determine extent
Aviation Gasoline 39-27-
46 Tax Exembtion 102.5(2.5)(a)(I 1988 None $0 No Yes
ax EXemptio 1) and (III)
Jet Fuel Excise Tax Sz $16.7
47 . 102.5(2.5)(a)(I 1988 None -y Yes Yes
Exemption ) million
Foreign Source
Z¥3 [ncome Exclusion 39-22-303(10) 1985 None $.81.'7 To some Yes
5 million extent
for C-corporations

SOURCE: Office of the State Auditor evaluations of Colorado’s tax expenditures.

! Repeal/expiration dates in this exhibit are current as of September 15, 2022. For evaluation reports included in this compilation
report, expiration dates are current as of the date each report was originally published.

2 The year the estimated revenue impact applies to varies by tax expenditure based on the availability of data. For more information,
see the specific evaluation report.

3 Because tax expenditures often overlap, it is not possible to add the revenue impact from multiple expenditures to provide a total
revenue impact.









AFFORDABLE HOUSING

TAX CREDIT

EVALUATION SUMMARY  APRIL 2022 2022-TE25

TAX TYPE Income
YEAR ENACTED 2014

REPEAL/EXPIRATION DATE  December 31, 2024

REVENUE IMPACT
(TAX YEAR 2018)
NUMBER OF TAXPAYERS  Not reportable

Not reportable

KEY CONCLUSION: The tax credit acts as a significant funding source for affordable housing
development and appears to be meeting its purpose of encouraging the expansion of affordable

housing in Colorado.

WHAT DOES THIS TAX EXPENDITURE
DO?

The Affordable Housing Tax Credit [Section 39-22-
2102, C.R.S.] provides housing developers and
investors a credit against state income tax or
insurance premium tax liability for direct capital
investment in affordable housing projects in the
state. The Colorado Housing and Finance Authority
(CHFA) administers the credit and is responsible for
awarding credits at the minimum amount necessary
to make affordable housing projects financially
feasible. CHFA caps the total credit award per
project to $1 million per year, which is available to
taxpayers each year for a 6-year period, resulting in
a maximum total credit of $6 million per taxpayer.
Statute limits the total annual amount of credits
awarded each year to $10 million.

WHAT IS THE PURPOSE OF THIS TAX
EXPENDITURE?

Additionally, House Bill 22-1051, which was
introduced during the 2022 Legislative Session and
was under consideration at the time this report was
published, would clarify that the credit’s purpose is
“to address the shortage of affordable housing in the
state and increase access to affordable housing by
encouraging developers to build units specifically
restricted for residents with incomes below the area
median income and also to encourage private sector
investment into the development and preservation
of affordable housing.”

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

House Bill 14-1017, which reestablished the
Affordable Housing Tax Credit and expanded other
affordable housing programs, was intended “...to
expand the availability of affordable housing in the
state.”

We did not identify any policy considerations on
this evaluation.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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AFFORDABLE HOUSING
TAX CREDIT

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Affordable Housing Tax Credit [Section 39-22-2102, C.R.S.]
provides housing developers and investors a credit against state income
tax or insurance premium tax liability for direct capital investment in
affordable housing projects in the state. The credit was originally
established in 2000 as a 2-year pilot program, which expired in 2002.
In 2014, House Bill 14-1017 reestablished the credit, with the first
credits under the bill awarded in 2015. Since that time, the credit has
been reauthorized through 2024, and is currently set to expire on
December 31, 2024. Additionally, House Bill 22-1051, which was
under consideration at the time this report was published, would extend
the credit until December 31, 2034.

The Colorado Housing and Finance Authority (CHFA), a statutorily
created non-state entity, oversees the allocation of the credit. Statute
requires that any projects to which CHFA awards the credit must
qualify as a low-income housing project under Section 42 of the IRS

code, which requires:

= 20 percent of housing units for tenants who earn 50 percent or less
of area median income (AMI). For example, a 100 unit development
located in an area with a $50,000 AMI would need to contain at least
20 units occupied by individuals whose gross annual income is
$25,000 or less.

= 40 percent of units for tenants who earn 60 percent or less AMI. For

example, a 100 unit development located in an area with $50,000



gross median income would need to contain at least 40 units
occupied by individuals whose gross annual income is $30,000 or

less.

= 40 percent or more of the units are, on average, restricted to tenants
whose income is less than 60 percent of AMI. For example, a 100
unit development could designate 30 units for tenants with incomes
of 50 percent of AMI or less and 10 units for tenants with incomes
of 70 percent or less because the average income of all the income

restricted units (40 percent of the total units) is less than 60 percent
of AML

Additionally, CHFA requires that project owners agree to maintain the
units’ affordable status for at least 30 years, with a preference for 40

years.

The credit is awarded as an annual amount that is available to the
taxpayer each year for a 6-tax year period. For example, a taxpayer
awarded a $1 million annual credit, would be able to claim a total credit
amount of $6 million over 6 years. The 6-year period starts when the
development is placed “in service,” meaning that tenants occupy the
development. According to stakeholders, projects typically are not
placed in service until at least 1 to 2 years after the credit is awarded. If
a taxpayer’s annual credit amount exceeds their tax liability during any
tax year, they cannot claim a refund, but may carry forward the credit

amount for up to 11 years after the project is placed in service.

Under Section 39-22-2102(2), C.R.S., CHFA is responsible for
determining the credit amount it awards to eligible projects, but statute
requires that this should be “the least amount necessary to ensure the
financial feasibility of a qualified development” and no more than 30
percent of the qualified basis cost related to developing or rehabilitating
the units reserved for eligible tenants. Statute limited the aggregate
annual credits issued by CHFA to $5 million in Calendar Years 2015
through 2019, increasing to $10 million in 2020 through 2024. This

limit applies to the annual credit award amounts, not the aggregate total
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credits available over the 6-year credit period, which means that if
CHFA awards up to the $10 million limit in any given year, taxpayers
awarded the credit that year would be able to claim up to a total of $60
million in credits over 6 years. However, credits allocated to housing
projects in disaster-relief areas in Boulder, Larimer, and Weld counties
were not subject to this limitation in Calendar Years 2015 or 2016.
Unallocated credits, if any, from the preceding calendar year can be
issued in the following years. Under its administrative authority, CHFA
further limits the credit to $1 million annually ($6 million total) per
owner or per project. Statute also requires each project to have local
government financial support. The financial support can come in the

form of land donation, cash, or other contributions.

In order to use the credit availability to leverage a separate federal
affordable housing credit, which is also administered by CHFA—
known as the 4 Percent Federal Tax Credit—CHFA requires that
projects that receive the State’s credit apply, and be approved, for the
federal credit as well. The 4 Percent Federal Tax Credit, which typically
offers a larger tax benefit than the State’s Affordable Housing Tax
Credit, provides credits against the federal income tax equivalent to

approximately 30 percent of a project’s development costs.

To apply for the Affordable Housing Tax Credit, project owners submit
an application to CHFA, which must include financial information,
records of a public hearing being conducted in the community of the
development’s location, market analysis, environmental report,
appraisals, evidence of interest from lenders and equity investors, third
party cost estimates, and the resumes of the development and
management team. The application should demonstrate that the credit
is necessary to allow for the project to move forward and that the
project is fully prepared to come to fruition if the credit is granted.
CHFA reviews the application and determines the minimum credit
amount necessary to make the project financially feasible. If approved,
CHFA issues an award letter to the project owner(s) who establishes a
partnership with an investor for funding that can be used to pay for

project costs. Upon lease-up and stabilization of the project, CHFA



issues an allocation certificate to the project. As a partner in the
project’s ownership, the investor can offset their tax liability with the

credits.

To claim the credit, taxpayers must submit the allocation certificate they
received from CHFA to the Department of Revenue (Department) when
they file their income taxes. Any credits the owner has transferred to
investors must be reported to the Department using Form DR 0104CR
for individuals, Form DR 0112CR for corporations, Form DR 0106CR
for S corporations and other pass through entities, and Form DR 0105
for estates and trusts. Insurance companies that invest in affordable
housing projects may also claim the credit; however, they do not file
with the Department, but instead claim the credit against their insurance

premium tax filed with the Division of Insurance.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not directly state the intended beneficiaries of the
Affordable Housing Tax Credit. Based on our review of the statutory
language and interviews with CHFA staff, we considered the intended
direct beneficiaries to be affordable housing development owners and
investors. Owners, which include public housing agencies, nonprofit
entities, and for-profit entities, use the credit to draw the interest of
investors, who help fund construction costs. Although the credit is not
available until the development is placed in service, project owners can
use it to secure immediate financing for project costs by entering into a
partnership with an investor, which then provides project funding in

return for being able to claim the credit in future years.

Individuals and families who live in the new affordable housing
developments also benefit from the credit to the extent that it
encourages the expansion of affordable housing that reduces their
housing costs. According to CHFA, the need for affordable housing is
a growing concern in Colorado. Population increases, the COVID-19

pandemic, and an existing shortage in affordable housing have all
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contributed to an increased need for affordable housing across the state.
Generally, rents that are less than 30 percent of a household’s income
are considered affordable. In 2020, CHFA found that about 51 percent
of Colorado renters were paying 30 percent or more of their household
income on rent, with 24 percent of these renters paying more than 50

percent of their household income on rent.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

According to the bill title for House Bill 14-1017, which reestablished
the Affordable Housing Tax Credit and expanded other affordable
housing programs, the bill was intended “...to expand the availability
of affordable housing in the state.” Additionally, House Bill 22-1051,
which was introduced during the 2022 Legislative Session and was
under consideration at the time this report was published, would clarify
that the credit’s purpose is “to address the shortage of affordable
housing in the state and increase access to affordable housing by
encouraging developers to build units specifically restricted for residents
with incomes below the area median income and also to encourage
private sector investment into the development and preservation of

affordable housing.”

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We found that the Affordable Housing Tax Credit is meeting its
purpose by acting as a significant additional incentive to encourage the

development of affordable housing projects in the state.

Statute does not provide quantifiable performance measures for this
credit. Therefore, we created and applied the following performance
measure to determine the extent to which the credit is meeting its

purpose.

PERFORMANCE MEASURE: 7o what extent does the credit encourage the

expansion of aftordable housing in the state?



RESULT: Overall, we found that the credit encourages the development
of additional affordable housing in the state by subsidizing a substantial
portion of the funding necessary to complete projects. The credit is used
to leverage the assistance provided by the larger 4 Percent Federal Tax
Credit, and it provides significant additional funding. To quantify the
credit’s potential impact on encouraging affordable housing projects,
we used CHFA data to compare the credit amount awarded to project
owners with the total project costs. We also considered the benefit
provided by the federal credit since CHFA requires that any project that
receives the state credit also have applied and been approved for the 4
Percent Federal Tax Credit in order to leverage available federal
support. As shown in EXHIBIT 2, the equity generated from state credits
awarded between Calendar Years 2015 through 2020, was equivalent
to 14 to 19 percent of the total project costs reported by project owners.
When coupled with the federal credit, the credits were equivalent to 50

to 58 percent of project costs.

EXHIBIT 2. AFFORDABLE HOUSING CREDITS AS A
PERCENTAGE OF TOTAL PROJECT COSTS FOR PROJECTS
AWARDED THE STATE AFFORDABLE HOUSING TAX CREDIT
CALENDAR YEARS 2015-2020

State Tax Federal Tax Combined

Credit as a Credit as a Credits as a
Percentage Percentage Percentage of
Calendar Total Project of Total of Total Total Project
Year Costs Project Costs Project Costs Costs
2015 $452 19% 31% 50%
million
2016 $;$9 19% 33% 52%
million
2017 $358.9 16% 35% 51%
million
2018 $159.3 18% 32% 50%
million
2019 $399.4 14% 37% 51%
million
2020 $257.2 14% 44% 58%
million

SOURCE: Office of the State Auditor analysis of CHFA data.

(OF)
(O8]

LYOdAY STINLIANTIXA XV.L



[8)
N

AFFORDABLE HOUSING TAX CREDIT

We also found projects awarded the Affordable Housing Tax Credit
have provided a significant number of affordable housing units. As
shown in EXHIBIT 3, according to CHFA data, the 70 projects that were
awarded the credit between Calendar Years 2015 to 2020, created
6,832 additional affordable housing units in the state.

EXHIBIT 3. NUMBER OF AFFORDABLE
HOUSING PROJECTS AND UNITS SUPPORTED
BY THE AFFORDABLE HOUSING TAX CREDIT

CALENDAR YEARS 2015 TO 2020

Year Number of Projects Units Supported
2015 16 1,896
2016 12 1,062
2017 12 1,299
2018 8 535

2019 12 1,272
2020 10 768
Total 70 6,832

SOURCE: Office of the State Auditor analysis of CHFA data.

Although the projects awarded the credit provided a significant amount
of additional affordable housing, it is possible that some of the projects
would have gone forward in some form without the credit. As discussed,
projects may be able to receive federal credits that are typically larger
than the state credit and we could not determine what decisions project
owners would have made in the absence of the credit. However, CHFA
reviews the financial feasibility of projects that apply for the credit to
limit the credit to projects that it determines require additional funding.
Therefore, it appears that the availability of the state credit is an
important tool to encourage additional investment in affordable

housing.

According to the CHFA staff and stakeholders we contacted, projects

awarded the state credit require both the state and federal credits in



order to make the projects financially feasible because it is difficult to
find other sources of funding for affordable housing projects. According
to stakeholders we spoke with, when applicants do not receive the state
credit, they may abandon the project, delay it, reduce the number of
affordable units they include, or increase the rental rates. For example,
one developer that applied for both the state credit and 4 Percent
Federal Tax Credit, but did not receive the state credit, reported that it
was still able to construct the development with the same number of
affordable housing units originally planned. However, the developer
reduced the number of very low-income units offered and redistributed
these units to higher-income units to increase the amount of rental
income to make up for not receiving the state credit. The information
in EXHIBIT 4 was provided by this developer and illustrates the impact

of the state credit on one project.

EXHIBIT 4. EXAMPLE OF UNIT REDISTRIBUTION WITH AND
WITHOUT THE STATE AFFORDABLE HOUSING TAX CREDIT

Number of
Units Number
Available with of Units
4 percent Available with
Unit Resident’s Federal and 4 Percent
Income as a State Tax Federal Tax Unit
Percentage of AMI Credits Credit Only Redistribution
20 percent AMI 2 0 -2
30 percent AMI 7 S -2
40 percent AMI 10 0 -10
50 percent AMI 15 0 -15
60 percent AMI 33 77 +44
70 percent AMI 15 0 -15
Total Units 82 82 0
Average Affordability 5‘:)fp zﬁ{l t Si fp ZE\CZIH ‘ N/A

Source: Affordable Housing Developer.
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WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

Although CHFA has issued a substantial amount of credits, we lacked
the data necessary to determine the Affordable Housing Tax Credit’s
impact to state revenue and the benefit it has provided to taxpayers.
Specifically, according to Department publications and data, taxpayers
claimed $7,000 in credits in Tax Year 20135, there were no claims in
Tax Year 2016, and the Department is not able to release the amount
claimed for Tax Year 2017 due to the low number of claims. In Tax
Year 2018—the most recent year for which the Department was able to
provide information— the revenue impact was significant, but because
few taxpayers claimed the credit, under Section 39-21-113(4)(a) and
(5), C.R.S., which protects the confidentiality of tax information, we
cannot provide the annual revenue impact. Additionally, because the
credit was first awarded to taxpayers in Tax Year 20135, it is likely that
its revenue impact and usage have increased significantly since Tax Year

2018, but we lacked information to quantify this impact.

Based on the amount of credits CHFA awarded during Calendar Years
2015 through 2020, about $209 million in total credits could
potentially have been available for taxpayers to claim during those
years. However, the revenue impact to the State has likely been less
because taxpayers cannot claim the credit until the qualifying project is
completed and placed in service, which typically takes at least 1 to 2
years following a credit award. Thus, credits awarded in Calendar Year
2015, would likely not be available to taxpayers until Tax Year 2016
or 2017. Further, to the extent that an available credit exceeds a
taxpayer’s tax liability in a given year, the taxpayer can carry the credit
forward for up to 11 years, meaning that the revenue impact of credits
issued from Calendar Year 2015 through 2020, may not be fully
realized until Tax Year 2033 (assuming a 2-year delay before the credit
can be claimed and 11 years of potential carry forwards). Additionally,
it is possible that some taxpayers who have credits available will never

claim them, which is common for tax credits in general, although we



lacked information necessary to estimate the amount of Affordable

Housing Tax Credits for which this may occur.

As discussed, the credit has also supported the development of a
significant number of affordable housing units in the state. To assess the
credit’s cost-effectiveness, we used CHFA data to compare the total
credits awarded each year to the total number of affordable housing
units created from the projects receiving credit awards. We found that
for credits CHFA awarded during Calendar Years 2015 through 2020,
about $47,000 in state credits were awarded for each additional unit of
affordable housing that was created. Additionally, each of these state
credit awards was coupled with the 4 Percent Federal Tax Credit, with
a total of about $146,000 in state and federal credits awarded for each
unit of affordable housing created. EXHIBIT 5 shows the credits awarded
for each unit of housing supported by the credit for Calendar Years
2015 through 2020.

EXHIBIT 5. CREDITS PER UNIT OF AFFORDABLE HOUSING
CREATED BY PROJECTS AWARDED TAX CREDITS
CALENDAR YEARS 2015 THROUGH 2020

State and
Federal State and
State Tax State Tax Tax Federal
Credits Credits Credits Tax

Units Awarded  Awarded Per Combined Credits
Supported  (Millions) Unit (Millions) ~ Per Unit
2015 1,896 $85.8 $45,238 $226.3 $119,359
2016 1,062 $53.8 $50,614 $150.5  $141,731
2017 1,299 $58.5 $45,066 $183.2 $141,034
2018 535 $28.5 $53,251 $79.6 $148,693
2019 1,272 $56.4 $44,357 $204.6 $160,869
2020 768 $37 $48,155 $150.6  $196,093

Total 6,832 $320 $46,832 $994.8  $145,609
Source: Office of the State Auditor analysis of CHFA data.
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According to CHFA, the average market rent for apartments of all sizes
in Colorado in 2020 was $1,403 and the average household living in an
apartment supported by the Affordable Housing Tax Credit paid $767
in rent. Therefore, we estimate that households received approximately
a $636 per month, or $7,632 per year, discount in rent for each
affordable housing unit supported by the credit. CHFA requires each
project owner to maintain the affordable housing units for which it
received credits for a minimum of 30 years. Therefore, if the amount of
rental discount per unit was equivalent to $7,632 per year over a 30-
year period, the rental discount provided by the credits would be about
$229,000 per household. This significantly exceeds the $48,155 in
credits provided by the State in Calendar Year 2020 for each unit and
also exceeds the $196,093 in state and federal credits combined that
were awarded for each unit. Further, the full benefit likely exceeds this
estimate because according to CHFA, in practice, project owners
typically agree to maintain the affordable housing units for longer than
30 years and market rents are likely to grow, which would increase the

rental discount over time.

We also found that projects awarded the credit between Calendar Years
2015 to 2020, were distributed across 11 counties in the state. Credit
awards were concentrated in the Denver metropolitan area, with
Adams, Arapahoe, Denver, and Jefferson counties receiving about 55
percent of the total credit amount awarded. EXHIBIT 6 provides the

number of projects and total credits awarded for projects approved for
credits during Calendar Years 2015 through 2020.



EXHIBIT 6. DISTRIBUTION OF AFFORDABLE
HOUSING TAX CREDIT AWARDS BY COUNTY
CALENDAR YEARS 2015 THROUGH 2020

State Tax Credits

Awarded
Number of Projects (in millions)

Adams 5 $20.7
Arapahoe 5 $25.4
Boulder! 12 $61.7
Chaffee 1 $2.2

Denver 23 $100.1
El Paso 3 $11.5
Jefferson 7 $31.4
Larimer! 8 $43.0
Pitkin 1 $2.0
Routt 1 $3.7
Weld! 4 $18.1

SOURCE: Office of the State Auditor review of CHFA data.
Boulder, Larimer, and Weld Counties received an additional allocation of credits in
Calendar Years 2015 and 2016 as part of disaster recovery efforts in those years.

In addition to reducing housing costs, construction for projects awarded
the credit also likely benefits the local economy by supporting
construction industry jobs, as well as purchases of materials and land.
CHFA uses an input-output economic model to estimate the economic
benefit associated with the construction for projects it approves for the
credit and estimates that the economic impact of projects awarded the
credit in 2020 was $483.3 million. However, because it is unknown
what economic activity and investments may have occurred if the
projects were not approved, it is difficult to determine the net impact of
the credit on the local economy. The credit may also benefit the local
economy to the extent that it brings in new residents to an area and by
reducing housing costs, which allows residents to spend additional

funds in the area. We lacked data necessary to quantify these impacts.
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WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If the Affordable Housing Tax Credit was eliminated, current
beneficiaries would see a significant decrease in funds available to
support affordable housing projects. As discussed, the credits awarded
during Calendar Year 2020, were equivalent to about 14 percent of
total project costs, which would have to be made up through other
funding sources. Because CHFA currently targets credit awards to
projects that it determines would not be able to go forward without
additional support, it is likely that less affordable housing would be
constructed in the state without access to the credit. Although the 4
Percent Federal Tax Credit, which CHFA currently couples with the
state credit, would still be available, this credit alone may not provide
significant enough support to make some projects feasible.
Additionally, according to stakeholders, it is possible that some
affordable housing projects that would otherwise benefit from the state
credit would still go forward, but would offer fewer affordable-housing
units or would offer fewer units that would be affordable to residents

with very low incomes.

CHFA and stakeholders we spoke with indicated that the credit is
necessary to increase the availability of affordable housing in Colorado.
They stated that the tax credit program—meaning resources provided
by the federal and state credits—is the most important funding stream
for affordable housing development, while other resources, such as
income from grants, are helpful as “gap” funding, but are generally not

sufficient on their own.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We identified at least 18 other states with a credit similar to Colorado’s

Affordable Housing Tax Credit. These credits vary in terms of:

= ELIGIBILITY CRITERIA. Although many states have similar eligibility
requirements as Colorado, some states, like Utah, set more stringent

affordability criteria, such as requiring more units at lower AMIs.



ANNUAL AWARD PERIOD. The federal annual award period is 10
years, but most states provide annual awards for between 4 to 6

years.

RELATIONSHIP TO FEDERAL CREDITS. Some states only award their
credits in conjunction with the 4 Percent Federal Tax Credit, as is the
case for Colorado. However, others, like New Mexico, award credits

independently from the federal credit.

CREDIT AMOUNT. The credit amount in other states may be subject
to minimums or caps at both the individual project levels, as well as
the statewide level. For example, Maine’s state credits match the
federal amounts, up to a $10 million statewide cap. Other states, like
Hawaii, do not have a state cap, but limit the credits to 50 percent

of the federal credit allocation.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

A variety of programs exist within Colorado, operated by the State,

federal government, or a combination of the two, to support the

development of affordable housing. Some of these programs,
administered by the Department of Local Affairs (DOLA), include:

COLORADO HOUSING INVESTMENT TRUST FUND—Provides short-
term loans to affordable housing developers and housing authorities.

About $36 million has been allocated to the Fund since it was created
in 2012.

HOUSING DEVELOPMENT GRANT—Provides funds through a
competitive application process to improve or expand the supply of
affordable housing, to finance foreclosure prevention activities, and
to fund the acquisition of data necessary to advise the State Housing
Board on local housing conditions. Some of the grant funding is
specifically designated for rural communities and specific programs,
such as developing housing for people with mental and behavioral
health disorders.
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= PRIVATE ACTIVITY BONDS—These tax-exempt bonds are provided by
the federal government and are distributed to states using a
population-based formula that determines an annual “bond cap.” In
accordance with Colorado statute, DOLA allocates nearly 50 percent
of the bond cap to CHFA and a majority of the remaining bonds to
counties. Bonds are issued by CHFA and counties, which are
required to support 4 Percent Federal Tax Credit projects. CHFA
uses these in conjunction with the 4 Percent Federal Tax Credit and
Affordable Housing Tax Credit awards.

Additionally, the federal government also provides credits that support

the development of affordable housing in the state:

= 4 PERCENT FEDERAL TAX CREDIT—As discussed, this credit is
equivalent to approximately 35 percent of project owners’ costs for
the construction or rehabilitation of an affordable housing
development. This credit is also administered by CHFA at the state
level. Unlike the 9 Percent Federal Tax Credit, discussed in the next
bullet, states are not subject to a limitation on the amount of credits
they can issue. However, applicants for this credit must have received
private activity bonds as part of their project financing, which is
annually limited by a per capita amount. Although CHFA requires
recipients of the State Affordable Housing Tax Credit to also be
approved for the 4 Percent Federal Tax Credit, applicants can still
receive the 4 Percent Federal Tax Credit regardless of whether they
are awarded the state credit; however, the application process to
receive just the 4 Percent Federal Tax Credit is separate from the
process to receive both the state and federal tax credits. CHFA
awarded about $25.8 million in 4 Percent Federal Tax Credits in
Calendar Year 2020.

= 9 PERCENT FEDERAL TAX CREDIT—This credit is equivalent to
approximately 70 percent of project owners’ costs for the
construction or rehabilitation of a affordable housing development.
CHFA administers the credit at the state-level, with the federal

government allocating a maximum annual aggregate award amount



to each state. CHFA awarded about $16.3 million in annual credits
during Calendar Year 2020. Because the total annual awards are
capped and demand for the credit typically exceeds the cap, CHFA
administers a competitive process to select the projects that will

receive the credit.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not experience any data constraints that impacted our ability to

evaluate the credit.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

We did not identify any policy considerations on this evaluation.
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CATASTROPHIC HEALTH

INSURANCE DEDUCTION

EVALUATION SUMMARY  APRIL 2022  2022-TE1S

TAX TYPE Income
YEAR ENACTED 1994
REPEAL/EXPIRATION DATE None

REVENUE IMPACT Minimal
(TAX YEAR 2017)
NUMBER OF TAXPAYERS Minimal
(TAX YEAR 2017)

KEY CONCLUSION: Because insurance that would qualify for the deduction is currently not being
sold in the state, the deduction is not reducing the cost of catastrophic health insurance.

WHAT DOES THE TAX EXPENDITURE
DO?

The Catastrophic Health Insurance Deduction
[Section  39-22-104.5, C.R.S.] provides
employees with a state income tax deduction on
wages withheld by their employer to pay for
catastrophic health insurance if the wages have
not already been deducted on their federal
income tax returns.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

Statute does not explicitly state a purpose for
the expenditure. Based on our review of statute,
legislative history, and news articles from the
period when the expenditure was created, we
considered a potential purpose: to reduce
taxpayers’ costs for catastrophic health
insurance by reducing their Colorado tax
liability.

The General Assembly may want to consider:

= Repealing the deduction, since eligible
policies are not currently sold in the state.

= Amending statute to establish a statutory
purpose and performance measures for the
deduction if the deduction is not repealed.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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CATASTROPHIC
HEALTH INSURANCE
DEDUCTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Catastrophic Health Insurance Deduction [Section 39-22-104.5,
C.R.S.] provides employees with a state income tax deduction on wages
withheld by their employer to pay for catastrophic health insurance if
the wages have not already been deducted on their federal income tax
returns. Catastrophic health insurance provides coverage for
unexpected high-cost health care, such as may be incurred due to an
accident or a serious illness. Policies typically offer lower premiums to
policy holders, but provide less coverage for routine health care, and
require higher deductibles than other types of health insurance. For
policies to qualify for the deduction, deductibles must be between
$1,500 and $2,250 for individual coverage and between $3,000 and
$4,500 for families [Section 10-16-116(3), C.R.S.]. Additionally,
qualifying catastrophic health insurance policies must be issued by an
employer, cover all employees who elect coverage, be priced according
to specifications in law, and meet other requirements. According to the
Division of Insurance (Division) within the Department of Regulatory
Agencies, no insurer in Colorado is currently selling catastrophic health

insurance that qualifies for the deduction.

The deduction was established in 1994 by House Bill 94-1094, which
also established provisions allowing employers who do not provide
other health plans to offer employees catastrophic health insurance. In
2013, House Bill 13-1266 clarified that catastrophic health plans that
individuals can purchase through Connect for Health Colorado do not
qualify for the deduction. Specifically, under Section 10-16-116(6)(a),



C.R.S., “catastrophic health insurance” is distinct from a “catastrophic
plan” (more commonly called a “catastrophic health plan”), which is
purchased directly by individuals through Connect for Health
Colorado. While catastrophic health plan payments do not qualify for
the deduction, wages withheld to pay for these plans are generally
excluded from federal taxable income under federal law, which also
effectively excludes them from Colorado taxable income because the
State uses federal taxable income as the basis for calculating Colorado

taxable income.

The deduction is structured to automatically apply when employers
withhold wages to pay for catastrophic health insurance, with Section
10-16-116(5)(b), C.R.S., stating that employers should withhold wages
for catastrophic health insurance premiums on a pre-tax basis for state
income tax purposes. The employee and employer must sign an
“Employees Election Regarding Catastrophic Health Insurance” (Form
DR 0811) form to document their election to have wages withheld to
pay for catastrophic health insurance. This form is maintained by the
employer and is not filed with the Department of Revenue
(Department). Department guidance states that employers must report
premiums withheld in the form of a letter on the employer’s letterhead,
which is furnished to the employee and the Department. According to
Department guidance, the letter must indicate why premiums may be
deducted when calculating an employee’s Colorado taxable income
during that year. If an employer does not properly withhold the wages
on a pre-tax basis and/or the wages were included in the individual’s
federal taxable income, taxpayers can claim the deduction using line 18
for “Other Subtractions” on their Subtractions from Income Schedule
(Form DR 0104AD), which is filed with their income tax return.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly identify the intended beneficiaries of the
Catastrophic Health Insurance Deduction. We inferred, based on

statutory language and Department guidance, that the intended
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beneficiaries are individuals who have wages withheld by their

employer to pay for catastrophic health insurance.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for the expenditure. Based on
our review of statute, legislative history, and news articles from the
period when the expenditure was created, we considered a potential
purpose: to reduce taxpayers’ costs for catastrophic health insurance by
reducing their Colorado tax liability. During the 1990s, both state and
federal governments introduced several new types of insurance policies,
savings accounts, and corresponding tax benefits intended to help lower
health care costs. The deduction, created in 1994, appears to be part of
this policy effort.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the deduction is meeting
its purpose because no purpose is provided in statute or its enacting
legislation. However, we found that the deduction does not appear to
be meeting the potential purpose we considered for this evaluation
because qualifying catastrophic health insurance does not appear to be
sold in Colorado and few taxpayers claimed the deduction in a prior
year, and it is possible that these taxpayers may have claimed the

deduction in error.

Statute does not provide performance measures for the deduction. We
created and applied the following performance measure to determine

whether the deduction is meeting the potential purpose we considered:

PERFORMANCE MEASURE: 70 what extent has the deduction reduced
costs for catastrophic health insurance?

RESULT: We found that the Catastrophic Health Insurance Deduction is
not reducing taxpayers’ costs for catastrophic health insurance because

it does not appear that qualifying policies are being sold in the state.



According to the Division, there are currently no insurers offering
catastrophic health insurance in Colorado that appear to qualify for the
deduction. Although catastrophic health plans are available through
Connect for Health Colorado, and provide similar coverage, as
discussed, these plans do not qualify for the deduction under Section
10-16-116(6)(a), C.R.S., because the plans do not cover all employees
who elect coverage and are not otherwise covered under Medicare or
another policy, as required by Section 10-16-116(3)(d), C.R.S.

Further, although the Department did not have comprehensive data
available to measure the use of the deduction in prior years, it appears
that taxpayers rarely claimed it. Specifically, the Department conducted
a study of Tax Year 2017 filings to determine which expenditures were
being claimed on the “Other Subtractions” line of the Colorado Income
Tax Return, which is where taxpayers would claim the deduction, and
found that a minimal number of taxpayers claimed the deduction that
year. Due to the small number of taxpayers who claimed the deduction,
taxpayer confidentiality requirements [Section 39-21-305(2)(b), C.R.S.]
prevent us from reporting the specific number of taxpayers who claimed
it. Given the current lack of qualifying plans in the state and the small
number of taxpayers who claimed the deduction in prior years, it is
possible that these taxpayers may have claimed the deduction in error.
For example, the taxpayers may have claimed it for amounts spent on
catastrophic health plans that they purchased directly from Connect for
Health Colorado, which would not have been eligible for the deduction.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

We were unable to determine the Catastrophic Health Insurance
Deduction’s revenue impact to the State because taxpayers do not have
to report amounts withheld pre-tax for catastrophic health insurance
payments, and any amounts claimed on the Subtractions from Income
Schedule are included on the same reporting line as several other
deductions and cannot be disaggregated. However, as discussed, the

Department’s review of 2017 tax returns showed that the deduction

N
\O

LYOdIY STINLIANTIXA XV.L



D
()

CATASTROPHIC HEALTH INSURANCE DEDUCTION

appears to have been used by few taxpayers in prior years and had a
minimal revenue impact to the State. Due to Section 39-21-305(2)(b),
C.R.S., which protects the confidentiality of tax information, we could
not provide the exact revenue impact of the deduction due to the small

number of taxpayers claiming it.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Since the Division is not aware of any insurance that meets the
requirements to qualify for the deduction and the Department found
few taxpayers who claimed the deduction in Tax Year 2017, eliminating
the Catastrophic Health Insurance Deduction would have a minimal
impact on intended beneficiaries. If the deduction is eliminated, any
taxpayers who currently benefit from it would see a corresponding
increase in their state income taxes. However, according to Department
staff, taxpayers may potentially be eligible to exclude amounts withheld
from wages to pay for catastrophic health insurance from taxable
income under federal law, which would automatically result in a
deduction on their state taxes because Colorado uses federal taxable

income to calculate state income tax.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Out of the 42 states that impose a state income tax, Colorado is the
only state that treats catastrophic health insurance and catastrophic
health plans as separate types of insurance and the only state that has a

specific catastrophic health insurance deduction.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

Under federal law, taxpayers may be eligible to exclude amounts
withheld from wages to pay for catastrophic health insurance from
federal taxable income. Claiming a federal deduction would also
effectively result in a reduction in taxpayers’ Colorado taxable income
because Colorado uses federal taxable income as the basis for

calculating Colorado taxable income.



WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

The Department could not provide comprehensive data on the
deduction because GenTax, its tax reporting and information system,
does not capture this information. In addition, the Department does not
require taxpayers to submit the “Employees Election Regarding
Catastrophic Health Insurance” (Form DR 0811), so we were not able
to determine how many employees have elected to have employers
withhold pre-tax wages to pay for catastrophic health insurance. In
order to collect this information, the Department would need to require
employers to submit their employees’ election forms and report the
amount they withhold from employees’ wages for qualifying
catastrophic insurance on a form that could be captured by GenTax.
However, according to the Department, this type of change would
require additional resources to develop the form and complete the
necessary programming in GenTax to capture this information (see the
Tax Expenditures Overview Section of the Office of the State Auditor’s
Tax Expenditures Compilation Report for additional details on the
limitations of Department data and the potential costs of addressing the
limitations). Further, it would likely not be cost effective to implement
these changes, since it appears that eligible insurance is not currently

sold in the state.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER REPEALING THE
CATASTROPHIC HEALTH INSURANCE DEDUCTION. As discussed above,
there are likely few, if any, taxpayers who are able to claim the
deduction. Specifically, the Division is not aware of any insurers who
are offering qualifying catastrophic health insurance in the state and a
study by the Department identified a minimal number of taxpayers who
claimed the deduction in Tax Year 2017. Catastrophic health plans,
which are distinct from catastrophic health insurance, are sold in the
state through Connect for Health Colorado, but are not eligible for the
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deduction. However, these plans qualify for federal deductions, which
would result in a reduction in Colorado taxable income due to
Colorado using federal taxable income as the basis for state taxable
income. Therefore, it appears that the deduction may not be necessary
for taxpayers to receive the benefit that was intended and the General

Assembly could consider repealing it.

IF THE GENERAL ASSEMBLY DOES NOT REPEAL THE CATASTROPHIC
HEALTH INSURANCE DEDUCTION, THE GENERAL ASSEMBLY MAY WANT TO
CONSIDER AMENDING STATUTE TO ESTABLISH A STATUTORY PURPOSE AND
PERFORMANCE MEASURES. Statute and the enacting legislation for the
deduction do not state its purpose or provide performance measures for
evaluating its effectiveness. Therefore, for the purposes of this
evaluation we considered the following potential purpose: to reduce
taxpayers’ costs for catastrophic health insurance by reducing their
Colorado tax liability. We identified this purpose based on statute,
legislative history, and news articles. We also developed a performance
measure to assess the extent to which the deduction is meeting its
potential purpose. However, the General Assembly may want to clarify
its intent for the deduction by providing a purpose statement and
corresponding performance measure(s) in statute. This would eliminate
potential uncertainty regarding its purpose and allow our office to more
definitively assess the extent to which the deduction is accomplishing its

intended goal(s).



CHARITABLE CONTRIBUTION

DEDUCTION

EVALUATION SUMMARY APRIL 2022 2022-TE18

TAX TYPE Income
YEAR ENACTED 2000
REPEAL/EXPIRATION DATE None

REVENUE IMPACT $41.3 million
(TAX YEAR 2018)
NUMBER OF TAXPAYERS)

(TAX YEAR 2018)

413,000

KEY CONCLUSION: The deduction is effective at equalizing the state-level tax benefit provided to
taxpayers who make charitable contributions and claim the federal standard deduction with the
benefit provided to taxpayers who itemize their federal deductions. Its usage increased significantly
in Tax Year 2018 due to federal legislation, with higher income taxpayers claiming the deduction

more frequently.

WHAT DOES THE TAX EXPENDITURE
DO?

The Charitable Contribution Deduction [Section
39-22-104(4)(m), C.R.S.] allows an individual to
deduct the amount of any charitable contributions
over $500 from their state income, if the individual
claimed the standard deduction, instead of itemized
deductions, on their federal income tax return.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

Statute and the enacting legislation for the
Charitable Contribution Deduction do not state its
purpose; therefore, we could not definitively
determine the General Assembly’s original intent.
However, based on how the deduction operates and
the bill sponsors’ legislative testimony, we
considered a potential purpose: to provide the
benefit of a deduction for charitable contributions
to taxpayers who claim the standard deduction on
their federal income tax return, similar to the
deduction benefit provided to taxpayers who
itemize their deductions on their federal return.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider:

* Amending statute to establish a statutory
purpose and performance measures for the
deduction.

= Reviewing the deduction’s $500 charitable
contribution floor.

= Repealing an obsolete statutory reference to
taxpayers contributing to Hunger-Relief
organizations.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Charitable Contribution Deduction [Section 39-22-104(4)(m),
C.R.S.] allows an individual to deduct the amount of any charitable
contributions over $500 from their state taxable income, if the
individual claimed the standard federal deduction instead of itemizing
deductions on their federal income tax return. For example, if an
individual makes $1,300 in charitable contributions during the year and
claims the federal standard deduction, they would be allowed to deduct
$800 when calculating their state taxable income. The deduction must
be used in the tax year when the individual makes the contributions,
and if its value exceeds income tax owed, it cannot be carried forward

to future years.

Since 1987, Federal Taxable Income (FTI), which is Adjusted Gross
Income (AGI) minus either itemized deductions or the standard
deduction, has served as the starting point for calculating Colorado
taxable income. Federal law allows taxpayers to deduct charitable
contributions from their AGI, which would also reduce their Colorado
taxable income. However, taxpayers must itemize their federal
deductions to claim a federal charitable contribution deduction. The
State’s Charitable Contribution Deduction allows taxpayers who use
the standard deduction to claim a state-level deduction for charitable
contributions. EXHIBIT 1 shows how taxpayers claim federal and state
deductions for charitable contributions based on whether they itemize
their deductions or claim the standard deduction on their federal tax

return.



EXHIBIT 1. CHARITABLE CONTRIBUTION DEDUCTIONS
FOR FEDERAL AND STATE INCOME TAXES

Taxpayers itemizing deductions subtract charitable contributions before arriving at
federal taxable income, while taxpayers claiming the standard deduction only
subtract charitable contributions before arriving at Colorado taxable income.

Taxpayer Itemizing Federal Deductions

Adj : F I K
é]usted _ Itermz.ed _ Tede{ﬁ + State State. _ (_‘E)Iorl:;;lo
TOSS Deductions = Taxable Additions — Deductions = axable
Income Income L Income
Includes Charitable
charitable Contribution
contributions Deduction is not
allowed
Taxpayer Claiming Federal Standard Deduction
Aé]usted _ Standa}'d _ hl]iedegz;l + State _ Stat(f _ (_:l?]orab(l:lo
TOss Deduction = 'axable Additions Deductions = axable
Income Income . . Income
Can claim

Charitable
Contribution
Deduction for

amount of
contributions

over $500

SOURCE: Office of the State Auditor description of the calculation of net Colorado
taxable income when a taxpayer claims their charitable contribution either as an
itemized deduction when calculating federal taxable income, or as a state deduction
when calculating state taxable income.

In order to qualify for the state Charitable Contribution Deduction,

taxpayers must:

= Be a person who can claim the federal standard deduction under
Internal Revenue Code 26 USC 63. Individuals claimed as
dependents on another return; spouses filing separately if either
spouse itemizes deductions; non-resident aliens; and fiduciaries,

partnerships, or corporations do not qualify.

= Claim the federal standard deduction when filing their income tax

return.
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= Make charitable contributions that would qualify for the federal
charitable contribution deduction under Internal Revenue Code 26
USC 170. Contributions can include both cash and non-cash

contributions (e.g., stock and tangible property).

While statute does not specify a cap on the amount of contributions that
can be deducted, Department of Revenue (Department) regulations
indicate that the federal charitable contribution deduction limitations
set forth in 26 USC 170 also apply to the state deduction [1 CCR 201-
2 Rule 39-22-104(4)(m)(2)]. These limitations restrict the amount a
taxpayer can deduct to a maximum percentage of the taxpayer’s AGI,
which varies between 20 and 60 percent of AGI based on the type of
organization that the taxpayer contributes to, and the type of
contribution (i.e., cash or non-cash). For example, taxpayers making a
cash contribution to public charities can claim a deduction of up to 60
percent of their AGI; however, deductions based on cash contributions
to veterans’ organizations or fraternal societies are limited to 30 percent

of the taxpayer’s AGI.

Taxpayers claim the Charitable Contribution Deduction on Line 9 of
the state Subtraction from Income Schedule (Form DR 0104AD), which
they must attach to their Colorado Income Tax Return. Taxpayers enter
the total amount of their contribution and then subtract from their state

taxable income the contribution amount that is over $500.

The General Assembly originally created the Charitable Contribution
Deduction as a Taxpayer’s Bill of Rights (TABOR) refund mechanism
in 2000 (House Bill 00-1053). In 2010, Senate Bill 10-212 repealed
several TABOR refund mechanisms, including the Charitable
Contribution Deduction, and made the deduction permanent and
available in all years (i.e., taxpayers can claim the deduction even when
there is not a TABOR surplus).

While the State has not substantially changed the deduction since 2010,
two major federal changes have had an impact on the number of

taxpayers that claim the standard deduction, and are therefore eligible



for the state deduction, and the total deduction a taxpayer can claim.
First, in 2017, the U.S. Congress passed the Tax Cuts and Jobs Act
(TCJA), which nearly doubled the amount of the standard deduction
through 2025. For example, prior to 2018, the standard deduction for
an individual was $6,500; for Tax Years 2018 through 2025, the
standard deduction increased to $12,000, adjusted annually for
inflation. The TCJA also limited the amount of itemized deductions that
taxpayers could claim for other expenses, including mortgage interest
and state and local taxes paid. In addition to increasing the standard
deduction, the TCJA also temporarily raised the limit on the amount of
charitable contribution deductions that a taxpayer can claim.
Specifically, for Tax Years 2018 through 2025, the charitable
contribution deduction limitation was modified from 50 percent of AGI

to 60 percent.

Second, in response to the COVID-19 pandemic, Congress passed bills
that modified the AGI limitations for charitable contribution
deductions and created a temporary charitable contribution deduction
for individuals that make cash contributions, but claim the standard

deduction on their federal income tax return:

= In 2020, the Coronavirus Aid, Relief, and Economic Security
(CARES) Act created a 1-year charitable contribution deduction of
up to $300 for individuals who make a cash contribution and claim
the standard deduction. The CARES Act also temporarily raised the

limit for cash contributions from 60 percent to 100 percent of AGI.

= In 2020, the Consolidated Appropriations Act (CAA) extended the
charitable contribution deduction for taxpayers making cash
donations and claiming the standard deduction through 2021. The
maximum amount remained at $300 for individual filers, but
married taxpayers filing jointly could deduct up to $600. The CAA
also extended the CARES Act provision raising the limit for cash
contributions to 100 percent of AGIL, through 2021.

2
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WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly state the intended beneficiaries of the
Charitable Contribution Deduction. However, based on its operation,
and testimony from hearings related to the enacting legislation (House
Bill 00-1053), we inferred that the intended direct beneficiaries are
taxpayers who contribute more than $500 to charities, but claim the

standard deduction.

Bill sponsors stated that they intended that the deduction would mainly
benefit low- and middle-income taxpayers, who were more likely than
higher-income taxpayers to claim the federal standard deduction
because their itemizable expenses (e.g., charitable contributions,
mortgage interest, medical expenses, and state and local taxes paid)
generally do not exceed the standard deduction. Additionally, they
indicated that the bill would benefit a smaller number of taxpayers who
may have a high income or high net worth, but who do not have
itemizable expenses that exceed the standard deduction (e.g., retirees
who do not have mortgage payments or significant medical expenses).
However, changes under the TCJA have impacted the number and
income level of Colorado taxpayers who can potentially benefit from
the deduction. Specifically, the standard deduction had only been
annually adjusted for inflation since the 1970s through Tax Year 2017,
until the TCJA roughly doubled the standard deduction for Tax Years
2018 through 2025, from $6,500 to $12,000 for single filers and from
$13,000 to $24,000 for married couples filing jointly. This change
significantly increased the number of Coloradans claiming the federal
standard deduction, and who could therefore claim the State’s
Charitable Contribution Deduction, at all income levels. Specifically,
for Tax Years 2015 through 2017, about 66 percent of Colorado
taxpayers’ returns claimed the standard deduction on their federal
returns. Then in Tax Year 2018, the first year of the temporary increase
in the standard deduction under the TCJA, the proportion of Colorado
returns claiming the standard deduction increased to 86 percent.

Further, the change in the proportion of taxpayers who claimed the



standard deduction was the most significant among taxpayers with
AGIs over $75,000. For example, prior to the TCJA about 27 percent
of taxpayers with AGI’s between $75,000 and $499,000 claimed the
standard deduction; whereas, in Tax Year 2018, after the passage of the
TCJA, 70 percent of these taxpayers claimed it. EXHIBIT 2 shows the
increase in standard deduction filers in Colorado across income levels
from Tax Year 2017 to 2018.

EXHIBIT 2. INCREASE IN RETURNS CLAIMING
THE STANDARD DEDUCTION, BY AGI

Due to temporary increases in the federal standard deduction under the TCJA there
was a large shift of returns claiming the standard deduction instead of itemizing
between Tax Years 2017 and 2018.
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SOURCE: Office of the State Auditor analysis of Department of Revenue Statistics of Income
for Tax Years 2017 through 2018.
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In addition to benefiting taxpayers who claim the Charitable
Contribution Deduction, bill sponsors stated that the deduction may
incentivize taxpayers who claim the standard deduction to make or
increase their charitable contributions, thereby benefitting charitable
organizations. Therefore, we inferred that the indirect beneficiaries of
the deduction include the charities that receive the contributions, and
the greater community that is served by charitable organizations

receiving contributions.
WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute and the enacting legislation for the Charitable Contribution
Deduction do not state its purpose; therefore, we could not definitively
determine the General Assembly’s original intent. However, based on
how the deduction operates and the bill sponsors’ legislative testimony,
we considered a potential purpose: to provide the benefit of a deduction
for charitable contributions to taxpayers who claim the standard
deduction, similar to the benefit provided to taxpayers who itemize their
deductions. Specifically, because federal taxable income is the starting
point for calculating state taxable income, the bill sponsors for the
deduction testified that taxpayers who make charitable contributions
and itemize their deductions receive a state tax benefit that taxpayers
who claim the standard deduction do not receive. The bill sponsors
stated that the bill would “remedy an inequity in the law by extending
the same benefit to non-itemizing taxpayers that give charitable
contributions that is currently enjoyed by itemizing taxpayers.” The
threshold for the benefit was set at $500 because the bill sponsors
believed that the standard deduction already assumes $500 of charitable
contributions in its calculation, therefore setting a floor for that amount
would prevent a taxpayer from receiving a “double benefit.”

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine if the Charitable Contribution

Deduction is meeting its purpose because statute and the enacting



legislation do not provide a purpose. However, we found that it is likely
meeting the purpose we considered for this evaluation because it is
commonly used by taxpayers who make charitable contributions and
claim the standard deduction, allowing them to claim a similar benefit
as those who make charitable contributions and itemize their

deductions.

PERFORMANCE MEASURE: 7o what extent is the deduction used by
eligible taxpayers?

RESULT: Overall, we found that the deduction is commonly claimed by
taxpayers in Colorado, with about 152,000 returns claiming it in Tax
Year 2017, increasing to about 350,000 in Tax Year 2018, following
the passage of the TCJA.

Although the deduction is widely used, we lacked data necessary to
determine the proportion of eligible taxpayers who claimed the
deduction. However, about 17 percent of the 2.1 million Colorado tax
returns that claimed the standard deduction in Tax Year 2018 claimed
the Charitable Contribution Deduction, which is up from about 10
percent in Tax Year 2017. In comparison, about 50 percent of all U.S.
households made charitable contributions of some amount in 2018,
including households that itemize deductions, with an average
contribution amount of about $1,300, according to research conducted
by the University of Indiana, Lilly School of Philanthropy. Therefore, if
charitable giving among Colorado standard deduction filers is similar
to that of the United States as a whole, it appears that some eligible
taxpayers may not have claimed the deduction. It is possible that this is
due to a lack of awareness of the deduction, taxpayers making
contributions that do not exceed the $500 floor, or because it provides
a relatively small tax benefit to taxpayers with contribution amounts
that do not substantially exceed $500. For example, a taxpayer with
$750 in eligible contributions would see a reduction in tax liability from
the deduction of about $11 dollars. Therefore, some taxpayers may not
be motivated to keep a record of their charitable giving in order to claim

the deduction, if they do not anticipate significant tax savings.
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Furthermore, some taxpayers may lack sufficient taxable income to be
able to benefit from the deduction. For example, taxpayers who are
married and filing jointly and who have a gross income of about
$24,000 would have no federal taxable income after deducting the
standard deduction and therefore, would not be able to receive a benefit
from the Charitable Contribution Deduction.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

Between Tax Years 2015 and 2017, the revenue impact of the
Charitable Contribution Deduction was an average of $12.2 million
annually. In Tax Year 2018, when the TCJA changes nearly doubled
the federal standard deduction, many taxpayers who had been itemizing
and claiming the federal charitable contribution deduction, shifted to
claiming the federal standard deduction and were then able to claim the
state Charitable Contribution Deduction instead. Because of this shift,
there was a decrease in the amount claimed by Colorado taxpayers on
their federal income tax return for itemized charitable contributions,
but an increase in the revenue impact to the State for the Charitable
Contribution Deduction. Specifically, the amount claimed by taxpayers
for itemized charitable contributions on their federal income tax return
dropped about $55.3 million, from $223.5 million in Tax Year 2017 to
$168.2 million in Tax Year 2018, while the revenue impact to the State
for the Charitable Contribution Deduction increased by about $29.9
million, from $11.4 million in Tax Year 2017 to $41.3 million in Tax
Year 2018. However, for taxpayers who switched to claiming the
federal standard deduction and then the state Charitable Contribution
Deduction, their charitable contribution deductions were reduced by
$500 due to the Charitable Contribution Deduction’s $500 floor.

In addition, economic research indicates that tax benefits can encourage
individuals to make charitable contributions by lowering the net cost of
the contribution. Therefore, to the extent that the Charitable
Contribution Deduction encourages taxpayers to make charitable

contributions, it also provides a benefit to the organizations that receive
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the contributions. However, because the Charitable Contribution
Deduction provides a relatively small reduction in tax liability, its
impact on donation amounts is also likely small. Specifically, because it
is structured as a deduction, the benefit it provides taxpayers is
equivalent to the deduction amount multiplied by the state income tax

rate (4.55 percent). Further, because the deduction excludes the first

LYOdIY STINLIANTIXA XV.L

$500 in contributions and is limited to, at most 60 percent of taxpayers’
AGI, taxpayers cannot deduct the full value of their contributions.
Based on Department data, we found that between Tax Years 2015
through 2018, taxpayers who claimed the deduction received a
reduction in tax liability equivalent to between 3.1 and 3.5 percent of
their charitable contributions for the year. Exhibit 3 shows the
reduction in tax liability as a portion of contribution amounts for

taxpayers who claimed the deduction.

EXHIBIT 3. TOTAL CONTRIBUTIONS
AND REDUCTION IN TAX LIABILITY
For Tax Years 2015 through 2018, taxpayers reduced their tax liability

by a small percentage of their total contributions.

2018 TCJA

Takes Effect
$1,200,000,000

$1,100,000,000
$1,000,000,000
$900,000,000
$800,000,000
$700,000,000
$600,000,000 B Reduction in tax liability
$500,000,000 Charitable contributions
$400,000,000
$300,000,000
$200,000,000

$100,000,000 3.5%
o, 0, o,
3.1% 3.2% 3.5% —

2015 2016 2017 2018

SOURCE: Office of the State Auditor analysis of Department of Revenue tax data
for the Charitable Contribution Deduction for Tax Years 2015 to 2018.
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Additionally, research from the Congressional Research Service, the
Indiana University Lilly School of Philanthropy, the American Institute
of Certified Professional Accountants (AICPA), and other
organizations, finds that the driving factors for charitable contributions
include believing in an organization’s mission, having a personal
connection to the cause or organization, a desire to contribute to the
community, religious beliefs, and other non-financial incentives.
Further, a Colorado Non-Profit Association survey of Colorado donors
from 2014 found that only 38 percent of respondents said that tax
benefits are a “very or somewhat important reason for giving,”
suggesting that most donors would have donated regardless of the
deduction.

However, stakeholders we spoke with also reported that while people
often make a decision to contribute to charity based on these non-
financial incentives, they often increase their contributions, including
giving more at the end of the tax year, in order to benefit from a tax
deduction. Further, charitable organizations often use the availability of
a deduction as a marketing tool to encourage donations and reported
that the presence of a deduction, regardless of the level of financial
benefit to the taxpayer, can have a positive impact on charitable
contributions because it shows that philanthropic behavior is valued.
Therefore, the deduction may increase charitable giving in the state to
some extent. However, this economic impact likely is not confined to
Colorado because taxpayers are not required to contribute to Colorado-
based organizations. We did not have access to data on which
nonprofits received these contributions and therefore, we could not
estimate the economic benefit that was specific to Colorado.

We also evaluated the extent to which the deduction benefits taxpayers
across income levels and found that the TCJA’s changes to the standard
deduction in Tax Year 2018 caused more higher-income taxpayers to
claim the standard deduction and also the Charitable Contribution
Deduction. Specifically, in Tax Year 2017, taxpayer returns with an
AGI of less than $75,000 made up 87 percent of returns claiming the
standard deduction and 65 percent of returns claiming the Charitable
Contribution Deduction. However, in 2018, taxpayer returns with an



AGI of less than $75,000 decreased to 74 percent of returns claiming
the standard deduction, and 41 percent of returns claiming the
Charitable Contribution Deduction. Therefore, while the deduction
continues to benefit taxpayers with low and middle incomes, it also
benefits a larger proportion of taxpayers with higher incomes. EXHIBIT
4 shows the shift in income levels for taxpayers claiming the standard
deduction and Charitable Contribution Deduction between Tax Year
2017 and 2018.

EXHIBIT 4. INCREASE IN RETURNS CLAIMING

THE STANDARD DEDUCTION AND CHARITABLE
CONTRIBUTION DEDUCTION, BY AGI
Due to temporary increases in the federal standard deduction under the TCJA there

was a large shift in higher income taxpayers claiming the standard deduction and the
Charitable Contribution Deduction between Tax Years 2017 and 2018.

TAX YEAR 2017
Standard Deduction Charitable Contribution
Returns by Income Returns by Income
12%
1% 33%
65%
2%
TAX YEAR 2018
Standard Deduction Charitable Contribution
Returns by Income Returns by Income
22%
47%

41%
4%
74%

12%

SOURCE: Office of the State Auditor analysis of Department of Revenue Statistics
of Income for Tax Years 2017 through 2018.
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WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If the deduction was eliminated, taxpayers who claim the federal
standard deduction and make charitable contributions would no longer
receive a state tax benefit for their contributions. The specific benefit is
unique to each taxpayers’ contribution amount and income taxes owed.
For example, if a hypothetical taxpayer with a charitable contribution
of $2,000 itemizes their deductions on their federal tax return, they can
deduct the full $2,000 from their federal taxable income. Since federal
taxable income is the starting point for calculating state taxable income,
the taxpayer would receive a corresponding state tax benefit of about
$91. If the taxpayer claims the federal standard deduction, they would
be able to deduct up to $1,500 from their state taxable income, and
would receive a tax benefit of about $68. However, if the Charitable
Contribution Deduction was eliminated, the taxpayer claiming the
standard deduction and making charitable contributions would no

longer receive that tax benefit.

According to Department data, for Tax Year 2018, the median
Charitable Contribution Deduction was $1,290. Therefore, if the
deduction was repealed, assuming taxpayers still make the same
contributions, taxpayers who make the median contribution amount
would owe about $59 more in income taxes. However, some taxpayers
could see a more significant impact if their deductions are above the
median. For example, while less than 3 percent of Tax Year 2018
returns claimed a deduction that exceeded $10,000, this deduction
amount currently provides a tax benefit of over $455, which would no

longer be available.

Additionally, because contribution amounts tend to increase as
taxpayers’ AGI increases, the monetary impact of repealing
the expenditure increases as AGI increases. EXHIBIT 5 shows that for
Tax Year 2018, average tax benefits for each AGI level ranged from
about $70 to $180, with taxpayers at the highest AGI level receiving



the largest tax benefit, which would no longer be available if the
deduction was repealed. However, taxpayers with lower- and middle-
income AGIs would be more impacted by a repeal of the deduction, as

a proportion of their income.

EXHIBIT 5. AVERAGE TAX BENEFIT BY TAXPAYER AGI,
TAX YEAR 2018
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$ 100,000 to $ 199,999
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$ 500,000 to $ 999,999

$ 1,000,000 and over $180
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ele

Average Tax Benefit

SOURCE: Office of the State Auditor analysis of Department of Revenue data for returns
claiming the Charitable Contribution deduction for Tax Year 2018.

In addition to increasing the tax liability of taxpayers who currently
claim the deduction, because the deduction may incentivize some
taxpayers to make charitable contributions, charitable organizations
may experience a decrease in donations if the deduction was no longer
available. As discussed, stakeholders indicated that the deduction

encourages taxpayers to make contributions, in particular, providing
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them with an incentive to make larger contributions due to their tax
advantaged status. Further, due to the TCJA, many higher income
taxpayers can no longer benefit at the federal level by claiming an
itemized deduction for their charitable contributions, meaning that the
State’s Charitable Contribution Deduction is the only tax benefit
available for most taxpayers who make contributions. However,
because the typical reduction in tax liability provided by the deduction
is equivalent to about 3.1 to 3.5 percent of the contribution amount, it
may not currently be providing a strong incentive to make charitable
contributions and so the impact to charitable organizations may be
limited. Further, because taxpayers who make very large charitable
contributions, for example those over $30,000, would likely still benefit
from itemizing their federal tax deductions, they would continue to have
incentives at both the federal and state level for making charitable

contributions.

Finally, stakeholders reported that they often rely on the contributions
and deductions the Department reports to understand charitable giving
in Colorado. If the Charitable Contribution Deduction were repealed,
the Department, and therefore stakeholders, would no longer have this

information.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

There are four states (Idaho, North Dakota, Oregon, and South
Carolina), other than Colorado, that base their state taxable income off
of FTI, and therefore, include either itemized deductions or the standard
deduction amount when determining the starting amount of taxable
income. Three of these states (Idaho, Oregon, and South Carolina) offer
taxpayers a charitable contribution deduction, however, these states
differ from Colorado because they do not specify that the deduction is
only for taxpayers who claim the federal standard deduction and they
offer deductions for charitable contributions to specific industries or

organizations located within their states.



ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

As discussed, taxpayers who make charitable contributions and itemize
their federal deductions can claim a federal deduction for charitable
contributions under Internal Revenue Code 26 USC 170. The federal
deduction is limited to between 20 and 60 percent of a taxpayer’s
adjusted gross income depending on the type of organizations they
contribute to and the type of contributions (i.e., cash versus non-cash).
Because Colorado uses federal taxable income as the starting point for
Colorado taxable income, taxpayers who claim the federal deduction
automatically receive a benefit for state tax purposes. However, in
2021, the Generally Assembly passed House Bill 21-1311, which
capped the amount of charitable contributions high-income taxpayers
can deduct. Specifically, beginning in 2022, taxpayers with an AGI of
$400,000 or more must add back itemized deductions that exceed the
cap ($30,000 for single filers and $60,000 for joint filers) to their

Colorado taxable income.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not encounter any data constraints that impacted our ability to

evaluate the deduction.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE CHARITABLE CONTRIBUTION DEDUCTION. As discussed, statute and
the enacting legislation for the deduction do not state its purpose or
provide performance measures for evaluating its effectiveness.
Therefore, for the purposes of our evaluation, we considered a potential
purpose for the deduction: to provide the benefit of a deduction on
charitable contributions for taxpayers who claim the standard
deduction, similar to the deduction benefit provided to taxpayers who

itemize their deductions. We identified this purpose based on how the
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deduction operates and bill sponsor testimony from hearings for the
enacting legislation (House Bill 00-1053). We also developed a
performance measure to assess the extent to which the deduction is
meeting this potential purpose. However, the General Assembly may
want to clarify its intent for the deduction by providing a purpose
statement and corresponding performance measure(s) in statute. This
would eliminate potential uncertainty regarding the deduction’s
purpose and allow our office to more definitively assess the extent to
which the deduction is accomplishing its intended goal(s).

THE GENERAL ASSEMBLY MAY WANT TO REVIEW THE DEDUCTION’S $500
CHARITABLE CONTRIBUTION FLOOR. Based on our review of committee
testimony at the time the deduction was created, bill sponsors included
the requirement that taxpayers can only deduct charitable contributions
that are over $500 because they believed that the federal standard
deduction was already structured to include about $500 of charitable
giving, and therefore, this “floor” would prevent a taxpayer from
receiving a double benefit (i.e., effectively receiving $500 of the standard
deduction based on charitable giving, and then deducting this amount
again from state taxable income by claiming the Charitable
Contribution Deduction). However, based on our review of academic
and economic publications regarding the basis of the standard
deduction amount, it is not clear that the standard deduction amount
was structured to include charitable giving, or, if it was, that $500
represents typical giving for taxpayers claiming the standard deduction.
Specifically, while some sources indicate that the standard deduction is
meant to simplify tax filing by providing a deduction amount that is
equivalent to itemized deductions that would be available to the typical
taxpayer, others indicate that it is meant to provide a more progressive
tax system by establishing a base of untaxed income. Additionally, since
2000, when the Charitable Contribution Deduction was established, the
standard deduction amount has increased substantially due to both
adjustments for inflation and changes under the TCJA, however the
$500 floor has not been modified. Specifically, the standard deduction
for single filers increased from $4,400 in Tax Year 2000 to $12,550 in
Tax Year 2021. Further, a review of Congressional testimony for the



TCJA did not indicate whether or not the standard deduction amounts
that were established were intended to account for itemizable expenses.

Therefore, the General Assembly may wish to review the $500 floor to
determine whether it continues to meet its intent for the deduction.
Generally, increasing the floor to account for significant changes to the
standard deduction would reduce the benefit provided to taxpayers and,
therefore, reduce the revenue impact to the State. On the other hand,
decreasing or eliminating the floor would make the deduction available
to taxpayers who make smaller contributions, which tends to include
lower income taxpayers; increase the revenue impact to the State; and
may better align the deduction with the view of the standard deduction
as a mechanism to make the federal tax code more progressive.

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER REPEALING AN
OBSOLETE STATUTORY REFERENCE TO TAXPAYERS CONTRIBUTING TO
HUNGER-RELIEF ORGANIZATIONS. Statute [Section 39-22-
104(4)(m)(VII), C.R.S.] states that a taxpayer cannot claim the
Charitable Contribution Deduction for contributions for which they
also claim the Food Contributions to Hunger-Relief Charitable
Organizations Credit. This credit expired January 1, 2020, so the
General Assembly may want to consider repealing this provision.
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CHILD CARE FACILITY

INVESTMENT CREDITS

EVALUATION SUMMARY JANUARY 2022 2022-TES8

FACILITY OWNER

EMPLOYER FACILITY

EXPENDITURES INVESTMENT CREDIT INVESTMENT CREDIT
TAX TYPE Income tax

YEAR ENACTED 1992

REPEAL/EXPIRATION DATE None

REVENUE IMPACT (TAX YEAR 2018) $114,458 - $267,164 $0
NUMBER OF TAXPAYERS (TAX YEAR 2018) Could not determine None

KEY CONCLUSION: The Facility Owner Investment Credit provides a relatively small amount of support
to some for-profit child care facilities in the state, though many eligible facilities do not claim it. Additionally,
the Employer Facility Investment Credit has been rarely used in recent years and does not appear to provide
an effective incentive to encourage employers to provide child care facilities for their employees.

WHAT DO THESE TAX EXPENDITURES DO?

FACILITY OWNER INVESTMENT CREDIT [SECTION 39-
22-517(1), C.R.S.]—Allows the owners of licensed
child care facilities, family care homes, and foster care
homes a tax credit for 20 percent of their investment
in qualified property and equipment.

EMPLOYER FACILITY INVESTMENT CREDIT [SECTION
39-22-517(2), C.R.S.]—Allows employers that operate
a licensed child care facility for their employees a tax
credit for 10 percent of the employer’s investment in
qualified property and equipment for the facility. The
child care facility must be ‘incidental’ to the business,
meaning that it cannot be a major part of the
employer’s business activities.

WHAT IS THE PURPOSE OF THESE TAX
EXPENDITURES?

from the enacting bill (House Bill 92-1191), the
General Assembly’s ongoing legislative efforts to
address the availability of child care, and the credits’
operation, we inferred a potential purpose for each
credit:

FACILITY OWNER INVESTMENT CREDIT—To provide
financial assistance to for-profit child care facilities by
making property and equipment more affordable in
order to help facilities stay open.

EMPLOYER FACILITY INVESTMENT CREDIT—To
incentivize employers to provide child care facilities for
their employees by making property and equipment
for the facility operations more affordable.

WHAT POLICY CONSIDERATIONS DID THE
EVALUATION IDENTIFY?

Statute and the enacting legislation for the Child Care
Facility Investment Credits do not state the purpose of
the credits; therefore, we could not definitively
determine the General Assembly’s original intent.
However, based on the legislative testimony recordings

The General Assembly may want to consider:

Establishing a statutory purpose and performance
measures for the credits.

Reviewing the effectiveness of the credits and
either repealing them or making changes to
increase their impact.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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CHILD CARE FACILITY
INVESTMENT CREDITS

EVALUATION RESULTS
WHAT ARE THE TAX EXPENDITURES?

The Child Care Facility Investment Tax Credits provide taxpayers with
income tax credits for investments in tangible personal property and
equipment for the operation of a child care center [Section 39-22-517,
C.R.S.]. There are two credits available:

FACILITY OWNER INVESTMENT CREDIT [SECTION 39-22-517(1),
C.R.S.]—Allows the owners of licensed child care facilities, family care
homes, and foster care homes a tax credit for 20 percent of their

investment in qualified property and equipment.

EMPLOYER FACILITY INVESTMENT CREDIT [SECTION 39-22-517(2),
C.R.S.]—Allows employers that operate a licensed child care facility for
their employees a tax credit for 10 percent of the employer’s investment
in qualified property and equipment for the child care facility. The child
care facility must be ‘incidental’ to the business, meaning that it cannot

be a major part of the employer’s business activities.

Qualified investments for both credits include purchases of items that
are depreciable and have a useful life of more than 1 year (e.g., crib
mattresses, stoves, vehicles, and playground equipment). Operating
expenses (e.g., rent, utilities, and property taxes), purchases of real
estate, and single use products (e.g., paper products, diapers, food, and

office supplies) are not eligible.

If the amount of either credit exceeds the taxpayer’s income tax liability
in any year, the taxpayer cannot claim a refund for the excess amount,
but they can carry the unused amount forward for up to 3 years [Section
39-22-517(3), C.R.S.]. Individual taxpayers claim the credits on the
2020 Individual Credit Schedule (Form DR 0104CR), lines 21 and 22,



and corporations claim the credits on the 2020 Credit Schedule for
Corporations (Form DR 0112CR), lines 11 and 12. As part of the claim,
taxpayers are required to submit their facility license number and a list

of the qualified property and equipment they bought.

Both of the Child Care Facility Investment Credits were originally
established in 1992 through House Bill 92-1191 and have not been

modified substantially since.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURES?

Statute does not state the intended beneficiaries of the credits. Based on
our review of legislative testimony recordings from the credits’ enacting
legislation (House Bill 92-1191), the credits’ operation, as well as a
review of research on the child care industry in Colorado (e.g., typical
expenses, profit margins, types of operators, etc.), we inferred that each
credit has its own intended direct beneficiaries, but that the two credits

have similar indirect beneficiaries.

The Facility Owner Investment Credit directly benefits for-profit child
care facilities that buy qualified equipment and property. Department
of Human Services (Human Services) data indicate that about 1,200 of
the State’s 5,000 licensed facilities (about 24 percent) reported
operating on a for-profit basis and would be able to claim the income
tax credit. Nonprofit entities are not eligible to claim the credit since

they do not pay income taxes to the State.

The Employer Facility Investment Credit directly benefits employers
that provide child care for their employees and that buy qualified
equipment and property for the child care facility. While the exact
number is unknown, stakeholders reported that there are very few
employers in Colorado that operate a child care facility for their

employees.

Additionally, because child care facilities and employers that claim the

credit are investing in equipment and property used to care for children
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in the facilities, we inferred that the indirect beneficiaries of both credits

include those children and their parents.

Accessibility of quality, affordable child care has been an ongoing
national issue. In Colorado specifically, research from the Colorado
Health Institute, on behalf of Human Services’ Office of Early
Childhood, showed that in 2019, the demand for child care for children
under age 5 was about 34 percent higher than the supply of licensed
child care or preschool programs. This gap reduces the ability of
families to seek out employment, which disproportionately affects low-
income, minority, and rural families as well as women. The supply gap
exists because it is difficult for child care organizations to operate at the
cost that parents are able to pay for child care. For example, according
to research from the Committee for Economic Development, in 2017,
Colorado families paid about $10,500-$15,000 a year for infant care
and $10,000-$12,100 for care for a 4-year old child. While these costs
make up a significant portion of many families’ earnings, child care
centers nationally report that the average cost to provide center based
infant care is about $14,800 and $9,100 for care for preschoolers, per
year, per child. Further, according to stakeholders, the COVID-19
pandemic and resulting economic downturn has led to increases in staff
turnover and operating costs, as well as reductions in capacity and
revenue, thereby reducing the number of child care providers available

in the state since early 2020.
WHAT IS THE PURPOSE OF THE TAX EXPENDITURES?

Statute and the enacting legislation for the Child Care Facility
Investment Credits do not state the purpose of the credits; therefore, we
could not definitively determine the General Assembly’s original intent.
However, based on the legislative testimony recordings from the
enacting bill (House Bill 92-1191), the General Assembly’s ongoing
legislative efforts to address the availability of child care, and the

credits’ operation, we inferred a potential purpose for each credit:



FACILITY OWNER INVESTMENT CREDIT—T o0 provide financial assistance
to for-profit child care facilities by making property and equipment

more affordable in order to help facilities stay open.

EMPLOYER FACILITY INVESTMENT CREDIT—T o0 incentivize employers to
provide child care facilities for their employees by making property and

equipment for the facility operations more affordable.

ARE THE TAX EXPENDITURES MEETING THEIR PURPOSES
AND WHAT PERFORMANCE MEASURES WERE USED TO
MAKE THIS DETERMINATION?

We could not definitively determine if the Child Care Facility
Investment Credits are meeting their purposes because statute and the
enacting legislation do not provide purposes for the credits. However,
we found that the Facility Owner Investment Credit is likely only
meeting the purpose we considered for this evaluation to a limited
extent because it is rarely used. Additionally, we found that the
Employer Facility Investment Credit is not meeting the purpose we

considered because employers are not using the credit.

Due to taxpayer reporting errors, discussed in detail below, we could
not determine the exact number of child care facilities or employers that
claimed the Child Care Facility Investment Credits for Tax Years 2015
through 2018.

PERFORMANCE MEASURE #1: To what extent has the Facility Owner
Investment Credit provided financial assistance to child care facilities
by making certain property and equipment more attfordable in order ro

help facilities stay open?

RESULT: Overall, we found that the credit is used by a small proportion
of eligible child care facilities and provides a relatively small amount of

financial assistance to facilities.

First, data indicate that fewer than half of the State’s 1,200 for-profit

child care facilities claimed the credit for Tax Year 2018, the most
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recent year of available data. Although the Department of Revenue
(Revenue) reported that 538 taxpayers claimed the credit in Tax Year
2018, upon reviewing documentation of income tax filings in GenTax,
we found that many of the taxpayers made filing errors by filing forms
for the Child Care Contribution Credit or Enterprise Zone
Contribution Credit, but listing the credit on their tax returns as the
Facility Owner Investment Credit. These filing errors did not affect
actual revenue to the State or the taxpayers’ final tax liability, but they
did affect the accuracy of the Department’s data on the use of the
Facility Owner Investment Credit. For example, we found that in a
sample of 29 taxpayers, 17 taxpayers (59 percent) who claimed the
credit appear to have intended to claim other credits and may not have
been eligible for the Facility Owner Investment Credit. Though we
cannot project this error rate to the entire population, our review
indicates that many potentially eligible child care facilities are not using

the Facility Owner Investment Credit.

Second, we determined that the credit provides a relatively small
monetary benefit to facilities that claim it. Due to taxpayer
misreporting, we could not estimate the average impact of the credit on
child care facilities. However, we used industry research on the average
amount of child care facility expenses that would qualify for the credit
to develop a likely range of the financial assistance that the credit would
provide. Specifically, we estimate that qualified expenses range from 2
to 8 percent of total facility costs based on industry research from a
2020 IBISWorld Inc., report as well as a 2011 study conducted by
Development Research Partners on the economic impact of the Child
Care Contribution Credit. Additionally, while expenses can vary greatly
for facilities, depending on size, location, age range of children served,
and quality level, according to a 2017 economic analysis—Bearing the
Cost of FEarly Care and Education in Colorado—conducted by the
University of Denver Butler Institute for Families and Brodsky Research
and Consulting (a consulting organization that focuses on improving
child care systems), a medium-sized provider with five classrooms, in a

mid-range cost of living area in the state, is anticipated to have annual
expenses of about $600,000 to $790,000, of which 2 to 8 percent would



be for costs that are eligible for the credit. Based on these estimates, and
assuming that the taxpayer has sufficient tax liability to use the entire
value of the credit, the credit would provide a financial benefit of about
4 to 1.6 percent of total facility expenses. Additionally, based on our
review of a sample of 29 taxpayers that claimed the credit, which
included all taxpayers who claimed more than $5,000 in credits, we
found that only four taxpayers had valid claims of $5,000 or more.
Overall, in our sample of 29 taxpayers, we found that 12 taxpayers had
valid claims for the Facility Owner Investment Credit; their credit

amounts ranged in value from $256 to $12,200.

Due to the relatively low use and the small financial impact of the credit,
we asked stakeholders who represent, or work with child care facilities,
if they were aware of any barriers to claiming the tax credit. According
to stakeholders, the most likely reasons that facility owners do not claim
the credit are that they are unaware of the credit, or they operate on
small profit margins and, therefore, do not have enough tax liability to

claim the credit.

PERFORMANCE MEASURE #2: To what extent has the Employer Facility
Investment Credit incentivized employers to provide child care for their

employees by making investments in property and equipment more

affordable?

RESULT: Overall, we found that the Employer Facility Investment Credit
has not incentivized employers to provide child care facilities for their
employees because it is rarely used and may not be large enough to

overcome barriers to employers providing child care.

The Department reported that in Tax Year 2018, the most recent year
of available data, 14 taxpayers claimed the credit. However, we
reviewed documentation submitted by all 14 taxpayers and found that
none of them intended to claim the Employer Facility Investment Credit;
instead, they appear to have misreported the credit on their returns
when attempting to claim other credits, including the Enterprise Zone

Contribution Credit and Child Care Contribution Credit. According to
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stakeholders we interviewed who represent businesses that advocate for
employers supporting child care, there are few employers in Colorado
that provide child care facilities for their employees and who would,
therefore, qualify for the tax credit. These stakeholders told us that
many employers do not operate child care facilities for employees
because of the upfront investment costs, a lack of appropriate space for
the facility, confusion about regulations and perceived legal risk, or
leadership disinterest—none of which are addressed through the tax
credit. These barriers are not unique to Colorado’s tax credit, as
research from the National Women’s Law Center in 2002 showed that
other state employer tax credits for child care are not strong enough
incentives to overcome these barriers for many companies, and few, if
any, corporations claim the credits. According to stakeholders,
employers are more likely to contract with a third party to operate a
child care facility, offer employees monthly stipends for child care, or
contribute to employee dependent care plans. Thus, it does not appear
that the credit is incentivizing employers to provide child care facilities

for their employees.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURES?

FACILITY OWNER INVESTMENT CREDIT—Due to taxpayer misreporting,
we found that the Department’s data on the revenue impact of the
credit, which showed $469,346 in credit claims for Tax Year 2018,
overstate the true revenue impact. Further, because identifying
taxpayers who made reporting errors requires manual review of each
taxpayer file, we could not determine the actual impact of the Facility
Owner Investment Credit on state revenue due to time constraints.
Instead, we used a monetary unit sampling approach for credits claimed
for Tax Year 2018 to estimate a likely range of valid credit amounts
claimed. Monetary unit sampling allows for the statistical projection of
monetary values for a population based on sample results. Using the
monetary unit sample which totaled 33 percent of the total credits
claimed ($155,373 out of the $469,346 that Revenue reported) and

represented 29 taxpayers (all 11 taxpayers claiming $5,000 or more in



credits, plus an additional 18 randomly selected taxpayers), we estimate
with 90 percent confidence that in Tax Year 2018, the credit resulted
in foregone revenue to the State of between $114,458 and $267,164,
with the most likely amount being $190,811. We did not have data to
show the total amount of investments that child care facilities claiming
the Facility Owner Investment Credit made in the same year. However,
since the credit is 20 percent of the value of the investments, we
estimated that the child care facilities claiming this credit would have
invested $954,055 in purchases of property and equipment ($190,811
in credits = 20 percent of $954,055).

Although the fiscal impact of the Facility Owner Investment Credit has
been small, this amount could grow in future years if more taxpayers
begin taking the credit. As discussed, we found that less than half of the
state’s 1,200 for-profit child care facilities used the credit, though
expenses eligible for the credit include costs that are regularly incurred
by child care facilities. According to stakeholders, some eligible
taxpayers may not be using the credit due to a lack of awareness, though
one industry representative we spoke with indicated that they intend to
conduct additional outreach to increase awareness of the credit.
Additionally, although we lacked data after Tax Year 2018, child care
facilities may have increased spending on qualified property by using
COVID-19 grant funds that the federal government and the State have
appropriated to stabilize the child care sector and aid in its recovery
from the pandemic. Specifically, during the 2020 Legislative Special
Session, the General Assembly passed House Bill 20B-1002 and
appropriated $44 million to provide grants to child care centers to
construct, renovate, or remodel child care facilities. These activities
could include the purchase of property and equipment eligible for the
20 percent tax credit. As of January 2022, Human Services awarded
$33.8 million to 3,919 facilities to maintain operations and capacity,
and another $7.7 million to 180 grantees to open new facilities or
expand existing capacity. Additionally, during the 2021 Legislative
Session, the General Assembly passed Senate Bill 21-236, creating four
additional grant programs for the child care sector, and appropriated

$292.5 million in federal funds for child care sustainability grants.
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Human Services reported that as of January 2022, more than 4,700
providers are eligible to receive a total of $221.7 million to cover

operational expenses.

EMPLOYER FACILITY INVESTMENT CREDIT—Due to taxpayer
misreporting, the Department’s data, which showed that taxpayers
claimed $15,371 in credits for Tax Year 2018, overstate the true
revenue impact. Our review of taxpayer files indicates that the credit
had $0 revenue impact to the State for Tax Year 2018. Specifically, we
manually reviewed data for all 14 taxpayers that claimed the Employer
Facility Investment Credit in Tax Year 2018, the most recent year of
data available, and found that the taxpayers had intended to claim
different credits, like the Child Care Contribution tax credit, but had
misreported this on their tax returns. The Department’s data from prior
years showed that, on average, the Employer Facility Investment Credit
resulted in about $10,000 of foregone revenue to the State each year.
However, due to time constraints, we were unable to perform additional
manual review to evaluate the accuracy of this amount. Therefore, we
estimate that this credit had no, or very minimal, revenue impact to the
State.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURES HAVE ON BENEFICIARIES?

FACILITY OWNER INVESTMENT CREDIT—If the credit were eliminated,
child care facilities that buy qualified property and equipment and
generate enough revenue to owe state income taxes would no longer
receive the financial relief the credit offers. However, because of the low
use of the credit, and the small percentage of total operating costs that
facilities typically have for qualifying property and equipment (between
2 and 8 percent), eliminating the credit would have a relatively small
impact on reducing the costs of licensed, for-profit child care facilities.
Based on the monetary unit sample we reviewed, we found that the 12
taxpayers with valid claims were able to claim credits from $256 to a

maximum of about $12,200.



Although the credit typically has a relatively small impact for child care
facility owners (about .4 to 1.6 percent of total expenses), it is possible
that eliminating it could be detrimental to individual facilities and the
children they care for, as well as to the child care industry in Colorado.
In particular, eliminating the credit could have a substantial impact on
facilities that plan to make large investments in eligible equipment in a
particular year. Additionally, eliminating the credit could cause facilities
to delay purchases and upgrades, purchase lower quality and less
expensive property and equipment, or reduce their overall spending on
things like materials, food, or staff wages to compensate for the
additional income tax they would owe. Any of these changes in
spending could result in a lower-quality experience for the children in

the facilities.

Additionally, stakeholders we interviewed reported that, currently, even
large facilities that typically have higher profit margins are operating on
tighter margins and are relying on loans to cover payroll expenses and
other operating costs, which have increased due to the COVID-19
pandemic. Therefore, eliminating the credit would remove a financial

support that could be important for some child care facilities.

EMPLOYER FACILITY INVESTMENT CREDIT—Eliminating the Employer
Child Care Facility Investment Credit would likely have little to no
impact on current beneficiaries because few employers provide eligible
child care facilities for employees and the credit is rarely used, if at all.
However, it is possible that employers will begin to use this credit in the
future if other incentives motivate them to offer child care. For example,
during the 2021 Legislative Session, the General Assembly passed
Senate Bill 21-236 and appropriated $8.7 million to provide grants to
employers to construct, renovate, or remodel child care facilities. These
activities could include the purchase of property and equipment eligible
for the 10 percent tax credit. According to Human Services, four
employers qualified and were awarded grant funds; three of these
employers are creating new child care programs for their employees. As
of January 2022, the Human Services has about $5.6 million available

for a second round of applications.
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ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

In addition to Colorado, we identified two other states that offer tax
expenditures that are similar to the Facility Owner Investment Credit
and 13 other states that offer tax expenditures similar to the Employer
Facility Investment Credit, although there is variation in how the tax

expenditures operate.

FACILITY OWNER INVESTMENT CREDIT—Louisiana and Nebraska both
offer tax credits to increase the availability of affordable and quality
child care as part of a broader package of credits aimed at ensuring
school readiness for children. However, unlike Colorado, the credits are
based on the states’ child care facility quality rating systems; facilities
with higher quality ratings are eligible to receive larger tax credits.
Louisiana and Nebraska also provide credits based on how many
children a facility serves that are part of a child care subsidy program,
such as the Child Care Assistance Program, or a foster care program.
Louisiana also offers child care facility employees a refundable tax
credit, based on their credentials and level of education. For example,
Louisiana offers a credit of up to $3,000 for staff at the highest quality

rated centers.

EMPLOYER FACILITY INVESTMENT CREDIT—There are 13 states that
offer tax credits to employers to invest in child care for employees, and
three of these states make their credits refundable. In general, these tax
credits apply to a broader range of costs and are larger than Colorado’s
credit, but range from 3.9 to 75 percent of eligible costs, though some
states put a cap on the total dollar amount an employer can claim, such
as a fixed amount per taxpayer (e.g., $25,000), a percentage of the
employer’s income tax liability (e.g., no more than 50 percent), or a
statewide maximum (e.g., $3 million). Some of these states offer

multiple child care-related tax credits. Specifically,

= 11 states offer credits for employers prior to when the facility is
operating. Specifically, four states—Connecticut, Illinois, New York,

and Virginia—offer credits for facility planning and preparation



costs as well as facility acquisition, construction, and/or renovation.
An additional seven states—Georgia, Kansas, Louisiana, Mississippi,
Oregon, Rhode Island, and South Carolina—offer credits for facility

acquisition, construction, and/or renovation.

= 11 states offer employer tax credits for child care facility operating
expenses. For example, eight states—Georgia, Kansas, Illinois,
Mississippi, New Mexico, New York, Rhode Island, and South
Carolina—provide credits for purchases of materials and supplies,
staff wages, maintenance costs, and rental expenses, in addition to

equipment costs.

= 10 states—Connecticut, Georgia, Kansas, Louisiana, Mississippi,
New Mexico, New York, Oregon, Rhode Island, and South
Carolina—offer tax credits to employers that contract with a third
party to operate a child care facility for their employees, provide
financial subsidies to their employees to purchase child care services,
or provide resource and referral services for their employees to locate
child care.

A 2002 study from the National Women’s Law Center on the use and
impact of tax credits to incentivize employers to support child care
found that, across states, credits that have lower credit limits, cover a
lower percentage of expenses, or are limited to a narrow range of
expense types are weaker at incentivizing employers. In contrast, credits
that combine a variety of qualifying types of expenses with a large credit
percentage and/or no monetary cap tend to provide stronger
encouragement for employers to establish child care facilities. However,
no states had high usage of their employer child care investment tax
credits. While we do not have data to assess current usage rates across
other states, Colorado’s tax credit does not cover as many qualifying
expenses and is a much smaller percentage of employer expenses than
other states’ credits.
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ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

Statute provides the following tax expenditures, which similar to the
Child Care Facility Investment Credits, provide financial support to
child care facilities, employers, and families:

CHILD CARE CONTRIBUTION CREDIT [SECTION 39-22-121, C.R.S.]—
This credit provides an income tax credit of up to 50 percent of the total
value of a monetary contribution to “promote child care in the state.”
The credit is limited to $100,000 and taxpayers cannot claim a refund
for any excess amount over their income tax liability, but any unused
credit amount may be carried forward for up to 5 years. Under statute
[Section 39-22-121(2), C.R.S.], eligible contributions include monetary

contributions for:
= The establishment or operation of a child care facility.

= The establishment of a grant or loan program for parent(s) requiring
financial assistance for child care.

= Training of child care providers.

= The establishment of an information dissemination program to
provide information and referral services to assist parent(s) in

obtaining child care.

Contributions must be given without receiving services in exchange (i.e.,
parent tuition payments to a facility are not eligible.) According to
Department of Revenue regulations, this does not prohibit a company
from making contributions to a child care facility and claiming the
credit, if the facility provides discounted child care to the company’s
employees [Section 39-22-121(9)(e), 1 CCR 201-2]. However,
stakeholders representing employers stated that, generally, employers
avoid claiming the Child Care Contribution Credit under these
circumstances due to the ambiguity of whether the employer is receiving

services in exchange for the contribution. We published an evaluation



of this tax credit in September 2021, which found that the Child Care
Contribution tax credit has a revenue impact of about $30.8 million
annually, with a median benefit to taxpayers of $333. This tax credit is

set to expire effective January 1, 20235.

COLORADO WORKS PROGRAM EMPLOYER CREDIT [SECTION 39-22-
521(1), C.R.S.]—This credit allows employers to claim a credit against
their income taxes equal to 20 percent of their annual expenditures for
certain benefits, including child care services, they provide to employees
who receive public assistance under the Colorado Works Program, a
federally funded program that is designed to help low-income families
with children achieve economic self-sufficiency. We published an
evaluation of this tax credit in January 2022, and found that few
employers use this credit and it was unclear if any employers claimed it
specifically for child care expenses.

CHILD CARE EXPENSE CREDIT AND LOW-INCOME CHILD CARE EXPENSE
CREDIT [SECTIONS 39-22-119 AND 119.5, C.R.S.]|—Statute states that
the purpose of these credits is to “make child care more affordable for
working families.” The credits are based off the federal Child and
Dependent Care Tax Credit, which allows a credit for expenses paid for
the care of a qualifying dependent in order to enable the taxpayer to
work, or seek out work. Both of these credits allow taxpayers to claim

a refund if the credit exceeds their state income taxes, as follows:

= The Child Care Expense Credit allows taxpayers who have an
adjusted gross income of $60,000 or less and who claim the federal
Child and Dependent Care Tax Credit to claim up to 50 percent of
their federal credit amount on their state income tax, up to $525 for

a single child or $1,050 for two or more children.

= The Low-Income Child Care Expense Credit allows taxpayers who
have an adjusted gross income of $25,000 or less, but who do not
have a sufficient tax liability to claim the federal Child and
Dependent Care Tax Credit, to claim up to 25 percent of their annual
child care expenses up to $500 for a single child or $1,000 for two

or more children.
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We published an evaluation of these credits in January 2019, which
found that the revenue impact was about $5 million. We found that for
Tax Year 2016, the most recent data available during our review, the
average benefit of the Child Care Expense credit was $101 and the

average benefit of the Low-Income Child Care Expense credit was $391.

CHILD TAX CREDIT [SECTION 39-22-129, C.R.S.]—Allows a refundable
state tax credit for taxpayers with children under 6 years old equal to a
percentage of the federal credit allowed, which is scaled based on a
family’s adjusted gross income. In 2021, the General Assembly passed
House Bill 21-1311 that, beginning in Tax Year 2022, allows taxpayers
who have an eligible child, but who do not meet the IRS eligible child

criteria and cannot claim the federal credit, to still claim the state credit.

In addition to state tax credits, federal regulations provide for two

employer-based child care tax credits:

CREDIT FOR EMPLOYER-PROVIDED CHILD CARE FACILITIES AND SERVICES
[26 USC 45F]—To encourage businesses to provide child care to their
employees, the federal government offers companies a tax credit for 25
percent of qualified child care expenditures and 10 percent of qualified
child care resource and referral expenditures, up to $150,000. Qualified
expenditures for this tax credit are broader than the state tax credit, and
include costs associated with acquiring, constructing, or rehabilitating
property as well as operating costs such as staff wages and training.
Employers may also claim the tax credit if they contract with a third
party licensed child care program that provides child care, on or off-
site, for employees. However, it appears most employers do not provide
child care, or, if they do, they have not taken advantage of this tax
credit. According to the 2018 IRS Corporation Income Tax Returns
report, the most recent available, the aggregate credit amount claimed
by active corporations (excluding S-corporations, real estate investment
trusts, and regulated investment companies) was an estimated $16.5
million, making it about 0.04 percent of the aggregate $45.9 billion in

general business credits claimed by such corporations for the year.



DEPENDENT CARE ASSISTANCE PROGRAM [26 USC 129]—Employers can
provide direct payments to employees or child care providers to cover
the cost of child care, which can include child care that the employer
provides. In addition to these payments being a business expense, which
reduces the business’s taxable income, up to $5,000 in payments are
excluded from the employee’s wages, and therefore, are not taxable to
the employee. However, these expenses cannot be used to claim child

care expenses tax credits (i.e., Child and Dependent Care Credit).

In addition to tax expenditures, the State provides several other
financial assistance programs for child care and early childhood

education:

GRANTS FOR CHILD CARE SECTOR—During the 2020 Special Session
and the 2021 Legislative Session, the General Assembly passed two bills
to support the child care sector in recovering from the impacts of the
COVID-19 pandemic. Specifically, House Bill 20B-1002, created two
emergency relief grant programs to provide financial support to licensed
child care providers. As of January 2022, Human Services had awarded
$33.8 million of the $34.8 million appropriated to 3,919 grantees for
sustainability grants for facilities to maintain operations and capacity,
and awarded $7.7 million of the $8.8 million appropriated to 180
grantees to cover the costs for opening a new facility or expanding

existing capacity.

In addition, to increase the capacity of quality early childhood
education, Senate Bill 21-236 created four additional grant programs,

using state and federal funds, for:

= The construction, renovation, or remodeling of employer-based

child care facilities.

= Child care centers to cover tuition, fees, materials, credentialing,
licensing, and wage increases for early childhood staff for

recruitment and retention.
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= Wage increases for early childhood educators working at centers
that serve families that are subsidized through the Colorado
Child Care Assistance Program (CCCAP).

= Community-based programs that cover tuition subsidies or
scholarships, employer-based cost sharing, ensuring equitable
access for all children, and strengthening child care business

practices that improve early childhood outcomes.

As of January 2022, Human Services reported that it was in the award
process for the employer-based child care facilities grants and had
selected four grantees and intends to open a second round of
applications. Human Services reported it will be opening the remaining
three grant programs for applications in 2022. Appropriations for these
grants totaled $8.7 million for the employer-based child care facilities

grants, and $323 million for the remaining three grants.

COLORADO CHILD CARE ASSISTANCE PROGRAM (CCCAP)—Human
Services administers CCCAP, which provides child care assistance to
families with incomes at or below 185 percent of the federal poverty
level and are employed, looking for work, or enrolled in an education
program. CCCAP is funded with state general funds, federal block grant
funds, and local county funds, and reduces the cost of child care for
families. According to a Colorado Health Institute study, the Colorado
Shines Brighter, Birth through Five Needs Assessment, in 2019, about
40 percent of licensed child care providers had a fiscal agreement with
Human Services to accept children enrolled in CCCAP. The study also
estimates that this program serves about 8 percent of the families that
are eligible due to funding limitations, available providers, and family
barriers to enrollment and affordability. In Fiscal Year 2020, CCCAP
provided about $116.5 million in financial assistance to families to
reduce the cost of child care for about 26,500 children.



COLORADO PRESCHOOL PROGRAM (CPP)—The CPP is administered by
the Department of Education and provides funding for eligible children
to attend half or full-day preschool located in public schools, child care
centers, community preschools, or Head Start programs. According to
the Department of Education, in Fiscal Year 2020, the CPP budget was
about $128.1 million, to serve up to 29,360 students statewide.
According to a Department of Education analysis, this number
represents about 38 percent of the eligible children in 2020.

In 2019, the Committee for Economic Development, a nonprofit and
nonpartisan policy research center, released a report on Child Care in
State Economies, which showed that in 2016, the most recent year of
data available, an estimated 18 percent of child care industry revenue
in Colorado came from federal and state child care assistance programs,
such as CCCAP and CPP; Colorado ranks 45™ in terms of the
percentage of child care revenue that comes from federal and state
assistance programs. In addition, according to Bearing the Cost of Early
Care and Education in Colorado, these publicly funded programs do
not provide enough assistance such that all businesses could serve the
amount of families that need subsidized care, nor do the reimbursement
rates incentivize businesses to incur additional costs that increase the

quality of a child care center.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURES?

When we reviewed taxpayer data for Tax Year 2018, the most recent
data available, we found that many taxpayers who had claimed the
Child Care Facilities Investment Credits had submitted documentation
showing that they intended to claim different tax credits, such as the
Child Care Contribution Credit or Enterprise Zone Contribution
Credit. These filing errors did not impact state revenue, but did impact
the accuracy of the Department’s data on credits claimed under the
Child Care Facility Investment Credits. Because of this, for the Facility
Owner Investment Credit, we could not determine how many of the 538

taxpayer claims were valid and used a sampling approach to provide an
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estimate of its revenue impact to the State. For the Employer Facility
Investment Credit, only 14 taxpayers claimed the credit in Tax Year

2018, so we were able to review all of the claims manually.

When we shared information on the taxpayer reporting errors we found
with Department , staff said that in some cases, when a variety of
different credits are allowed in relation to a similar activity, taxpayers
may accidently claim a credit on the incorrect line of their tax form.
While the Department performs reviews on the accuracy of income tax
returns, and had identified and corrected some of the misreporting
errors for the Child Care Facility Investment Credits, those corrections
do not fix the reported totals for prior tax years. In order to collect data
that are more accurate for future tax years, the Department said staff
will reach out to tax practitioners and the developers of tax preparation
software to advise them on the differences between the credits and the

errors that have occurred.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE CHILD CARE FACILITY INVESTMENT CREDITS. As discussed, statute
and the enacting legislation for the credits do not state the purposes of
the credits or provide performance measures for evaluating their
effectiveness. Therefore, for the purposes of our evaluation, we

considered a potential purpose for each credit.

FACILITY OWNER INVESTMENT CREDIT—To0 provide financial assistance
to child care facilities by making property and equipment more
affordable in order to help facilities stay open.

EMPLOYER FACILITY INVESTMENT CREDIT—T 0 incentivize employers to
provide child care facilities for their employees by making property and

equipment for the facility operations more affordable.



We identified these purposes based on the statutory language about the
credits and their operation, as well as from review of legislative
testimony recordings and feedback from stakeholders. We also
developed performance measures to assess the extent to which the
credits are meeting these potential purposes. However, the General
Assembly may want to clarify its intent for the expenditures by
providing a purpose statement and corresponding performance
measure(s) in statute. This would eliminate potential uncertainty
regarding the purpose of the credits and allow our office to more
definitively assess the extent to which the credits are accomplishing their
intended goall(s).

THE GENERAL ASSEMBLY MAY WANT TO REVIEW THE EFFECTIVENESS OF
THE CHILD CARE FACILITY INVESTMENT CREDITS AND COULD CONSIDER
EITHER REPEALING THEM OR MAKING CHANGES TO INCREASE THEIR
IMPACT. As discussed, we found that the Facility Owner Investment
Credit, which is limited to for-profit child care facilities, is not used by
most of these facilities and typically provides a relatively small amount
of financial support for those that do use it. Additionally, we found that
there are few employers providing childcare facilities for employees and
that no eligible employers used the Employer Facility Investment Credit
in Tax Year 2018. Therefore, the General Assembly could consider
repealing the credits.

However, stakeholders indicated that the Facility Owner Investment
Credit, which we estimate provided about $190,811 in credits statewide
in Tax Year 2018, ranging from $256 to $12,200 per taxpayer, could
be an important support for child care facilities in the state.
Additionally, we found research indicating that many child care
providers in the state are operating on small profit margins, which likely
impacts the availability of child care in Colorado. Therefore, if the
General Assembly wants to continue to provide these tax credits to offer
financial assistance to the child care sector to support the availability of
child care, it could consider the following changes to allow greater
access to the credits as well as to complement current statute and child

care funding programs:
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= ALLOWING ADDITIONAL EXPENSES TO BE ELIGIBLE. Operating costs,

such as staff salaries and wages are the largest driver of child care
facility costs, but are currently not eligible for the credits.
Additionally, startup costs, like the costs of purchasing property or
facility construction are not included. We found 13 states allow
credits for employer-provided child care facilities based on facility
start-up costs and/or for operating costs such as materials, supplies,
rent expenses, and staff wages; nine states allow both startup and
operating expenses; and four states allow either start-up costs or

operating expenses

CREATING TIERED CREDIT LEVELS FOR TYPE OF CARE. According to the
2019 Colorado Shines Brighter, Birth through Five Needs
Assessment, the largest area of need for parents in Colorado is for
infant care; however, infant care requires additional staffing,
equipment, and safety measures, which drive up operating costs.
Data from Child Care Aware of America, as of 2017, shows that the
cost for infant care ranged from about $10,500 up to $15,000, which
is not affordable for many families. However, current subsidies, such
as CCCAP, may only cover part of the cost of care leading to a
shortage of quality infant care. Therefore, the General Assembly
could consider modifying the current credit to offer more assistance

for the most costly types of care that are the most in demand.

MAKING THE CREDITS REFUNDABLE. Because the credit is not
refundable, only child care facilities that generate a profit would
receive financial assistance when they invest in qualified property and
equipment. However, many child care facilities operate on very small
profit margins, or sometimes at a loss, and cannot use the credit, or
claim the full value of the credit, even though these are facilities that
likely need the most financial assistance. According to a 2017
economic study conducted jointly by the University of Denver Butler
Institute for Families and Brodsky Research and Consulting (a
consulting organization that focuses on improving child care
systems), Bearing the Cost of Early Care and Education, in Colorado,

“Across all regions, providers struggle to make ends meet, especially



at higher quality levels, where expenses far exceed revenues from
tuition and public subsidies.” One way to address this issue is to
modify the credit so that it is refundable so facilities can still receive
some financial assistance even if they do not owe income tax. As
discussed, we found that three of the 13 states we identified with

similar credits make the credits refundable.

= OFFERING BROADER EMPLOYER CREDITS. According to research from
the National Women’s Law Center from 2002 on employer child
care facility tax credits, the administrative burden and liability of
operating a child care center are major barriers for employers, and
the existing tax credits are not enough to incentivize employers to
offer child care and, therefore, do not increase availability or
affordability of care. Stakeholders we interviewed reflected the same
concerns and said that there are few employers in Colorado that
provide child care because of these barriers. Broadening the credit to
include employer costs to provide on- or near-site care contracted
through a third party, child care stipends to employees, or
contributions to dependent care assistance plans would likely make
the credit more attractive to employers considering providing child
care assistance to employees. We found that 10 of the 13 states with
similar credits offered broader employer credits that included these

types of expenses.

Although these changes would increase the availability of the credits, it
is also important to note that they could substantially increase the
credits’ revenue impact to the State and we lacked information
necessary to estimate this.
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COLORADO EARNED

INCOME TAX CREDIT

EVALUATION SUMMARY  APRIL 2022  2022-TE19

REVENUE IMPACT $72 million
(TAX YEAR 2018)

NUMBER OF TAXPAYERS 336,197

TAX TYPE Income
YEAR ENACTED 1999
REPEAL/EXPIRATION DATE None

KEY CONCLUSION: The credit improves low- and middle-income families’ financial security by
increasing their after-tax income, particularly for workers with children who receive a much larger
benefit than childless workers. The credit may also positively impact Colorado’s economy, though
the impact is likely relatively small.

WHAT DOES THIS TAX EXPENDITURE
DO? THE EVALUATION IDENTIFY?

WHAT POLICY CONSIDERATIONS DID

The Colorado Earned Income Tax Credit (EITC)
allows low- and moderate-income earners who
claim the federal EITC to claim an additional

The General Assembly may want to consider
amending statute to establish performance
measures for the credit.

state income tax credit, calculated as a
percentage of the federal EITC (20 percent of
the federal EITC for Tax Year 2022, 25 percent
for Tax Years 2023 through Tax Year 2025,
and 20 percent for Tax Year 2026 and beyond).
The credit amount provided at the federal level
and, therefore, the state level varies based on a
taxpayers’ filing status, total earned income,
and number of qualifying children.

WHAT IS THE PURPOSE OF THIS TAX
EXPENDITURE?

Statute [Section 39-22-123.5, C.R.S.] states that
“[t]he intended purpose of [the Colorado EITC]
is to help individuals and families achieve
greater financial security and to help
Colorado’s economy.”

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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COLORADO EARNED
INCOME TAX CREDIT

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The federal Earned Income Tax Credit (federal EITC) was created in
1975 to reduce poverty and encourage economic growth by providing
a tax credit for households with earned income below a certain
threshold. Earned income includes income received through
employment, such as wages, salaries, and tips, as well as earnings from
self-employment. Other income sources such as pensions, annuities,
welfare benefits, unemployment compensation, workers’ compensation,
and social security benefits are not considered earned income.

Generally, to be eligible for the federal EITC, taxpayers must:

Have earned income below of $57,414 or less for married joint filers

or earned income of $51,464 or less for single filers;
= Have investment income of $10,000 or less, and no foreign income;
= Have a valid work-eligible social security number (SSN); and

= Be a U.S. citizen or resident alien for the year in which they claim the

credit.

The federal credit amount varies based on individuals’ filing status (i.e.,
single, head of household, married filing jointly), their total earned
income, and the number of qualifying children they have. To claim
larger credit amounts, which are available to families with dependent
children, individuals must have custody of their children, regardless of
whether they pay child support or provide other support to their

children and/or their children’s custodial parent.



The Colorado Earned Income Tax Credit [Section 39-22-123.5, C.R.S.]
(Colorado EITC) allows low- and moderate-income earners who claim
the federal EITC to claim an additional state income tax credit,
calculated as a percentage of the federal EITC amount, which varies

depending on the tax year, as shown in EXHIBIT 1.

EXHIBIT 1. COLORADO EITC AMOUNT
AS A PERCENTAGE OF THE FEDERAL EITC

Percentage of

Income Tax Year

Federal EITC
Beginning prior to January 1, 2022 10 percent
Beginning on or after January 1, 2022,
but prior to January 1, 2023 20 percent
Beginning on or after January 1, 2023,
but prior to January 1, 2026 25 percent
Beginning on or after January 1, 2026 20 percent

SOURCE: Office of the State Auditor analysis of Section 39-22-123.5, C.R.S.

Eligibility for the Colorado EITC generally aligns with eligibility at the
federal level, although Colorado also allows individuals or their family
members without a valid SSN to qualify for the state EITC; these
taxpayers file for the credit with an individual taxpayer identification
number (ITIN) issued by the Internal Revenue Service (IRS). If the
Colorado EITC exceeds recipients’ tax liability they can receive a refund
for the excess amount. Because the Colorado EITC is calculated as a
percentage of the federal EITC, the credit amount also varies based on
taxpayers’ income, filing status, and number of dependents. EXHIBIT 2

shows the Colorado EITC credit amounts available to taxpayers in Tax
Year 2022.
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Credit Amount

EXHIBIT 2. COLORADO EITC AMOUNTS AVAILABLE TO
TAXPAYERS BASED ON FILING STATUS, EARNED INCOME,
AND NUMBER OF CHILDREN IN TAX YEAR 2022

$1,500

3 or More Children

$1,400

$1,300

$1,200

51,100

$1,000

5900

$800 1 Child

$700
$600
$500
$400
$300
5200
$100

-
S0 $10,000 $20,000 $30,000 $40,000 $50,000 $60,000
Earnings

Source: Office of the State Auditor created based on the credit amount reported by the
Internal Revenue Service.

As shown in EXHIBIT 2, the Colorado EITC provides less benefit to those
with adjusted gross incomes under $10,000, provides the largest benefit
to those with incomes between $10,000 and $30,000, and then
gradually decreases for those with higher incomes. This structure, which
parallels the federal EITC, is intended to encourage individuals to work
and increase their earned income while gradually tapering off benefits

to decrease the potential disincentive to earning additional income due
to a reduced EITC benefit.

House Bill 99-1383 created the Colorado EITC in 1999. Since that time,
there have been significant changes to both the Colorado and federal
EITC which, as shown in EXHIBIT 3, have expanded the credits and
clarified eligibility requirements.

= = = Single

Married



EXHIBIT 3. STATE AND FEDERAL LEGISLATION
RELATED TO THE EITC SINCE 1999

Colorado House Bill
99-1383 (1999)

Colorado House Bill
00-1049 (2000)

Federal Economic
Growth and Tax Relief
Reconciliation Act
(2001)

Federal American
Recovery and
Reinvestment Act (2009)

Colorado Senate Bill
13-001 (2013)

Tax Cut and Jobs Act
(2018)

Colorado House Bill
20-1420 (2020)

Colorado House Bill
21-1311 (2021)

Federal American Rescue
Plan Act (ARPA) (2021)

Created the Colorado EITC. At the time of its enactment,
recipients were allowed a credit equivalent to 8.5 percent of
the federal EITC only in years in which state revenue
exceeded the limit imposed by Section 20(7)(a) of Article X of
the Colorado Constitution, known as the Taxpayers Bill of
Rights (TABOR).

Increased the Colorado EITC amount to 10 percent of the
federal EITC. Also, amended the credit to ensure that it did not
prohibit recipients from qualifying for other public assistance
or medical assistance benefits authorized under state law or for
payments from any other publicly funded programs.

Provided “marriage penalty relief” by increasing the income at
which the federal EITC phases out for married couples filing
jointly.

Increased the credit amount for families with three or more
children and expanded the marriage penalty relief by increasing
the income at which the federal EITC phases out for married
couples filing jointly.

Removed the limitation on the Colorado EITC to years when
the State exceeded the TABOR revenue cap. Based on the bill’s
operation, the credit became available on a permanent basis
beginning in Tax Year 2016.

Indexed the federal EITC amount available to taxpayers to the
chained consumer price index for urban consumers (C-CPI-U)
instead of the traditional consumer price index for urban
consumers (CPI-U). In comparison to the CPI-U, the chained
CPI-U tends to grow more slowly, meaning the monetary
parameters of the federal EITC will grow more slowly,
decreasing the monetary value of the federal EITC with time.

Extended the Colorado EITC to those with an ITIN who
would otherwise qualify, but do not because they, their
spouse, or one of their dependents does not have a valid SSN.

Increased the Colorado EITC amount to 20 percent of the
federal EITC for Tax Year 2022, 25 percent for Tax Years
2023 through 2025, and then reduces the credit back to 20
percent for Tax Year 2026 and beyond.

Temporarily increased the maximum federal tax benefit for
childless workers from $543 to $1,502 for Tax Year 2021 and
expanded eligibility requirements. Also, permanently increased
the federal limit on qualified investment income from $3,650
to $10,000 and indexes it to inflation.

SOURCE: Office of the State Auditor’s analysis of the legislative history of the Colorado EITC and

the Federal EITC.
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Taxpayers claim the credit on Line 4 of their Individual Credit Schedule
(Form DR 0104CR), which is filed as part of their individual state
income tax return. Additionally, taxpayers are required to report their
total earned income on Line 2, the federal EITC amount claimed on
Line 3, and list their children’s information under Line 3 of Form DR
0104CR. Taxpayers or taxpayers’ dependents who do not qualify for
the federal EITC because they have ITINs or SSNs that are not valid for
employment must file a Colorado Earned Income Tax Credit for ITIN
Filers form (Form DR 0104TN) and include it with their tax return.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Based on statute, the operation of the credit, and federal and state
guidance, we determined that the intended beneficiaries of the Colorado
EITC are low- and moderate-income workers, particularly those with
children. Additionally, the credit is designed to encourage participation
in the labor force and reduce recipients’ need to access government
programs and so, the State and Colorado economy also benefit to the
extent that this occurs. Academic research shows, and stakeholders
indicated, that credit recipients tend to spend EITC refunds on essential
goods and services, such as food, essential items, and car repairs and so
the credit may also benefit local communities where credit recipients

spend the additional funds.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Section 39-22-123.5, C.R.S., states that “[t]he intended purpose of [the
Colorado EITC] is to help individuals and families achieve greater

b2l

financial security and to help Colorado’s economy.” Based on
legislative hearings from Senate Bill 13-001, the credit was likely
intended to increase family security and stability by reducing poverty
and was intended to support the Colorado economy by increasing
earnings and employment among low- and middle-income earners, and

circulating money within the local economy.



IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Colorado EITC is meeting its purpose because
it improves the financial security of low- and moderate-income earners
by increasing their after-tax income and may also provide a positive
impact to Colorado’s economy, though this impact is likely relatively

small.

Statute does not provide quantifiable performance measures for the
Colorado EITC. Therefore, we created and applied the following
performance measures to determine the extent to which the credit is

meeting its purpose:

PERFORMANCE MEASURE #1: 7o what extent do eligible taxpayers claim
the Colorado EITC?

RESULT: Based on data from the Department of Revenue (Department)
and the IRS, we estimate that roughly 72 percent of eligible taxpayers
claimed the Colorado EITC in Tax Year 2018, the most recent year for
which data is available. We based this estimate on IRS data indicating
that about 467,000 Coloradans were eligible for the federal EITC in
Tax Year 2018, which would generally make them eligible for the
Colorado EITC. In comparison, Department data show that 336,197
tax filers claimed the Colorado EITC. Further, it appears that nearly all
tax filers who claim the federal EITC also claimed the Colorado EITC,
with 98 percent of federal claimants also claiming the state credit.
Therefore, nearly all of the eligible taxpayers who did not claim the
Colorado EITC also did not claim the federal EITC, despite being
eligible.

Based on our review of research on EITC up-take and discussions with
stakeholders, we found that the incomplete up-take of the federal EITC,
and therefore the Colorado EITC, may be due to several barriers that

deter individuals from claiming the credit such as:
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= LACK OF AWARENESS—Eligible individuals may not claim the credit
because they are unaware of it or it is difficult for recipients to

understand the benefit they would receive from the credit.

= PERCEIVED LACK OF BENEFIT—Childless workers are allowed only a
small credit amount and the very lowest income earners with small
credits may not claim the credit because of a perceived lack of benefit.
For example, a survey conducted by the U.S. Census Bureau found
that federal EITC up-take between 2006 and 2009 for taxpayers with
children was higher (86 percent) than for those without children (65
percent). Further, only 40 percent of those with credits under $100

claimed the credit.

= NON-FILERS—Because many low-income earners are not required to

and do not file tax returns, they miss out on the benefits of the EITC.

PERFORMANCE MEASURE #2: To what extent does the Colorado EITC
help low- to moderate-income individuals and families achieve greater

financial security?

RESULT: We found that the Colorado EITC helps eligible individuals
and families increase their financial security by providing a modest
additional income benefit. The impact is significantly greater, however,
when combined with the federal EITC and for individuals and families
with children. Because the credit phases in at lower income levels,
plateaus, and then phases out with income earned, the benefit varies by
income level. To assess the value of the Colorado EITC, we determined
the benefit of the Colorado EITC for every dollar of income that credit
claimants earn. EXHIBITS 4 and 5 show the benefit of the Colorado EITC
for taxpayers with no children, one child, two children, and three or
more children, with EXHIBIT 4 showing the amounts for those who file
as single or head of household and EXHIBIT 5§ showing the amounts for

filers who are married and file jointly:
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Credit Amount

EXHIBIT 5. ADDITIONAL INCOME PROVIDED
BY THE COLORADO EITC FOR EACH $1 OF EARNED
INCOME BY TOTAL ANNUAL EARNINGS
FOR MARRIED JOINT FILERS IN TAX YEAR 2022
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SOURCE: Office of the State Auditor analysis of the operation of the federal EITC.

As shown in EXHIBIT 4 and 3, the Colorado EITC provides a financial
benefit up to about $0.09 per dollar of earned income in Tax Year
2022, with the largest benefit going to claimants with children and
earned incomes between $15,000 and $25,000. Further, because
Colorado EITC recipients also typically claim the larger federal EITC,
which can provide a benefit of up to $0.45 for each dollar of earned
income, the state and federal credits combined can provide earners with
between about $0.09 and $0.54 for every dollar earned in Tax Year
2022.

To assess the impact of the financial benefit of the Colorado EITC at

improving families’ financial security, we compared the benefit it

Married



provides to U.S. Department of Health and Human Services 2022
federal poverty guidelines, which represents the cost of living for
Calendar Year 2021, and found that the Colorado EITC made modest
improvements to claimants’ financial security. For example, a single
parent with two children earning $15,000 in AGI, or about 65 percent
of the 2022 federal poverty level, would receive a Colorado EITC of
about $1,200, which would increase their income to $16,200 or about
70 percent of the federal poverty level. However, the benefit is more
significant when combined with the federal EITC, which for this
example, would be about $7,200. This would bring the individual’s
income to about $22,200, or 96 percent of the federal poverty level.
Although, most credit claimants have received less than the amount in
this example. Specifically, in Tax Year 2018, the most recent year with
available data, the average state credit amount was $221. Due to recent
legislation that essentially doubles the credit amount, we estimate that
these tax filers would be eligible to receive a $442 credit beginning in
Tax Year 2022.

Although the federal poverty guidelines are a commonly used measure
to gauge households’ financial security, they are not based on all of the
typical costs that households incur, such as housing costs, childcare,
transportation, healthcare, and local and federal taxes, and tend to
underestimate the cost of living. Therefore, we also compared the
benefit provided by the Colorado EITC to the Self Sufficiency Standard,
a method for calculating income benchmarks for meeting basic needs
that accounts for area housing costs, childcare, food, transportation,
healthcare, miscellaneous expenses, emergency savings, and local and
federal taxes. According to a report prepared by the Center for
Women’s Welfare at the University of Washington for the Colorado
Center on Law and Policy, the Self Sufficiency Standard varies widely
by location in Colorado. For example, in Calendar Year 2018, the
annual wage needed for a family with two adults and two children to
be self-sufficient was about $51,000 in Prowers County and about
$72,000 in Denver County, with the median wage needed in Colorado
at $62,000. Therefore, even the $573 maximum available Colorado
EITC amount in Tax Year 2018 for a family earning $15,000 in AGI,
with two adults and two children, would have covered only about 1
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percent of a family’s typical costs based on the Self-Sufficiency
Standard. However, when combined with the federal EITC, recipients
receiving the maximum federal and Colorado EITC amount available
would have been able to cover about 10 percent of their costs in Tax
Year 2018. Furthermore, due to the variation in cost-of-living by
geographic area, the impact of the state and federal EITCs on financial
security also likely varies, with the credits providing a larger relative
benefit to families in areas with a lower cost of living, where each
additional dollar goes further.

PERFORMANCE MEASURE #3: To what extent does the Colorado EITC

help Colorado’s economy?

RESULT: Overall, we found that the Colorado EITC likely provides a
modest benefit to Colorado’s economy by increasing earnings,
encouraging work, and providing stimulus for local economies. To
assess the effectiveness of the credit in supporting Colorado’s economy,
we reviewed economic research on the national and local economic
impact of federal and state-level EITCs. According to an analysis from
the Congressional Research Service and research conducted by the
National Bureau of Economic Research, the federal EITC encourages
individuals to seek and maintain employment, since doing so optimizes
the credit amount they are eligible for and increases their income.
Similarly, an academic study conducted by David Neumark and
Katherine Williams, Do State Farned Income Tax Credits Increase
Participation in the Federal EITC?, found that state-level EITCs have a
positive effect on employment for single individuals with children by
raising wages on earned income and, therefore, encouraging entry into

the work force.

Furthermore, economic research, such as Long-Run Effects of the
Earned Income Tax Credit conducted by David Neumark and Peter
Shirley, suggests that because the federal EITC encourages individuals
to enter the workforce and remain in the workforce, they accumulate

skills that translate into increased long-term earnings. For example, they



found that a 1-year increase of $1,000 in federal EITC led to 1.4 percent

more earnings for single mothers above the age of 18 years old.

While research on the federal- and state-level EITCs is largely in
agreement that the EITC increases earnings, some research suggests that
EITC recipients do not realize the full EITC dollar amount provided.
Specifically, economic research indicates that the EITC may indirectly
result in a reduction in industry wages as employers balance labor
demand with the increased labor supply within industries that
experience more individuals joining the workforce due to the EITC.
Some studies have estimated that this effect can effectively decrease the
benefit provided by the EITC by about 36 percent, with employers

benefiting through lower labor costs.

Finally, economic research suggests that increasing income among low-
and middle-income earners may result in more income, wealth, and jobs
within a local economy due to the local multiplier effect, which occurs
when EITC recipients spend additional funds within the local economy.
For example, the National Conference of State Legislatures reports that
the federal EITC causes about $1.50 to $2 in economic activity for every
dollar of the federal EITC claimed. Research published within the
California Journal of Politics & Policy found that the local economic
impact of the federal EITC was roughly one and a half times the amount
of federal EITC dollars provided in California. A few studies done at
the local municipal level found that federal EITC dollars result in
positive economic activity. In contrast, one academic research article
published in the Economic Development Quarterly found that some
state-level EITCs do not have a significant impact on local economic
outcomes of metropolitan areas, likely because the credits are not large
enough to realize positive economic gains on their own. State-level
EITCs, including Colorado’s, do however augment the impact of the

federal EITC and likely positively impact local economies.
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WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

According to Department data, in Tax Year 2018—the most recent year
for which the Department has data—336,197 Colorado residents or
part-year residents claimed the Colorado EITC, resulting in about $72
million in forgone revenue for the State. Additionally, as discussed, the
American Rescue Plan nearly doubled the federal EITC amount for
childless workers in Tax Year 2021, and House Bill 21-1311 doubled
the Colorado EITC amount to 20 percent of the federal credit for Tax
Year 2022. Therefore, the revenue impact to the State in Tax Year 2021
and beyond will likely be significantly higher than in past years. For
example, if Tax Year 2018 claimants had received credits equivalent to
20 percent of the federal EITC, the Colorado EITC would have had a
revenue impact of about $144 million, or double what actually

occurred.

Overall, we found that the claimants with AGIs between $10,000 and
$29,999 received the largest number of credits and the majority of the
total credit amounts. EXHIBIT 6 provides the number of claimants and

total amount claimed by income.

EXHIBIT 6. TOTAL NUMBER OF CLAIMANTS AND
AMOUNTS CLAIMED BY INCOME IN TAX YEAR 2018
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SOURCE: Office of the State Auditor analysis of Department of Revenue Statistics of Income
data from Tax Year 2018.



Additionally, we found that the usage of the Colorado EITC varies
significantly across the State’s geographic regions, with the highest
concentrations of recipients, as a percentage of total population,
generally in the southern sections of the state. EXHIBIT 7 shows the
percent of total tax returns that claimed the federal EITC by county. As
discussed, about 98 percent of federal EITC claimants also claimed the
Colorado EITC,; so the distribution of Colorado EITC claimants is likely
similar to that of the federal EITC.

EXHIBIT 7. THE GREATEST NUMBER OF EITC
RECIPIENTS IS CONCENTRATED PRIMARILY
WITHIN SOUTHERN COLORADO COUNTIES

B

Sedgwick

Phillips

Broomfield
Denver

Rio Blanco

5 Ao |

Crowley
Saguache w Pueblo
a Bent

Rio |al

< 8% 8%-12% I 12%-16% 16%-20% _ >20%

SOURCE: Office of the State Auditor analysis of IRS county-level federal EITC data.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If the credit were eliminated and the same number of taxpayers who
currently claim it would otherwise have been eligible, it would decrease
after-tax income for an estimated 336,197 low- and moderate-income
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earners, or about 15 percent of all households statewide, based on the
number of claimants in Tax Year 2018 and State Demography Office
data. Because recipients with adjusted gross incomes between $10,000
and $29,999 tend to receive the largest credits, these individuals would
also see the largest impact. Additionally, current recipients with children
would see the most significant decrease in income and research suggests
that single mothers, specifically minority single mothers, receive the
greatest wage supplements from the EITC and would, therefore, be
impacted the most if the Colorado EITC were eliminated. However,
most current beneficiaries would still be eligible to receive the federal
EITC, which as discussed, provides a larger benefit than the Colorado
EITC. EXHIBIT 8 shows the average Colorado EITC amount by federal
AGI groups for full-year Colorado residents in Tax Year 2018, which
would no longer be available if the credit was eliminated. Though, as
noted, because of legislation that essentially doubled the credit amount,
benefits in Tax Year 2022 will likely be significantly larger than the
amounts in EXHIBIT 8, so the impact on beneficiaries would be larger as

well.

EXHIBIT 8. AVERAGE CREDIT
BY INCOME IN TAX YEAR 2019
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Of the 41 states (not including Colorado) that levy an individual income
tax, including the District of Columbia, we identified 24 that provide a
refundable EITC similar to Colorado’s, and seven states that provide a

non-refundable EITC. Furthermore, in most states, including Colorado,

LHOdIY STINLIANATIXH XV.L

only parents with custody of their children can claim the credit,

although one state, New York, and the District of Columbia, provide
credits for noncustodial parents. EXHIBIT 9 shows the states with EITCs.

[0 Refundable state EITC I Both refundable and non-refundable state EITC

[ Non-refundable state EITC
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As in Colorado, state EITC credit amounts are typically calculated as
percentages of the federal credit, ranging from 3 percent in Montana to
83 percent in South Carolina; South Carolina is increasing its credit
amount to 125 percent of the federal credit by 2023.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

As discussed, taxpayers benefitting from the Colorado EITC also benefit
from the federal EITC, which provides a larger benefit for federal tax
purposes. Additionally, we identified the following tax expenditures
and programs in Colorado that are similar to the EITC because they are
intended to support the financial security of low- and middle-income

families:

COLORADO WORKS/TEMPORARY ASSISTANCE FOR NEEDY FAMILIES
(TANF)—This program provides qualifying families with cash
assistance and work support. In order to qualify, families must have
at least one dependent child and meet certain income guidelines.
Cash assistance amounts depend on the number of caretakers and
children. For example, households with one caretaker and one child
can receive up to $400 in cash assistance per month. In addition to
cash assistance, the program connects clients to education and job
opportunity resources, and helps clients identify strategies to
increase household income and economic stability. Colorado spent
about $452 million in federal and state funds under the TANF
program in Fiscal Year 2020, of which 18 percent was spent on basic
assistance, such as cash assistance to TANF families.

SUPPLEMENTAL NUTRITION ASSISTANCE PROGRAM (SNAP)—SNAP
provides a monthly benefit to help low-income households purchase
food. SNAP is part of a federal nutrition program, but counties are
responsible for determining eligibility and authorizing SNAP
benefits. In Calendar Year 2020, there were about 255,000
Colorado household SNAP recipients that received an average
monthly benefit of $343. Families receive SNAP benefits depending
on their household size and total income.



COLORADO SPECIAL SUPPLEMENTAL NUTRITION PROGRAM FOR
WOMAN, INFANTS, AND CHILDREN (COWIC)—COWIC improves
the health of and reduces healthcare costs for families by providing
nutrition education, breastfeeding support, healthy food, and other
services free of charge. To be eligible, participants must be Colorado
residents who are pregnant women, mothers breastfeeding a baby
under 1 year old, new moms who had a baby or were pregnant
within the last 6 months, or children under the age of 5. Nearly
130,000 clients received COWIC benefits in Federal Fiscal Year
2021.

CHILD CARE EXPENSE CREDIT AND LOW-INCOME CHILD CARE
EXPENSE CREDIT [SECTION 39-22-119 AND 119.5, C.R.S.]—Statute
states that the purpose of these credits is to “make child care more
affordable for working families.” The Child Care Expense Credit
allows taxpayers with an adjusted gross income of $60,000 or less,
who are claiming the federal Child and Dependent Care Tax Credit,
to claim up to 50 percent of their federal credit amount on their state
income tax return, up to $525 for a single child or $1,050 for two
or more children. The Low-Income Child Care Expense Credit
allows taxpayers that have an adjusted gross income of $25,000 or
less, but do not have a sufficient tax liability to claim the federal
Child and Dependent Care Tax Credit, to claim up to 25 percent of
their annual child care expenses, up to $500 for a single child or
$1,000 for two or more children. For both credits, taxpayers may
receive the amount of the credit as a refund if it exceeds their state
income tax liability.

CHILD TAX CREDIT [SECTION 39-22-129, C.R.S.]|—Allows for a
refundable state tax credit for taxpayers with children under 6 years
of age. The state credit is calculated from the amount of the federal
child tax credit, and ranges from 5 to 30 percent of the federal credit
amount, based on the taxpayer’s adjusted gross income. Because the
state credit, initially established in 2013, was contingent on the
passage of separate federal legislation that was not enacted, the
credit was not available in recent years. However, in 2021, the
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General Assembly passed House Bill 21-1311, which beginning
January 1, 2022, will allow taxpayers to claim the credit.

ECONOMIC MOBILITY INITIATIVE—Established in Calendar Year
2022, this initiative seeks to increase enrollment in the Child Tax
Credit, EITC, and the Child and Dependent Care Tax Credit
through a cooperative effort between the Colorado Department of
Public Health and the Environment (CDPHE), Serve Colorado, and
AmeriCorps, which is a federal agency for community service and
volunteerism that connects volunteers with nonprofit organizations
around the country. Specifically, the program aims to increase these
credits’ up-take by providing tax filing and tax credit navigation
assistance and increasing awareness of volunteer income tax
assistance sites to help low- and middle-income families file their
taxes and claim the credits, if eligible.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not encounter any data constraints that impacted our ability to

conduct the evaluation.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH PERFORMANCE MEASURES FOR THE COLORADO EITC.
Statute states that the purpose of the credit is to “help individuals and
families achieve greater financial security and to help Colorado’s
economy.” However, statute does not provide performance measures
for evaluating the effectiveness of the credit. Therefore, based on
legislative audio from Senate Bill 13-001, which made the credit
permanent, we developed performance measures to assess the extent to
which the credit is meeting its purpose. However, the General Assembly
may want to clarify its intent for the credit by providing performance
measure(s) in statute. This would eliminate potential uncertainty
regarding the credit’s purpose and allow our office to more definitively
assess the extent to which it is accomplishing its intended goal(s).



COLORADO TUITION

PROGRAM DEDUCTION

EVALUATION SUMMARY  JANUARY 2022 2022-TEé6

TAX TYPE Deduction $25.7 million
YEAR ENACTED 2000

REPEAL/EXPIRATION DATE None

REVENUE IMPACT
(TAX YEAR 2018)
NUMBER OF TAXPAYERS 64,262

KEY CONCLUSION: The deduction provides taxpayers with an incentive to encourage and support
saving for higher education; however, other benefits of saving provide a larger financial benefit and
may play a greater role in individuals’ decisions to save. Additionally, only about half of the amount
contributed to 529 accounts was deducted by taxpayers, indicating that the deduction was not a
significant factor for many account contributors who did not claim the deduction.

WHAT DOES THIS TAX EXPENDITURE
DO?

The Colorado Tuition Program Deduction (529

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider:

Deduction) allows individuals, estates, and trusts = Establishing a statutory purpose and

to deduct an amount equivalent to their total performance measures for the deduction.

contributions to a 529 account from their taxable
income. The deduction is capped at $20,000 and = Reviewing the effectiveness of the deduction.
$30,000 per taxpayer, per beneficiary for single

and joint filers, respectively.

WHAT IS THE PURPOSE OF THIS TAX
EXPENDITURE?

Statute and enacting legislation do not state the
deduction’s purpose; therefore, we could not
definitively determine the General Assembly’s
original intent. Based on our review of research on
tax incentives for saving for higher education,
federal and state regulations, and the current
operation of the expenditure, our evaluation
considered a potential purpose: to encourage and
support individuals to save for higher education.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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COLORADO TUITION
PROGRAM DEDUCTION

EVALUATION RESULTS
WHAT IS THE TAX EXPENDITURE?

Section 529 of the Internal Revenue Code allows states, state agencies,
and education institutions to sponsor qualified tuition program savings
accounts (529 accounts) that assist individuals in saving funds for
higher education expenses. In Colorado, 529 accounts are administered
by Collegelnvest, a state enterprise within the Department of Higher
Education. 529 accounts are often used by parents to save money for
their childrens’ higher education expenses; however, an individual can
establish a 529 to benefit anyone, including themselves, and any
individual, not just the account holder, can make contributions to a 529
account. Interest earned on contributions to 529 accounts is exempt
from federal taxable income as long as any funds distributed from the
account are used for qualified education expenses, such as tuition, fees,
books, supplies, equipment, and room and board at a qualified
educational institution. Because Colorado uses federal taxable income
as the starting point for determining Colorado taxable income, interest
earned on 529 accounts is effectively exempt for state tax purposes as

well.

The Colorado Tuition Program Deduction (529 Deduction) [Section 39-
22-104(4)(i)(IT), C.R.S.] allows individuals, estates, and trusts who
make contributions to beneficiaries’ 529 accounts to deduct from their
Colorado taxable income an amount equal to the total contributions
made. Beginning in Tax Year 2022, the deduction is capped at $20,000
annually per taxpayer, per beneficiary for single filers and $30,000 per
taxpayer, per beneficiary for joint filers. For example, a single filer with
two children could deduct $20,000 per child’s account, resulting in a
total of $40,000 in a given tax year. The cap is also adjusted annually



for an amount equivalent to the increase in tuition, room, and board at

state institutions of higher education.

The 529 Deduction was created in Calendar Year 2000 by House Bill
00-1274 and was first available to taxpayers beginning in Tax Year
2001. House Bill 21-1311, which was passed during the 2021
Legislative Session, amended the 529 Deduction to establish the annual

deduction cap.

To claim the deduction, taxpayers must create a 529 account through
Collegelnvest, which is responsible for tracking taxpayers’
contributions to 529 accounts and reporting contribution amounts to
the Department of Revenue (Department) [Section 39-22-104(i)(V),
C.R.S.]. Taxpayers report their contribution amounts on Line 8 and
calculate their total subtractions on Line 20 of their 2020 Subtractions
from Income Schedule (Form DR 0104AD). Taxpayers then report and
deduct the sum of their total subtractions on Line 8 of their 2020
Colorado Individual Income Tax Return (Form DR 0104). The
deduction is applied to taxpayers’ taxable income and is not refundable,
so taxpayers can only use it to the extent that they have taxable income.
If the available deduction exceeds a taxpayers’ taxable income,

taxpayers cannot carry the excess amount forward to future tax years.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not state the intended beneficiaries of the 529 Deduction.
Based on the operation of the deduction, we inferred that the intended
beneficiaries are taxpayers who make eligible contributions to 529
accounts and individuals whose educational expenses are paid through
529 accounts. The deduction benefits contributors by reducing their
taxable income by the amount contributed, up to the cap. Account
beneficiaries may also benefit to the extent that the deduction
encourages individuals to contribute funds towards their educational

expenses. As of Fiscal Year 2021, there were 384,160 accounts
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established through Collegelnvest’s 529 program and about $1.2 billion

in annual contributions were made to these accounts.
WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute and the enacting legislation for the 529 Deduction do not
explicitly state its purpose; therefore, we could not definitively
determine the General Assembly’s original intent. Based on the
operation of the deduction; conversations with stakeholders and our
review of literature on tax incentives for saving for higher education;
and IRS and Department regulations; we considered a potential
purpose: to encourage and support individuals to save for higher

education.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the 529 Deduction is
meeting its purpose because no purpose is provided for it in statute or
its enacting legislation. However, we found that it is likely meeting the
purpose we considered in order to conduct this evaluation to a limited
extent. Specifically, the deduction provides some financial support to
individuals saving for higher education expenses and helps
Collegelnvest market 529 accounts, but other financial benefits of
saving are larger and may be more influential to individuals considering
whether to save for higher education expenses. Further, we found that
most individuals who contribute to Collegelnvest 529 accounts do not
claim the deduction, indicating that the deduction may not be important

to many individuals who contribute to 529 accounts.

Statute does not provide quantifiable performance measures for this tax
expenditure. Therefore, we created and applied the following
performance measure to determine the extent to which the deduction is

meeting its potential purpose:



PERFORMANCE MEASURE: 7o what extent does the 529 Deduction

encourage individuals to save for higher education?

RESULT: We found that the 529 Deduction likely acts as a modest
additional incentive to encourage individuals to save for higher
education, but other benefits of saving may play a larger role in
individuals’ savings decisions. The deduction is frequently used by
taxpayers, with 64,262 taxpayers claiming deductions for about $554
million in 529 account contributions in Tax Year 2018. As discussed,
the deduction generally decreases a taxpayer’s Colorado taxable income
by the amount they contribute to a 529 account during the year.
Therefore, based on the state income tax rate of 4.55 percent in Tax
Year 2021, the deduction can lower a taxpayer’s tax liability by $4.55
for every $100 they contribute to a 529 account, assuming the taxpayer
has sufficient tax liability to offset. While this provides some financial
support to individuals saving for higher education and may have
encouraged some individuals to save, there are several additional
benefits that likely also serve as an incentive to save for higher

education.

= Investment earnings—Individuals saving money for higher education
have a range of options to invest their savings, including 529
accounts, which allows them to earn interest and capital gains on

their contributions.

= Tax-free distributions—When taxpayers take funds out of a 529
account to pay for eligible educational expenses, they are not subject
to federal or state income taxes on the account earnings that are

typically owed on non-529 account investments.

= Avoidance of college loan financing costs—To the extent individuals
are able to save for higher education expenses, they are able to reduce
the amount of college loan debt that they or their beneficiaries will
have to repay, thereby saving the interest that they would otherwise

owe. Individuals utilizing other vehicles for saving, such as a regular

121

LHOdAY SHINLIANIIXA XV.L



122

COLORADO TUITION PROGRAM DEDUCTION

savings account, benefit from finance cost savings, not just those that

save within 529 accounts.

To assess the relative importance of each of these factors to taxpayers’
decisions to save for higher education, we calculated the value of the
deduction and the value of each of the incentives to save listed above
that a hypothetical individual saving for higher education might

consider. We made the following assumptions for our analysis:
= The individual saves $100.

= The individual can earn 5 percent annually on the amount saved by
investing in an interest bearing account, either using a 529 account

or other investment vehicle.

= If not using a 529 account for saving, the individual would be subject
to a 15 percent federal capital gains tax and 4.55 percent state
income tax on any investment earnings at the time the funds are

withdrawn for educational expenses.

= The individual or their beneficiary would otherwise incur student
loan debt equivalent to the amount saved that would be repaid over
10 years at a 3.73 percent interest rate, which was the published rate
for Federal Direct student loans as of Academic Year 2021-2022.

= To calculate the potential value of the 529 Deduction, we assumed
the individual increases the amount saved in their 529 account

equivalent to the $4.55 tax benefit associated with the deduction.

To account for the time value of savings, we calculated the value
provided by saving for several time intervals. We calculated these values
using “net present value,” which provides the current value of benefits
that will be realized in future years by discounting the future benefits to
account for the time value of money. For the purposes of our analysis,
we used a 2 percent discount rate for our net present value calculations,
to approximate the inflation rate in recent years. Exhibit 1 compares
the value of the 529 Deduction to the value of other available benefits,



which the saver could receive depending on the type of account they

choose to use.

EXHIBIT 1. VALUE OF AVAILABLE BENEFITS
FROM SAVING $100 FOR A HYPOTHETICAL TAXAPAYER,
BY NUMBER OF YEARS SAVED
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SOURCE: Office of the State Auditor analysis based on the operation of the 529 Deduction.

As shown, the 529 Deduction provides a relatively small additional
incentive compared to the other benefits offered by saving. For example,
an individual who contributes $100 to a 529 account that earns 5
percent interest and saves for 18 years before withdrawing it for higher
education expenses would see a $137 benefit, of which, about $9 would
come from the deduction. If the same individual saved the same amount
in a non-interest bearing account, meaning that they would be ineligible
for the deduction, this decision would still have a value of about $12
based on avoiding the cost of student loan interest. However, the
deduction may be a more significant incentive for individuals who plan
to save for a shorter period of time since most of the other benefits of
saving are relatively smaller when the funds are saved for less time. For

example, the deduction makes up about 16 percent of the total value of
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saving if the funds are withdrawn after 2 years, but only about 6 percent
of the value if the funds are saved for 18 years. Although the relative
benefit of the deduction would vary from this example based on the
specific performance of individuals’ investments and tax liability,
generally, for most taxpayers the other potential benefits of saving

significantly outweigh the benefit provided by the deduction.

Despite its smaller monetary value compared to other benefits of saving,
the 529 Deduction may be more effective, for every dollar benefit
received, at encouraging individuals to save than the other incentives in
our analysis. Based on our review of economic research, tax benefits
that are available to taxpayers sooner generally have a stronger impact
on taxpayer decision-making than benefits that are not realized for
several years. Additionally, benefits that are more certain tend to be
more influential. Collegelnvest also reported that the deduction is a
helpful marketing tool that it has found to be influential in its efforts to
encourage individuals to save for higher education. According to its
marketing survey, 93 percent of individuals indicated that the deduction
was very important in their decision to open a 529 account with
Collegelnvest. Therefore, the deduction may be more influential to
taxpayers, relative to its monetary value, than other benefits because it
provides a benefit in the same tax year that the money is saved and its

value is relatively easy for taxpayers to determine.

In comparison, other benefits of saving may not be realized for years or
decades after the money is saved. Further, the amount of some of the
benefits may be less certain and more difficult for taxpayers to
determine and consider in their decision-making. In particular, earnings
received by investing the funds saved in the 529 account are uncertain
because they are subject to the performance of the investments, with a

risk of the investments losing value.

Additionally, we found that 529 account contributors did not claim a
deduction for a substantial portion of their contributions, indicating
that the 529 Deduction is likely not providing any additional incentive

for some contributors. Specifically, there were about $988 million in



contributions made to Collegelnvest 529 accounts in Fiscal Year 2018,
but taxpayers only claimed the deduction for $554 million in Tax Year
2018, about 56 percent, of the total contributions. It is likely that some
of the contributors were not able to use the deduction because they are
residents of other states. For example, Collegelnvest reported that about
9 percent of account owners were out-of-state, which would likely make
them unable to use the deduction unless they file income taxes in
Colorado. In addition, some non-account holders who contributed to
529 accounts were also likely non-residents, though we lacked data
necessary to determine the location of these individuals. It is also
possible that some contributors lacked sufficient taxable income to use
the deduction, which could be the case for contributors with lower-
incomes. Other contributors may not have been aware of the deduction,
or may have been aware of it at the time of their contribution but later
forgot to claim it, although we could not quantify the extent to which

this occurred.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

Based on our review of Department data, we found that 64,262
taxpayers claimed the 529 Deduction in Tax Year 2018, resulting in
about $25.7 million in foregone revenue to the State and an average
benefit of about $400 per taxpayer. Additionally, we found that
taxpayers with higher incomes, who likely have more income available
for saving, tend to contribute more and receive a larger tax benefit from
the exemption than those with lower incomes. Specifically, taxpayers
with annual incomes at or above $200,000, claimed about 58 percent
of the total tax benefit of the deduction, nearly $15 million, while
making up about 31 percent of claimants. In contrast, taxpayers with
incomes below $50,000 claimed about 5 percent of the benefits, about
$1.3 million, and made up about 11 percent of all claimants. EXHIBIT 2

provides the total amount deducted in Tax Year 2018, by income level.
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SOURCE: Office of the State Auditor’s analysis of Department of Revenue data.
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Similarly, taxpayers with higher incomes tended to claim much larger
average annual deductions. Specifically, those earning over $500,000
(roughly the top 1 percent of earners in Colorado) claimed an average
deduction amount of about $30,000. In comparison, taxpayers who
had less than $50,000 in federal taxable income deducted on average
about $3,700. EXHIBIT 3 shows the average 529 deduction by income

level.



EXHIBIT 3. AVERAGE DEDUCTION AMOUNTS BASED ON
INCOME LEVELS IN TAX YEAR 2018

$35,000
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SOURCE: Office of the State Auditor’s analysis of Department of Revenue data.

As shown, taxpayers with higher incomes tended to contribute more to
their 529 accounts and claimed larger average deductions. However,
due to the cap introduced in House Bill 21-1311, going forward, some
taxpayers’ deductions will be limited and the 529 Deduction’s revenue
impact to the State will likely decrease beginning in Tax Year 2022. As
discussed, starting in Tax Year 2022, single-filer taxpayers will be
limited to deducting $20,000 and joint-filers will be limited to deducting
$30,000 annually per taxpayer, per beneficiary. Based on data provided
by the Department, we estimate that in Tax Year 2018 about 3,700
taxpayers deducted amounts greater than the cap that will go into effect
in Tax Year 2022, which resulted in about $5.3 million in forgone state
revenue in Tax Year 2018. Of the 3,700 joint and single filers that
deducted amounts greater than the cap, about 2,600 taxpayers had a
federal taxable income of $200,000 or more. If the number of claimants
and their contributions remain the same, the State would see a
corresponding reduction in the amount of foregone state revenue due to

the 529 Deduction as a result of the cap.
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In addition, we found that although the deduction may help offset the
cost of college for beneficiaries, this benefit is relatively small in
comparison to the typical cost of higher education. Specifically, based
on school tuition, room, and board data for Academic Year 2017-2018
from the National Center for Education Statistics, we estimated the
average cost of attending an in-state public college in Colorado for 4
years starting in Academic Year 2017-2018 would cost about $94,000.
After adjusting for annual tuition inflation of 6 percent, we estimated
the cost of the same hypothetical college in Colorado would cost nearly
$270,000 for 4 years starting in Academic Year 2036-2037. In
comparison, if taxpayers received an annual tax benefit from the
deduction of about $400 per year, the average tax benefit of the
deduction in Tax Year 2018, through 18 years of saving, they would
receive a total benefit of $7,200 or about 3 percent of the total cost of
4 years of tuition, room, and board at an in-state college starting in
Academic Year 2036-2037. Further, it is likely that many individuals
do not save for 18 years and do not save an additional amount
equivalent to the tax benefit they receive from the deduction, so this

example likely overstates the typical benefit it provides.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If the 529 Deduction was eliminated, individuals contributing to 529
accounts that previously claimed the deduction would experience an
annual increase of about $400 in their tax liabilities, based on the
average amount deducted by taxpayers in Tax Year 2018. For a
taxpayer claiming the average deduction amount over 18 vyears,
eliminating the deduction would result in about $7,200 in lost tax
savings. While taxpayers would still be able to receive the exemption
from federal and state income taxes on interest earned on contributions,
repealing the deduction could result in taxpayers deciding not to save,
making fewer contributions to Collegelnvest 529 accounts, or utilizing
other saving vehicles. Collectively, this could reduce the number of
individuals and families saving for higher education in Colorado,

though we could not quantify this potential impact.



Although the 529 Deduction provides a smaller financial benefit than
other benefits of saving, it may act as a stronger incentive for Colorado
residents to establish a 529 account through Collegelnvest, an incentive
that would no longer exist if the deduction was eliminated. In a 2015
customer survey conducted by Collegelnvest, about 75 percent of 529
account holders said that if the 529 Deduction were eliminated, they
would “investigate other options” to save for higher education and 63
percent indicated they would “likely close their Collegelnvest
accounts.” Although other states’ 529 accounts offer benefits similar to
those offered by Collegelnvest, without the 529 Deduction, Colorado
residents would no longer have the additional incentive to save through
Collegelnvest. Therefore, eliminating the deduction could have a

negative impact on Collegelnvest.
ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

There are 49 states plus the District of Columbia that provide a 529
education savings plan, the exception being Wyoming, which partners
with Colorado to offer 529 accounts to its residents. However, only 42
other states and the District of Columbia have an income tax and can
therefore offer an income tax deduction. Of these states, 31 states and
the District of Columbia provide a deduction for contributions made to
529 accounts, and three states provide a credit for contributions.

Specifically, we found the following:

STATES WITH DEDUCTION CAPS AND CARRYFORWARDS—Of the 31 other
states that offer a deduction, 28 states limit their deductions with a cap.
States that cap the deduction amount typically cap the amount that can
be deducted on a per-taxpayer, per-beneficiary, or a per-taxpayer/per-
beneficiary basis. Per-taxpayer deduction caps limit the amount that can
be deducted from a taxpayer’s taxable income by the total amount
contributed by the taxpayer to one or more 529 accounts. On the other
hand, per-taxpayer/per-beneficiary caps limit the amount that can be
deducted by the amount a taxpayer contributes to only one single 529

account, meaning the taxpayer can deduct contribution amounts up to
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the cap for every beneficiary’s account they contribute to. For example,
Colorado’s cap allows joint filers to deduct up to $30,000 from their
taxable income for each account they contribute to and, therefore, could
deduct $90,000 if they made $30,000 in contributions to three different
accounts. In contrast to Colorado, most states either limit deduction
amounts based on total contributions made by the taxpayer or
contributions made to a single beneficiary account. Moreover,
Colorado has the highest cap, followed by Pennsylvania’s per
beneficiary cap of $15,000 for single filers and $30,000 for joint filers.
Illinois, Mississippi, and Oklahoma limit their deduction with a per
taxpayer cap of $10,000 for single filers and $20,000 for joint filers.
The average cap among states that limit deduction amounts is $4,974
for single and $8,596 for joint filers. Finally, 11 of the 28 states that
have instituted caps allow unused deduction amounts to be carried
forward to future tax years. Seven states limit the carryforward period
to between 4 and 10 years while the remaining 4 states do not limit the

number of years the deduction can be carried forward.

STATES WITH CREDITS FOR CONTRIBUTIONS TO 529 ACCOUNTS—Three
states provide credits for contributions made to 529 accounts, as

follows:

= Indiana provides a credit of 20 percent of contributions up to $1,000

annually.

= Utah provides a credit for 4.95 percent of contributions up to $2,070
for single and $4,140 for joint beneficiaries, with a max credit

amount of $102 for single filers and $205 for joint filers.

= Vermont provides a credit for 10 percent of the first $2,500 in
contributions for single filers and $5,000 for joint filers, with a max

credit amount of $250 per taxpayer, per beneficiary.



ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We identified the following tax expenditures and programs designed to

encourage individuals to save for higher education:

INCOME TAX CREDIT FOR EMPLOYER 529 CONTRIBUTIONS [Section 39-
22-539, C.R.S.]—This provision allows Colorado employers who make
contributions to a qualified tuition plan owned by an employee to take
a credit against their Colorado state income tax liability equal to 20
percent of the total contributions made, up to $500 per employee who
receives a contribution. We conducted an evaluation of the Income Tax
Credit for Employer 529 Contributions, which can be found in the
Office of the State Auditor 2020 Tax Expenditures Compilation Report.

ACHIEVING A BETTER LIFE EXPERIENCE (ABLE)—This program offers
tax-advantaged savings plans for people living with disabilities. Eligible
individuals and families can save up to $100,000 through Colorado
ABLE saving accounts without affecting other public assistance
provided to disabled persons. The earnings gained in Colorado ABLE
accounts are considered nontaxable income on federal tax returns when
spent on qualified expenses such as education; housing; transportation;
employment training and support; personal support services; health

care; and expenses that improve health, independence, and quality of

life.

MATCHING GRANT PROGRAM—This program was created in 2004 and
helps low to middle income families save for higher education expenses
by matching up to $1,000 of eligible Colorado residents’ contributions
to a 529 savings account each year for up to 5 years. Applicants must
have income at or below 600 percent of the federal poverty level, which
is equivalent to a family of four with a combined annual income of
$159,000 and below. Additionally, applicants must be Colorado
residents and first apply when the beneficiary is younger than 9 years

old, and the beneficiary must be claimed as a dependent. Over the last
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5 years, Collegelnvest matched 4,057 families’ contributions resulting

in nearly $1.8 million in grants and about $445 in grants per family.

FIRST STEP PROGRAM—Created by House Bill 19-1280 in 2019, this
program provides every child born or adopted in Colorado on or after
January 1, 2020, a $100 contribution towards their Collegelnvest 529
savings account once the parent or legal guardian opens an account
naming the child as the beneficiary and applies for the program prior to
the child turning 5 years old. Children are eligible for the $100
contribution if they are a U.S. citizen or resident alien with a social
security number or federal tax identification number. Collegelnvest has
provided $13,530 in total contributions to 1,353 families since the

program started.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

Collegelnvest could not provide location information on non-account
holders who contributed to 529 accounts. As a result of this data
constraint, we could not assess how many 529 account contributors
were likely ineligible for the deduction because they reside outside of

Colorado.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE 529 DEDUCTION. Statute and the enacting legislation for the
deduction do not state its purpose or provide performance measures for
evaluating its effectiveness. Therefore, for the purposes of our
evaluation, we considered a potential purpose for the deduction: to
encourage and support individuals to save for higher education. We
identified this purpose based on the operation of the deduction,
conversations with stakeholders, research on the topic, and Department
regulations. We also developed a performance measure to assess the

extent to which the deduction is meeting this potential purpose.



However, the General Assembly may want to clarify its intent for the
deduction by providing a purpose statement and corresponding
performance measure(s) in statute. This would eliminate potential
uncertainty regarding the deduction’s purpose and allow our office to
more definitively assess the extent to which it is accomplishing its
intended goall(s).

THE GENERAL ASSEMBLY MAY WANT TO REVIEW THE EFFECTIVENESS OF
THE DEDUCTION. As discussed, we found that the deduction provides
financial support to individuals saving for higher education expenses,
with an average tax benefit of about $400 annually to current
beneficiaries. Additionally, the deduction likely acts an as incentive for
Colorado residents to contribute to an account administered by
Collegelnvest, instead of saving through another state’s 529 program.
Further, Collegelnvest reported that the deduction acts as a helpful
marketing tool in its efforts to encourage individuals to save for higher
education and that children with access to a college savings account are
more likely to enroll in higher education institutions. However, we also
found that other benefits of saving through a 529 account, such as
earning tax-free interest on contributions, and avoiding student loan
debt, provide larger financial benefits than the deduction and may,
therefore, be more important to individuals considering saving for
higher education expenses. Further, we found that individuals only
claimed the deduction for about 56 percent of the amount contributed
to Collegelnvest 529 accounts in Fiscal Year 2018, indicating that it is
not a significant factor for many individuals who contribute to 529

accounts and do not claim the deduction.
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COLORADO WORKS PROGRAM

EMPLOYER CREDIT

EVALUATION SUMMARY JANUARY 2022 2022-TE4

TAX TYPE Income
YEAR ENACTED 1997
REPEAL/EXPIRATION DATE None

REVENUE (TAxX YEAR2018) $35,374
NUMBER OF TAXPAYERS 32

KEY CONCLUSION: Only a small number of taxpayers have used the credit, and it does not appear
to have encouraged employers to provide many benefits, if any, to Colorado Works Program recipients,
with none of the taxpayers who claimed the credit submitting the required documentation showing that
their employees qualified. Additionally, we found that the credit’s eligibility requirements limit its
effectiveness since many employees likely exceed the applicable income limits once they begin receiving

wages.

WHAT DOES THE TAX EXPENDITURE
DO?

The Colorado Works Program (Program) Employer
Credit allows employers to claim a credit against their
income taxes equal to 20 percent of their annual
expenditures for certain benefits provided to employees
who are currently receiving public assistance under the
Program. The following benefits are eligible:

= Child care services
= Health or dental insurance
= Job training or basic education

= Programs for employee transportation to and
from work

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

Neither statute nor the enacting legislation explicitly
states the purpose of the credit; therefore, we could not
definitively determine the General Assembly’s original
intent. Based on our review of statutory language and
legislative history, we considered a potential purpose:
to encourage employers to provide employment
benefits that align with the goals of the Program by
partially offsetting the benefits’ cost.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider:

= Amending statute to establish a statutory
purpose and performance measures for the
credit.

= Reviewing the credit’s effectiveness and either
repealing it or making changes to its eligibility
requirements.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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COLORADO WORKS
PROGRAM EMPLOYER
CREDIT

EVALUATION RESULTS
WHAT IS THE TAX EXPENDITURE?

The Colorado Works Program provides low-income Colorado families
with cash assistance and work support. It is provided in accordance
with the federal Temporary Assistance for Needy Families (TANF)
block grant program, which gives grants to states for the purpose of
operating programs designed to help low-income families with children
achieve economic self-sufficiency. A given family’s continued eligibility
for Colorado Works is dependent on the parent(s) or other caregiver(s)
engaging in certain specified “work activities,” such as employment, on-

the-job training, job searches, or vocational educational training.

The Colorado Works Program Employer Credit (Colorado Works
Credit) [Section 39-22-521(1), C.R.S.] allows employers to claim a
credit against their income taxes equal to 20 percent of their annual
expenditures for certain benefits they provide to employees who are
currently receiving public assistance under the Colorado Works
program. These expenditures must be made for the provision of any of
the following benefits to these employees, provided that the benefits are

incidental to the employer’s business:

= Child care services or the payment of costs associated with child care
services for children of employees

= Health or dental insurance for employees

= Job training or basic education of employees

= Programs for the transportation of employees to and from work



The Department of Revenue (Department) has not promulgated any
regulations for this credit. However, according to the Department’s
taxpayer guidance (FYI Income 34), expenses for these benefits must be
made specifically for eligible employee(s) in order to qualify. For
example, tuition for a job training program for an eligible employee
would qualify for the credit, but the cost of running a job training
program for both eligible and ineligible employees would not qualify,
even if the cost were prorated based on the percentage of all employees
who were eligible. Additionally, FYI Income 34 states that the credit
may only be claimed for expenditures made during the first 2 tax years
of employment for any given eligible employee. According to statute
[Section 39-22-521(3), C.R.S.], the credit is not refundable, but any
unused credit amounts may be carried forward for up to 3 income tax

years following the year in which the credit was initially claimed.

In order to claim the Colorado Works Credit, employers must submit,
along with their income tax return, a letter from the county department
of social or human services verifying that the employee(s) for whom
expenditures are being claimed received public assistance from the
Colorado Works Program. Taxpayers generally claim the Colorado
Works Credit on the credit schedule for their respective income tax

returns:

= Individuals claim the credit on Line 24 of the 2020 Individual Credit
Schedule (Form DR 0104CR), which must be attached to the 2020
Colorado Individual Income Tax Return (Form DR 0104).

= Corporations claim the credit on Line 14 of the 2020 Credit Schedule
for Corporations (Form DR 0112CR), which must be attached to the
2020 Colorado C Corporation Income Tax Return (Form DR 0112).

= Pass-through entities, such as S corporations and partnerships, report
the credit on Line 11 of the 2020 Colorado Pass-Through Entity
Credit Schedule (Form DR 0106CR), which must be attached to the
2020 Colorado Partnership and S Corporation and Composite
Nonresident Income Tax Return (Form DR 0106). Separate co-
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owners of pass-through entities may claim their separate shares of
the credit on their respective credit schedules, or, if the individual co-
owners are nonresidents, the pass-through entity may claim the credit
on the co-owners’ behalf on Form DR 0106CR.

Senate Bill 97-120 enacted both the Colorado Works program and the
Colorado Works Credit in 1997, and the credit has not been changed

since then.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Neither statute nor the enacting legislation explicitly states the intended
beneficiaries of the Colorado Works Credit. Based on our review of the
credit’s statutory language, we considered its intended beneficiaries to
be Colorado employers that hire employees who receive public
assistance through the Colorado Works Program. Employees may also
benefit to the extent that the credit encourages employers to provide
additional benefits. According to data on TANF programs from the U.S.
Office of Family Assistance (OFA), 15,123 Colorado families received
assistance through Colorado Works in Fiscal Year 2018, and an average

of 2,546 individuals in these families were employed per month.
WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Neither statute nor the enacting legislation explicitly states the purpose
of the Colorado Works Credit; therefore, we could not definitively
determine the General Assembly’s original intent. Based on our review
of the credit’s operation and legislative history, we considered a
potential purpose: to encourage employers to provide employment
benefits that align with the goals of the Colorado Works Program by
partially offsetting the benefits’ cost. Specifically, the credit was enacted
in 1997 along with the Colorado Works Program itself. This suggests
that the credit was intended to work in tandem with the program’s
goals, one of which is to “assist participants to terminate their
dependence on government benefits by promoting job preparation [and]
work” [Section 26-2-705(2)(a), C.R.S.]. Of the benefits that are eligible



for the credit, two (child care services and transportation) may reduce
employment barriers for individuals; two (health and dental insurance)
may reduce the extent to which individuals must rely on government
benefits; and two (job training and basic education) may increase

individuals’ employability.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the Colorado Works
Credit is meeting its purpose because no purpose is provided for it in
statute or its enacting legislation. However, we found that the credit is
likely not meeting the purpose that we identified in order to conduct
this evaluation because it appears to be used by few employers, and
Colorado Works Program recipients have likely received a relatively
small amount of benefits from employers who claimed the credit.
Additionally, we could not confirm that any of the taxpayers who
claimed the credit provided qualifying benefits to employees because
none of the taxpayers submitted the documentation required to support
their claim of the credit, and several submitted other documentation
indicating that they were not qualified for the credit or had intended to

claim a different credit.

Statute does not provide quantifiable performance measures for this
credit. Therefore, we created and applied the following performance
measure to determine the extent to which the credit is meeting its

purpose:

PERFORMANCE MEASURE: To what extent has the Colorado Works
Credit caused employers to provide eligible benefits to individuals

receiving assistance from the Colorado Works Program?

RESULT: Based on its limited use, we found that Colorado Works
Program recipients have likely received few qualifying benefits from
employers as a result of the Colorado Works Credit. We could not

confirm whether any employers provided qualifying benefits in order to
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claim the credit, and our review of information in GenTax, the
Department’s tax processing and information system, indicates that few
employers have claimed the credit. Specifically, we found that 32
taxpayers claimed the Colorado Works Credit in Tax Year 2018;
however, six of these taxpayers submitted documentation showing they
were not qualified to claim the credit, generally claiming it for assistance
payments that they had personally received through the Colorado
Works Program or claiming a different credit on the Colorado Works
Credit line of the income tax return. None of the remaining 26
taxpayers had submitted either the required letter verifying that their
employees had received public assistance from Colorado Works or any
other documentation supporting their claim. Therefore, we could not
verify whether any of these taxpayers qualified for the credit, and it is
possible that some or all of them could have claimed it without
providing any qualifying benefits to employees. EXHIBIT 1 provides the

results of our analysis of GenTax data for the 32 taxpayers who claimed

the credit.
EXHIBIT 1. SUMMARY OF IMPROPER
COLORADO WORKS CREDIT CLAIMS,
TAX YEAR 2018
Credit claimed correctly 0

Unable to verify whether claim is valid due to
lack of supporting documentation

Ineligible for credit 6

Total credit claims

SOURCE: Office of the State Auditor analysis of Department of
Revenue GenTax data.

26

Even if some or all of the 26 taxpayers claimed the credit for eligible
employee benefits, we determined that few Colorado Works Program
recipients would have received benefits from employers who claimed
the credit. Specifically, according to data from the Colorado
Department of Human Services, 8,331 individuals receiving assistance
through Colorado Works in Calendar Year 2018 were employed for
some part of the year. Although the Colorado Works Program does not
collect data on the number of employers that have hired Colorado

Works recipients, since at most only 26 taxpayers claimed the credit for



eligible expenses in Tax Year 2018, it appears that only a small
proportion of Colorado Works Program recipients may have worked
for an employer that provided benefits and claimed the credit. For
example, if each of these 26 taxpayers hired about 11.2 employees—the
average number of employees at Colorado businesses in Calendar Year
2018 according to data from the U.S. Bureau of Labor Statistics—and
all of those employees were Colorado Works Program recipients and
received eligible benefits from the employers, only about 291
employees, or about 3 percent of employed Colorado Works Program
recipients, would have received a benefit from an employer who claimed
the credit. This hypothetical may overestimate the potential number of
employees receiving benefits though, since employer businesses
organized as pass-through entities, such as S corporations and
partnerships, can distribute the credit to multiple owners who then
claim the credit on their individual tax returns, meaning that the 26
taxpayers likely represent fewer than 26 employers. It is also unlikely

that an employer would hire only Colorado Works Program recipients.

Regardless of how many of the 26 taxpayers claimed the credit for
eligible expenses, the overall value of benefits that they provided to
Colorado Works Program recipients is relatively small. These taxpayers
claimed a total of $25,758 in credits, and since the credit is calculated
as 20 percent of eligible expenses, the total amount of credits claimed
by these taxpayers represents at most $129,000 in potentially eligible
benefits for employees’ child care services, health insurance, dental
insurance, job training, education, and/or transportation to and from
work. Although we lacked data to determine the number of employees
to which these benefits may have been allocated or how much of each
benefit would have been provided, this amount is equivalent to about
$15 in benefits per employed Colorado Works recipient in Calendar
Year 2018. Using the example above, if 291 Colorado Works recipients
received eligible benefit(s), the average value of benefits provided to
these employees would be about $443 per employee. Furthermore,
because some employers who claimed the credit may have provided the
same benefits even if the credit was not available, the amount of benefits
that the credit may have incentivized is likely less than the $129,000 in
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benefits that may have been associated with the credit in Tax Year
2018.

We also found that the credit’s eligibility requirements likely limit its
effectiveness and could contribute to its limited use by employers.
Specifically, expenses incurred for providing allowable benefits to
eligible employees only qualify for the credit while the employees
continue to receive assistance through the Colorado Works Program,
and we determined that many individuals receiving assistance are
unlikely to remain eligible for the program after they become employed.
Households receiving Colorado Works Program assistance must
demonstrate that their monthly gross income is below certain
thresholds, which are established in the Code of Colorado Regulations
[9 CCR 2503-6, Regulation 3.606.2] and vary depending on the
number of caregivers and children in the household. For example, a
household with one adult and one child must have no more than $1,003
in gross income per month in order to qualify for assistance, and a
household with one adult and three children must have no more than

$1,545 in gross income per month.

We used these income thresholds and OFA data on the percentage of
benefitting families with different numbers of caretakers and children
in Fiscal Year 2018 to estimate the percentage of benefitting families
that would exceed the maximum income threshold under various
employment circumstances. As demonstrated in Exhibit 2, we estimated
that a significant percentage of families receiving Colorado Works
assistance would earn monthly incomes that exceed the maximum
income thresholds even if these families were paid a low hourly wage
and only work part time. For example, if an individual worked for 20
hours a week at Colorado’s minimum wage ($12.32 as of January 1,
2021), they would earn $1,068 in gross income per month. With this
amount of monthly income, we estimated that 29 percent of Colorado
Works benefitting families would be ineligible to receive assistance
because their monthly income would exceed the maximum amount to

qualify for assistance. For purposes of these and other calculations for



EXHIBIT 2, we assumed that families with no adults and families with at

least four children would meet all income qualifications.

EXHIBIT 2. ESTIMATED PERCENTAGE OF FAMILIES
INELIGIBLE FOR COLORADO WORKS ASSISTANCE DUE TO
EXCESS INCOME (BASED ON COLORADO WORKS
RECIPIENT FAMILY COMPOSITIONS IN FISCAL YEAR 2018)

(Monthly Gross Income! // Estimated Percentage of Ineligible Families?)

Number of Hours $12.32 Per Hour
Worked Per Week (Minimum Wage) $15 Per Hour

20 $1,068 // 29% $1,300 // 49%
25 $1,335 // 49% $1,625 // 60%
30 $1,602 // 60% $1,950 // 61%

SOURCE: Office of the State Auditor analysis of 9 CCR 2503-6, Regulation 3.606.2, and
U.S. Office of Family Assistance data.

"We calculated monthly gross income based on a 52-week work year because Colorado
Works recipients must work a certain minimum number of hours every week on average in
order to qualify. Additionally, our analysis assumes that all countable income for purposes
of determining Colorado Works eligibility comes from earned wages received through
employment.

2For purposes of estimating the percentages of Colorado Works benefitting families that
would be ineligible, our analysis assumes that the only employed family members are adults.
Therefore, all families with no adults meet the maximum gross income threshold requirement
because they have no income. Additionally, we were unable to account for the portion of
families with at least four children that may be ineligible at the given income levels because
income thresholds increase with each additional child, and the available data on family
compositions aggregates these families into a single category. Therefore, our analysis assumes
that all families with at least four children meet the maximum income threshold requirement.

Additionally, to the extent that families meet the income requirement
but do not participate in a sufficient number of hours of work activities,
the percentage of ineligible families in EXHIBIT 2 would increase.
Specifically, in addition to income limitations, families receiving
assistance through Colorado Works must also engage in some
combination of allowable “work activities” for at least 30 hours of
work activities per week on average to continue to be eligible for
assistance, or 20 hours per week for single parents with children below
the age of 6.

Based on this analysis, we determined that employers are unlikely to be
able to claim the credit for most employees for more than a brief period

after their initial hire because most employees’ families are likely to lose
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Colorado Works Program eligibility due to either exceeding the
maximum income thresholds allowed or not meeting the minimum
required hours of work activity participation. Families that lose
eligibility would no longer receive assistance through the Colorado
Works Program, and employers would no longer be able to claim the
credit for eligible expenditures that they had incurred for these
employees once the employees no longer receive assistance. As discussed
below, we found that other states with similar credits allow employers
to claim the credit as long as employees were receiving benefits under
the TANF program at the time of hire, even if the employees later lose
eligibility.

Another factor that may limit the use of the credit is that eligible
expenses are limited to those incurred for providing child care, health,
dental, transportation, and training benefits. These benefits may be less
likely to be provided for the lower paying or part-time positions that
would allow the employees to continue to qualify for the Colorado
Works Program than for higher paying positions. Furthermore, other
significant employment costs, such as wages, unemployment insurance,
and workers’ compensation insurance, are not eligible for the credit. As
discussed below, we found that most other states with similar credits tie
the credit amount to more common expenses, such as wages. These
factors likely lessen the credit’s usefulness and appeal to employers and
detract from its ability to influence employers’ decisions regarding

whether to provide Colorado Works recipients with eligible benefits.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

According to data provided by the Department, the Colorado Works
Credit resulted in a total of $35,374 in forgone revenue to the State in
Tax Year 2018. As discussed, six taxpayers claimed the credit
incorrectly, which accounted for $9,616 (27 percent) of this revenue.
The 26 taxpayers who did not provide documentation to support their
eligibility for the credit claimed the remaining $25,758. Since the credit

is calculated as 20 percent of eligible expenses, the amount claimed by



these taxpayers is associated with a maximum of $129,000 in possibly
eligible expenses for employees’ child care services, health insurance,
dental insurance, job training, education, and/or transportation to and
from work. Although the credits were claimed in Tax Year 2018, some
of these expenses may have been incurred in prior tax years, since any

unused credit amounts may be carried forward for up to 3 tax years.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If the Colorado Works Credit is eliminated, Colorado employers that
incur expenses for providing qualifying benefits to employees who
receive assistance through Colorado Works would no longer be able to
claim a credit for these expenses against their state income tax liability.
In Tax Year 2018, the 26 taxpayers who may have incurred eligible
expenses claimed an average credit amount of $991. Most (73 percent)
of these taxpayers received a credit amount between $100 and $2,000,

but a few taxpayers received credits below or above this range.

To the extent that the credit may have incentivized employers to provide
eligible benefits, eliminating it could also reduce the benefits employees
receive, which could make it more difficult for employees to work and
earn enough income to reduce their reliance on government benefits.
For example, without child care or transportation benefits, which are
eligible for the credit, some individuals may not be able to leave their
children to go to work or may be unable to get to their place of work.
However, as discussed, it is unclear whether any taxpayers who claimed
the credit in Tax Year 2018 provided eligible benefits to employees, and
based on the value of credits claimed, the potential total benefits

associated with the credit appear to be relatively small.

Additionally, under the Internal Revenue Code [26 USC 162(a)],
businesses may deduct all ordinary and necessary business expenses,
which generally include training expenses and expenses for employee
benefits like dependent care services and health insurance, when
calculating federal taxable income. The only expenses eligible for the

credit that are not generally deductible for federal income tax purposes
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are transportation expenses, a change in the U. S. Code that resulted
from the 2017 Tax Cuts and Jobs Act. Therefore, taxpayers would
continue to be able to deduct most types of expenses that are currently
eligible for the Colorado Works Credit from their taxable income, and
these amounts would not be subject to either federal or Colorado

income taxes.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We found that five other states offer a credit for employers that hire
individuals receiving assistance through a TANF program. Four of the
five states calculate their credits based on the amount of wages paid to
the individual receiving public assistance. However, like the Colorado
Works Credit, Nebraska limits the credit to certain benefits and is equal
to 20 percent of the employer’s expenditures for transportation and

education.

In contrast with the Colorado Works Credit, four of the five other states
do not require that the employee continue to receive assistance through
a TANF program while employed in order for the employer to receive
the credit. Instead, most of these states require that the employee have
received assistance through the TANF program for a specified period of
time prior to their hire date or simply be receiving program assistance
on the date of hire. Notably, though, the use of the credit in these states
also appears to be relatively low, with $114,000 being the largest
amount of credits claimed annually among the states for which data

were available.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We did not identify any other state tax expenditures or programs in
Colorado that lessen employers’ expenses related to employing
individuals who receive public assistance. However, we identified the

following federal income tax credit that does so:



FEDERAL WORK OPPORTUNITY TAX CREDIT [26 USC 51]. The federal
Work Opportunity Tax Credit (WOTC) allows employers to claim an
income tax credit for wages paid to individuals from certain targeted
groups. Some of these targeted groups are the beneficiaries of various
public assistance programs, including TANF programs, the
Supplemental Nutrition Assistance Program (SNAP), recipients of
Supplemental Security Income (SSI), and long-term recipients of
unemployment compensation. The credit is equal to 25 percent of the
first-year wages paid to employees who have worked for the employer
for at least 120 hours but fewer than 400 hours, and it is equal to 40
percent of the first-year wages paid to employees who have worked for
the employer for at least 400 hours, up to a total of $6,000 in wages
per employee. Additionally, for employees who have received assistance
through a TANF program for at least 18 consecutive months prior to
being hired or who recently exceeded the maximum amount of time
such assistance can be received, the credit is equal to 50 percent of
second-year wages up to a total of $10,000 in wages per employee.
Employers that claim the Colorado Works Credit may also be able to
claim the federal WOTC for employees who meet the requirements for
both credits. The federal WOTC is available through December 31,
2025.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not identify any data constraints during our evaluation of the

credit.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE COLORADO WORKS CREDIT. As discussed, neither statute nor the
enacting legislation for the credit states the credit’s purpose or provides

performance measures for evaluating its effectiveness. Therefore, for the
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purposes of our evaluation, we considered a potential purpose for the
credit: to encourage employers to provide employment benefits that
align with the goals of the Colorado Works Program by partially
offsetting the benefits’ cost. We identified this purpose based on our

review of the following sources:

= THE CREDIT’S OPERATION. Due to its structure, the credit confers a
financial benefit only on those employers that (1) hire individuals
who are receiving public assistance through Colorado Works and (2)

provide certain specified benefits to these individuals.

= LEGISLATIVE HISTORY. The credit was enacted in 1997 along with the
Colorado Works Program itself. This suggests that the credit was
intended to work in tandem with the program’s goals, one of which
is to “assist participants to terminate their dependence on
government benefits by promoting job preparation [and] work”
[Section 26-2-705(2)(a), C.R.S.]. Of the benefits that are eligible for
the credit, two (child care services and transportation) may reduce
employment barriers for individuals; two (health and dental
insurance) may reduce the extent to which individuals must rely on
government benefits; and two (job training and basic education) may
increase individuals’ employability.

We also developed a performance measure to assess the extent to which
the credit is meeting this potential purpose. However, the General
Assembly may want to clarify its intent for the credit by providing a
purpose statement and corresponding performance measure(s) in
statute. This would eliminate potential uncertainty regarding the
credit’s purpose and allow our office to more definitively assess the

extent to which the credit is accomplishing its intended goal(s).

THE GENERAL ASSEMBLY MAY WANT TO REVIEW THE EFFECTIVENESS OF
THE COLORADO WORKS CREDIT AND CONSIDER MAKING CHANGES TO
STATUTE. As discussed, the credit is not likely meeting the potential
purpose that we identified in order to conduct this evaluation because

it appears to be used by a small number of taxpayers, none of whom



submitted the required documentation or demonstrated that they
provided eligible benefits to Colorado Works Program recipients.
Specifically, 32 taxpayers claimed the credit in Tax Year 2018. Six of
these taxpayers submitted documentation showing that they had
claimed the credit improperly and had not provided eligible employee
benefits, and none of the remaining 26 taxpayers submitted any
documentation showing that they qualified. Given that none of the
taxpayers who submitted documentation qualified for the credit, it
appears likely that a substantial portion of the 26 taxpayers that did not
provide documentation also did not qualify, and it is unclear whether
any of them provided the employee benefits that the credit is intended
to encourage. Therefore, it appears that only a few, or potentially no,
employers provided qualifying benefits to employees in order to claim
the credit.

Additionally, even assuming that the 26 taxpayers for whom we could
not verify eligibility had properly claimed the credit and provided
qualifying benefits to employees, these benefits appear to be relatively
small. Based on the value of the credits claimed in Tax Year 2018, we
estimated that at most, employers provided about $129,000 in benefits,
which amounts to about $15 per employee when averaged among the
8,331 Colorado Works Program recipients who were employed during
the year. Based on this limited use, it appears that overall, the credit is
not acting as a significant incentive to encourage employers to provide
employee benefits, and awareness of the credit may be low among
employers that could potentially benefit from it. Therefore, the General
Assembly may want to review the credit, and could consider repealing

it if it is not meeting the General Assembly’s policy goals.

Alternatively, the General Assembly could consider changes to the
credit’s eligibility requirements to address its low usage. Specifically, we
identified the following issues that could limit the credit’s ability to
encourage employers to employ Colorado Works Program recipients

and provide them with benefits:
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= MOST EMPLOYEES ONLY QUALIFY UNDER THE CREDIT FOR A SHORT

TIME AFTER BEING HIRED. As discussed, the credit is only available for
eligible expenses incurred while the employee is still actively receiving
public assistance through the Colorado Works Program. We
determined that most individuals are likely to lose program eligibility
soon after obtaining employment due to either exceeding the
maximum monthly income thresholds allowed or not meeting the
minimum required hours of work activity participation. As a result,
the credit may be less useful to employers because they are likely to
only be able to claim the credit for a few months’ worth of eligible
expenses for any given employee. Of the five other states that we
identified with a similar credit for employers of TANF program
recipients, four states do not require that the employee continue to
receive assistance through the TANF program while employed in
order for the employer to receive the credit. Instead, most of these
states require that the employee have received assistance through the
program for a specified period of time prior to their hire date or

simply be receiving program assistance on the date of hire.

THE TYPES OF BENEFITS ELIGIBLE FOR THE CREDIT MAY NOT BE
COMMONLY PROVIDED BY EMPLOYERS. As discussed, the credit is only
available to employers that provide certain benefits to employees,
which include child care, health and dental insurance, transportation,
and job training. Employers may be less likely to provide these types
of benefits to employees in the low-wage and part-time positions that
are more likely to allow employees to continue to receive Colorado
Works Program benefits and maintain eligibility for the credit.
Further, the benefits must be provided specifically for the employees
who are Colorado Works Program recipients. For example, if an
employer provides a job training program for all of its employees and
some of them are not receiving benefits from the Colorado Works
Program, then none of the employer’s expenses for this program
would qualify for the credit. We found that these requirements make
Colorado’s credit more narrowly targeted than similar credits in
other states because four out of five of these states allow employers

to qualify based on the wages they pay to qualifying employees,



which would generally make all employers who hire qualifying

employees eligible for a credit.

However, given that we found that a substantial portion of taxpayers
who claimed the credit in Tax Year 2018 likely did not qualify for the
credit, there is a risk that without additional oversight or controls over
eligibility, a continuation or expansion of the credit could result in more
taxpayers claiming it improperly. According to Department staff, the
Department manually reviews some credit claims and disallows the
credit if the taxpayer does not submit supporting documentation.
However, the Department does not have the resources to manually

review all claims of the credit.

Finally, to the extent that statutory changes increase the number of
employers claiming the credit, they could significantly increase the
credit’s revenue impact. For example, if employers could claim the
credit for wages they paid to qualifying employees for the first 6 months
of employment, based on the 8,331 Colorado Works recipients who
were employed during Calendar Year 2018, the revenue impact could
increase to around $16 million annually, assuming employees were

employed for 30 hours per week and paid minimum wage.
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CONSERVATION

EASEMENT CREDIT

EVALUATION SUMMARY  APRIL 2022  2022-TE24

TAX TYPE Income
YEAR ENACTED 1999
REPEAL/EXPIRATION DATE  None

REVENUE (TAX YEAR 2018) $23.9 million
NUMBER OF TAXPAYERS 362
NUMBER OF LANDOWNERS 40

KEY CONCLUSION: The credit is meeting its purpose because it provides a substantial financial

incentive for landowners to establish and donate conservation easements, and it has generally had

a significant influence on landowners’ decisions.

WHAT DOES THE TAX EXPENDITURE
DO?

The Conservation Easement Credit is available to
landowners who create a perpetual conservation
easement and donate part or all of the easement’s
value to a certified land conservation organization.
For easements donated on or after January 1,
2021, the credit is equal to 90 percent of the

donated easement’s fair market value.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

Statute states that “Colorado’s conservation
easement tax credit program was designed to give
landowners an incentive to conserve and preserve
their land in a predominantly natural, scenic, or

open condition.”

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to establish
performance measures for the Conservation

Easement Credit.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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CONSERVATION
EASEMENT CREDIT

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

Conservation easements are legally binding agreements that impose
limitations or prohibitions on a piece of land in order to fulfill specific
conservation purposes. These agreements are created between the
landowner and the designated holder of the conservation easement,
which is typically a land trust or governmental entity. The easement
holder is responsible for monitoring the property to ensure that the
limitations imposed by the easement are upheld. Statute [Section 38-
30.5-102, C.R.S.] provides that the limitations established under a
conservation easement must be imposed for the purpose of maintaining

the property predominantly:

= In a natural, scenic, or open condition,

= For wildlife habitat,

= For agricultural, horticultural, wetlands, recreational, forest, or
other uses or conditions consistent with the protection of open land,

environmental quality, or life-sustaining ecological diversity, or

= For other uses or conditions appropriate to the conservation and
preservation of buildings, sites, or structures having historical,

architectural, or cultural interest or value.

Under statute [Section 38-30.5-103(3), C.R.S.], conservation easements
are perpetual by default, meaning that the property on which an
easement is established will be subject to the easement’s restrictions in
perpetuity, even when the land is sold to or inherited by a new

landowner. Although landowners give up certain rights with respect to



their land, such as development rights and surface mining rights, they
continue to own the land and retain the right to use the property in any
way that is not inconsistent with the easement. For example, a farmer
or rancher may create a conservation easement to preserve the
agricultural productivity of their land. Depending on the terms of the
easement, this landowner may be able to make certain changes to the
land in the future, such as planting different crops or building a new
barn. However, other uses of this land may be inconsistent with the goal
of preserving agricultural land, such as building multiple residential

homes or subdividing the land into smaller parcels for sale.

Since the landowner permanently gives up certain rights with respect to
the property’s treatment, the property value of the land decreases as a
result of the easement. The fair market value of a conservation easement
is defined as the amount of property value lost as the result of
establishing the easement, which is calculated as the difference between
the property’s value before the easement is established and the value
after the easement is established, as determined by an appraisal. This
fair market value is considered to have been donated and/or sold to the
easement holder once the easement has been established. The landowner
has effectively donated the entire fair market value to the easement
holder if the holder does not provide the landowner with any
compensation in exchange for the easement agreement. Alternatively,
the landowner has sold the entire easement to the easement holder if the
holder compensates the landowner for the entire fair market value.
Landowners may also complete a bargain sale, in which the landowner
receives payment for a portion of the easement’s value and donates the

remaining value.

The Conservation Easement Credit [Section 39-22-522(2)(b), C.R.S.] is
available to landowners who create a perpetual conservation easement
and donate part or all of the easement’s value to a certified
governmental entity or charitable organization, which serves as the
easement holder. In order to qualify, the conservation easement
donation must meet the requirements for claiming the federal deduction

for qualified conservation contributions, as established in 26 U.S. Code,
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Section 170, and its related regulations. Among other things, this
section of federal statute generally requires that a conservation

easement:

= Be substantiated by a qualified appraisal. The appraisal must be
conducted in accordance with generally accepted appraisal standards
by a recognized professional appraiser who has verifiable education

and experience in valuing conservation easements.

= Be donated to a qualified organization, which includes governmental

organizations and most nonprofit organizations.

= Be donated exclusively for conservation purposes and be expected to

yield a significant public benefit.
= Be perpetual.
= Not allow for surface mining.

For income tax years prior to 2021, the credit was available to most
taxpayers, including resident individuals, corporations, pass-through
entities and their co-owners, and estates and trusts. In 2021, the General
Assembly broadened the definition of a taxpayer for purposes of the
credit to include any person or entity filing a state income tax return;
nonprofit entities; and irrigation districts, water conservation districts,
and ditch and reservoir companies. Entities that are exempt from
Colorado income tax receive a “transferrable expense amount” in lieu
of the credit. Per statute [Section 39-22-522(7.5)(a), C.R.S.], this
amount “shall be treated in all manners as a tax credit...including
provisions governing the amount, valuation, and transfer of a tax credit;
except that the transferable expense amount may only be transferred to
a transferee to be claimed by the transferee...” The entity may receive
payment from the transferee in exchange for the transferred amount,
but statute does not require that this be the case in order for the transfer

to occur.



The Division of Conservation (Division), housed within the Department
of Regulatory Agencies, handles the majority of the credit’s
administration, including certifying conservation easement holders for
purposes of the credit, reviewing various aspects of a conservation
easement donation to verify that the donation qualifies for the credit,
and issuing tax credit certificates to landowners who have submitted
applications for a qualified donation. The Department of Revenue
(Department) administers taxpayer claims of the credit. A high-level
overview of this process is presented in EXHIBIT 1, and additional details

about the administration of the credit are discussed later in this report.

EXHIBIT 1. OVERVIEW OF THE
CONSERVATION EASEMENT CREDIT PROCESS

1. Landowner completes
necessary steps for
establishing a conservation
easement (e.g., obtaining an
appraisal, identifying a
potential easement holder).

2. Landowner and 3. Landowner submits an
easement holder create and application for the tax
finalize the conservation credit to the Division
easement via signed with details about the
agreement. easement.

5. The Division issues a

tax credit certificate to 6. The credit is now

the landowner verifying available for the landowner
the amount of the to use.
landowner's credit.

4. The Division reviews the
application and verifies that
the conservation easement
qualifies for the credit.

SOURCE: Office of the State Auditor analysis of Sections 12-15-106(3), (5), and (10), C.R.S.,
and Division of Conservation documentation.

The credit amount is calculated as a percentage of the donated portion
of the easement’s fair market value when the easement was created. For
conservation easements donated between January 1, 2015, and
December 31, 2020, the credit is equal to 75 percent of the first
$100,000 of the donated portion’s value and 50 percent of the
remaining donated value. For conservation easements donated on or
after January 1, 2021, the credit is equal to 90 percent of the donated
value. The credit is capped at $5 million per donation for all donors of
a given easement, including the aggregate amounts of two individuals

(either married filing jointly or married filing separately) and the
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individual co-owners of a single pass-through entity, such as
partnerships and S corporations. Additionally, no more than $1.5
million of a credit for a given donation may be certified in a given year.
For credits exceeding $1.5 million, the Division provides tax credit
certificates in increments of no more than $1.5 million per year over
multiple years. For example, for a conservation easement donated in
2019 that generates a $2.5 million credit, the Division would generally
issue a $1.5 million tax credit certificate for 2019 and a $1 million
certificate for 2020. There is also a $45 million cap on the cumulative
credits that may be certified by the Division for each calendar year. The
Division uses the year in which a conservation easement was donated
to track credit amounts for purposes of the annual cumulative credit
cap. For example, if a taxpayer donated a conservation easement in
2017 but submitted the tax credit application in 2019, the credit
generated counts toward the 2017 cumulative cap. Taxpayers may
apply for a credit at any point after they have donated a conservation
easement. Any applications for tax credit certificates exceeding the
cumulative cap for a given calendar year are placed on a waitlist in the
order submitted for the next calendar year for which the cap has not
been met. No more than $15 million in credits may be waitlisted for

any given calendar year.

After the Division issues the tax credit certificate to the landowner, the

landowner has four potential options for utilizing their credit:

= THEY MAY OFFSET THEIR INCOME TAX LIABILITY WITH THE CREDIT. If
the landowner has sufficient income tax liability to claim the entire

credit, they may do so.

= THEY MAY CARRY THE CREDIT FORWARD. If the amount of the credit
exceeds the landowner’s income tax liability for a single year, the
remaining credit amount may be carried forward and claimed for up
to 20 income tax years after the year for which the credit was

certified.



= THEY MAY TRANSFER THEIR CREDIT TO ANOTHER TAXPAYER.
Landowners may choose to transfer part or all of the credit to one or
more other taxpayers, who may then claim the transferred credit
amounts. Landowners with significant tax credits but low income
tax liabilities may not have enough tax liability to claim their full
credit amount, so they may choose to sell some or all of their credit
at a discount to taxpayers with higher income tax liabilities.
Optionally, landowners can use a tax credit broker to facilitate this

process in exchange for a fee.

* IN CERTAIN YEARS, THEY MAY ELECT TO HAVE A PORTION OF THE
CREDIT REFUNDED. If the amount of total state revenue exceeds the
TABOR revenue limit [Colorado Constitution, Article X, Section
20(7)(a)] for the fiscal year ending in the income tax year for which
the credit is claimed, and if voters have not authorized the State to
retain all of the excess funds, landowners may claim part or all of
their credit as a refund. The combined amount of the credit claimed
and the amount refunded for all taxpayers that claim the credit for a
single donation may not exceed $50,000, excluding amounts
transferred to or used by a transferee. Taxpayers may carry forward
any unclaimed amounts that remain after the credit and refund are

claimed. The TABOR refund option is not available to transferees.

Statute [Section 39-22-522(6), C.R.S.] provides that landowners may
only receive the credit for one conservation easement donated in any
given income tax year. If the landowner donates more than one
qualified conservation easement in a tax year, they will only be certified
for the credit and receive a tax credit certificate for one donation.
However, they may claim credit amounts carried forward from previous
donations with no restrictions, and they may also claim a new credit for
a conservation easement donated in a subsequent tax year. Unlike the
original donors of the conservation easement, transferees may hold
credits from more than one conservation easement donation occurring

in a given year.
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Additionally, a tax credit held by an individual either directly or as a
result of a donation by a pass-through entity may survive the death of
the individual and be passed on to the individual’s estate to be claimed
or transferred. Credits held by a deceased transferee may be used to
offset income tax owed by the transferee’s estate but may not be

transferred to other taxpayers.

Both credit amounts claimed and amounts paid to the landowner in
exchange for transferring the credit to another taxpayer are subject to
federal and state income tax. As discussed below, taxpayers may claim
a federal income tax deduction for the fair market value of qualified
conservation easement contributions. However, Internal Revenue
Service (IRS) regulations [26 CFR 1.170A-1(h)(3)] require that
taxpayers reduce their federal deduction by the amount of any state
credit received that exceeds 15 percent of the donated value of the
easement. Additionally, in Tempel v. Comm’r (2011), the U.S. Tax
Court ruled that Colorado Conservation Easement Credits are capital
assets for federal income tax purposes. Therefore, the amount paid by
a transferee to the transferor in exchange for the credit is taxable as a
capital gain on the transferor’s federal and Colorado income tax

returns.

ADMINISTRATION: THE DIVISION OF CONSERVATION

In 2008, the General Assembly tasked the Division of Real Estate with
establishing and administering a certification program for qualified
conservation easement holders. Subsequent years added additional
administrative requirements related to the Conservation Easement
Credit, and in 2018, the General Assembly created the Division of
Conservation and transferred all tasks related to the credit to the new
Division, with the exception of administering taxpayer credit claims and
transfers. The Division of Conservation administers the following

aspects of the credit:

CERTIFICATION OF CONSERVATION EASEMENT HOLDERS. In order for a

conservation easement donation to qualify for the credit, the



governmental entity or charitable organization to which the easement
is donated must apply to become a certified conservation easement
holder with the Division. Under statute [Section 12-15-104(1), C.R.S.],
the purposes of this certification program are to (1) establish minimum
qualifications for certifying organizations that hold conservation
easements to encourage professionalism and stability and (2) identify
fraudulent or unqualified applicants to prevent them from becoming
certified. Entities must pay an initial application fee and an additional
renewal fee for each year in which they are certified thereafter. The
initial fee ranges from $500 to $2,000, and the renewal fee ranges from
$250 to $1,000, depending on whether the entity is (1) accredited with
a national land certification organization or not and (2) obtaining full
certification, which allows them to accept new donated easements, or
stewardship-only certification, which allows them to oversee previously
donated easements but does not permit them to accept new donations
for purposes of the credit.

APPLICATION FOR TAX CREDIT CERTIFICATES. Landowners must submit
an application to the Division in order to receive a tax credit certificate,
which documents the amount of the credit certified and allows the
landowner to claim the credit with the Department. Statute [Section 12-
15-106(2)(a), C.R.S.] establishes that the purpose of this application
process is to determine whether a conservation easement donation (1)
is a contribution of a qualified real property interest to a qualified
organization to be used exclusively for a conservation purpose, (2) is
substantiated with a qualified appraisal, and (3) meets the other
statutory requirements for the donation to qualify for the credit.
Landowners’ applications must include, among other things, the final
conservation easement appraisal, the recorded deed granting the
conservation easement, documentation supporting the easement’s
conservation purpose, and an application fee of $2,400. The Division
approves an application for a tax credit certificate if the conservation
easement meets the statutory requirements for qualified conservation
easement donations and is substantiated by a qualified appraisal that
the Division determines to be credible. The Division may deny

applications that do not meet these requirements but must allow
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landowners an opportunity to address any potential deficiencies in their

applications prior to making a final determination.

Before donating an easement and applying for the credit, landowners
may also choose to submit a proposed conservation easement donation
to the Division to obtain an optional preliminary advisory opinion for
a fee of $2,000 or $10,000, depending on the topic of the opinion. This
opinion may address the proposed deed of conservation easement, the
appraisal, the conservation purpose, or other relevant aspects of the

transaction.

CREDIT CAP AND ISSUANCE OF TAX CREDIT CERTIFICATES. The Division
issues tax credit certificates for approved applications in the order in
which they were submitted. As previously discussed, there are several
limitations imposed on the certification of credits—the $5 million per-
donation cap, the $1.5 million annual cap on amounts certified for any
donation that generates a total credit of more than $1.5 million, and
the $45 million annual cumulative cap. The Division is responsible for
managing these caps either through the issuance of tax credit certificates
in specific amounts or by tracking the total amount of credits certified
for conservation easements donated in each calendar year. For any given
calendar year, the Division issues tax credit certificates first for
previously approved applications that must be issued in multi-year
increments (i.e., credits greater than $1.5 million), then for waitlisted

credit applications, and finally for new applications.

CREDIT TRANSFERS. Once landowners have received their tax credit
certificates from the Division, they may choose to transfer part or all of
the credit to one or more other taxpayers. The transferor and transferee
must jointly file a copy of the written transfer agreement with the
Division, which then issues new tax credit certificates in the appropriate

amounts.



ADMINISTRATION: THE DEPARTMENT OF REVENUE

The Department administers taxpayer claims of the Conservation
Easement Credit. Taxpayers claim the credit on their respective income

tax returns:

= Individuals claim the credit on Line 25 of the 2020 Colorado
Individual Income Tax Return (Form DR 0104).

= Corporations claim the credit on Line 29 of the 2020 Colorado C
Corporation Income Tax Return (Form DR 0112).

= Pass-through entities, such as S corporations and partnerships, report
the credit on Line 16 of the 2020 Colorado Partnership and S
Corporation and Composite Nonresident Income Tax Return (Form
DR 0106). Pass-through entities must allocate the amount of the
credit to individual co-owners in proportion to their ownership
percentage in the entity. Separate co-owners of pass-through entities
may claim their separate shares of the credit on their respective
income tax returns, or, if the individual co-owners are nonresidents,
the pass-through entity may claim the credit on the co-owners’ behalf
on Form DR 0106.

= Fiduciaries claim the credit on Line 21 of the 2020 Colorado
Fiduciary Income Tax Return (Form DR 0105).

Department regulations [1 CCR 201-2, Rule 39-22-522(7)(b)] require
all donors claiming the credit to file a copy of the tax credit certificate
provided by the Division and an IRS Form 8283 with a summary of the
qualified appraisal. Taxpayers must also file all schedules that are
specific to the credit and relevant to the taxpayer, which includes one

or more of the following:

= GROSS CONSERVATION EASEMENT DONOR SCHEDULE (FORM DR
1305). Taxpayers use this form to calculate the amount of credit
available to them, including factors such as percent interest in the

easement and credit amounts transferred or carried forward by either
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the taxpayer themselves or a pass-through entity on the taxpayer’s
behalf. This form must be filed by conservation easement donors
who are claiming the credit for the first time, transferring the credit,
or, in the case of pass-through entities, are passing the credit to
individual co-owners. Taxpayers who are claiming a transferred
credit or who are claiming a credit carried forward from previous

years are not required to file this form.

= GROSS CONSERVATION EASEMENT CREDIT TRANSFER SCHEDULE
(FORM DR 1305E). Donors of conservation easements use this form

to report credit amounts transferred to other taxpayers.

= GROSS CONSERVATION EASEMENT CREDIT PASS-THROUGH SCHEDULE
(FORM DR 130S5F). Pass-through entities must use this form to report

how the credit is passed through to their co-owners.

= GROSS CONSERVATION EASEMENT CREDIT USE SCHEDULE (FORM DR
1305G). Taxpayers, including both donors and transferees, may use
this form in order to claim the credit and/or carry forward the credit

to future tax years.

LEGISLATIVE HISTORY

The Conservation Easement Credit was enacted in 1999 by House Bill
99-1155. Since then, the General Assembly has frequently enacted

substantive changes to the credit, including;:

= INCREASED CREDIT CAP PER DONATION. When the credit was enacted,
the maximum credit amount that could be claimed for a conservation
easement donation was $100,000. For most taxpayers, this was
increased to $260,000 in 2001; $375,000 in 2006; $1.5 million in
2015; and $5 million in 2019.

= CHANGED CREDIT AMOUNT. The value of the credit has varied
between 40 percent and 100 percent of the conservation easement’s

fair market value, subject to the per-donation caps discussed above.



Between 2006 and 2021, the credit’s value increased from 50 percent

to 90 percent of the fair market value.

IMPOSED ANNUAL CAP ON CUMULATIVE CREDIT AMOUNTS CERTIFIED.
When the credit was enacted, statute did not limit the total amount
of credits that could be issued or claimed by taxpayers in a given
year. In 2010, the General Assembly imposed a $26 million limit on
total annual credits that could be certified by the Division.
Subsequent years saw varied annual limits until 2013, when the

General Assembly imposed a permanent $45 million limit per year
for 2014 and beyond.

ADDED CERTIFICATION AND FILING REQUIREMENTS FOR TAXPAYERS.
Initially, taxpayers were required to file a qualified appraisal along
with their income tax returns to claim the credit. Various bills
required taxpayers to file an increasing amount of information with
the Department, such as affidavits from appraisers and easement
holders. Starting in 2010, taxpayers were required to file
documentation to apply for a tax credit certificate, first with the
Division of Real Estate, which previously administered tax credit
certificate applications, and then, starting in 2018, with the Division

of Conservation.

ADDED CERTIFICATION REQUIREMENTS FOR EASEMENT HOLDERS.
When the credit was enacted, statute did not impose any limitations
on the governmental entities and charitable organizations permitted
to hold a conservation easement for purposes of the credit. Between
2007 and 2008, the General Assembly added reporting and
application requirements for these entities, all of which appear to
have been designed to ensure that the holder of a conservation
easement will be a good custodian of the property and the easement’s

conservation purpose.

CREATED THE CONSERVATION EASEMENT OVERSIGHT COMMISSION.
The General Assembly created the Conservation Easement Oversight

Commission (Commission) in 2008 for the purpose of advising the
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Division of Real Estate (later, the Division of Conservation) and the
Department on issues related to conservation easements and the
credit itself.

= ADDED DISPUTE RESOLUTION PROCESSES. In 2011, with the goal of
providing for the equitable and expedited resolution of hundreds of
then-existing credit disputes, the General Assembly created new
dispute resolution procedures for credit claims that had been denied
by the Department prior to May 2011. Landowners with disputed
credits could elect to bypass an administrative hearing with the
Department and appeal directly to a district court instead. The bill
(House Bill 11-1300) also directed the Commission to review each of
the disputed credits and provide an initial recommendation to the

Department regarding whether the credit should be allowed or
denied.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statutes [Sections 12-15-101(1)(c) and 39-22-522(2)(b), C.R.S.]
provide that the Conservation Easement Credit is intended to benefit
landowners who establish conservation easements on their property and
donate some or all of the easements’ value to a certified land
conservation organization. Additionally, statute [Section 12-15-
101(1)(a), C.R.S.] states that the credit has “allowed many farmers and
ranchers the opportunity to donate their development rights to preserve
a legacy of open spaces in Colorado for wildlife, agriculture, and
ranching.” To the extent that the credit incentivizes landowners to
conserve their property, the credit was also likely intended to benefit
certified land conservation organizations, which may receive increased
conservation easement donations, and Colorado residents, who may
indirectly benefit from increased quality of life due to the conservation

of land in the state.

The Land Trust Alliance estimated that Colorado landowners placed
about 491,000 acres of land under conservation easements held by land
trusts between 2015 and 2020. Additionally, Division data indicates
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that landowners established conservation easements for which the
credit was certified on about 288,000 acres of property in Colorado
between 2016 and 2020. EXHIBIT 2 summarizes the acreage of these
conserved properties by county. Finally, a 2017 study published by
Colorado State University (CSU) estimated that almost 6 percent of

privately owned land in Colorado has been protected by a conservation

LHOdIY STINLIANATIXH XV.L

easement.

EXHIBIT 2. ACREAGE OF CONSERVATION EASEMENTS!
DONATED BETWEEN 2016 AND 2020 THAT GENERATED
CONSERVATION EASEMENT CREDITS BY COUNTY?

b

Saguache

Pueblo
- Bent | Prowers

I 20,000-45,000 acres N 10,000-20,000 acres [ 3,000-10,000 acres

1,000-3,000 acres BN 100-1,000 acres 0 acres

SOURCE: Office of the State Auditor analysis of Division of Conservation data.
!Conservation easements may be established on properties of any size. Therefore, the total
acreage protected by conservation easements in a given county is not necessarily reflective of
the number of conservation easements established in the county.

2The acreages of conservation easements that span county lines have been divided evenly
between the counties.
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WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute [Section 12-15-101(1)(c), C.R.S.] states that “Colorado’s
conservation easement tax credit program was designed to give
landowners an incentive to conserve and preserve their land in a

predominantly natural, scenic, or open condition.”

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Conservation Easement Credit is meeting its
purpose because it provides a substantial financial incentive for
landowners to establish and donate conservation easements, and
landowners and representatives of the land conservation field generally
reported that the credit has had a significant influence on landowners’

decisions.

Statute does not provide quantifiable performance measures for this
credit. Therefore, we created and applied the following performance
measure to determine the extent to which the credit is meeting its

purpose:

PERFORMANCE MEASURE: To what extent has the Conservation
FEasement Credit encouraged landowners to protect their land by

establishing conservation easements?
RESULT:

In order to assess the Conservation Easement Credit’s effectiveness, we
analyzed Division data on certified credits, examined academic studies,
and conducted two surveys: One for landowners who donated
conservation easements between 2014 and 2021 and were certified for
the credit (receiving a total of 108 responses) and another for certified
land conservation organizations (26 responses). We determined that the
credit reimburses landowners for a significant portion of their lost
property value and serves as a strong financial incentive for landowners

to establish conservation easements. However, landowners generally



reported that personal values and environmental concerns were the
most influential factors in their decisions to create a conservation

easement.

As discussed, establishing a conservation easement on a property
generally results in a permanent reduction to the property value because
the landowner gives up certain rights with respect to the property, such
as development and surface mining rights. Therefore, mechanisms that
reimburse the landowner for some of this lost property value make
conservation easements a more financially viable option for many
landowners. EXHIBIT 3 provides the estimated percentage of a
conservation easement’s fair market value that a landowner may have
retained after establishing the easement, which varies depending on
whether the landowner completed a bargain sale and whether they were
certified for the credit. As demonstrated, we estimated that the typical
landowner donating a conservation easement between 2016 and 2020
would have received a certified credit amount between 28 percent (with
a bargain sale) and 55 percent (without a bargain sale) of the fair market
value of their easement. Since the value of the credit is calculated based
on the donated value rather than the total value, landowners who
complete a bargain sale would receive a lower credit amount than
landowners who donate the entire value of the easement. Based on
information from a representative of the land conservation field, we
assumed that a landowner completing a bargain sale would have
received a payment of 50 percent of the easement’s value. For the
amount of the credit, we used the average credit amount certified for
easements donated between 2016 and 2020 as a percentage of the
easements’ donated value (55 percent). Since House Bill 21-1233
increased the value of the credit to 90 percent of the donated value for
donations occurring in 2021 onward, the percentages of a conservation
easement’s fair market value that the landowner retains will increase in
the future from those provided in EXHIBIT 3. Additionally, bargain sales

may become less common due to the increase in the credit’s value.
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EXHIBIT 3. ESTIMATED PERCENTAGE
OF CONSERVATION EASEMENT’S FAIR MARKET
VALUE RETAINED BY LANDOWNER BASED
ON BARGAIN SALE AND CREDIT USAGE

Easement Value
Bargain sale ~ Value of certified for of certified  Total value
completed?  bargain sale credit? credit! retained
Yes 28% 78%
Y 50%
© No 0% 50%
Yes 55% 55%
N 0%
° ’ No 0% 0%

SOURCE: Office of the State Auditor analysis of Division of Conservation data.

IThese values are calculated based on the average credit amount certified for conservation
easements donated between 2016 and 2020, as a percentage of the donated portion of the
easements’ fair market value.

EXHIBIT 3 does not account for the additional expenses that landowners
typically incur during the conservation easement process, such as legal
fees, appraisal fees, and tax credit certificate application fees. As
discussed, landowners may also be liable for federal and state income
tax on the claimed amount of their credit and the payments received
from other taxpayers in exchange for transferring the credit. These fees
and income taxes would decrease the net value that landowners retain

after creating the easement and claiming the credit.

Additionally, landowners who transfer part or all of their credit to other
taxpayers do not receive the full value of their certified credit.
Representatives of the land conservation community stated that
landowners who sell their credits to other taxpayers typically receive
about 85 percent of the credits’ value in exchange for transferring the
credits. In comparison, landowners who have sufficient income tax
liability to claim their entire credit amount, whether in a single tax year
or across multiple tax years, retain the entire value of their credit
amount. Landowners who combine these two approaches, claiming a
portion of their credit and transferring the remainder, would retain
between 85 percent and 100 percent of their total credit amount.
Despite the lost value resulting from the sale and transfer of the credit,

71 percent of landowners who responded to the relevant survey



question reported that they had transferred or planned to transfer some
portion of their credit to one or more other taxpayers, and another 71
percent stated that the credit’s transferability had increased their level
of interest in the credit. This may be because landowners with low
income tax liabilities may have no other way of using their entire credit,
since the credit is only refundable in years when the TABOR revenue
limit has been exceeded, and only up to a certain amount. In recent
years, state revenue exceeded the TABOR limit in Fiscal Years 2015,
2018, 2019, and 2021.

Our survey of landowners who were certified for the credit indicated
that the credit generally had a substantial impact on landowners’
decisions to establish conservation easements. For example, 70 percent
of respondents stated that the credit was either important or very
important in their decision, and only 14 percent stated that the credit
was either not important at all or minorly important in their decision.
Several landowners also stated that they planned to use the funds from
the credit to establish more conservation easements or to acquire

neighboring properties for conservation purposes.

We also asked landowners to rate the importance of 10 factors that may
have influenced their decision to establish a conservation easement. As
demonstrated in EXHIBIT 4, personal values and environmental concerns
tended to be the most motivating factors for landowners on average.
However, among the five financial motivations listed, landowners
reported that the Conservation Easement Credit was the most
important factor in their decision. Certified easement holders provided
similar responses as landowners, also indicating that the credit was
generally the most important financial factor in landowners’ decisions.
It is important to note that our survey of landowners did not include
landowners who have established conservation easements, but were not
certified for the credit or who considered establishing a conservation
easement, but decided against doing so. Therefore, these results may
overstate the importance of the credit with respect to all landowners’

decisions to an unknown extent.
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= EXHIBIT 4. FACTORS IN LANDOWNERS’ DECISIONS
= TO ESTABLISH CONSERVATION EASEMENTS,
; RANKED IN ORDER OF IMPORTANCE
E Concern about whether the land
5 1 would continue to be protected Most Important
- under future inheritors or
g landowners
<
z Desire to protect family legacy
% 2 and/or provide natural spaces for
3 future generations
3 Interest in protecting the land as a
habitat for native species
4 Interest in protecting the land’s
scenic or recreational value
5 The Conservation Easement Credit
6 Interest in maintaining the land’s
productive agricultural value
7 Federal tax benefits Least Inportant
To improve my or my family’s
8 . : .
financial wellbeing
Concern about my financial ability
9 to continue to own and/or maintain
the land
10 Interest in reducing my local

property taxes

SOURCE: Office of the State Auditor analysis of survey results from
landowners who were certified for the credit for at least one conservation
easement that was donated between 2014 and 2021.

These results are supported by several academic studies of conservation
easement donors, which generally found that the most motivating
factors for landowners’ decisions to donate conservation easements are
personal values, including strong personal attachment to the land,
concern about the long-term stewardship of the property,
environmental motivations, and social motivations. Financial incentives
were generally found to be less motivating factors, but most studies
reported that they have some effect on stimulating conservation

easements, with one survey indicating that up to 29 percent of



landowners would not have established conservation easements without

financial incentives.

In addition to the credit, we also identified several other mechanisms
that reimburse landowners for some of the property value lost as a result
of establishing conservation easements. These include bargain sales;
grant funding from various sources; and the federal income tax
deduction for qualified conservation easement contributions. To the
extent that a landowner benefits from each of these mechanisms, they
may all have an effect on the landowner’s decision to establish a
conservation easement. However, we were unable to quantify the extent

to which each mechanism may influence landowner decisions.

Finally, although conservation easements that are eligible for the credit
generally protect a property’s natural state in perpetuity, the creation of
a conservation easement does not necessarily indicate that the property
was at immediate risk for development or other land uses that may have
threatened the property’s natural state. However, we were unable to
assess the extent to which the credit may have prevented land from
being developed in the immediate future because there is no way to
definitively determine what may have happened to any given parcel of

land if the landowner had not established a conservation easement.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

According to Department data, the Conservation Easement Credit
resulted in a total of $23.9 million in forgone revenue to the State in
Tax Year 2018. Additionally, as demonstrated in EXHIBIT 5, the
Division has certified between $14.6 million and $30.1 million in credits
per calendar year between 2016 and 2020, and the annual amount has
increased from one year to the next. Since the Division is funded entirely
by application fees from landowners and certified conservation
easement holders, there are no appropriations from the General Fund

for the Division’s administration of the credit.
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EXHIBIT 5. CONSERVATION EASEMENT CREDITS
CERTIFIED BY CALENDAR YEAR (2016-2020)

SOURCE: Office of the State Auditor analysis of Division of Conservation data.

On average, the conservation easement donations that were certified for
the credits had a total annual fair market value of $63.8 million.
Importantly, the fair market value of a conservation easement is
calculated by subtracting the appraised value of the property with the
restrictions imposed by the easement from the appraised value of the
property without the easement’s restrictions. Therefore, the fair market
value of a conservation easement does not reflect the value of the public
benefits received from conserving the property; it simply reflects the
estimated amount of property value lost to the landowner as a result of
establishing the easement. We were unable to accurately quantify the
benefits provided by the conserved land for which the credit has been
certified because such calculations involve a large degree of uncertainty,
and the total estimated benefit can vary substantially depending on the

values used for different variables.

One study, published by CSU in 2017, provided an estimate of the
benefits of conserved land in Colorado by holding some of these values
fixed. The researchers used the concept of “ecosystem services” to

estimate the return on investment of two Colorado conservation



programs: Great Outdoors Colorado (GOCO) and the Conservation
Easement Credit. Different types of ecosystems provide different
ecosystem services—including things like flood control, air pollution
removal, carbon sequestration, water quality protection, erosion
control, and pollination services—and multiple studies have estimated
the annual value of services provided per acre of various ecosystem
types. The CSU study used this concept to estimate that the Colorado
conservation easements that had received GOCO funds or been certified
for the credit would provide between $4 and $12 in public benefits by
2024 for every dollar of revenue forgone by the State. However, these
numbers do not reflect the total benefit induced by the credit for a

number of reasons, including;:

= The study captures the benefits of conservation easements that
received funds from GOCO but were not certified for the credit.

= For most conservation easements, the researchers did not have data

to determine whether the easement had been certified for the credit.

= The researchers’ calculations capture a broader range of benefits than
those directly induced by the credit. For example, the calculations
assume that all of the conservation easements had provided
ecosystem benefits and that these benefits began to accrue the year
each easement was established. However, in reality, the ecosystem
services provided by a conserved property can only be directly
attributed to the credit if the property would not have been conserved
without the credit. For example, if a landowner would have created
a conservation easement on their property regardless of the credit’s
availability, the conservation of the property did not occur as a result
of the credit. This is also the case if a landowner created a
conservation easement on their property but used the property in the
same way with the easement as they would have without the
easement because the property would have continued to provide
ecosystem services for an unknown period of time regardless of the

easement’s existence. As previously discussed, we were unable to
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determine the extent to which the credit may have prevented land

from being developed.

= The analysis period for the study ended in 2024. In reality, the
ecosystem services provided by conserved land would continue to
provide value far beyond 2024, and it becomes increasingly difficult

to estimate that value as time goes on.

In addition to ecosystem services, land conservation provides other
benefits that are very difficult to quantify, such as biodiversity, health
benefits, and reducing the impact of climate change. Although these
benefits cannot be valued, they nevertheless have an economic impact

on Colorado.

Finally, the higher credit amount established in House Bill 21-1233,
which is available for conservation easements donated in 2021 or later,
will likely change the credit’s economic costs and benefits. For example,
in February 2022, the Division reported that it had already reserved the
full $45 million in certified credits for 2021 donations, and the total
annual value of credits certified for future calendar years will continue
to be higher than it has been in the past. Once the total amount certified
reaches $45 million for a given calendar year, the Division will begin
waitlisting credits for certification in the next available calendar year,
as established in statute. The total number of conservation easements
may also increase, since the higher credit amount provides a stronger
incentive for landowners to establish conservation easements. The
credit’s revenue impact per tax year is also likely to increase from that
reported by the Department for Tax Year 2018, since landowners will
be certified for higher credit amounts than they would have received in

previous years.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Conservation Easement Credit would remove the tax
benefit that landowners currently receive for establishing conservation

easements and donating part or all of the easements’ value to land



conservation organizations. On average, about 36 landowners donated
a conservation easement and were certified for the credit each calendar
year between 2016 and 2020, with an average credit value of about
$626,000. Based on Division data, we estimated that most landowners
(81 percent) were certified for tax credits between $125,000 and $1.4
million. As a result of the recent increase in the amount of the credit to
90 percent of an easement’s fair market value, the average credit

amounts certified will increase in the future.

Additionally, Department data indicates that 362 taxpayers claimed the
credit in Tax Year 2018, with most taxpayers (72 percent) claiming
between $1,000 and $53,000 and a small number of taxpayers claiming
much larger credits. There are a number of possible reasons why there
are so many credit claimants in comparison with the average annual

number of landowners that are certified for the credit, including:

= Landowners may be pass-through entities such as partnerships, as
opposed to a single individual. Statute [Section 39-22-522(4)(b)(I),
C.R.S.] requires that the amount of the credit be allocated to
individual co-owners of pass-through entities in proportion to their
ownership percentage in the entity. Therefore, when a landowner
that is a pass-through entity is certified for the credit with the
Division, this credit is divided among each of the property’s co-
owners, resulting in more than one potential claimant of the credit

for a single conservation easement donation.

= A landowner may transfer portions of their credit to multiple
taxpayers, again resulting in multiple potential credit claimants for a

single conservation easement donation.

= The credit may be carried forward for up to 20 years following the
year of the conservation easement’s donation. As a result,
landowners who donated a conservation easement at any point
during the previous 20 years may still be claiming the credit for the
current tax year, provided that they have unused credit amounts

remaining. For example, if all 174 landowners who donated a
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conservation easement between 2016 and 2020 still had unused

credit amounts left, they could all claim the credit in Tax Year 2021.

Several questions in our surveys pertained to the effects that the credit
has had on stakeholders. On the landowner survey, 38 percent of
landowners indicated that they would not have established a
conservation easement on their property if the credit had not been
available, and 80 percent reported that their land was likely to have
been developed in the future if they had not established a conservation
easement. However, only 10 percent stated that they would have sold
part or all of their property if the credit had not been available, which
suggests that most properties were not under threat of imminent
development. When asked what may have happened to their property
if they had not established a conservation easement, many landowners
stated that their property would likely have been subdivided for sale or
otherwise developed, and a few stated that their land may have been
stripped of water or used for solar array projects. Two-thirds (67
percent) of respondents who were considering establishing or planning
to establish additional conservation easements in the future reported
that the credit’s repeal would have a significant impact on the likelihood
that they would establish another conservation easement. Some of these
landowners stated that without the credit, conservation easements
would be less financially viable and, in some cases, would result in the

landowner selling their land out of financial necessity.

Certified conservation easement holders also generally reported that the
credit is an important conservation tool. Sixty percent of these land
conservation organizations reported that the credit has had a moderate
or significant impact on their ability to fulfill their mission statement or
other goals, and 69 percent stated that the credit’s repeal would have a
moderate or significant impact on their organization. Some respondents

also provided additional comments about the credit’s effects, including:



= The credit has expanded the number of landowners interested in
establishing an easement and has helped the organizations to increase
the number of land conservation projects and the number of acres

conserved.

= Repealing the credit would reduce the pace of land conservation in

Colorado.

= The quality of conservation easements may decline without the credit
because landowners establishing new easements may want to keep
more of their development rights, since they lose a larger amount of

land value with higher restrictions on development rights.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We identified 11 other states that offer an income tax credit for land
conservation donations. Although some states restrict the availability of
their credits to conservation easement donations, other states allow for
alternative methods of land conservation, such as the donation of an
entire property for conservation purposes. Most of the 11 states require
that land conservation donations meet the requirements of the federal
deduction for qualified conservation contributions (seven states, or 64
percent) and have some level of review or application process in place
in order for taxpayers to receive their credits (nine states, or 82 percent).
The only other state that allows its credit to result in a refund is
Massachusetts, and the remaining states all allow their credits to be
carried forward for a specified number of years. Finally, only three other
states (27 percent) explicitly establish that their credits may be
transferred from the original donor to other taxpayers: New Mexico,

South Carolina, and Virginia.

EXHIBIT 6 compares the value of land conservation credits available in
the United States, including Colorado’s credit. As demonstrated, the
credits available in Colorado, California, and Connecticut provide the
most value to taxpayers; although California and Connecticut calculate
their credits as a smaller percentage of the donated value than

Colorado’s credit (55 percent and 50 percent, respectively), they do not
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cap the amount of the credit that taxpayers can receive for a donation.
The land conservation credits available in other states are much more
modest in comparison because most of them are capped between
$50,000 and $250,000 per donation, with the exception of Virginia’s
credit, which has a cap of $550,000. The one other state with no credit
cap is Mississippi. However, Mississippi is unique because it calculates
the credit amount on a per-dollar, per-acre basis; because of the low

amount per acre, it is unlikely to provide a credit amount that exceeds
the $50,000 to $250,000 range.

EXHIBIT 6. COMPARISON OF CONSERVATION CREDIT
AMOUNTS IN COLORADO AND OTHER STATES'
(LARGEST CREDITS HIGHLIGHTED)

Credit Amount

as Percentage of Credit Cap

Donated Value Per Donation
Arkansas 50% $50,000
California 55% No cap
Colorado 90% $5 million
Connecticut 50% No cap
Delaware 40% $50,000
lowa 50% $100,000
Maryland 100% $80,000°
Massachusetts 50% $75,000
New Mexico 50% $250,000
South Carolina 25% $250 per acre
Virginia 40% $550,000°

SOURCE: Office of the State Auditor analysis of Bloomberg Law resources and other states’
statutes.

IMississippi’s credit is calculated at $5.50 per acre of land rather than as a percentage of fair
market value, so we did not include this credit in the chart.

2Maryland limits the credit amount claimed per year to $5,000 and allows these credits to
be carried forward for up to 15 tax years after the year in which the credit was approved.
Therefore, taxpayers are generally limited to $80,000 in total credit amounts.

3Virginia limits the credit amount claimed per year for conservation easement donations to
$50,000 and allows these credits to be carried forward for up to 10 tax years after the year
in which the credit originated. Therefore, taxpayers are generally limited to $550,000 in total
credit amounts.



ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We identified several tax expenditures and programs in Colorado that
are similar to the Conservation Easement Credit because they reimburse
landowners for some of the property value lost as a result of establishing
a conservation easement. Like the Conservation Easement Credit, the
federal deduction is a noncompetitive source of funding in that any
landowner may benefit from the deduction provided that all of the
deduction’s requirements are met. The remaining funding sources listed
below are competitive in that funds are issued on a preferential basis for

select land conservation projects.

FEDERAL INCOME TAX DEDUCTION FOR QUALIFIED CONSERVATION
CONTRIBUTIONS [26 U.S. CODE SECTION 170(h)]. Taxpayers may be
able to claim a federal income tax deduction for conservation easement
donations or donations of land for conservation purposes, which are
considered to be charitable contributions under federal law for income
tax purposes. As discussed, conservation easements must meet certain
requirements in order to be eligible for this deduction, including having
been substantiated by a qualified appraisal and donated exclusively for
certain specified conservation purposes. Farmers and ranchers can
generally deduct up to 100 percent of their adjusted gross income. For
other taxpayers, individuals can deduct up to 50 percent of their
adjusted gross income, and corporations can deduct up to 10 percent of
their taxable income. Contribution amounts that exceed these limits
may be carried forward to the 15 succeeding tax years, but the

deduction is subject to the same percentage limitations in all tax years.

If a taxpayer has received the Conservation Easement Credit, they
cannot receive the benefit of the federal deduction on their state income
tax return because statutes [Sections 39-22-104(3)(g) and 304(2)(f),
C.R.S.] require that the amount of the conservation easement’s value
that was deducted for federal income tax purposes be added back to the
taxpayer’s income when calculating Colorado taxable income. Under
Department rule [1 CCR 201-2, Rule 39-22-104(3)(g)(1)], this addition
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must be made regardless of whether the credit is waitlisted, carried

forward, transferred, and/or issued incrementally.

Finally, under federal regulations [26 CFR 1.170A-1(h)(3)], taxpayers
who claim a federal deduction for a charitable contribution must reduce
the deduction by the amount of any state tax credits they expect to
receive that are over 15 percent of the value of the contribution. Since
the Conservation Easement Credit is greater than 15 percent of a
conservation easement donation’s fair market value, taxpayers who
donate a conservation easement and claim the federal deduction for this

donation must adjust the amount of their federal deduction accordingly.

U.S. NATURAL RESOURCES CONSERVATION SERVICE AGRICULTURAL
CONSERVATION EASEMENT PROGRAM. The Agricultural Conservation
Easement Program is administered by the U.S. Natural Resources
Conservation Service, which is housed within the U.S. Department of
Agriculture (USDA). There are two separate components to this

program:

= AGRICULTURAL LAND EASEMENTS (ALE). ALE funding is available to
state and local governments, Indian tribes, and certain non-
governmental conservation organizations, which must apply for
funding a proposed conservation easement on a specific property
with the landowner’s approval. ALE funds will cover up to 50
percent of the fair market value of the easement, or up to 75 percent
for an easement protecting grasslands of special environmental

significance.

= WETLAND RESERVE EASEMENTS (WRE). WRE funding is available to
landowners with farmed or converted wetland that can be
successfully restored. For perpetual conservation easements, WRE
funds will cover up to 100 percent of the easement’s value, in
addition to restoration costs and administrative costs such as

recording fees and appraisal fees.

U.S. FOREST SERVICE FOREST LEGACY PROGRAM. The Forest Legacy
Program is funded by the Land and Water Conservation Fund and is



administered jointly by the U.S. Forest Service, which is housed within
the USDA, and the Colorado State Forest Service (CSFS). Participating
landowners may either sell their property outright or establish a
conservation easement, with a state conservation agency serving as the
purchaser or easement holder. The program provides up to 75 percent
of the funds needed for an approved conservation project, with at least
25 percent of funds coming from state, local, or private sources. The
program is competitive, and submissions for projects in all states are
pooled into one application pool. According to CSFS, larger
conservation projects that encompass 1,000 acres or more have
typically been most successful at receiving funding. Since the beginning
of Colorado’s participation in 2002, the program has provided $29.6
million to fund nine conservation projects. In recent years, one
Colorado conservation project has received $7 million in funding

through this program.

GREAT OUTDOORS COLORADO TRUST FUND. In 1992, Colorado voters
approved a constitutional amendment to create the Great Outdoors
Colorado Trust Fund (GOCO), which is funded by proceeds from the
Colorado Lottery. GOCO’s mission is “To help preserve, protect,
enhance, and manage the state’s wildlife, park, river, trail, and open
space heritage.” GOCO invests some of its funds in land acquisition
grants with the goal of increasing the number of protected lands in
Colorado that reflect significant conservation values. Only certain
specified entities may apply for GOCO land acquisition grants,
including Colorado municipalities and counties, Colorado Parks and
Wildlife, and nonprofit land conservation organizations. Although
landowners cannot apply directly for the grants, eligible entities may
apply for funding to obtain a conservation easement from a landowner
via bargain sale. GOCQO’s spending plan indicates that they may invest
up to $7.7 million in land acquisition in Fiscal Year 2022.

COLORADO PARKS AND WILDLIFE COLORADO WILDLIFE HABITAT
PROGRAM. Colorado Parks and Wildlife (CPW) is a state agency that
manages Colorado’s state parks and wildlife. CPW also administers the

Colorado Wildlife Habitat Program, which provides funding for
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landowners seeking to establish a conservation easement on their
property or sell their property to CPW. Landowners may submit
funding proposals themselves, or a land conservation organization can
submit a proposal on landowners’ behalves. Between 2006 and 2020,
funds from this program helped to secure conservation easements on
over 250,000 acres.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not identify any data constraints during our evaluation of the

credit.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH PERFORMANCE MEASURES FOR THE CONSERVATION
EASEMENT CREDIT. As discussed, statute does not provide performance
measures for evaluating the credit’s effectiveness. Therefore, for the
purposes of our evaluation, we used the following performance measure
to assess the extent to which the credit is meeting its purpose: 7o what
extent has the credit encouraged landowners to protect their land by
establishing conservation easements? We found that the credit provides
a substantial financial incentive for landowners to establish and donate
conservation easements, and landowners and representatives of the land
conservation field generally reported that the credit has had a significant
influence on landowners’ decisions. However, the General Assembly
may want to clarify its intent for the credit by providing performance
measure(s) in statute. This would allow our office to more definitively

assess the extent to which the credit is accomplishing its intended

goal(s).



CONTAMINATED LAND

REDEVELOPMENT CREDIT

EVALUATION SUMMARY JANUARY 2022 2022-TE11

TAX TYPE Income
YEAR ENACTED 2014
REPEAL/EXPIRATION DATE — December 31, 2022

REVENUE IMPACT $1.3 million
(TAX YEAR 2018)
NUMBER OF TAXPAYERS 27

(TAX YEAR 2018)

KEY CONCLUSION: The credit provides a relatively modest additional incentive to clean-up
contaminated land and appears to have encouraged some property owners to go forward with
remediation projects. It is likely more effective for properties that are located in marginal redevelopment
markets and for property owners with less funding available for remediation and redevelopment,
whereas well-funded redevelopment projects in strong redevelopment markets may already have strong

incentives to complete remediation.

WHAT DOES THE TAX EXPENDITURE
DO?

The Contaminated Land Redevelopment Credit
(Brownfields Credit) [Section 39-22-526, C.R.S.]
allows property owners to claim income tax credits
for voluntary cleanup of contaminated land—
known as brownfields—located in Colorado.
Property owners can claim a credit equivalent to 40
percent of the first $750,000 spent on remediation
and 30 percent of the next $750,000 spent, for a
maximum credit of $525,000 on remediation costs
of $1.5 million or more. Statute allows CDPHE to
certify a total of $3 million in tax credits each tax
year.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

The legislative declaration for the Voluntary Clean-
up and Redevelopment Act [Section 25-16-302,
C.R.S.], which includes the credit, indicates that its
purpose is “to permit and encourage voluntary
clean-ups of contaminated property.”

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

If the General Assembly chooses to extend the
Brownfields Credit beyond 2022, it may want to
consider the following:

Establishing performance measures for the
credit.

Reviewing its effectiveness and whether it is
meeting its purpose to the extent intended.

Amending statute to allow entities such as
school districts, urban renewal authorities, and
business improvement districts to qualify.

Reviewing the annual aggregate cap on credits.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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CONTAMINATED LAND
REDEVELOPMENT
CREDIT

EVALUATION RESULTS
WHAT IS THE TAX EXPENDITURE?

The Contaminated Land Redevelopment Credit (Brownfields Credit)
[Section 39-22-526, C.R.S.] allows property owners to claim income
tax credits for voluntary cleanup of contaminated land—known as
brownfields—located in Colorado. The Colorado Department of Public
Health and Environment (CDPHE) considers brownfields to be
abandoned, idled, or under-utilized properties where redevelopment is
complicated by environmental contamination. Property owners can
claim a credit equivalent to 40 percent of the first $750,000 spent on
remediation and 30 percent of the next $750,000 spent, for a maximum
credit of $525,000 on remediation costs of $1.5 million or more. Statute
allows CDPHE to certify a total of $3 million in tax credits each tax
year. If this aggregate limit is reached, CDPHE can “wait list” up to $1
million in tax credits to be certified as part of the following year’s $3
million aggregate limit [Section 39-22-526(3), C.R.S.].

In 1994, the General Assembly created the Voluntary Clean-Up
Program [Section 25-16-301 et seq., C.R.S.] within CDPHE to provide
guidance and financial assistance for remediating contaminated lands.
Sites eligible for the Voluntary Clean-Up Program are brownfields that
are not under federal or state environmental regulations, often because
the contamination occurred prior to such regulations. Statute [Section
25-16-303(3)(b), C.R.S.] excludes the following types of sites from the
Voluntary Clean-Up Program—sites designated as “superfund” sites
and placed on the National Priorities List by the U.S. Environmental
Protection Agency (EPA); sites subject to the federal Resource
Conservation and Recovery Act or the State Hazardous Waste Disposal
Site program run by CDPHE; and sites subject to CDPHE’s Water



Quality Division enforcement actions or the Underground Storage Tank
program administered by the Colorado Department of Labor and

Employment.

CDPHE is responsible for determining whether a property is eligible for
the Voluntary Clean-Up Program. In order to qualify, the property
owner must submit a plan that provides the following, as required by
Section 25-16-304, C.R.S.:

* An environmental assessment that describes the contamination of the

property and its risk to public health and the environment.

= A plan for remediation of the contaminated land that either has or
could release contamination that poses an “unacceptable” risk to
public health and the environment. The plan needs to consider the
present and future use of the site, and a timetable to implement the

plan and monitor the site after completion of the remediation.

= A description of state standards that apply to the soil, surface water,
or groundwater, or if no standards exist, a description of the plan’s
proposed clean-up levels and existing risks to public health and the

environment.

In 2000, the General Assembly passed House Bill 00-1306, the
Brownfield Redevelopment Incentives Act that created the initial
version of the Brownfields Credit, which was available to Voluntary
Clean-Up Program projects in municipalities with populations of at
least 10,000 people. This initial credit provided a tax credit of up to
$100,000 for remediation costs of $300,000, with no aggregate annual
limit; it expired on December 31, 2010. In 2014, the General Assembly
passed Senate Bill 14-073, which implemented the current Brownfields
Credit. The current credit is set to expire on December 31, 2022.

In order to be certified for the credit by CDPHE, property owners must

complete the following steps:
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Submit a Voluntary Clean-Up Program plan to CDPHE for approval
and pay a fee of $2,000 to compensate CDPHE for the time it spends
reviewing the plan. Voluntary Clean-Up Program plans include the
applicant’s estimated costs of remediation and the projected tax

credit based on those costs.
Complete the remediation described in the plan.

Receive a No Action Determination letter from CDPHE, which
confirms that the remediation is complete and generally that neither
CDPHE nor the federal government will require additional

remediation.

Submit documentation to CDPHE on the actual remediation costs,

such as invoices detailing payments for remediation.

Receive a certification letter for the credit from CDPHE that shows

the credit amount based on actual remediation costs.

Statute allows the Brownfields Credit to be used by taxpayers who
complete the required remediation, “qualified entities,” and taxpayers
to whom they transfer the credit. Qualified entities are towns, cities,
counties, and private nonprofit entities exempt from income taxes
[Section 39-22-526(2)(d), C.R.S.]. In order for qualified entities to
receive a benefit from the Brownfields Credit, they must sell the credit,
which according to a Colorado-based tax credit broker, is typically at
85 percent of the credit’s value (e.g., sell a $100,000 credit for $85,000).
According to legal guidance received by CDPHE, the statutory
definition of qualified entities does nor include certain tax-exempt
entities such as school districts and urban renewal authorities.
Taxpayers claim the Brownfields Credit by filing a copy of the CDPHE
tax credit certification letter with the Department of Revenue

(Department) and completing the following forms:

= INDIVIDUALS—Use Line 28 of the Individual Credit Schedule (Form
DR 104CR) when filing their income taxes to report the amount of

credit available and the amount they are claiming for the tax year.



Individuals must also submit the Remediation of Contaminated Land
Credit Use Schedule (Form DR 0349).

= CORPORATIONS—Use Line 15 of the Credit Schedule for
Corporations (Form DR 0112CR) when filing income taxes to report

the amount of credit available and amount used for the tax year.

= TRANSFERS—To transfer all or part of a credit, property owners must
fill out the Remediation of Contaminated Land Credit Transfer
Schedule (Form DR 0348) in addition to the required tax return
forms and CDPHE certification letter.

= PASS-THROUGH ENTITIES—Use Line 12 of the Pass-Through Entity
Credit Schedule (Form DR 0106CR) , which is used by partnerships
and S Corporations to file returns on behalf of partners and
shareholders, to report the amount of credit available, and the credit

amounts allocated to partners/shareholders.

= FIDUCIARIES—Use Line 5 of Schedule G in the Fiduciary Income Tax
Return (Form DR 0105) to report the credit available and credit used

in the tax year.

If the amount of the credit exceeds the taxpayer’s tax liability, the
taxpayer can carry forward the remainder of the credit for up to 5 years,
after which any remaining amounts are extinguished. Although CDPHE
can only certify $3 million in credits each year, there is no restriction on
the aggregate amount taxpayers may claim each year, so the total
amount of Brownfields Credits claimed in a given year may exceed $3

million due to taxpayers carrying forward credits.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly state the intended beneficiaries of the credit.
However, based on its operation, discussions with staff at CDPHE and
the Department, and stakeholder interviews, we inferred that the direct

beneficiaries of the credit are Colorado property owners, including
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private individuals and qualified entities — such as cities and counties —
that complete the remediation of contaminated land as part of CDPHE’s
Voluntary Clean-Up Program. Colorado residents whose health and
safety are at risk due to contamination of the properties and the local
governments whose local economies and tax bases are positively
impacted by the remediation and redevelopment of previously blighted
properties may also benefit from the credit to the extent that it
encourages remediation to occur. Because qualified entities benefit by
transferring the credit to Colorado taxpayers at a discount from the

credit value, the taxpayers who purchase these credits also benefit.
WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

The purpose of the Brownfields Credit is to encourage voluntary
environmental remediation of contaminated sites. Specifically, the
legislative declaration of the Voluntary Clean-up and Redevelopment

Act, which includes the tax credit, says the law is:

“intended to permit and encourage voluntary clean-ups of
contaminated property by providing persons interested in
redeveloping existing industrial sites with a method of
determining what the clean-up responsibilities will be ... [and to]
eliminate impediments to the sale or redevelopment of previously
contaminated property... [to] encourage and facilitate prompt
clean-up activities.” [Section 25-16-302, C.R.S.]

During the committee testimony for Senate Bill 14-073, which re-
implemented the tax credit, the bill sponsor and CDPHE staff indicated
that the tax credit is intended to serve as an additional financial resource
to encourage redevelopment of contaminated sites. Testimony at the
committee hearing indicated that voluntary clean-up plans often include
financing from both private sources and public sources — such as city
funding or Tax Increment Financing. Therefore, the Brownfields Credit
appears to have been expected to contribute to, but not necessarily be
the deciding factor for, whether a remediation project goes forward or

not.



In addition to encouraging remediation generally, CDPHE staff
indicated the credit is intended to encourage developers to pursue more
complicated, expensive remediation that otherwise would not occur.
For example, a property owner might decide that fully remediating
contaminated land is too costly and instead, decide to place the site
under an environmental covenant or restrictive notices, which places
restrictions on how the site can be used [Section 25-15-320(5), C.R.S.].
In these instances, CDPHE staff might use the Brownfields Credit to

assist the property owner to fully remediate the contaminated land.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Brownfields Credit is meeting its purpose to
some extent, particularly on marginal redevelopment projects that
would not be profitable enough to go forward with remediation without
the credit. However, the credit is small in comparison to typical
redevelopment costs and is likely less influential when the expected
profits from developing the land are high. In addition, we found that
the definition of “qualified entities” excludes some property owners
that may want to conduct remediation and seems to hinder some local

governments’ redevelopment efforts.

Statute does not provide quantifiable performance measures for this
credit. Therefore, we created and applied the following performance
measure to determine the extent to which the credit is meeting its

purpose.

PERFORMANCE MEASURE #1: 7o what extent has the Brownfields Credit

encouraged property owners to voluntarily remediate contaminated
lands in Colorado?

RESULT: We found that the credit likely provides a relatively modest
additional incentive to remediate contaminated lands and may
encourage some remediation projects, though other factors are often
more important to property owners deciding whether to go forward
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with projects. Data provided by CDPHE indicate that from Calendar
Years 2015 through 2020, there were a total of 62 projects that
qualified for the credit. In total, we estimate that credit recipients spent
$51 million on remediation projects and received about $16 million in
credits. Stakeholders indicated that the credit can play an important role
in encouraging remediation and redevelopment of properties by making
these project more financially viable. However, it appears that some
projects would have gone forward regardless of the credit. Specifically,
we interviewed six stakeholders involved with Voluntary Clean-Up
Program projects—including a 501(c)(3) nonprofit organization, urban
renewal authorities, a school district, a private developer, and an
environmental attorney—and the four stakeholders that qualified for
the tax credit agreed that it helped contribute to the decision to move
forward with their remediation project. These stakeholders also stated,
however, that the credit was not the primary factor in their decision
because the amount of the tax credit is small compared to the overall
cost of redevelopment projects. As shown in EXHIBIT 1, our analysis of
CDPHE data indicates that the total planned capital improvement costs
for the land that was remediated under the credit during Calendar Years
2015 through 2020, was about $4 billion, meaning that the value of the
credit, reported as $16 million, was less than 0.5 percent of the total
capital improvement costs.

EXHIBIT 1. BROWNFIELDS CREDIT IS SMALL
PORTION OF CAPITAL IMPROVEMENT COSTS!
CALENDAR YEARS 2015-2020

Capital
Improvements,
$4 Billion

Brownfields

$51 Million

SOURCE: Office of the State Auditor analysis of Contaminated Land Redevelopment Tax
Credit (Brownfields Credit) data provided by the Colorado Department of Public Health and
Environment.

! Property owners projected estimates for the capital improvements and remediation costs. The
Brownfields Credit amounts reflect the actual credit issued to property owners.



Though the credit’s value may be substantially less than the total capital
improvements planned for the land being remediated, CDPHE staff
indicated that for projects that go through the Voluntary Clean-Up
Program, the credit encourages landowners to complete remediation
projects and also improve the quality of the remediation conducted.
According to CDPHE and stakeholders, lenders generally will not
finance capital improvement projects that qualify for the Voluntary
Clean-Up Program until the contaminated land is remediated and
receives a No Action Determination letter from CDPHE, which means
CDPHE will not require further remediation by the landowner. Because
the credit reduces remediation project costs, it can help make the
remediation necessary to secure financing for the remainder of the
capital improvement project more financially feasible for property
owners, especially if the property owner has limited funds available.
Therefore, it appears that for some projects, the credit, which was
equivalent to about 31 percent of remediation costs on projects
approved from Calendar Years 2015 through 2020, can be effective at
encouraging remediation despite being relatively small in comparison to

the overall capital improvement costs associated with redeveloping the

property.

Generally, the Brownfields Credit appears to provide the strongest
additional incentive to complete remediation when redevelopment
projects are expected to be only marginally profitable or not make a
profit, which may be the case for qualified entities (e.g., cities, counties,
nonprofits) that may also have smaller budgets for remediation and
capital improvement projects. Conversely, the credit appears to be less
effective in areas where the market demand for redevelopment is
especially strong or especially weak. Specifically, according to CDPHE
staff and stakeholders, in areas with strong redevelopment markets,
such as Downtown Denver, projects are generally well-funded and have
higher profit margins, which decreases the importance of the
Brownfields Credit for the projects to be financially viable. In contrast,
in weaker redevelopment markets, projects may not be profitable even
with the credit, so the credit does not by itself result in redevelopment

in those areas.
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We also found that about 18 projects (16 percent) pursuing remediation
through the Voluntary Clean-Up Program between Calendar Years
2015 and 2020—most of which were in the Denver Metropolitan
Area—did not appear to seek the Brownfields Credit. This indicates that
the Brownfields Credit is not always needed to encourage property
owners to complete remediation projects through the Voluntary Clean-
Up Program. CDPHE said that it is possible that the aggregate annual
cap prevented some of these projects from seeking the credit, but we

could not determine if this occurred for any projects.

In addition, we found that Voluntary Clean-Up Program projects
completed by urban renewal authorities and school districts are not
eligible to receive the Brownfields Credit, which could limit its
effectiveness. Specifically, the urban renewal authorities and school
district we spoke with explained that they participated in the Voluntary
Clean-Up Program and initially sought the credit. However, CDPHE,
which had consulted with the Office of the Attorney General, informed
the entities that they did not meet the statutory definition of “qualified
entity” because they were not a 501(C)(3) nonprofit or considered part
of city or county government. Upon learning this, one urban renewal
authority, whose city funded the remediation project, worked with
CDPHE to find a way to receive the tax credit by deeding the property
to the city so that the city could receive and then transfer the tax credit.
This method worked because its city funded the project. The other
urban renewal authority—which was nor funded by its city—and the
school district that we spoke with completed their remediation projects

without receiving the Brownfields Credit.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

The Department reported that the Brownfields Credit had a revenue
impact to the State of about $2 million in Tax Year 2016 and $1.3
million in Tax Year 2018, with a corresponding tax benefit for
taxpayers who claimed the credits. Because credits can be carried

forward for up to § years, it is possible that there will be an additional



revenue impact to the State in future years for the projects associated
with these amounts claimed, though some taxpayers may lack sufficient
tax liability to claim the full value of their credits during the 5 years
following their approval for the credit. Between Calendar Years 2015
and 2020, CDPHE certified nearly $16 million in credits, which
represents the maximum revenue impact to the State, for 62 projects
approved during these years. EXHIBIT 2 provides the number of projects
completed and total amount of tax credits certified in each year. As
shown, CDPHE approved about 88 percent of the $3 million annual
credit limit during these years.

EXHIBIT 2. COMPLETED BROWNFIELDS REMEDIATION
PROJECTS AND AMOUNT OF BROWNFIELDS
TAX CREDIT CERTIFIED
CALENDAR YEARS 2015 TO 2020

# of Completed  Credit Amount % of Annual
Projects Certified Credit Limit

Calendar Year

2015 12 $2,301,200 77%
2016 11 $2,672,573 89%
2017 10 $2,476,338 83%
2018 10 $2,999,990 100%
2019 11 $2,859,650 95%
2020 8 $2,443,368 81%
Total 62 $15,753,119 88%

SOURCE: Office of the State Auditor analysis of Colorado Department of Health and
Environment’s Brownfields Credit data.

We also found that the Brownfields Credit has most often benefited
projects in the Denver Metropolitan Area, where 48 of the 62 approved
projects were located, though there have been some remediation
projects in rural counties across the state. EXHIBIT 3 shows, by county,

the number of remediation projects certified to receive the Brownfields
Credit during Calendar Years 2015 through 2020.

195

LIOdAY STINLIANTIXE XV.L



196

CONTAMINATED LAND REDEVELOPMENT CREDIT

EXHIBIT 3. CERTIFIED REMEDIATION PROJECTS
CALENDAR YEARS 2015-2020
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SOURCE: Office of the State Auditor analysis of Colorado Department of Public Health and
Environment data on certified Brownfields Credits.

To the extent that the credit encourages landowners to undertake
redevelopment projects that require remediation, the credit may also
benefit the economy of the communities where the projects occur. For
example, remediation and redevelopment projects may increase
property values by reducing the number of contaminated and blighted
properties in a community, make properties suitable for commercial or
residential use, and help increase employment, both to complete the
projects themselves and if redeveloped properties are used to establish

new businesses, which helps increase local tax revenue.

CDPHE measures three indirect economic benefits of the Brownfields
Credit: 1) new, full-time jobs; 2) new homes; and 3) acres remediated.
EXHIBIT 4 shows the indirect benefits of the Brownfields Credit as
estimated by CDPHE for Calendar Years 2019 and 2020. However, it
is important to note that these estimates show the benefits associated
with projects certified for the credit, but because some of the projects

may have gone forward regardless of the credit, the economic impact



caused by the credit is likely less. Further, these estimates are based on
information provided by program applicants to CDPHE and we did not

verify their accuracy.

EXHIBIT 4. ESTIMATES OF INDIRECT ECONOMIC BENEFITS
OF BROWNFIELDS TAX CREDIT!
CALENDAR YEARS 2019 AND 2020

200 2020

New Full-Time Jobs? 656 jobs 593 jobs
New Homes 1,757 homes 1,081 homes
Acres Remediated 86 acres 158 acres

SOURCE: Colorado Department of Public Health and Environment.

!Estimates provided by Voluntary Clean-Up Program applicants to the Colorado Department
of Public Health and Environment.

2CDPHE advises program applicants to exclude temporary construction jobs from
calculations of new, full-time jobs.

Additionally, a study conducted by the EPA in 2020 found that
remediation of centrally located brownfields that are connected to
existing infrastructure result in economic and environmental benefits,
as opposed to building structures on undeveloped land, known as

greenfields. These benefits are the result of:

= Reducing vehicle miles traveled and greenhouse gas emissions due to
residents of the redevelopment living near work, public
transportation, and amenities, as well as employees of the
redevelopment being able to walk, take public transit, and otherwise

have shorter commutes.

= Limiting the expansion of impervious surfaces by using existing
infrastructure, which reduces storm water and pollutant run off into

bodies of water.

= Encouraging the reorganization of development plans across entire
metro areas in ways that increase use of existing infrastructure and

reduce the environmental impacts of new development.
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WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Based on Department data, 15 taxpayers claimed the Brownfields
Credit in Tax Year 2017, and 27 taxpayers claimed it in Tax Year 2018,
with an average credit amount of $47,667 per taxpayer, which would
no longer be available for new remediation projects if the credit were
eliminated or allowed to expire. While corporations and pass-through

entities can also claim the credit, only individuals claimed the credit in
Tax Year 2018.

To the extent that the credit encouraged remediation projects, if it was
eliminated or allowed to expire after 2022, some remediation projects
may no longer go forward or may be conducted at a smaller scale. As
discussed, property owners that have less funding available for
projects—such as cities, counties, and nonprofit organizations—or that
are in weaker development markets are more reliant on the credit and
may be more likely to not go forward with remediation projects if it was
no longer available. On the other hand, eliminating the credit may have
less impact on well-funded property owners and those in strong
development markets. As previously mentioned, according to CDPHE
staff, the Brownfields Credit helps encourage property owners to
complete more thorough and timely remediation through the Voluntary
Clean-up Program, so eliminating the credit could diminish CDPHE’s

ability to encourage better quality remediation of contaminated land.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Eight other states offer tax expenditures that are similar to Colorado’s
Brownfields Credit, although there is variation in how the tax
expenditures operate. For example, some states offer tax credits against
estates and trusts tax and insurance premium tax, as opposed to income
tax. New York allows its brownfields tax credits to be refundable,
meaning that if claimants’ tax liability is less than the available credit,
the state will issue them a refund for the difference, while all other
states, including Colorado, have nonrefundable brownfields tax credits.
Further, although some other states limit the aggregate amount of
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credits that can be issued each year, Colorado’s $3 million limit is the
lowest of all states, with Iowa providing the next lowest limit at $10
million. EXHIBIT 5 provides information on each state’s

brownfields tax credits.

EXHIBIT 5. BROWNEFIELDS TAX CREDITS ACROSS STATES

Maximum Credit Aggregate Annual

LIOdAY STINLIANTIXE XV.L

S Amount Per Project Amount Uewe Thygre
Colorado $525,000 $3 million Individual and
Corporate Income
Florida $1 million $27.5 million Corporate Income
Individual,
Corporate, Estates &
Iowa $1 million $10 million Trusts, and Franchise
Income; Insurance
Premiums; Property
Individual,
R $150,000 N Corporate, and

Limited Liability
Entity Income
No maximum. 50 percent
of property taxes due to
increased assessed
Maryland property value; potential No limit Property
for additional 20 percent
of remaining property
taxes

Individual and

Mississippi $150,000 No limit Corporate Income

Offers seven different

credits. One is limited to Individual,
$30,000; the other six . Corporate, and
Weeey s have no dollar limit and N L Insurance Franchise
are based on different Income
percentages.
St Caiolfive: $100,000 N Individual and

Corporate Income

No maximum. 50 percent
Tennessee of purchase price of No limit!
brownfields property.

Franchise Income
and Excise

SOURCE: Office of the State Auditor analysis of Bloomberg BNA information on tax provisions in other states’
statutes.

1 As of July 1, 2020, Tennessee removed its $10 million annual aggregate limit of credits that could be issued in a
year.
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ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

There are no tax expenditures with a similar purpose available in
Colorado. However, there are other programs administered by CDPHE
that are available with a similar purpose of encouraging redevelopment

of contaminated land:

COLORADO BROWNEFIELDS REVOLVING LOAN FUND—Offers low cost
financing at reduced interest rates and flexible loan terms to entities
participating in the Voluntary Clean-Up Program. The loan fund is
administered by CDPHE, the Colorado Housing and Finance
Authority, and the loan fund’s Board of Directors, which approves
loans. In Calendar Year 2020, the Board of Directors approved and
issued two loans from the fund, totaling about $2.4 million—$292,500
for one loan and $2.1 million for the other.

1306 BROWNFIELDS CLEANUP GRANT PROGRAM—Named after House
Bill 00-1306, these grants are available to not-for-profit, governmental
entities, and watershed or other community organizations with an
eligible project site. In Fiscal Year 2020, CDPHE issued a total of about
$270,500 in grants to four brownfields remediation projects, with the
size of the grants ranging from $17,300 to $108,000. These funds are
not required to be paid back to the State.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

There were no data constraints that impacted our ability to conduct this

evaluation.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

IF THE GENERAL ASSEMBLY CHOOSES TO EXTEND THE BROWNFIELDS
CREDIT BEYOND 2022, IT MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH PERFORMANCE MEASURES FOR THE CREDIT. As discussed,



statute does not provide performance measures for evaluating the
credit’s effectiveness. Therefore, for the purposes of our evaluation, we
developed a performance measure to assess the extent to which the
deduction is meeting its purpose. However, if the General Assembly
considers legislation to extend the expiration date of the Brownfields
Credit beyond Calendar Year 2022, it may also want to clarify its intent
for the deduction by providing performance measure(s) that correspond
with the credit’s purpose in statute. This would allow our office to more
definitively assess the extent to which the deduction is accomplishing its

intended goall(s).

WHEN DETERMINING WHETHER TO EXTEND THE BROWNFIELDS CREDIT
BEYOND 2022, THE GENERAL ASSEMBLY MAY WANT TO REVIEW ITS
EFFECTIVENESS TO DETERMINE WHETHER IT IS MEETING ITS PURPOSE TO
THE EXTENT INTENDED. As discussed, statute indicates that the purpose
of the credit is to “encourage voluntary clean-ups of contaminated
property.” We found that the credit is likely meeting this purpose to
some extent, though it appears to provide a relatively modest additional
incentive. From Tax Years 2015 through 2020, CDPHE certified about
$16 million in credits for 62 projects, equivalent to about 31 percent of
the $51 million in total remediation costs for the projects. However,
property owners reported about $4 billion in total capital costs for these
redevelopment projects, which indicates that the credit was often small

in comparison with the overall size of the projects.

According to stakeholders, the credit can be an important incentive for
encouraging remediation projects and the redevelopment of distressed
properties. For example, banks typically require remediation on
contaminated properties prior to approving the financing for the larger
redevelopment projects and the credit can help make projects more
financially viable for property owners with limited funding. In addition
to encouraging remediation projects generally, CDPHE staff reported
that the credit encourages property owners to participate in its
Voluntary Clean-up Program, which likely results in better quality
remediation projects than would occur if the projects were completed

outside of the program. However, stakeholders also indicated that while
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the credit is one factor they consider when deciding to complete a
remediation project, other factors, such as the expected profit from
redeveloping the property, may be more important. Furthermore, three
of the four stakeholders we spoke with who had claimed the credit
stated that they pursued remediation of contaminated lands through the
Voluntary Clean-Up Program prior to learning that the credit was

available, implying that the credit was not always a deciding factor.

We also found that the credit is likely a more important incentive for
cities, counties, and charitable organizations, which may have more
limited funding to complete remediation projects, and for private
owners of land located in weaker redevelopment markets, where there
is less incentive to remediate land because the expected profit margin
for redevelopment is less. In contrast, the credit may be a less important
factor for property owners in areas where the demand for
redevelopment is high and when the expected profit from
redevelopment projects is greater. We found that the use of the credit is
concentrated within the Denver Metropolitan Area, where 48 of the 62
projects certified for the credit between Calendar Years 2015 and 2020
were located. Although this area of the state has seen a strong
redevelopment market in recent years, we did not have information on

the expected profit from redeveloping these properties.

IF THE GENERAL ASSEMBLY CHOOSES TO EXTEND THE BROWNEFIELDS
CREDIT BEYOND 2022, IT MAY WANT TO CONSIDER AMENDING STATUTE
TO EXPAND THE DEFINITION OF “QUALIFIED ENTITIES” THAT ARE ELIGIBLE
FOR THE CREDIT. Statute states that a qualified entity “means a county,
home rule county, city, town, home rule city, home rule city and county,
or a private non-profit entity that is exempt from the income taxes”
[Section 39-22-526(2)(d), C.R.S.]. As discussed, we found that CDPHE,
after consulting with the Attorney General’s Office, interprets
“qualified entities” to exclude entities that are not explicitly mentioned
in the statutory definition, such as school districts and public nonprofit,
tax exempt entities that partner with local governments to conduct
brownfields remediation (e.g., urban renewal authorities, downtown
development authorities, and business improvement districts). While

this interpretation of statute appears reasonable based on the explicit



definition of “qualified entities”, it may be limiting local government
efforts to remediate and redevelop contaminated land and is not clear
whether the General Assembly intended to exclude these entities from
accessing the credit.

IF THE GENERAL ASSEMBLY CHOOSES TO EXTEND THE BROWNEFIELDS
CREDIT BEYOND 2022, IT MAY WANT TO REVIEW THE AGGREGATE
ANNUAL CAP. We found that in recent years, particularly 2018 and 2019,
CDPHE has certified nearly all of the credit’s $3 million aggregate cap.
CDPHE stated that because of the cap, it has denied Voluntary Clean-
Up Program projects from receiving the Brownfields Credit. According
to CDPHE staff, when Voluntary Clean-Up Program projects apply to
receive the credit, CDPHE reserves the amount of projected tax credits
in the year the project is expected to be completed. Once CDPHE
assigns $3 million in tax credits in a specific calendar year, any
additional Voluntary Clean-up Program projects with that projected
completion year will be denied the tax credit. CDPHE says that if funds
become available due to projects being abandoned, staff will contact the
denied Voluntary Clean-Up Program projects and offer to reserve the
tax credits. According to CDPHE and a stakeholder that has worked
with several Voluntary Clean-Up Program projects, as a result of this
process, property owners might delay their remediation so that it is
completed in the next calendar year so that they can secure the tax

credit.

Further, although statute allows that, if the $3 million aggregate cap is
reached in a year, CDPHE can “wait list” up to $1 million in tax credits
for the next year, CDPHE reported that it has not used this waitlist
option because it has not served as a viable solution for addressing the
demand for the Brownfields Credit, which has consistently been at or

above the $3 million cap in recent years.

Given these limitations, the General Assembly could consider increasing
the aggregate annual limit of the Brownfields Credit. CDPHE indicated
that an aggregate limit of $5 million could address the majority of the
credit’s demand, and that a $7 million aggregate cap could likely
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address all of the demand. As discussed, of the eight states with
brownfields tax credits, Colorado has the lowest aggregate annual cap.
Most states have no annual limit, while other states set annual limits of
either $10 million or $27.5 million. However, increasing the cap would

also increase the revenue impact of the credit.

CONTAMINATED LAND REDEVELOPMENT CREDIT



CREDIT FOR PURCHASE
OF UNIQUELY VALUABLE MOTOR

VEHICLE REGISTRATION NUMBERS

EVALUATION SUMMARY JANUARY 2022 2022-TE10

TAX TYPE Income
YEAR ENACTED 2013
REPEAL/EXPIRATION DATE None

REVENUE IMPACT $0
(TAX YEAR 2018)

NUMBER OF TAXPAYERS O
(TAX YEAR 2018)

KEY CONCLUSION: The credit is not encouraging purchasers to bid higher amounts for uniquely valuable
vehicle registration numbers that are part of the Colorado Disability Funding Committee’s vehicle registration
number fundraising auctions. The credit has rarely been claimed, and the Colorado Disability Funding
Committee and its staff were not aware of the credit and have not been issuing certificates to vehicle registration
number purchasers, which purchasers are required to attach to their tax returns to claim the credit.

WHAT DOES THE TAX EXPENDITURE
DO?

The Credit for Purchase of Uniquely Valuable
Motor Vehicle Registration Numbers [Section 39-
22-535, C.R.S.] (Registration Number Credit)
allows an income tax credit for taxpayers who
purchase the exclusive right to use uniquely valuable
motor vehicle registration numbers from the
Colorado  Disability ~ Funding  Committee
(Committee). Uniquely valuable motor vehicle
registration numbers, which are displayed on
individuals’ vehicle license plates, are letter and
number combinations that are likely to be worth
substantially more than the average value of a
registration number (license plate), for example,
COORS, BENTLEY, ROCKET, 1ST, and
BOURBON. The credit is equal to 20 percent of the
portion of the purchase price that the Committee
certifies exceeds the registration number’s fair
market value.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

Statute and the enacting legislation for the
Registration Number Credit do not state its
purpose; therefore, we could not definitively
determine the General Assembly’s original intent.
Based on the operation of the credit and testimony
from a witness during committee hearings for the
enacting legislation [Senate Bill 13-170], we
considered a potential purpose: to encourage
bidders to pay more for vehicle registration numbers
that the Committee sells as part of its vehicle
registration number fundraising auctions.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider:
= Repealing the Registration Number Credit.

= If it does not repeal the Registration Number
Credit, establishing a purpose and performance
measures for Registration Number Credit.

= If it does not repeal the Registration Number
Credit, clarifying the method that should be used
to determine the credit amount.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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CREDIT FOR PURCHASE
OF UNIQUELY VALUABLE
MOTOR VEHICLE
REGISTRATION NUMBERS

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Credit for Purchase of Uniquely Valuable Motor Vehicle
Registration Numbers (Registration Number Credit) [Section 39-22-
535, C.R.S.] allows an income tax credit for taxpayers who purchase
uniquely valuable motor vehicle registration numbers from the
Colorado Disability Funding Committee (Committee), which is
administered by the Lieutenant Governor’s Office. Uniquely valuable
motor vehicle registration numbers are letter and number combinations
displayed on individuals’ vehicle license plates that are likely to be
worth substantially more than the average value of a registration
number (license plate), for example, COORS, BENTLEY, ROCKET,
1ST, and BOURBON.

The credit is equal to 20 percent of the portion of the purchase price of
the right to use a vehicle registration number that the Committee
certifies exceeds the registration number’s fair market value. For
example, if a vehicle registration number had a fair market value of
$500 and sold for $1,000, the tax credit would be $100, calculated as

follows:

EXHIBIT 1. CALCULATION OF HYPOTHETICAL CREDIT

Purchase Price $1,000
Fair Market Value $500
Amount that the Purchase Price Exceeds the Fair Market Value $500

Tax Credit (20 percent of the Amount that Exceeds the Fair
Market Value)
SOURCE: Office of the State Auditor analysis of Section 39-22-535(1), C.R.S.

$100



The credit is not refundable, but may be carried forward for § years if

the credit exceeds the taxpayer’s income tax liability.

The Committee auctions the exclusive right to use uniquely valuable
motor vehicle registration numbers as a means of raising money to
support its mission of distributing funding to support programs
benefiting Colorado’s disability community. Specifically, statute
[Section 24-30-2208(1), C.R.S.] provides that the Committee “shall
raise money by selling to a buyer the right to use valuable letter and
number combinations for a registration number... [and that the
Committee] shall auction registration numbers that are likely to be
worth substantially more than the average value of a registration
number.” According to Committee staff, the Committee identifies
potentially valuable vehicle registration numbers by (1) taking
suggestions from Committee members; (2) examining lists from the
Division of Motor Vehicles (DMV), which is within the Department of
Revenue (Department), of vehicle registration numbers that were
recently in use but have since expired; and (3) taking recommendations
from a contractor. The Committee then requests that the Department

reserve vehicle registration numbers that it intends to auction.

Vehicle registration numbers that the Committee reserves can only be
purchased through the Committee’s auctions; they cannot be purchased
as personalized license plates directly from the DMV. Statute [Section
24-30-2210(2)(a) and (b), C.R.S.] authorizes the Committee to sell
vehicle registration numbers that deviate from the standard constraints
for license plates. For example, these registration numbers can contain
only one character (e.g., X) or include any symbol on the standard
American keyboard (e.g., #, $), whereas personalized vehicle
registration numbers requested directly from the Department must
contain between two and seven characters and may only include
numbers and letters [Section 42-3-211(3)(a), C.R.S.].

According to Committee data, between 2013 and 2021, the auction
program has sold 225 vehicle registration numbers for between $40 and

$20,000, with an average purchase price of $1,000. Recent Committee
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auctions have included vehicle registration numbers with themes such
as Colorado Day (e.g., CO, WELOVCO), cannabis (e.g., ISIT420,
GREEN), and Colorado colleges and universities (e.g., ILOVECU,
CORAMS). According to the Committee’s website, when someone
purchases the right to use a registration number through one of its
auctions, that person retains the right to use that number on their license
plate for 3 years. The license plate number may be transferred to
another person only at the time of the initial purchase following the
auction, but may not be transferred again. They may renew the
registration number at 30 percent of the winning bid price for each 3-

year renewal period, for a total ownership period of 12 years.

The money raised through the sale of the valuable vehicle registration
numbers is used by the Committee to fund “program(s] to aid persons
with disabilities in accessing disability benefits” [Section 24-30-
2204(1), C.R.S.] or “projects or programs that study or pilot new and
innovative ideas that will lead to an improved quality of life or increased
independence for persons with disabilities” [Section 24-30-2204.5(1),
C.R.S.]. The Committee and the vehicle registration number fundraising
auction program are scheduled for repeal on September 1, 2026, and
will undergo a sunset review by the Department of Regulatory Agencies
prior to their repeal. If the Committee and auction program are repealed
as scheduled, the Registration Number Credit would effectively become
obsolete beginning in Tax Year 2027, except for taxpayers that are
carrying forward credits; the credit does not currently have a statutory

expiration or repeal date.

The General Assembly created the credit in 2013 with Senate Bill 13-
170. When the credit was created, the License Plate Auction Group
(LPAG), which was within the Governor’s Office, was responsible for
overseeing the vehicle registration number auctions and issuing
certifications for the Registration Number Credit. In 2016, House Bill
16-1362 replaced the LPAG with the Committee. The credit has

remained substantively unchanged since that time.



To claim the credit, all taxpayers are required to attach a copy of the
certification from the Committee to their income tax return. According
to Department staff, there is no specific form or format for the
certification, but it must be issued by the Committee and certify the
portion of the purchase price that exceeds the fair market value of the
registration number; certifications for registration numbers sold in 2016

or earlier years would have been issued by the LPAG.

Individuals claim the credit on Line 30 of the Individual Credit Schedule
(Form DR 0104CR), which they must attach to the Colorado Individual
Income Tax Return (Form DR 0104). C-corporations claim the credit
on Line 18 of the Credit Schedule for Corporations (Form DR
0112CR), which they must attach to the Colorado C Corporation
Income Tax Return (Form DR 0112). S corporations and partnerships
claim the credit on Line 16 of the Colorado Pass-through Entity Credit
Schedule (Form DR 0106CR), which they must attach to the Colorado
Partnership and S Corporation and Composite Nonresident Income
Tax Return (Form DR 0106). Estates and trusts claim the credit on the
“Other Credits” line (Line 11) of the Schedule G of the Colorado
Fiduciary Income Tax Return (Form DR 0105).

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not directly state the intended beneficiaries of the
Registration Number Credit. Based on the statutory language of the
credit and testimony from a witness during committee hearings for the
enacting legislation [Senate Bill 13-170], we inferred that programs
funded by the Committee are the intended beneficiaries of the credit, to
the extent that it incentivizes taxpayers to bid higher amounts for
vehicle registration numbers, since there would be more funding
available for those programs. Taxpayers who purchase motor vehicle
registration numbers for more than their fair market value through the
Committee’s auctions are also intended to benefit since they get to

reduce their income tax liability.

209

LHOdTY SHINLIANIIXA XV.L



210

CREDIT FOR PURCHASE OF UNIQUELY VALUABLE VEHICLE REGISTRATION NUMBERS

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute and the bill that created the Registration Number Credit do not
state its purpose; therefore, we could not definitively determine the
General Assembly’s original intent. Based on the operation of the credit
and testimony from a witness during committee hearings for the
enacting legislation [Senate Bill 13-170], we considered a potential
purpose: to encourage bidders to pay more for vehicle registration
numbers that the Committee sells as part of its vehicle registration
number fundraising auctions. During committee hearings, the witness
stated that he believed people would pay more for unique vehicle

registration numbers if they could get a tax benefit.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the Registration Number
Credit is meeting its purpose because no purpose is provided for it in
statute or in the bill that established it. However, we found that the
credit is not meeting the purpose we considered to conduct this

evaluation because it is rarely claimed.

Statute does not provide quantifiable performance measures for this
credit. Therefore, we created and applied the following performance
measure to determine the extent to which the credit is meeting its

potential purpose:

PERFORMANCE MEASURE: To what extent does the Registration
Number Credit encourage people to bid higher amounts for uniquely
valuable vehicle registration numbers that are part of the Committee’s

vehicle registration number fundraising auctions?

We determined that the Registration Number Credit is not encouraging
purchasers to bid higher amounts for vehicle registration numbers that
are part of the Committee’s vehicle registration number fundraising

auctions. According to Committee staff, the current Committee and its



staff were not aware of the credit and have not been issuing certificates
to purchasers of vehicle registration numbers sold through the auctions
since the Committee began operating the program in 2016. This creates
a barrier to taxpayers claiming the credit because they must include a
certification from the Committee of the amount the purchase price
exceeds the fair market value of the vehicle registration number when
they claim the credit on their tax returns. Additionally, language in the
Committee’s rules and frequently asked questions page of its website
may lead taxpayers to believe that there is uncertainty regarding the
availability of the credit by stating, “The Colorado Disability Funding
Committee has not made any representations regarding whether all or
part of a winning bid amount is eligible for a tax deduction or tax credit
under any state or federal law.” Furthermore, in Tax Year 2016, the
most recent year that taxpayers claimed the credit, only $41 in credits
were claimed, which indicates that the credit was unlikely to have had
a significant impact on the amount purchasers paid for registration

numbers.

Department data also indicate that awareness of the credit is low. In
Tax Year 2018, which is the most recent year for which we had data on
credit claims, no taxpayers claimed the Registration Number Credit.
Data for Tax Year 2017 is incomplete, but the available data indicates
that there were no claims by individuals or corporations in that year
either. In Tax Year 2016, 10 taxpayers claimed credits. From Tax Years
2013 to 2015, too few taxpayers claimed the credit to report the
number without revealing confidential taxpayer information. Although
we lacked data to break down the number of eligible purchases from
2013 through 2018 on an annual basis, during this period 27
individuals purchased numbers, indicating that many eligible taxpayers
did not claim the credit. It is also unclear whether taxpayers who
claimed the credit did so properly, since the Committee has not issued
the required certificates to taxpayers. However, in 2016 and prior years,
certificates may have been issued by the LPAG, which administered the
program from 2013 through mid-2016, and so it is possible that the
2016 claims could have come from taxpayers who carried forward

credits from prior years for which the LPAG issued certificates.
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However, due to time constraints and the low revenue impact of the
credit, we did not investigate the claims to determine whether they were

proper claims.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

The Registration Number Credit had virtually no impact on state
revenue between Tax Years 2013 and 2018. According to Department
data, there was no revenue impact in Tax Year 2018 and there did not
appear to be an impact in Tax Year 2017, although the data was
incomplete. In Tax Year 2016, 10 taxpayers claimed the Registration
Number Credit for a total state revenue impact of $41. Data for Tax
Years 2013 through 2015 are not releasable because publishing the data
could violate taxpayer confidentiality, which is required of the
Department and the Office of the State Auditor under Section 39-21-
113(4)(a), (5), and 305(2)(b), C.R.S., due to the small number of

taxpayers claiming the credit.

In addition, the credit has not had any significant economic benefits for
the State, the purchasers, or the Committee since it has not incentivized
taxpayers to bid significantly higher amounts for the vehicle registration

numbers that are part of the Committee’s fundraising auctions.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Registration Number Credit would have little to no
impact on the intended beneficiaries because it has rarely been claimed,
and Committee staff were not aware of the credit, and therefore, have
not used it to promote increased sales prices for the vehicle registration
numbers that it auctions. Committee staff reported that they do not
think that repealing the credit would reduce the sales prices of the
registration numbers that are part of its auctions since purchasers did
not appear to be aware of the credit. However, they reported that some
purchasers, particularly purchasers of registration numbers worth

thousands of dollars, have asked the Committee whether their



purchases would be eligible for a charitable contribution deduction.
Because of this interest in receiving tax benefits related to registration
purchases, Committee staff thought that promoting the credit going
forward could potentially increase sales prices and stated that the
Committee has expressed interest in promoting the credit. Therefore,
eliminating the credit could potentially have an impact on registration

number sales in the future.

Repealing the credit would not have an impact on the Committee’s
ability to conduct auctions of uniquely valuable vehicle registration
numbers because the existence of the Committee and its fundraising

auctions are not dependent on the existence of the Registration Number
Credit.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We did not identify any similar tax expenditures in other states.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We did not identify any other tax expenditures or programs with a

similar purpose available in the state.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

There were no data constraints that impacted our ability to review this

tax expenditure.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER REPEALING THE
REGISTRATION NUMBER CREDIT BECAUSE IT IS RARELY CLAIMED AND HAS
NOT BEEN EFFECTIVE AT ENCOURAGING UNIQUELY VALUABLE VEHICLE
REGISTRATION NUMBER PURCHASERS TO BID HIGHER AMOUNTS IN THE
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COMMITTEE’S AUCTIONS. As discussed, no taxpayers claimed the
Registration Number Credit in Tax Years 2017 and 2018, and in Tax
Year 2016, only 10 taxpayers claimed the credit for a total of $41.
Additionally, Committee staff reported that they were not aware of the
Registration Number Credit and therefore, the Committee had not been
issuing certificates to purchasers that certify the amount of the purchase
price that exceeds the fair market value; Committee staff also did not
believe purchasers were aware of the credit. This indicates that the
credit has not incentivized taxpayers to bid higher amounts for uniquely
valuable vehicle registration numbers that the Committee sells in its
auctions. However, Committee staff reported that now that the
Committee is aware of the credit, they believe that promoting it could
potentially increase the purchase price of some of the registration
numbers that are part of its auctions. However, it is unclear the extent

to which this would occur.

IF THE GENERAL ASSEMBLY DOES NOT REPEAL THE CREDIT, IT MAY WANT
TO CONSIDER AMENDING STATUTE TO ESTABLISH A STATUTORY PURPOSE
AND PERFORMANCE MEASURES FOR THE VEHICLE REGISTRATION NUMBER
CREDIT. As discussed, statute and the enacting legislation for the credit
do not state the credit’s purpose or provide performance measures for
evaluating its effectiveness. Therefore, to conduct our evaluation, we
considered a potential purpose for the credit: to encourage bidders to
pay more for vehicle registration numbers that the Committee sells as
part of its vehicle registration number fundraising auctions. We
identified this purpose based on the credit’s operation and witness
testimony for the enacting legislation [Senate Bill 13-170]. We also
developed a performance measure to assess the extent to which the
credit is meeting its potential purpose. However, the General Assembly
may want to clarify its intent for the credit by providing a purpose
statement and corresponding performance measure(s) in statute. This
would eliminate potential uncertainty regarding the credit’s purpose
and allow our office to more definitively assess the extent to which the

credit is accomplishing its intended goal(s).



IF THE GENERAL ASSEMBLY DOES NOT REPEAL THE CREDIT, IT COULD
CONSIDER PROVIDING CLARIFICATION ON THE METHOD THAT SHOULD BE
USED TO DETERMINE THE CREDIT AMOUNT. Currently, statute [Section
39-22-535(1), C.R.S.] provides that the credit is allowed “for twenty
percent of the portion of the purchase price that the Colorado
[Dlisability [Flunding [C]lommittee, created in section 24-30-2203,
certifies exceeds the registration number’s fair market value.” However,
establishing a fair market value for the sale of registration numbers is
challenging. First, although statute states “[The fair market value] is the
value the Colorado [D]isability [F]unding [Clommittee expects from the
sale of the registration number, not the cost of registering the vehicle,”
it does not provide a methodology for determining fair market value.
Second, United States Treasury Regulations [26 CFR 1.170A-1(c)(2)]
define fair market value as “the price at which the property would
change hands between a willing buyer and a willing seller...” which also
does not offer clear guidance for this situation. Since the Committee is
a willing seller and the taxpayers who buy the auctioned registration
numbers are willing buyers, the Federal regulations would indicate that
the final sales price is the fair market value, so the difference between
the two would be $0, which would result in a credit of $0. Since the
Committee was not aware of the credit, Committee staff reported that
it does not have a process in place for establishing fair market value and
that it would be difficult to place a fair market value on the registration
numbers besides $0 because the registration numbers only have a
monetary value because of the Committee’s exclusive right to sell them.
Therefore, the General Assembly could consider clarifying how the fair
market value should be determined or basing the credit on a more
clearly established figure, such as a specific dollar amount or a

percentage of the final purchase price.
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NONRESIDENT DISASTER RELIEF

WORKER SUBTRACTION

EVALUATION SUMMARY SEPTEMBER 2022  2022-TE35

TAX TYPE Income
YEAR ENACTED 2014
REPEAL/EXPIRATION DATE None

REVENUE IMPACT
(TAX YEAR 2018)
NUMBER OF TAXPAYERS At least 5
(TAX YEAR 2018)

At least $2,425

KEY CONCLUSION: The subtraction relieves some nonresident disaster relief workers of the burden of filing
a Colorado income tax return and, depending on their home state, may reduce their net tax liability. However,
the subtraction does not relieve regulatory burdens imposed on the employers of disaster relief workers, and
does not appear to expedite disaster response in Colorado. Additionally, the subtraction appears to be
infrequently used, and awareness of the subtraction appears to be low.

WHAT DOES THE TAX EXPENDITURE
DO?

The Nonresident Disaster Relief  Worker
Subtraction [Section 39-22-104(4)(t), C.R.S.]
exempts income earned by Colorado nonresidents
for disaster-related work performed during a
disaster period in Colorado from state income tax.
The subtraction can be claimed either (1) by the
exemption of a nonresident employee’s eligible
disaster relief wages from Colorado withholding at
the time they are paid by the employer, or (2) by a
nonresident disaster relief worker later filing a
Colorado income tax return to receive a refund for any
eligible disaster relief wages that were withheld.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

House Bill 14-1003, which established the
subtraction, provides that its purpose is “/to ensure
that the state may focus on providing a quick
response to the needs of the state and its citizens
during a declared state disaster emergency and to
reduce the regulatory burden in appreciation for
those out-of-state workers and their employers who
provide needed assistance to Colorado during
declared state disaster emergencies.”

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider
amending statute to:

= Reduce reporting requirements on employers of
nonresident disaster relief workers.

= Clarify eligibility requirements.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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NONRESIDENT DISASTER
RELIEF WORKER
SUBTRACTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Nonresident Disaster Relief Worker Subtraction [Section 39-22-
104(4)(t), C.R.S.] exempts income earned by Colorado nonresidents for
disaster-related work performed during a disaster period in Colorado

from state income tax.

Disaster-related work means “repairing, renovating, installing,
building, or rendering services that relate to infrastructure that has been
damaged, impaired, or destroyed by a declared state disaster emergency,
or, providing emergency medical, firefighting, law enforcement,
hazardous material, search and rescue, or other emergency service
related to a declared state disaster emergency” [Section 39-22-
104(4)(t)(I1)(C), C.R.S.].

A “disaster period” means a period beginning on the day the Governor
declares a disaster emergency by executive order, and ending 60 days
after the expiration of the Governor’s executive order [Section 39-22-
104(4)(t)(I[)(C), C.R.S.]. The Governor can declare a disaster
emergency for up to 30 days before having to reissue the order [Section
24-33.5-704, C.R.S]. In practice, all disaster emergencies have been
declared for at least 30 days, and some disaster declarations have been
reissued multiple times, resulting in disaster periods ranging from 60

days to over a year (for the COVID-19 pandemic).
The subtraction may be claimed in two ways:

First, an employer may exclude eligible wages of a Colorado

nonresident from Colorado income tax withholding. Provided that the



proper wages are excluded, no further action is necessary by the
employee in order to claim the subtraction. In the event that the
employee is not a Colorado resident and has no Colorado income
besides that earned performing disaster-related work during a declared
disaster period, the employee is also exempted from filing a Colorado
income tax return [Section 39-22-601(1)(a)(Il), C.R.S]. However, an
employee may still be required to pay taxes on those wages in their

home state, depending on that state’s laws.

Second, in the event that an employer withheld a portion of a Colorado
nonresident’s wages for income tax purposes and remitted them to the
State of Colorado, a nonresident disaster relief worker may claim the
subtraction by filing a Colorado income tax return and receiving a
commensurate refund from the State. On returns for Tax Year 2021,
nonresident taxpayers can claim this subtraction on line 15 of the
Subtractions from Income Schedule (Form DR 0104AD). They must
also list the executive order that declared the disaster emergency for

which they performed disaster-related work.

The subtraction was established in 2014 by House Bill 14-1003. No

changes have been made to the subtraction since it was established.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statue does not explicitly state the intended beneficiaries of the
subtraction. Based on a review of statutory language, we considered the
intended beneficiaries to be nonresident disaster relief workers who
perform disaster-related work in Colorado during a declared disaster
period and their employers. Such workers might be employees of a
larger company that operates in multiple states, such as a utility
provider or healthcare staffing agency, or could be nonresidents hired

by a local firm directly.

Between January 1, 2015 and December 31, 2020, there were 54
declared disaster emergencies in Colorado. Most disaster emergencies

(approximately 70 percent) were related to wildfires; several others
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were related to flooding, landslides, or winter weather. Additionally,
other types of disaster emergencies occurred only once during the
period, such as a cybersecurity incident, and the COVID-19 pandemic.
Exhibit 1 provides an overview of the types of disaster emergencies
declared in Colorado between January 1,2015 and December 31, 2020.

EXHIBIT 1: TYPES OF DISASTER EMERGENCIES DECLARED
IN COLORADO BETWEEN
JANUARY 1, 2015, AND DECEMBER 31, 2020

40
35
30
25
20
15

10

Fire Flooding and/or Winter Weather Other?
Landslide

SOURCE: Colorado Office of the Governor and the Colorado State Archives.
1Other types of disasters include the Gold King Mine Incident, a state agency cyber security
incident, severe drought, water supply emergency, and the COVID-19 pandemic.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

The General Assembly established the following purpose for the
subtraction in its enacting legislation (House Bill 14-1003):

“to ensure that the state may focus on providing a quick response to the
needs of the state and its citizens during a declared state disaster
emergency and to reduce the regulatory burden in appreciation for those
out-of-state workers and their employers who provide needed assistance

to Colorado during declared state disaster emergencies.”



IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We determined that the Nonresident Disaster Relief subtraction appears
to be infrequently used and has not expedited the State’s response to
declared disaster emergencies, nor has it reduced regulatory or
administrative burdens for the employers of nonresident disaster relief
workers. However, we found some evidence that the deduction has
reduced regulatory and administrative burdens for nonresident disaster

relief employees.

Statute does not provide performance measures for the subtraction.
Therefore, we created and applied the following performance measures

to determine the extent to which the subtraction is meeting its purpose.

PERFORMANCE MEASURE #1: 7o what extent has the subtraction

expedited the State’s response to declared disaster emergencies?

We did not find any evidence that this subtraction has expedited the
State’s response to declared disaster emergencies. We reached out to
several state agencies involved in disaster relief (the Colorado Office of
Emergency Management, the Colorado Division of Fire Prevention and
Control, the Coronavirus Response Section of the Colorado
Department of Public Health and Environment, and the Colorado
Department of Transportation) and learned that, in most instances,
state agencies do not hire nonresident disaster relief workers. Typically,
when state agencies require nonresident disaster relief personnel to
respond to a disaster emergency, they utilize private contractors, instead
of hiring a nonresident directly. No state agency we talked with was
aware of an instance in which this subtraction expedited their, or their
contractor’s, response to a disaster emergency. One agency noted that
they had struggled with staffing some permanent positions and would
have used nonresidents, but were unable to do so because Article XII,
Section 13, Part 6 of the Colorado Constitution requires that permanent
employees reside in Colorado (except for positions within 30 miles of
the state border).
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We were able to contact two companies that have been contracted with
by the State to provide debris removal service after wildfires. Neither
company reported having used Colorado’s subtraction. However, one
contractor did indicate that they believed the subtraction would provide
a meaningful benefit to their employees and their organization’s ability
to leverage an out-of-state workforce to respond to disasters in

Colorado in the future.

We also found the subtraction did not expedite disaster relief by non-
state entities. We reached out to four Colorado utility providers to learn
whether the subtraction has been utilized by their nonresident
employees while repairing their infrastructure following a disaster
emergency in Colorado; four Colorado hospital systems to learn
whether the subtraction was utilized as they responded to the
coronavirus pandemic; and two federal agencies involved in responding
to wildland fires in Colorado to learn whether the subtraction was used
to expedite their wildfire response. Many of the organizations we
reached out to were unfamiliar with the subtraction and several
reported that their employees were likely unfamiliar with the
subtraction as well. Only one utility company reported that they had
exempted their nonresident disaster relief employees from Colorado
withholding in the past. Another utility company reported familiarity
with the subtraction, but said they had never employed nonresidents to
do disaster-related work in Colorado. There may be other organizations
in the State that have used the subtraction that we did not identify, but
it does not appear to be widely used. Therefore, we find it unlikely that
this subtraction has significantly expedited disaster relief in Colorado,

either by the State or other entities.

PERFORMANCE MEASURE #2: To what extent has the subtraction
reduced regulatory or administrative burdens for disaster relief workers

and their employers?

We found some evidence that the subtraction has reduced regulatory or
administrative burdens on nonresident disaster relief workers, but no

evidence that it has reduced regulatory and administrative burdens on



their employers. Additionally, due to its limited use, it appears that few

employees and employers have benefited from it.

The subtraction can potentially reduce regulatory or administrative
burdens for nonresident-disaster relief workers in two ways. First, the
subtraction grants qualifying workers an exemption from filing a
Colorado income tax return if their sole Colorado income was from
qualified disaster relief work. This could provide a meaningful benefit
to a nonresident worker who only worked in Colorado for a limited
time and could reduce their overall tax liability depending on the tax
laws of their home state. However, the extent to which this benefit is
used by nonresident disaster relief workers may be limited, because,
based on our conversations with employers about the subtraction, it is
unlikely that many employers have exempted their nonresident
employees’ eligible wages from Colorado income tax withholding.
Consequently, it appears that many nonresident disaster relief workers
would still have to file a Colorado return to receive a refund for the
wages their employer withheld, but only five employees did so in Tax

Year 2018, the most recent year with available data.

Second, the subtraction could also benefit qualifying employees whose
employers would not otherwise properly withhold wages when the
employee works in Colorado. We encountered several employers who
reported that they did not have the means to track when their employees
performed work outside of their home state for a brief period of time.
Therefore, prior to the subtraction, some employers of non-resident
disaster relief workers may not have been in compliance with Section
39-22-604(3)(a), C.R.S., which requires employers to withhold taxes
for all eligible wages paid to Colorado employees. For any nonresident
disaster relief workers whose employers were not in compliance with
Colorado law, the subtraction relieves the employee of the burden of

filing and paying Colorado income tax themselves.

Additionally, we found that the subtraction does not fully eliminate
regulatory and administrative burdens for employers of nonresidents

performing disaster-related work in Colorado, because employers are
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still required by Department of Revenue Rule 39-22-604(8)(b) to file
W-2s (tax forms showing the individual earnings of each employee)
with the Colorado Department of Revenue (Department) for all
employees who perform work in Colorado. Consequently, employers
must still track which part of a nonresident’s earnings are attributable
to their work in Colorado in order to fulfill their reporting requirements
to the Department. One respondent noted that the payroll office would
not necessarily be informed that an employee was performing work in
Colorado, instead of their home state, in time for an adjustment of that
employee’s withholdings. Therefore, it appears that some employers
may not be in compliance with reporting requirements and would not
have withheld wages for Colorado income tax purposes regardless of
the exemption.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

As previously noted, the subtraction can be claimed either by a
nonresident disaster relief worker filing a Colorado income tax return
for wages that were withheld, or by an employer who exempts the
eligible wages of a Colorado nonresident employee from Colorado
withholding at the time they are paid. We were unable to quantify the
total revenue impact of the subtraction to the State, because no data
exists showing the extent to which the subtraction has been claimed by
employers exempting nonresident employees’ wages from Colorado
withholding. However, we did obtain data on the extent to which
individual disaster relief workers whose employers withheld Colorado
income taxes on their behalf have retroactively claimed the subtraction
by filing a Colorado income tax return. According to Department data,
in Tax Year 2018, $2,425 was claimed by five employees for the
Nonresident Disaster Relief Worker Subtraction. Given that Colorado’s
income tax rate was 4.63 percent in 2018, this amounts to
approximately $52,400 in wages that were not subject to income tax.
In 2015 and 2016, the only other years for which data is available, no

amount was claimed by any persons.



Further, we encountered several employers who told us that they did
not have a means by which to track whether an employee worked for a
short period of time outside of their home state, indicating that in the
absence of the subtraction, it is likely that some employers would still
not collect Colorado withholding on wages for work in Colorado, and

consequently, there would likely be no gain in the State’s revenue.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Based on the Department data we reviewed and our stakeholder
outreach, the subtraction appears to be infrequently used.
Consequently, elimination of the subtraction would have little impact

on most nonresident disaster relief workers or their employers.

To the extent to which the subtraction is used by nonresident disaster
relief workers, the elimination of the subtraction could affect their net
tax liabilities, depending on their home state’s tax rates and laws related
to out-of-state income. We found that among the other 40 states that
levy an individual income tax on wages, all 40 states tax income earned
by their residents in other states, and all 40 states offer a credit for
income tax paid to another state (usually not to exceed the tax liability
for that income if it had been earned in the resident’s home state).
Therefore, if a nonresident disaster relief worker is a resident of a state
with an income tax rate equal to or greater than Colorado’s, they would
generally derive no net benefit from Colorado’s subtraction, since any
savings in Colorado would be offset by a greater tax liability in their
home state. A nonresident disaster relief worker would only incur a net
cost from the elimination of Colorado’s subtraction if their income tax
rate in their home state is less than Colorado’s income tax rate, or if
their home state did not levy an income tax on wages. Eight states levy
an income tax rate greater than Colorado’s (4.55 percent) for all
taxpayers, and 26 levy an income tax that may be greater or less than
Colorado’s, depending on the taxable income of each taxpayer. In the
remaining 15 states, the income tax rates are less than Colorado’s for
all taxpayers (including 9 states that do not levy a tax on individual

income from wages). Exhibit 2 provides an overview of the states that
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have a lower or higher income tax rate than Colorado’s and would, in
turn, lead to a resident of that state incurring a net tax benefit or no net

tax benefit, respectively.

EXHIBIT 2: STATE INCOME TAX
RATES COMPARED TO COLORADO

No income tax on wages Bl [ncome tax race is less than Colorado (4.55% Income Tax Rate)
Colorado’s for all taxpayers

HE [ncome rax rate higher or Hl [ncome tax rate is higher than
lower than Colorado’s, Colorado’s for all taxpayers
depending on taxpayer

SOURCE: Office of the State Auditor analysis of information provided by
Bloomberg BNA.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We identified at least 17 states that offer an exemption from their state’s
income tax to nonresidents who came to the state to respond to a
disaster and nine states that do not levy an income tax on wages. We
also identified one other state that exempted wages from all
nonresidents for the first 60 days a nonresident worked in the state.
Therefore, in at least 27 other states, nonresidents are not taxed for their
immediate response to a disaster emergency.



ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We did not identify any similar programs or expenditures in Colorado.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We were unable to definitively determine the extent to which the
subtraction has been used, because the extent to which employers
exclude eligible nonresident disaster relief wages from Colorado
withholding is not reported to the Department. This data constraint
could be remedied by requiring employers who exempt their employees’
wages from Colorado withholding to report such exclusions to the
Department. However, this could require significant resources from the
Department to implement and enforce, and could place an additional
burden on employers (see the Tax Expenditures Overview section of the
Oftice of the State Auditor’s Tax Expenditures Compilation Report for
additional details on the limitations of Department of Revenue data and

the potential costs of addressing the limitations).

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO REDUCE REPORTING REQUIREMENTS ON EMPLOYERS OF NONRESIDENT
DISASTER RELIEF WORKERS. As discussed, we found that the subtraction
does not fully eliminate regulatory and administrative burdens on the
employers of nonresident disaster relief workers because employers are
still subject to the State’s wage reporting requirements. Specifically,
employers in Colorado are required to report the amount of wages they
have paid each employee to the Department via an annual transmittal
of employees’ W-2s [Rule 39-22-604(8)(b)]. The rule does not prescribe
an exemption for the W-2s of employees who qualify for the
subtraction, which may impose a burden on an employer who normally
does not operate in Colorado (and who is not familiar with reporting
to Colorado), or from an employer that would not ordinarily think they

were required to file a W-2 for an employee for which no Colorado
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income tax was withheld. Further, although employers in Colorado are
required to apply for and maintain an active wage withholding account
with the Department [Rule 39-22-604)(4)(a)], it is not clear whether
this is required if an employer in Colorado uses the subtraction to
exclude all wages they pay from Colorado withholding. Therefore, the
General Assembly could consider amending statute to clarify that non-
Colorado employers are not required to adhere to any reporting
regulations with the Department if their sole activities in Colorado are
the employment of nonresident disaster relief workers, and exempt all
employers in Colorado from reporting the wages paid to nonresident

employees whose sole work in Colorado was eligible disaster relief.

THE GENERAL ASSEMBLY MAY WANT TO AMEND STATUTE TO CLARIFY
ELIGIBLY REQUIREMENTS FOR THE SUBTRACTION. Currently, statute
indicates that employers are not required to withhold any amount of
disaster relief wages “if the employee’s withholding certificate indicates
that the compensation is eligible [for the nonresident disaster relief
worker subtraction]” (Section 39-22-604(19), C.R.S.) An employee’s
withholding certificate is the certificate the employee files with their
employer at the outset of their employment, and is used to determine
the amount that should be withheld from their wages. IRS Form W-4 is
the primary withholding certificate used in Colorado, although
employees may optionally file the Colorado Withholding Employee
Certificate (Form DR 0004) as well. It is not clear what an employer
would gain by referencing this certificate when determining an
employee’s eligibility for the subtraction; according to the Department,
no part of the withholding certificate indicates whether an employee is
eligible for the subtraction, and the address an employee has provided
may not be their residence and thus, should not be used to determine an
employee’s residency. Therefore, the General Assembly may want to
amend statute to remove language indicating that the determination of
an employee’s eligibility for the subtraction be based on the employee
withholding certificate, and instead allow employers to rely on the
eligibility criteria already established in Section 39-22-104(4)(t)(I),
C.R.S.



DUAL RESIDENT TRUST

TAX CREDIT

EVALUATION SUMMARY JULY 2022 2022-TE26

REVENUE IMPACT
(TAX YEAR 2018)

TAX TYPE Income

$358,400
YEAR ENACTED 2006

REPEAL/EXPIRATION DATE  None NUMBER OF TAXPAYERS 535

KEY CONCLUSION: The credit is meeting its purpose to some extent because trust administrators and
dual resident trusts in Colorado appear to be aware of it and are using it to partially offset the additional
income tax burden they may face as residents of multiple states. However, relatively few taxpayers claimed
the credit in recent years and the credit does not completely offset the additional taxes dual resident trusts
may have in the state, which may discourage trusts from using a Colorado trust administrator.

WHAT DOES THE TAX EXPENDITURE
DO?

The Dual Resident Trust Credit [Section 39-22-
108.5, C.R.S.] allows a trust that is a resident of
another state and became a resident of Colorado
after May 235, 2006, and is subject to income taxes
in both states, by virtue of dual residency, to claim
a credit on their income tax. This income tax credit
offsets the Colorado income tax liability for the
portion of the trust income that is subject to income
taxes in both states.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

Statute does not explicitly state the purpose of this
tax expenditure; therefore, we could not definitively
determine the General Assembly's original intent.
Based on our review of the bill’s fiscal note,
legislative history, and operation, we considered a
potential purpose: to reduce the tax disincentive for
trusts with residency in other states to use trust
administrators located in Colorado. In general, trust
administrators advise individuals to create trusts in
states without income tax or with the lowest tax
burden possible, so that the trust income can be
maximized.

The General Assembly may want to consider
amending statute to establish a statutory purpose
and performance measures for the dual resident
trust tax credit.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
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DUAL RESIDENT TRUST
CREDIT

EVALUATION RESULTS
WHAT IS THE TAX EXPENDITURE?

A trust is a legal instrument that holds real or personal property for the
benefit of certain people or for a specified purpose. For example, a
person might put money and other property into a trust for their
children or grandchildren to benefit from after their death or once they
reach a certain age. Many different terms are used to describe the
different people and roles that can be involved in a trust. Below, we

outline common trust terms and their definitions:

= Grantor, settlor, or trustor—the person, persons, or entity who set

up a trust.

= Administrator, executor, or trustee—the person or entity who

manages the assets in the trust.

= Beneficiary (beneficiaries)—the person or persons who receive
beneficial enjoyment of the trust’s assets according to the trust’s

provisions.

Unlike individuals, who may owe income tax in multiple states due to
business dealings or income from work in multiple states, but can
generally only be domiciled in one state at a time, trusts can have
residency, and therefore owe income tax, in multiple states. Colorado
determines trusts’ residency based on the location of the trust
administrator. However, in other states, other characteristics—or a
combination of factors—can classify a trust as a resident. Most states
tax trusts based on the following factors: 1) residency of the trustor, 2)
residency of the trustee or trust administrator, and 3) residency of the
beneficiary. This inconsistency across states can cause trusts to be

considered residents by multiple states. For example, a trust



administered in Colorado that has a beneficiary who is a resident of a
state that bases trusts’ residency on the residency of their beneficiaries

could be considered a resident in both states.

The Dual Resident Trust Credit [Section 39-22-108.5, C.R.S.] allows a
trust that is a resident of another state or states and becomes a Colorado
resident and is, therefore, subject to income taxes in multiple states, by
virtue of dual residency, to claim a credit on its income tax. This income
tax credit offsets the Colorado income tax liability for a portion of the
trust income that is subject to income taxes in both states. The credit is

only available for trusts that became residents of Colorado after May
25,2006.

This credit was created in 2006 by Senate Bill 06-211, and it has
remained unchanged ever since. To take this credit, dual resident trusts
must submit to the Department of Revenue (Department) their
Colorado Fiduciary Income Tax Return (Form DR 0105), a copy of
their tax return for the other state(s), and their Schedule G, Fiduciary
Credit Schedule.

The credit amount is equal to the Colorado income tax imposed on the
portion of the trust’s income that is subject to tax in both Colorado and
the other state, multiplied by a percentage equal to the other state’s
income tax rate for the income tax year, divided by the sum of the
income tax rates of Colorado and the other state for the income tax

year. The following illustrates the calculation:

Credit =

Colorado income tax imposed on
the portion of the trust’s income
that is subject to tax in Colorado
and another state.

Other state income tax rate for
the income tax year.

The sum of the income tax rates
=~ of Colorado and the other state
for the income tax year.
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For example, Trust A has a taxable income of $100,000 that is taxable
in both Colorado and another state. The tax in Colorado is $4,550
(4.55 percent) and the tax in the other state, is $6,400 (6.4 percent).
The dual resident trust credit will be $2,659 [$4,550 x (6.4/10.95)].

If the credit amount is computed using more than one other state, the
percentage used is equal to the combined total of all the other states’
income tax rates for the income tax year divided by the combined
income tax rates of Colorado and the other states for the income tax

year.

For example, Trust B has a taxable income of $100,000 that is taxable
in three states. The tax in Colorado is $4,550 (4.55 percent), the tax in
the first other state is $5,000 (5 percent) and the tax in second other
state is $6,400 (6.4 percent). The dual resident tax credit will be $3,252
[$4,550 x (11.4/15.95)].

Because the tax credit only reduces a portion of the trusts’ liability in
Colorado, to the extent that the trusts paid taxes in other states, trusts
get a smaller credit than their tax liability in Colorado or in any other

state and must still pay some income tax in Colorado.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not specifically identify the intended beneficiaries of this
expenditure. Based on the expenditure’s statutory language, Colorado’s
tax structure, and stakeholder feedback, we inferred that the intended
beneficiaries of this credit are primarily trusts with residency in other
states that use a trust administrator in Colorado and are, therefore,
liable for trust income tax in at least two states. This can happen, for
example, because the beneficiaries live in another state but the trustor
wants to use a trust company in Colorado or because the interested
parties started a trust in another state, move to Colorado, and want
their trust administration to be in Colorado as well. Trust companies in
Colorado are also indirect beneficiaries since they are more likely to get

trusts to move their administration from out of state if they do not have



to pay the full tax in Colorado as well as in the state where they

originate.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state the purpose of this tax expenditure;
therefore, we could not definitively determine the General Assembly's
original intent. Based on our review of the enacting bill’s fiscal note,
legislative history, and operation we considered a potential purpose: to
reduce the tax disincentive for trusts with residency in other states to
use trust administrators located in Colorado. Specifically, if a trustor
moved the administration of a trust already established as a resident of
another state to Colorado, the trust would be considered a resident of
Colorado and potentially the other state as well, which could subject
the trust to double taxation, increase the trust’s overall tax burden, and
discourage trusts from wusing Colorado trust companies as
administrators. Therefore, the credit appears to have been intended to

partially offset this additional tax burden.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the Dual Resident Trust
Tax Credit is meeting its purpose because no purpose is provided for it
in statute or in its enacting legislation. We determined that the tax
expenditure is accomplishing the potential purpose we considered to
conduct this evaluation to some extent since taxpayers are aware of it
and using it as intended to reduce the amount of double taxation on
trusts with residency in more than one state. However, because the
credit does not completely offset Colorado income tax, some trusts

continue to avoid using Colorado trust administrators.

Statute does not provide quantifiable performance measures for this
credit; therefore, we created and applied the following performance
measures to determine the extent to which the credit is meeting its

potential purpose.
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PERFORMANCE MEASURE 1: To what extent are dual resident trusts in

Colorado using the credit to reduce double taxation?

RESULT: Based on data provided by the Department, 27 and 55 trusts
claimed the credit in Tax Years 2016 and 2018, respectively. The
Department did not have data available for Tax Year 2017. The
stakeholders we contacted were aware of the credit and indicated that
trusts are typically administered by trust administrators with expertise
in the tax treatment of trusts across states and are likely to be aware of
the credit. Furthermore, Department guidance and tax forms provide
clear notice of the availability of the credit and instructions for how to
calculate and claim it. Therefore, it appears that eligible trusts are likely
to claim the credit. However, we did not identify adequate sources of
data to reliably determine the total number of potentially eligible trusts.
Therefore, we cannot determine what percentage of eligible trusts
claimed the credit.

PERFORMANCE MEASURE 2: To what extent has this tax credit helped
reduce the disincentive for trusts to use Colorado trust administrators

and, therefore, helped trust companies in the State?

RESULT: Based on conversations with Colorado-based trust
administration companies, we found that the credit likely helps reduce
the disincentive trustors have for moving a trust to Colorado, although
some dual resident trusts continue to avoid administration in Colorado
in order to avoid the increased tax. One trust administrator in Colorado
reported that without this tax credit they would not have any out-of-
state business and, moreover, once this credit was implemented,
Colorado trust companies could tell their potential customers that they
would have an income tax increase, but also a credit for a portion of
that increase. However, another trust administrator stated that since
Colorado’s credit does not completely offset Colorado income tax, as a
fiduciary, they would generally recommend that a trust be administered
in a state without income tax or remain in the state it is currently in if

a trust faces double taxation by moving its administration to Colorado.



Further, the administrator indicated that it is not fiscally responsible to
increase a trust’s tax rate just so that a company in Colorado can
administer the trust if the trust did not otherwise have to pay income
tax in Colorado. Another trust company indicated that it maintains a
separate branch in Wyoming, a state without any income tax, and often
advises trusts considering moving their administration to Colorado to
use this branch instead of the Colorado branch to avoid Colorado’s
income tax. Therefore, it appears that although the credit may
encourage some trusts to use Colorado trust administrators, because the
credit does not completely eliminate the potential for double taxation

of trusts, some trusts continue to avoid administration in Colorado.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

Based on Department data, beneficiaries of the credit saved $164,200
in Tax Year 2016 (about $6,100 per taxpayer) and $358,400 in Tax
Year 2018 (about $6,500 per taxpayer). The State incurred a direct
revenue loss of the same amounts. However, the revenue impact to the
State may be offset to the extent that the credit encourages trusts to be
administered in Colorado when they would have otherwise used
administrators in other states. This is the case since the credit reduces,

but does not eliminate, beneficiaries’ Colorado income tax liability.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If this credit were eliminated, dual resident trusts currently benefitting
from the credit would see an increase in their Colorado tax liability.
Based on our review of Department data, trusts that took the credit
during the 2018 tax year had an average Colorado taxable income of
$217,700 and a total Colorado tax liability of $10,100, before applying
the average $6,500 credit. Thus, on average, the credit provides about
a 65 percent reduction in Colorado income tax for dual resident trusts
that would no longer be available if the credit was eliminated. This tax

increase could cause some dual resident trusts to move their
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administration out of Colorado and may act as a disincentive for trusts
that are currently administered in other states from moving
administration to Colorado. According to stakeholders, trusts and trust
administrators are typically sensitive to states’ tax treatment and usually
attempt to establish residency in states with the most favorable tax
treatment possible, while also meeting the needs of the trust. Therefore,
Colorado trust administrators would likely see a decrease in business

from dual resident trusts if the credit was eliminated.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Of the 42 other states that impose income taxes, including the District
of Columbia, 38 offer a credit for income taxes paid by a trust in
another state. However, in most states, the credit for income taxes paid
in another state is solely available to resident trusts, does not allow for
trusts being dual residents, and does not offer any tax credit for dual
residency. Only four other states offer a dual resident income tax credit,

like the one in Colorado: Arizona, Indiana, Oregon, and Virginia.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

The Credit for Taxes Paid to Other States [Section 39-22-108, C.R.S.]
allows Colorado residents filing as individuals, estates, or trusts to claim
a credit to offset their Colorado income tax liability in proportion to
the amount of their income that was earned in and taxed in another

state. Residents can claim the lesser of:
= The amount of tax paid in the other state(s); or

= A prorated share of the resident’s income earned in the other state

compared to the resident’s Colorado income tax.

Although Colorado trusts are eligible for this credit, they cannot claim
it in the same tax year in which they claim the Dual Resident Trust
Credit.



WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not identify any data constraints during our evaluation of the

credit.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE DUAL RESIDENT TRUST TAX CREDIT. As discussed, statute and the
enacting legislation for the credit do not state the credit’s purpose or
provide performance measures for evaluating its effectiveness.
Therefore, for the purposes of our evaluation, we considered a potential
purpose for the credit: to reduce the tax disincentive for trusts with
residency in other states to use trust administrators located in Colorado.
We also developed performance measures to assess the extent to which
it is meeting its potential purpose. However, the General Assembly may
want to clarify its intent for the credit by providing a purpose statement
and corresponding performance measure(s) in statute. This would
eliminate potential uncertainty regarding the credit’s purpose and allow
our office to more definitively assess the extent to which the credit is

accomplishing its intended goals.
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EXONERATED PERSONS

DEDUCTION

EVALUATION SUMMARY  JULY 2022 2022-TE31

TAX TYPE Income
YEAR ENACTED 2013
REPEAL/EXPIRATION DATE None

REVENUE IMPACT Too few taxpayers to report
(TAX YEAR 2021)
NUMBER OF TAXPAYERS — Too few taxpayers to report
(TAX YEAR 2021)

KEY CONCLUSION: Changes to federal law exempting compensation awarded to wrongfully
incarcerated persons from taxable income have made the Exonerated Persons Deduction largely
redundant. However, the deduction still provides a benefit to any immediate family members who
receive compensation for an exonerated, deceased relative.

WHAT DOES THE TAX EXPENDITURE
DO?

The Exonerated Persons Deduction [Section 39-22-
104(4)(q), C.R.S.] allows taxpayers to deduct any
compensation received from the State resulting from
their, or an immediate family member’s, wrongful
incarceration pursuant to the Compensation for
Certain Exonerated Persons Act (the Act) [Section
13-65-101, et seq., C.R.S.], from their Colorado

income.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

Statute does not explicitly state a purpose for the
Exonerated Persons Deduction; therefore, we could
not definitively determine the General Assembly’s
original intent. Instead, we considered a potential
purpose for the deduction: to exclude the State’s
compensation for exonerated persons from the

Colorado income tax base.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider
amending statute to establish a statutory purpose
and performance measures for the Exonerated

Persons Deduction.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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EXONERATED PERSONS
DEDUCTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Exonerated Persons Deduction [Section 39-22-104(4)(q), C.R.S.]
allows taxpayers to deduct from their Colorado taxable income any
compensation received pursuant to the Compensation for Certain
Exonerated Persons Act (Act) [Section 13-65-101, et seq., C.R.S.] as a
result of their, or an immediate family member’s, wrongful
incarceration. The Act was passed in 2013, and created a program by
which persons exonerated of a Colorado felony (or what would have
been a felony for an adult if the delinquent was convicted as a minor)
in Colorado can file a civil claim in state district court to receive
compensation for their wrongful incarceration. In the event that an
eligible exonerated person is deceased, the Act also allows their

immediate family members to petition the court for compensation.

In order to receive compensation pursuant to the Act, a petitioner must
demonstrate the exonerated person’s “actual innocence” of the crime
for which they were wrongfully incarcerated. Actual innocence
represents a higher legal standard than what must be met for a person
to be exonerated; for instance, a person could be exonerated if a court
found insufficient evidence, legal error, or other reasons to overturn
their conviction, but not found actually innocent if they could not
provide reliable evidence of being factually innocent of the crime. If the
district court decides in favor of a petitioner’s claim, then they are

awarded compensation as follows:

e $70,000 per year the petitioner was incarcerated for the felony for

which they have been exonerated



e $50,000 additionally per year the petitioner was sentenced to

execution

e $25,000 additionally per year the claimant served on parole,
probation, or as a registered sex offender after a period of
incarceration as a result of the felony for which they have been

exonerated

e Additionally, a petitioner may be compensated for: any fine, penalty,
court costs, or restitution imposed and paid by the exonerated
person as a result of their wrongful conviction; child support
payments owed by the exonerated person that became due during
their incarceration; and reasonable attorney fees for bringing a claim
for compensation. However, statute [Section 39-22-104(4)(q),
C.R.S.] does not allow attorney fees awarded to be deducted as part
of the Exonerated Persons Deduction. Also, if the exonerated
individual was incarcerated for at least 3 years, they and their
children who were adopted or conceived prior to that individual’s
incarceration are eligible to receive full tuition waivers at Colorado

public institutions of higher education.

The State Court Administrator’s Office (SCAO) is responsible for
disbursing the compensation, and pays the exonerated person’s award
in annual installments of $100,000, adjusted annually for inflation,
until the balance of their compensation is depleted. After the first annual
payment, the exonerated person may elect to receive the remaining
balance of their compensation in one lump sum. In order to receive
funds after the first annual installment, the exonerated person must
provide evidence of completing a recognized personal financial
management course. Additionally, recipients must provide evidence of
acquiring and committing to maintain a qualified health insurance plan

or incur a financial penalty.

The deduction was established as part of the Act in 2013 by House Bill
13-1230. No changes have been made to the deduction since. If a

taxpayer had included their exonerated persons compensation in their
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federal taxable income, they could deduct the compensation on Line 18,
“Other subtractions, explain below,” of Form DR 0104AD in order to
exclude it from their Colorado taxable income. When the deduction was
established in 2013, compensation granted to wrongfully incarcerated
individuals was not excludable from federal income tax. However, in
2015, 26 USC 139F was added to the U.S. Code, which created an
exclusion from federal taxable income for compensation received by an
individual for their own wrongful incarceration, which has remained in
effect since. Because Colorado uses federal taxable income as the
starting point for calculating state taxable income, this federal change
results in compensation received by an individual for their wrongful
incarceration being automatically excluded from Colorado taxable

income as well as if they exclude it from their federal taxable income.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Individuals who are found to be actually innocent, or their immediate
family members, are the intended beneficiaries of the deduction. Since
2013, the year the Act was established, three individuals have been
awarded compensation under the Act and were eligible for the
deduction, to the extent they included the compensation in their federal

taxable income.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute does not explicitly state a purpose for the Exonerated Persons
Deduction; therefore, we could not definitively determine the General
Assembly’s original intent. Instead, we considered a potential purpose
for the deduction: to exclude the State’s compensation for exonerated

persons from the Colorado income tax base.

We based this potential purpose on a review of existing Colorado
statute and after conducting a review of legislative testimony presented
during the Act’s passage. We found that the compensation provided by

the Act created a novel form of income, for which existing Colorado



statute did not address the taxability. Legislative testimony indicated
that, while the sponsors of House Bill 13-1230 calculated the average
wages of a Coloradan between 45 and 50 years of age when they
determined the amount of compensation provided in the Act, they did
not intend for the compensation to recoup lost wages, but rather to be
inclusive of other additional damages, such as the pain and suffering
inflicted by wrongful incarceration, and to provide general welfare and
support to formerly incarcerated people who have few resources upon
their release. We therefore concluded that the General Assembly
considered the compensation under the Act to be distinct from other—

taxable—types of income.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the Exonerated Persons
Deduction is meeting its purpose because no purpose is provided for it
in statute or enacting legislation. However, we found that the deduction
is likely meeting the potential purpose that we considered for the

purposes of this evaluation.

Statute and the deduction’s enacting legislation do not provide
performance measures; therefore, we created the following performance

measure to evaluate its effectiveness in meeting its potential purpose.

PERFORMANCE MEASURE: 7o what extent are eligible taxpayers aware
of and using the deduction?

Since the Act was passed in 2013, the State has paid a total of
$3,216,690 in compensation to three exonerated individuals. The
SCAOQ does not provide recipients with any information or guidance on
the tax treatment of their awards; recipients are responsible for
determining the correct tax treatment for their compensation. We
searched GenTax, the Department of Revenue’s tax return processing
and information system, for the income tax returns of the three

individuals who had received exonerated persons compensation
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pursuant to the Act in order to determine whether eligible taxpayers are
aware of and using the deduction. However, too few eligible taxpayers
claimed the deduction for us to report the number who did not pay tax
on their exonerated compensation awards without revealing

confidential taxpayer information.

The extent to which Colorado’s deduction is utilized may be influenced
by the changes to federal law passed in 2015. Specifically, 26 USC 139F,
which was created in 2015 by Public Law 114-113, establishes an
exclusion from federal gross income for any “civil damages, restitution,
or other monetary award” relating to the wrongful incarceration of a
wrongfully incarcerated individual. Because federal taxable income is
the basis for which Colorado taxable income is determined, all
compensation for wrongful incarceration to wrongfully incarcerated
individuals is also exempt from Colorado income tax (26 USC 139F
applied retroactively to all tax years, including years since the
Exonerated Persons Deduction was passed). It is therefore possible that
exonerated persons receiving compensation from Colorado have
excluded their compensation from their Colorado taxable income as a
result of excluding it on their federal taxable income, instead of by using
Colorado’s deduction. However, due to taxpayer confidentiality
requirements, we are unable to report on the extent to which this

occurred.

Although the deduction is largely duplicated by the federal exclusion
under 26 USC 139F, it may serve to clarify the intended treatment of
compensation awarded under the Act and would prevent this income
from being taxed if federal law changed to no longer allow the
exclusion. Further, the federal exclusion does not apply to
compensation received by immediate family members who file a claim
in the event the exonerated person is deceased, while Colorado’s
deduction does include compensation to immediate family members.
While no compensation has yet been paid to immediate family members
of exonerated persons, the deduction would prevent this income from
being taxed if such an award is made in the future.



WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

Due to taxpayer confidentiality requirements, we are unable to report
whether exonerated persons in Colorado utilized Colorado’s deduction
for the compensation they received, or whether they utilized the federal
exclusion under 26 USC 139F, to exclude that compensation from their
federal and Colorado taxable income. Regardless of whether
Colorado’s deduction or the federal exclusion was used, the ultimate
impact on Colorado’s revenue is the same: Colorado income tax is not
levied on compensation granted to exonerated persons. Given that the
State has paid exonerated persons a total of $3.2 million since the Act
was established, the forgone income tax revenue equates to roughly
$150,000 in total, or about $19,000 each year since the Act was
established. However, this cost is only attributable to Colorado’s
deduction to the extent that taxpayers utilized Colorado’s deduction,
instead of the federal exclusion under 26 USC 139F. Therefore, these
figures represent the maximum possible revenue impact of the
deduction, while the actual amount specifically attributable to the

deduction may be less.

Additionally, the Exonerated Persons Deduction allows for the
deduction of compensation for the immediate family members of an
exonerated person, in the event that the exonerated person is deceased.
That compensation is not excluded by 26 USC 139F, and therefore,
allowing a state-level deduction for it could have a revenue impact to
the State. However, according to SCAO records, no immediate family
members of exonerated persons have been awarded compensation since

the Act was passed.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating this deduction would likely have no impact on exonerated
persons who currently receive compensation from the State themselves,
as their compensation can be excluded from their federal taxable

income by 26 USC 139F, which automatically excludes the income from
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their Colorado taxable income. However, if this deduction were
eliminated and immediate family members of an exonerated person
receive compensation from the State in the future, they would have to
pay Colorado income tax on the compensation they receive, since
federal law does not permit an exclusion for family members of the

exonerated person.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

According to the Innocence Project, a national nonprofit that works to
exonerate wrongfully convicted persons, 37 other states, the District of
Columbia, and the federal government all have laws granting
compensation to exonerated persons. The amount of compensation,
eligibility requirements, and procedure to claim compensation vary

among these jurisdictions.

Although we did not identify a source of comprehensive information on
these states’ tax treatment of compensation awarded to exonerated
persons, we reviewed the laws of a sample of six states of similar
population to Colorado that grant compensation to exonerated
persons—Alabama, Minnesota, Wisconsin, Maryland, Missouri, and
Indiana. We were not able to find a state-level tax expenditure
excluding such compensation from state income taxes in any of these
six states. However, of the 37 states that award compensation to
exonerated persons, 32 states link their taxable income to either federal
adjusted gross income or federal taxable income, only tax dividend and
interest income, or do not have an income tax. Therefore, compensation
paid for wrongful incarceration in those states likely would not be

subject to tax. However, we were unable to verify whether any states
excluded 26 USC 139F from their conformity of the U.S. Code.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

As previously noted, 26 USC 139F allows Colorado taxpayers to
exclude compensation they received for their wrongful incarceration

from their federal and state taxable income. This provision applies to



recipients of compensation from Colorado pursuant to the Act, and also
applies to any Colorado taxpayer who receives compensation for their

wrongful incarceration from the federal government or another state.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not encounter any significant data constraints while evaluating
this tax expenditure.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE EXONERATED PERSONS DEDUCTION. As discussed, statute and the
enacting legislation for the deduction do not state the deduction’s
purpose or provide performance measures for evaluating its
effectiveness. Therefore, for the purposes of our evaluation, we
considered a potential purpose for the deduction: to exclude the State’s
compensation for exonerated persons from the Colorado income tax
base. We identified this purpose based on our review of other relevant
Colorado statutes and legislative testimony from the passage of House
Bill 13-1230. We also considered a performance measure: to what
extent are eligible taxpayers aware of and using the deduction? The
General Assembly may want to clarify its intent for the deduction by
providing a purpose statement and corresponding performance
measure(s) in statute. This would eliminate potential uncertainty
regarding the deduction’s purpose and allow our office to more
definitively assess the extent to which the deduction is accomplishing its

intended goal(s).
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FIRST-TIME HOME BUYER SAVINGS

@SA

TAX TYPE Income
YEAR ENACTED 2016
REPEAL/EXPIRATION DATE  None

ACCOUNT DEDUCTION

EVALUATION SUMMARY JULY 2022 2022-TE32

REVENUE IMPACT $1,942
(TAX YEAR 2018)
NUMBER OF TAXPAYERS 4

KEY CONCLUSION: The First-Time Home Buyer Savings Account Income Tax Deduction is not
meeting its purpose of encouraging savings for the first-time purchase of a home because it has been
used by few taxpayers and provides a small tax benefit.

WHAT DOES THE TAX EXPENDITURE
DO?

The First-Time Home Buyer Savings Account
Deduction [Sections 39-22-4704 and 104(4)(w)(I),
C.R.S.] allows taxpayers who set up a savings
account to set aside money for a down payment
and/or closing costs of a home to deduct the interest
earned on that account from their income.
Taxpayers are limited to contributing $14,000 per
year as individuals or $28,000 per year for account
holders who file taxes jointly, up to a maximum
total contribution of $50,000. The account can earn
interest, tax free, up to the point when there is a
total of $150,000 in the account; once the account
reaches $150,000, it can continue to earn interest,
but any interest earned is not deductible.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

Statute [Section 39-22-4702, C.R.S.] provides that
“the purpose for allowing taxable income to be
reduced by earnings from a first-time home buyer
savings account is to encourage first-time home
ownership through incentivizing saving for a down
payment and closing costs because of the significant
financial and civic benefits home ownership
provides for our state.”

The General Assembly may want to:

= Review the extent to which the deduction is
meeting its purpose and consider repealing it or
making changes to increase its usage.

= Establish performance measures for the
deduction.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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FIRST-TIME HOME BUYER
SAVINGS ACCOUNT
DEDUCTION

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The First-Time Home Buyer Savings Account Deduction [Section 39-
22-4704, and 104(4)(w)(I), C.R.S.] (First-Time Home Buyer Deduction)
allows taxpayers who set up and designate a savings account to set aside
money for a down payment and/or closing costs for the purchase of a
first home to deduct the interest earned on that account from their
income when calculating their Colorado taxable income. Taxpayers are
limited to contributing $14,000 as individuals or $28,000 for account
holders who file their taxes jointly per year. According to statute
[Section 39-22-4704(3)(a)(II), C.R.S.], “The maximum amount of all
contributions for all taxable years to a first-time home buyer savings
account is fifty thousand dollars.” The account can earn interest, tax
free, up to a total of $150,000; once the account reaches $150,000 it
can continue to earn interest but any interest earned on the first-time
home buyer savings account is not deductible. House Bill 16-1467
created this income tax deduction in 2016, and it became available to
taxpayers beginning January 1, 2017. The operation of this deduction

has remained unchanged since its creation.

To qualify for the First-Time Home Buyer Deduction, individuals must
have never owned a home before or, as a result of a dissolution of
marriage, not been listed on the title of a property title for at least
3consecutive years. Individuals must also set up an account and
designate the account as a First-Time Home Buyer Savings Account.
According to Department of Revenue (Department) staff, because the
deduction is limited to qualifying savings accounts, the money cannot
be saved in investment accounts, such as mutual funds.



For example, if a couple puts the $28,000 annual limit into a savings
account that earns 1 percent interest and designates it as a First-Time
Home Buyer Savings Account, the couple will earn $280 on their
savings during the year, which they can deduct from their taxable
income. In the next year, if the couple adds $22,000 to reach the
statutory maximum contribution of $50,000 in principal, the account
would total $50,280 and earn about $503 in interest over the year,
which they could then deduct from their taxable income. The total tax
savings as a result of the deduction during the 2 years would be about

$36.

The First-Time Home Buyer Deduction is not available to taxpayers
who withdraw the money to pay for a home before 1 full year has
elapsed or use it to purchase a manufactured or mobile home that is not
taxed as real property. Further, if the taxpayer uses the money for
something other than the down payment or closing costs on a primary
residence, the deducted interest or other income is subject to recapture,
meaning that the taxpayer would owe the tax for the deducted interest
back to the State. Additionally, statute imposes a penalty of 5 percent
of the tax recapture if the taxpayer withdraws the money to pay an
ineligible expense 10 or fewer years after the first deposit and 10 percent
of the recapture if more than 10 years have elapsed since the first
deposit. For example, if a couple withdrew the $28,000 they put into
the home savings account to pay for an ineligible expense, such as a car,
after 1 year, they would owe the $12.74 they should have paid in tax
plus 5 percent of the $12.74, or an additional $0.64, for a total of
$13.38. However, if the taxpayer uses the money for the purchase of a
primary residence in another state or if the primary beneficiary dies
without naming a new beneficiary prior to their death, there is no
penalty.

Individuals claim the First-Time Home Buyer Deduction on Line 17 of
the Subtractions from Income Schedule (Form DR 0104AD), which they
must attach to their Colorado Individual Income Tax Return (Form DR
0104). Taxpayers must also attach the First-time Home Buyer Savings
Account Interest Deduction form (Form DR 0350), which includes

information about the eligible savings account, to their return.
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WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly state the intended beneficiaries of the First-
Time Home Buyer Deduction. Based on our review of the statute and
the operation of the deduction, we inferred that the intended
beneficiaries are Coloradans who have never owned homes and are
saving to purchase a home. Additionally, statute mentions that
homeownership provides, “significant financial and civic benefits...[to
the] state” [Section 39-22-4702, C.R.S.]. Therefore, indirect
beneficiaries could be the residents of the State and the State itself, since
homeowners pay property tax and income tax, and may actively

participate in the communities in which they live.
WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute [Section 39-22-4702, C.R.S.] provides that “the purpose for
allowing taxable income to be reduced by earnings from a first-time
home buyer savings account is to encourage first-time home ownership
through incentivizing saving for a down payment and closing costs
because of the significant financial and civic benefits home ownership

provides for our state.”

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We found that the First-Time Home Buyer Deduction is likely not
meeting its purpose because it has been used by only a few taxpayers,
and some of those claims were improper claims. Additionally, the tax
benefit the deduction provides is extremely small relative to the typical
down payment for a home and the median price of a home in Colorado,
likely providing little to no incentive for a potential home buyer to
increase their savings and restrict their money in a first-time home

buyer’s savings account.

Statute does not explicitly provide performance measures for this
deduction. Therefore, we created and applied the following



performance measure to determine if the expenditure is meeting its

purpose:

PERFORMANCE MEASURE: To what extent are eligible taxpayers using
the First-Time Home Buyer Deduction and does it provide an incentive
for saving for a personal residence?

RESULT: Based on Department data, we found that only four taxpayers
claimed the First-Time Home Buyer Deduction in Tax Year 2018,
which was the most recent year of data available. Furthermore,
according to Department staff, taxpayers who claim the credit often do
so improperly with most sending a statement indicating they are
deducting their mortgage interest rather than interest from an eligible
first-time home buyer savings account, in which case the Department
disallows the deduction. The Department confirmed that at least one of
the four claimants in Tax Year 2018 claimed the deduction in error; we
lacked data to determine whether the other three claims were legitimate
claims of the deduction.

We also spoke to two stakeholders, one in banking and another in real
estate. Both reported that they did not think many Coloradans know
about the deduction. The banker reported that with interest on savings
being so low over the last few years, the tax benefit may not outweigh
the risk to taxpayers who are not certain that they are going to purchase
a home. The real estate professional told us that people confuse this tax
deduction with the federal mortgage interest tax deduction and so do
not take steps to use this deduction. However, he also said that a real
estate stakeholder group had plans to start promoting this deduction to
increase general knowledge of it and better encourage its use.

Additionally, the deduction appears to provide a relatively small benefit
in comparison to the cost of a down payment on a home. For example,
as previously discussed, if a married couple filing a joint tax return
maxed out the principal in their eligible savings account in the second
year with a total of $50,000, assuming a 1 percent interest rate, by the
second year they would have earned just under $800 in interest, which
would result in a tax savings of about $36 across both years. If,

however, a taxpayer was only able to put $2,000 each year into the
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account, the account would grow to $4,060 at 1 percent interest, or a
gain of $60, over 2 years. The taxpayer would save $3 in taxes on that
interest income across both years. For comparison, according to data
published by the National Association of Realtors, the median down
payment on a home was 12 percent nationally in 2019 and, according
to the Colorado Association of Realtors, the median home price in
Colorado in April 2022 was about $600,000—though prices were
higher in metro areas such as Denver ($660,000), meaning that,
statewide, a typical down payment would be about $72,000. Therefore,
in comparison to the median down payment and home prices in
Colorado, the tax savings provided by the First-Time Home Buyer
Deduction is likely insufficient to act as an incentive for a potential
home buyer to increase their savings or restrict their money in a first-

time home buyers savings account.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

According to Department data, the First-Time Home Buyer Deduction
resulted in four taxpayers claiming a total of $1,942 in income tax
deductions in Tax Year 2018, or an average of $486 per taxpayer.
However, as discussed previously, at least one of the taxpayers claimed
the deduction improperly and we lacked data to determine whether the
other taxpayers qualified. Due to this limited usage, it appears that the
deduction has had no significant economic impact or encouraged

increased overall home ownership in the state.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

If this deduction was eliminated, individuals saving for their home down
payments and closing costs who use the deduction would see a relatively
small increase in their state income tax liability. For example, an
individual with $50,000 in a qualifying savings account earning 1
percent interest would see an annual tax increase of about $23. As
discussed, the deduction appears too small to have a substantial impact
on taxpayer saving decisions. However, for taxpayers who save over a

long period and put the maximum amount of principal in their
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accounts, the interest deduction and tax savings would be somewhat
higher. Further, the deduction could become more significant if interest

rates for typical savings accounts increase in the future.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We identified 13 other states with similar deductions for first-time home

LHOdIY STINLIANATIXH XV.L

buyers. Of these states, two limit the deduction to the interest earned
on savings similar to Colorado. The other 11 states provide a more
substantial benefit by offering the deduction for both the contribution
to the account and the interest income. Exhibit 1 outlines the policies in

each state.
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Alabama

Idaho

Towa

Kansas

Maryland

Michigan!

Minnesota

Mississippi

Missouri

Montana

Oklahoma

Oregon?

Virginia

EXHIBIT 1. OTHER STATES WITH FIRST-TIME HOME BUYER
SAVINGS ACCOUNT INCOME TAX DEDUCTIONS

Eligible Principal

Contribution Amount

Per Year

(Individual/Couple)

No limit

$15,000/$30,000

$2,000/$4,000

$3,000/$6,000

$5,000

$5,000/$10,000

$14,000/$28,000

$2,500/$5,000

$1,600/$3,200

$3,000

$5,000/$10,000

$5,000/$10,000

No maximum

AS OF APRIL 2022

Maximum Principal

Contribution

(Individual/Couple)

$25,000/$50,000

$100,000

Ten times the annual
eligible deduction limit

of the beneficiary.

$24,000/$48,000

$50,000

$50,000

$50,000/$100,000

No maximum

No maximum

No maximum

$50,000

$50,000

$50,000

Maximum Principal

and Interest Eligible for

Deduction
(Individual/Couple)

$25,000/$50,000

$100,000

$20,000/$40,000
Eligible for 10 years.

$50,000

Principal and interest
earned in a 10-year
period.

No limit

$150,000

No limit

No limit

No limit

$50,000

$50,000

$150,000

What Can Be Deducted?

Up to $5,000/$10,000
contribution per year for §
years is deductible.

Contributions and interest
income are deductible.
$2,000/$4,000 contribution
per year is deductible.
Contribution limits increase
based on inflation.

Contributions and interest
income are tax deductible
indefinitely.

Account can earn interest
for 10 years. Both
contributions and interest
income are deductible.

Contributions up to $5,000
per individual and interest
are deductible.

Interest income and
dividends are deductible.

Contributions up to
$2,500/$5,000 are
deductible.

50% of the contribution
and all interest income are

deductible.

Up to $3,000 per year and
interest income are

deductible.

Contributions and interest
income up to $50,000 are
deductible.

Contribution and interest
income up to $50,000 are
deductible.

Interest income and capital
gains are deductible.

SOURCE: Office of the State Auditor analysis of other state first-time homebuyer income tax deductions.
! Michigan’s deduction is available through 2026.
2 Contributions must be made into a first-time home buyer savings account opened before January 1, 2027 to qualify.



ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We did not identify any Colorado tax expenditures that are similar to
the First-Time Home Buyer Deduction.

The Colorado Housing and Finance Authority (CHFA)—whose mission
is “...to increase the availability of affordable, decent, and accessible
housing for lower income Coloradans...”—offers down payment
assistance grants to Coloradans based on income and location within
the state. For first mortgages, CHFA offers down payment or closing
cost assistance grants of up to 3 percent of the mortgage. The maximum
loan amount is up to $647,200, meaning that some individuals could
qualify for a little over $19,000 in down payment assistance.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not identify any data constraints during our evaluation of this
deduction.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO REVIEW THE EXTENT TO WHICH
THE FIRST-TIME HOME BUYER DEDUCTION IS MEETING ITS PURPOSE AND
COULD CONSIDER REPEALING IT OR MAKING CHANGES TO STATUTE TO
INCREASE ITS USE. As discussed, we found that due to its limited usage
and small tax benefit, this deduction has not met its purpose of
encouraging saving for first-time home purchases. Moreover, the
Department reported that the deduction is confusing to taxpayers, who
often mistake it for a mortgage interest tax deduction and claim it
improperly, and, additionally, that it is difficult to enforce the terms of
the deduction. In Tax Year 2018, which was the only year of data
available, only four taxpayers claimed the deduction, and at least one
of those claims was an improper claim. Additionally, the deduction
provides only a small tax savings to taxpayers, about $36 over a 2-year
period for couples that save $50,000, the highest dollar amount allowed
by statute. Furthermore, many individuals seeking to purchase a home
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for the first time are likely to save less than the statutory maximum so
the potential benefit they could receive from the deduction would also
be less. Therefore, the General Assembly may want to review the
deduction and could consider repealing it if it is not meeting its purpose
to the extent intended.

Alternatively, the General Assembly could make changes to address the
deduction’s low usage and increase the benefit it provides. For example,
we found that 11 of the 13 other states with a similar deduction allow
eligible taxpayers to deduct the contributions they make to first-time
home buyer savings accounts, not just the interest earned on the
accounts. This type of change would significantly increase the
deduction’s benefit and its revenue impact to the State. For example, if
an individual contributed $14,000 to an account and could deduct the
full contribution, they could receive a $637 reduction in Colorado tax
liability. By comparison, under the current deduction, a taxpayer would
receive about a $6 reduction in tax liability for a $14,000 savings
account that earns 1 percent interest over a 1-year period. However,
Department staff reported that most taxpayers currently claim this
deduction improperly; therefore, there is a risk that without additional
oversight or controls over eligibility, an expansion of the credit could
result in more taxpayers claiming it improperly.

IF THE GENERAL ASSEMBLY DOES NOT REPEAL THE DEDUCTION, IT MAY
WANT TO CONSIDER AMENDING STATUTE TO ESTABLISH PERFORMANCE
MEASURES FOR IT. Statute [Section 39-22-4702, C.R.S.] states that the
purpose of this deduction is to “...encourage first-time home ownership
through incentivizing saving for a down payment and closing costs...”
However, statute does not provide performance measures for evaluating
the effectiveness of the deduction. Therefore, based on the purpose
outlined above, we developed a performance measure to assess the
extent to which the deduction is meeting its purpose. However, if the
General Assembly does not repeal the deduction, it may want to clarify
its intent by providing performance measure(s) in statute. This would
eliminate potential uncertainty regarding the deduction’s effectiveness
and allow our office to more definitively assess the extent to which it is
accomplishing its intended goals.



FOREIGN SOURCE INCOME EXCLUSIONS FOR C

CORPORATIONS AND EXPORT PARTNERSHIPS

EARENDITORE for C Corporations
TAX TYPE Income
YEAR ENACTED 1985
REPEAL/EXPIRATION DATE None

REVENUE IMPACT
NUMBER OF TAXPAYERS

EVALUATION SUMMARY

Foreign Source Income Exclusion

$81.7 million (Tax Year 2018)

1,316

SEPTEMBER 2022  2022-TE36

Foreign Source Income Exclusion
for Export Partnerships

Income
1993
None
Could not determine

Could not determine

KEY CONCLUSION: The Foreign Source Income Exclusion is likely being used by a substantial portion of C
corporations with foreign source income, but according to Department of Revenue staff, many taxpayers calculate
the amount of their exclusion incorrectly because it is complicated. The Export Partnership Exclusion provides a
method of excluding foreign source income for some partnerships, but it is not available for all partnerships with
foreign source income. Additionally, it appears to be claimed infrequently and eligible taxpayers may not be aware of

WHAT DO THESE TAX EXPENDITURES
DO?

FOREIGN SOURCE INCOME EXCLUSION FOR C
CORPORATIONS [Section 39-22-303(10), C.R.S.]—
Allows C-corporations with foreign source income
that claim a federal deduction or credit for foreign
taxes paid to exclude some of their foreign source
income when calculating their Colorado taxable

income.

FOREIGN SOURCE INCOME EXCLUSION FOR EXPORT
PARTNERSHIPS 39-22-206, C.R.S.]—
Allows the partners of export partnerships to

[Section

exclude from their gross income for Colorado
income tax purposes their distributive share of any
partnership income or gain that is considered
foreign source income for federal income tax

purposes.

WHAT IS THE PURPOSE OF THESE TAX
EXPENDITURES?

Statute and the enacting legislation for the
exclusions do not explicitly state their purpose;
therefore, we considered the following potential
purposes:

FOREIGN SOURCE INCOME EXCLUSION FOR C
CORPORATIONS—To establish how Colorado taxes
foreign source income of C-corporations that are
doing business in Colorado.

FOREIGN SOURCE INCOME EXCLUSION FOR EXPORT
PARTNERSHIPS—To treat partnership businesses
similarly to corporations with regard to foreign

source income.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider
establishing statutory purposes and performance
measures for the exclusions.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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FOREIGN SOURCE INCOME EXCLUSIONS

FOREIGN SOURCE
INCOME EXCLUSIONS
FOR C CORPORATIONS
AND EXPORT
PARTNERSHIPS

EVALUATION RESULTS

WHAT ARE THE TAX EXPENDITURES?

This report covers the evaluation of two tax expenditures that exclude
non-U.S. income (referred to as foreign source income throughout this
report) from Colorado income tax: the Foreign Source Income
Exclusion for C Corporations (Foreign Source Income Exclusion)
[Section 39-22-303(10), C.R.S.] and the Foreign Source Income
Exclusion for Export Partnerships (Export Partnership Exclusion)
[Section 39-22-206, C.R.S.].

Foreign source income is defined by reference to the Internal Revenue
Code [26 USC 862] and includes, but is not limited to, the following
types of income from outside of the United States: interest; dividends;
compensation for labor and services; rental or royalties from property,
including intangible property such as patents, copyrights, trade brands,
secret processes and formulas, franchises, and trademarks; income from
the sale or exchange of real property, and sale or exchange of inventory.
Federal law creates a complex system of tax laws relating to the taxation
of income generated outside of the United States, which continues to
evolve as Congress passes new laws regarding the taxation of foreign
source income. Since Colorado generally conforms to the Internal
Revenue Code and uses federal taxable income as the starting point for
calculating Colorado taxable income, changes to federal law relating to
foreign source income may also impact Colorado’s tax base, including

the two exclusions covered in this report.
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Taxpayers that have income from business activity that is taxable in
Colorado and in other jurisdictions (e.g., other states, other countries)
are required to apportion their income when determining their
Colorado taxable income. Apportionment of income is the way that
states determine how much of a taxpayer’s income should be subject to
tax in the state. Statute [Section 39-22-303.6(2) and (4)(a), C.R.S.]
provides that taxpayers must apportion their income to Colorado using
the following formula:
Total Receipts of Taxpayer in Colorado

during the Tax Period
Apportionable Income x

Total Receipts of Taxpayer Everywhere
during the Tax Period

Apportionable income is federal taxable income after Colorado
additions and subtractions. For purposes of apportionment, receipts
means “all gross receipts of the taxpayer that are not allocated... and
that are received from transactions and activity in the regular course of
the taxpayer’s trade or business...” [Section 39-22-303.6(1)(d), C.R.S.].
For example, if a taxpayer with only U.S. operations has $100 of
apportionable income, $500 of receipts in Colorado, and $1,000 of
receipts everywhere (including the $500 in Colorado), they would

apportion $50 of their income to Colorado.

When apportioning income, the Foreign Source Income Exclusion
allows C- corporations to exclude some amount of foreign source
income when determining Colorado taxable income. Additionally, the
foreign income exclusion amount is subtracted from the total receipts
of the taxpayer everywhere during the tax period (i.e., the denominator
of the apportionment formula). Therefore, for C-corporations that
claim the Foreign Source Income Exclusion, the apportionment formula

used to establish Colorado taxable income is as follows:

Total Receipts of Taxpayer in Colorado

during the Tax Period

Apportionable Income
— Foreign Source Income Exclusion

during the Tax Period
— Foreign Source Income Exclusion

Total Receipts of Taxpayer Everywhere
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The amount of the exclusion depends on whether the corporation
claims a federal deduction or a federal foreign tax credit on their federal

income tax return for foreign taxes paid or accrued:

= If a corporation claims a deduction for foreign taxes on its
federal return, then the amount inc/uded in income for purposes
of apportioning income to Colorado is the foreign source income
minus the foreign taxes deducted at the federal level. In other

words, the exclusion amount is equal to the deduction claimed

FOREIGN SOURCE INCOME EXCLUSIONS

for foreign taxes at the federal level.

= If a corporation claims a foreign tax credit for foreign taxes on
its federal return, the exclusion amount is calculated using the

following formula:

. Foreign Taxes Paid or Accrued
Foreign Source Income x

( Federal Income Tax

x Foreign Source Income
Federal Taxable Income ) 5

The exclusion amount allowed may not exceed the amount of foreign
source income. This prevents the Foreign Source Income Exclusion from

offsetting taxes owed on domestic sources of income.

The following example provides the calculation of a hypothetical
taxpayer’s Colorado taxable income assuming the taxpayer:
= Had $1 million in federal taxable income and apportionable

income, $500,000 of which was foreign source income

= Had total receipts of $10 million, $3 million of which were from

Colorado
= Paid $200,000 in federal income tax
= Paid $50,000 in foreign taxes

= Claimed the foreign tax credit on its federal return.



First, the taxpayer would calculate the Foreign Source Income

Exclusion amount as follows:

$500,000 x $50,000
($200,000 / $1,000,000) x $500,000

= $250,000

Second, the taxpayer would incorporate the foreign income exclusion

into their apportionment of income to Colorado as follows:

($1,000,000 - $250,000) x $3,000,000
$10,000,000) - $250,000

= $230,769

In this example, the taxpayer would be liable for tax on $230,796 in
Colorado taxable income, which is $69,231 less than if they did not use
the Foreign Source Income Exclusion. Based on Colorado’s 4.55 percent
income tax rate, the taxpayer would save about $3,150 in Colorado

taxes by using the exclusion.

For corporations that are members of an affiliated group (e.g., parent
and subsidiary corporations), the determination of the amount of the
foreign income that is subject to Colorado income tax and the
calculation of the Foreign Source Income Exclusion is subject to
additional requirements. Under Department of Revenue (Department)
Rule [1 CCR 201-2, Rule 39-22-303(11)(a)], when two or more
corporations that are members of an affiliated group, as defined in
statute [Section 39-22-303(12)(a), C.R.S.], qualify to file a combined
report for Colorado income tax purposes, they must file a combined
return. Combined reporting generally means that all corporations in the
affiliated group that meet certain criteria (referred to as tests of unity)
are effectively treated as a single corporation for state income tax
purposes. However, statute [Section 39-22-303(8), C.R.S.] provides
that if at least 80 percent of a corporation’s property and payroll is
located outside of the United States, that corporation must not be
included in a Colorado combined return unless the corporation is

located in one of the specific countries listed in statute [Section 39-22-
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303(12)(b), C.R.S.] for the purpose of tax avoidance. This impacts the
calculation of the Foreign Source Income Exclusion because foreign
source income of members of an affiliated group that are not included
in the combined return is not subject to tax in Colorado and should not
be included in the calculation of the Foreign Source Income Exclusion

amount.

The General Assembly created the Foreign Source Income Exclusion in
1985 with House Bill 85-1010. In 1999, with House Bill 99-1125, the
General Assembly amended the formula used to calculate the excludable
amount to reflect changes to the federal corporate income tax rate,
which is part of the denominator of the exclusion formula when a
corporation claims a foreign tax credit at the federal level. It has

remained substantively unchanged since that time.

Taxpayers claim the Foreign Source Income Exclusion on line 9 of the
2021 Colorado C Corporation Income Tax Return (Form DR 0112).
Taxpayers also exclude foreign source income that was subtracted on
line 9 of the DR 0112 from the 2021 Schedule RF — Apportionment
Schedule (Form DR 0112RF).

EXPORT PARTNERSHIP EXCLUSION

If a partnership qualifies as an export taxpayer, the Export Partnership
Exclusion allows the partners to exclude from their gross income for
Colorado income tax purposes their distributive share of any
partnership income or gain that is considered foreign source income for
federal income tax purposes. Statute [Section 39-22-206, C.R.S.]
defines an export partnership as “any partnership...which sells fifty
percent or more of its product or products which are produced in
Colorado in states other than Colorado or in foreign countries or, if the
gross receipts of such partnership are derived from the performance of
services, such services are performed in Colorado by a partner or
employee of the partnership and fifty percent or more of such services
provided by the partnership are sold or provided to persons outside of

Colorado.” A partnership is “a syndicate, group, pool, joint venture, or



other unincorporated organization through or by means of which any
business, financial operation, or venture is carried on, and which is
not...a corporation or trust or estate” and that files a federal income
tax return pursuant to 26 USC 6031, which is generally the Form 1065
(U.S. Return of Partnership Income). The definition of a partnership
encompasses entities that may not specifically be labeled partnerships,
such as multi-member limited liability companies. Generally, a
partnership does not pay income tax on its income but rather passes
through profits and losses to its partners, who then report the income
on their respective individual income tax returns and pay tax on the

income derived from the partnership.

The General Assembly created the Export Partnership Exclusion in
1993 with House Bill 93-1107. It has remained substantively

unchanged since that time.

Partnerships report the Export Partnership Exclusion on Line 7 (other
modifications decreasing federal income) of the 2021 Colorado
Partnership and S Corporation and Composite Nonresident Income
Tax Return (Form DR 0106). This line is used to report several other

subtractions besides the Export Partnership Exclusion.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURES?

Statutes do not directly state the intended beneficiaries of the tax
expenditures. Based on our review of the statutory language and the
legislative history of the exclusions, we inferred that the provisions were

intended to benefit the following:

=  FOREIGN SOURCE INCOME EXCLUSION—C-corporations that are
doing business in Colorado and (1) have foreign source income on
which they paid foreign taxes and (2) for federal income tax
purposes claimed a deduction or foreign tax credit for foreign taxes

paid or accrued.
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=  EXPORT PARTNERSHIP EXCLUSION—Partners of export partnerships

that have foreign source income.

WHAT IS THE PURPOSE OF THE TAX EXPENDITURES?

Statutes and the enacting legislation of the exclusions do not directly
state the purposes of the tax expenditures. For purposes of conducting

our evaluation, we considered the following potential purposes:

=  FOREIGN SOURCE INCOME EXCLUSION—Based on testimony from
the bill sponsor, discussions during committee hearings for the
enacting legislation [House Bill 85-1010], and the operation of the
exclusion, we considered a potential purpose for the exclusion: to
establish how Colorado taxes foreign source income of C-
corporations that are doing business in Colorado. Specifically, based
on its legislative history, the exclusion appears to have been intended
to define the portion of foreign source income that is taxable in
Colorado and does not appear to be intended to provide preferential

treatment to taxpayers with foreign source income.

=  EXPORT PARTNERSHIP EXCLUSION—Based on testimony from the bill
sponsor and Department staff for the enacting legislation [House
Bill 93-1107], we considered a potential purpose for the exclusion:
to treat partnership businesses similarly to corporations with regard
to foreign source income. Specifically, the bill sponsor stated, “What
we are trying to do in the bill is treat [partnerships] the same way as

b

corporations are,” and Department staff stated, “part of that bill
[House Bill 85-1010, referring to the creation of the Foreign Source
Income Exclusion]...was the exclusion for foreign source income for
corporations and so...this is, if you will, leveling the playing field as
between corporations that’s been in effect, effective 1986, and if you
happen to be doing that same type of business in partnership form,
this would be leveling that playing field.” However, discussion in
committee hearings for House Bill 93-1107 indicated that legislators
recognized that the Export Partnership Exclusion was not designed

to treat partnerships entirely the same as C-corporations but rather



provide a similar benefit that corporations receive from the Foreign

Source Income Exclusion.

ARE THE TAX EXPENDITURES MEETING THEIR PURPOSE
AND WHAT PERFORMANCE MEASURES WERE USED TO
MAKE THIS DETERMINATION?

We could not definitively determine whether the Foreign Source Income
Exclusion and the Export Partnership Exclusion are meeting their
purposes because no purpose is provided in statute or the enacting
legislation for either tax expenditure. However, we found that the
Foreign Source Income Exclusion is meeting its potential purpose to
some extent because it is likely being used by a substantial portion of
corporations with foreign source income. However, according to the
Department, many taxpayers calculate the amount of their exclusion
incorrectly because the calculation is complicated. We also found that
the Export Partnership Exclusion is meeting its potential purpose to a
limited extent because, although it provides a method of excluding
foreign income for some partnerships, it is not available for all
partnerships with foreign source income, and eligible taxpayers may not

be aware of the exclusion.

Statute does not provide quantifiable performance measures for either
of these tax expenditures. Therefore, we created and applied the
following performance measures to determine the extent to which the

tax expenditures are meeting their potential purposes:

PERFORMANCE MEASURE #1: To what extent are the Foreign Source
Income Exclusion and the Export Partnership Exclusion used to

calculate foreign income taxable in Colorado?
RESULT:

Foreign Source Income Exclusion: According to Department data, a

total of 1,316 corporate taxpayers claimed the Foreign Source Income
Exclusion on their Colorado income tax return in Tax Year 2018.

Although we were unable to determine how many taxpayers are eligible
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for the exclusion, we received feedback from two CPAs who stated that,
in their experience, larger corporations with foreign income are
typically aware of the exclusion. However, some smaller corporations
with foreign income may not be aware of it. Therefore, it is likely that
a substantial portion of corporate taxpayers that have foreign source
income and are doing business in Colorado are using the exclusion to

calculate their Colorado taxable income.

However, Department staff also indicated that taxpayers frequently
calculate the amount of their exclusion incorrectly due to its complexity
and uniqueness among state foreign source income taxation policies.
Since the exclusion’s calculation is based on federal tax law, any
changes at the federal level will result in automatic changes to
Colorado’s exclusion, which negatively affects the exclusion’s
predictability and adds more complexity to the exclusion. For example,
stakeholders commented that the 2017 Tax Cuts and Jobs Act resulted
in significant changes to the exclusion, despite the fact that the General
Assembly has made no substantive changes to the exclusion in Colorado
statute since 1999. The Department is currently revising regulations for
the exclusion through its formal rulemaking process in order to address
recent changes to state and federal law and clarify how taxpayers should

calculate the exclusion amount, with an anticipated hearing date of
December 15, 2022.

Export Partnership Exclusion: We were unable to definitively determine

the extent to which the Export Partnership Exclusion is being claimed
because it is not itemized on the Colorado Partnership and S
Corporation and Composite Nonresident Income Tax Return (Form
DR 0106). However, feedback from Department staff and stakeholders
indicated that the exclusion has not likely been claimed frequently, and
some eligible taxpayers may not be aware of the exclusion. According
to data from the Internal Revenue Service, about 4 percent of
partnerships nationally reported income from foreign transactions in
Tax Year 2019. Assuming that partnerships with Colorado taxable
income follow the same pattern, the Export Partnership Exclusion is

likely only available to a small percentage of partnerships, particularly
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since statute allows the exclusion only for those partnerships that sell at

least 50 percent of their products or services out of state.

PERFORMANCE MEASURE #2: To what extent does the Export
Partnership Exclusion establish a method of taxing partners on foreign

source income of partnerships that is similar to Colorado’s method of

LHOdTY SHINLIANIIXA XV.L

taxing foreign source income of C-corporations?
RESULT:

Although partnerships are generally not subject to federal or Colorado
income tax, partnership income passes through to the partners and is
then subject to income tax according to the partners’ taxpayer type (e.g.,
individual or C-corporation). The Export Partnership Exclusion (for
partnerships) is similar to the Foreign Source Income Exclusion (for C-
corporations), in principle, because both exclusions allow taxpayers to
exclude some portion of their foreign source income when calculating
their Colorado taxable income. However, there are still some
differences between Colorado’s method of taxing foreign source income

for partnerships and the method used for C-corporations.

First, the Export Partnership Exclusion allows eligible partnerships to
exclude the entire amount of their foreign source income from Colorado
taxable income. In contrast, the Foreign Source Income Exclusion
allows C-corporations to exclude a variable portion of their foreign
source income from Colorado taxable income, which is calculated based
on the formula laid out in statute. In this sense, the Export Partnership
Exclusion may provide a larger benefit to a partnership than the Foreign
Source Income Exclusion would provide to a similarly situated taxpayer

organized as a C-corporation.

On the other hand, the Export Partnership Exclusion is only available
to partnerships that sell at least 50 percent of their products or services
outside the state, while the Foreign Source Income Exclusion is available
for any C-corporation with foreign source income. Therefore, the
Export Partnership Exclusion may not be available for all partnerships

with foreign source income, since taxpayers could theoretically sell less
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than 50 percent of their products or services outside Colorado but still

receive some income from business activities in other countries.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURES?

FOREIGN SOURCE INCOME EXCLUSION—For Tax Years 2015, 2016, and
2018, the Department estimated a total revenue impact of $200 million
for the Foreign Source Income Exclusion, or an average of $66.6 million
annually. In Tax Year 2018, the most recent year available, the
Department estimated the revenue impact was $81.7 million, which

represents a direct benefit to the taxpayers that claimed the exclusion.

EXPORT PARTNERSHIP EXCLUSION—We could not quantify the revenue
impact of this exclusion although its impact appears to be relatively
small. Partnerships report the Export Partnership Exclusion on Line 7
(other modifications decreasing federal income) of the 2021 Colorado
Partnership and S Corporation and Composite Nonresident Income
Tax Return (Form DR 0106). Partnerships use this line of the form to
report the combined value of several unrelated deductions, which
cannot be disaggregated for analysis. Since data was not available, we
asked the Department whether they had information on the frequency
with which the deduction was claimed and the potential revenue impact
to the State, and Department staff reported that they do not believe this
deduction is claimed frequently because during manual reviews of
individual returns, they did not see that it was claimed often.
Additionally, we spoke with two CPAs, and one was aware of the
exclusion but had not seen it used, and the other was not aware of the
exclusion and could not identify a specific type of partnership that

would use it.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURES HAVE ON BENEFICIARIES?

Overall, if the tax expenditures were repealed, corporations and export
partnerships with foreign source income would no longer receive a state

tax benefit on foreign source income. The specific benefit is unique to



each corporation or partner, based on the foreign income they earned,
and income taxes owed, but, overall, the corporations and export
partnerships would owe state income tax at the current rate of 4.55

percent on foreign source income.

FOREIGN SOURCE INCOME EXCLUSION—If the exclusion were repealed,
corporations would have to include their total foreign source income
when apportioning their Colorado taxable income, which would
increase their Colorado tax liability. Due to data constraints and the
complexity of determining and apportioning foreign source income, we
could not determine the exact monetary impact to corporations that
currently claim the exclusion. However, based on the Department’s
reported revenue impact for Tax Year 2018 ($81.7 million), we
estimated that the average tax liability per corporation would increase
by about $60,000 to $110,000 if the exclusion were repealed. It should
be noted that because of the differences in amounts of foreign source
income and final apportionment for each corporation, there are likely
corporations that are less impacted and some that are more impacted

than the average amount.

Stakeholders reported that the exclusion is “very important” for large
multinational corporations, and eliminating the exclusion would
increase their Colorado tax liability, which could potentially create an
economic disincentive for corporations to do business or headquarter

in Colorado.

EXPORT PARTNERSHIP EXCLUSION—For export partners that claim the
exclusion, they would no longer be able to deduct foreign source income
on their income taxes. Because the Department does not have data on
the total number of taxpayers claiming this exclusion or its revenue
impact, we were unable to determine what the actual impact of
eliminating this tax expenditure would be. Stakeholders reported that
they were not aware of any taxpayers taking the exclusion, likely due
to companies with international operations generally being organized
as corporations rather than partnerships. However, there is not

sufficient data on the total number of export partnerships in Colorado,
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so we could not conclude on the impact to beneficiaries of this

expenditure.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Although most states have tax expenditure provisions that help define
how they tax foreign income, other states’ approaches to taxing foreign
source income vary greatly, and we did not identify any states with a
provision that excludes foreign source income similarly to the Foreign
Source Income Exclusion or the Export Partnership Exclusion. Some
states adhere to federal law in determining the types and amount of
foreign income they tax, while others have their own definitions of
taxable income that result in states taxing more or less foreign income

than is taxed by the federal government and by other states.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We did not identify any similar tax expenditures or programs available

in the state.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURES?

The Department was not able to provide data to determine the extent
to which any eligible partners (including non-resident partners,
individuals, or estates or trusts) of export partnerships claim the Export
Partnership Exclusion. Partnerships report the Export Partnership
Exclusion on Line 7 (other modifications decreasing federal income) of
the 2021 Colorado Partnership and S Corporation and Composite
Nonresident Income Tax Return (Form DR 0106). This line is used to
report several other subtractions besides the Export Partnership
Exclusion. To provide the data necessary to determine if any taxpayers
claimed the exclusion and its revenue impact, the Department would
have to create a new reporting line on Form DR 0106 and then capture
and house the data collected from that line in GenTax, its tax processing
and information system, which, according to the Department, would

require additional resources (see the Tax Expenditures Overview



Section of the Office of the State Auditor’s Tax Expenditures
Compilation Report for additional details on the limitations of
Department data and the potential costs of addressing the limitations).
However, because this exclusion is likely claimed infrequently, it may

not be worth the additional expense to amend Form DR 0106.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH STATUTORY PURPOSES AND PERFORMANCE MEASURES FOR
THE EXCLUSIONS. As discussed, statute and the enacting legislation for
the exclusions do not state the exclusions’ purposes or provide
performance measures for evaluating their effectiveness. Therefore, in
order to conduct our evaluation, we considered the following potential

purposes for the exclusions:

= FOREIGN SOURCE INCOME EXCLUSION—To establish how Colorado
taxes foreign source income of C corporations that are doing

business in Colorado.

=  EXPORT PARTNERSHIP EXCLUSION—To0 treat partnership businesses

similarly to corporations with regard to foreign source income.

We identified these purposes based on statute and legislative testimony.
We also developed performance measures to assess the extent to which
the exclusions are meeting their potential purposes. However, the
General Assembly may want to clarify its intent for the exclusions by
providing a purpose statement and corresponding performance
measures in statute. This would eliminate potential uncertainty
regarding the exclusions’ purposes and allow our office to more
definitively assess the extent to which the exclusions are accomplishing

their intended goals.
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INNOVATIVE CARS AND

TRUCKS CREDITS

EVALUATION SUMMARY JULY 2022 2022-TE34

Innovative Trucks
Income Tax Credit

Innovative Cars

Expenditure Income Tax Credit

TAX TYPE Income Tax Income Tax
YEAR ENACTED 1992 1992
REPEAL/EXPIRATION DATE January 1, 2026 January 1, 2026
REVENUE IMPACT (TAX YEAR 2019) Greater than $24.9 million Could not determine
NUMBER OF TAXPAYERS Greater than 4,965 Could not determine

KEY CONCLUSION: The Innovative Cars Credit likely encourages some individuals to purchase
electric vehicles, but is one factor among many that have driven an increase in electric vehicle
purchases in recent years. The Innovative Trucks Credit has been used minimally due to there not

being many available electric trucks to purchase in recent years.

WHAT DO THESE TAX EXPENDITURES
DO?

INNOVATIVE CARS INCOME TAX CREDIT [Section
39-22-516.7, C.R.S.]—Provides purchasers a
refundable income tax credit for the purchase
or lease of an eligible new electric motor vehicle.
The credits are currently $2,500 and $1,500 for

a purchase and lease, respectively.

INNOVATIVE TRUCKS INCOME TAX CREDIT
39-22-516.8,  C.R.S.]—Provides

purchasers a refundable income tax credit for

[Section

the purchase or lease of an eligible new electric
truck. Credits range, depending on vehicle type,
from $2,500 to $10,000 for purchases and from
$1,500 to $5,000 for leases.

WHAT IS THE PURPOSE OF THESE TAX
EXPENDITURES?

Statute and the enacting legislation for the
credits do not explicitly state their purpose;
therefore, based on the operation of the credits,
and their legislative history, we considered the
following potential purpose: to increase the use

of electric cars and trucks.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider
establishing statutory purposes and performance

measure(s) for the credits.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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INNOVATIVE CARS AND
TRUCKS CREDITS

EVALUATION RESULTS
WHAT ARE THESE TAX EXPENDITURES?

This report covers the following two income tax credits for a range of

motor vehicles:

INNOVATIVE CARS INCOME TAX CREDIT (Innovative Cars Credit)
[Section 39-22-516.7, C.R.S.]|—Provides purchasers an income tax
credit for the purchase or lease (longer than 2 years) of an eligible new
electric motor vehicle. To be eligible, the vehicle must be registered in
the State, have less than an 8,500 Ibs. gross vehicle weight rating (gvwr),
and be propelled to a significant extent by an electric motor. Eligible

vehicles include the following;:

= Battery Electric Vehicle (BEV)—A vehicle that exclusively uses
electricity from a battery to power an electric motor, and is charged

from an external source (i.e., Nissan Leaf, Tesla Model 3).

= Plug-in Hybrid Electric Vehicle (PHEV)—A vehicle that uses
electricity from a battery to power an electric motor in addition to
an internal combustion engine, which uses traditional fuel (i.e.,

Chevrolet Volt, Toyota Prius Prime).

= Fuel Cell Electric Vehicle (FCEV)—A vehicle that uses fuel cells
powered by hydrogen, stored onboard, to create electricity to power
an electric engine, sometimes in combination with a battery (i.e.,

Toyota Mirai).

As shown in Exhibit 1, the credit is designed to phase out over time and
the amount of the credit depends on the tax year in which the qualifying
vehicle was purchased or leased, with larger credits available for

purchases. If the credit exceeds a taxpayer’s Colorado tax liability in the



tax year the eligible vehicle was purchased, the taxpayer can receive a

refund for the credit amount in excess of their tax liability.

EXHIBIT 1. INNOVATIVE CARS CREDIT AMOUNTS
Tax Year(s) 2017-2019 2020 2021-2022  2023-2025"

Purchase $5,000 $4,000 $2,500 $2,000

Lease $2,500 $2,000 $1,500 $1,500

SOURCE: Section 39-22-516.7 (4)(a), C.R.S.
'The credit is currently set to expire following Tax Year 2025.

The Innovative Cars Credit was enacted in 1992 by House Bill 92-1191.
Originally, the credit was available for purchases of innovative vehicles
using a broader range of fuel, including natural gas, ethanol, and
methanol, in addition to electricity, and was calculated as 5 percent of
the purchase price. The credit has been extended and changed multiple
times since it was created, with House Bill 16-1332 establishing the
credit in its present form in 2016 and restricting it to electric vehicles.
In 2019, House Bill 19-1159 extended the credit through Tax Year
2025.

To claim the credit, eligible taxpayers file the Innovative Cars Credit
and Innovative Truck Credit (Form DR 0617) and a copy of the
associated purchase agreement or lease agreement for the credit with
their income tax return with the Department of Revenue (Department).
Additionally, the credit can be claimed by the purchaser’s financing
entity if the purchaser has entered into an election statement assigning
the credit to the financing entity. This allows purchasers to receive the
value of the credit through a dealership at the time the vehicle is
purchased rather than waiting to file their tax return. The financing
entity must compensate the purchaser for the full value of the credit
minus a maximum $150 processing fee. The financing entity must also
include the Innovative Motor Vehicle Tax Credit Election Statement
(Form DR 0618), in addition to the other required documents for each

vehicle, when filing its income tax return.
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INNOVATIVE TRUCKS INCOME TAX CREDIT [Section 39-22-516.8,
C.R.S.]—Provides purchasers an income tax credit for the purchase or
lease of an eligible new electric truck. To be considered eligible, the
truck must be registered in the State, have a gvwr of more than 8,500
Ibs., and be propelled to a significant extent by an electric motor, similar
to the electric cars credit. There are four categories of qualifying trucks

as follows:

= Light-duty passenger motor vehicle—passenger motor vehicles with
a gvwr of greater than 8,500 Ibs., including vans, that can seat 12

passengers or less.

= Light-duty electric truck—a truck with a gvwr of less than or equal
to 10,000 lbs., (i.e., pickup truck, mini bus), not including light-duty
passenger motor vehicles.

= Medium-duty electric truck—a truck with a gvwr of more than
10,000 Ibs. up to 26,000 lbs. (i.e., delivery trucks).

= Heavy-duty truck—a truck with a gvwr of greater than 26,000 lbs.

(i.e., semi-truck, garbage truck).

Similar to the Innovative Cars Credit, the Innovative Trucks Credit is
designed to phase out over time and provides a larger credit for
purchases compared to leases. Additionally, the credit amount varies
depending on the truck category, with larger—and typically more
expensive—trucks qualifying for a larger credit amount. If the credit
exceeds a taxpayer’s Colorado tax liability in the tax year the eligible
vehicle was purchased, the taxpayer can receive a refund for the credit
amount in excess of their tax liability. Exhibit 2 shows the amount of
the credits:
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EXHIBIT 2. INNOVATIVE TRUCKS TAX CREDIT AMOUNTS

;—I

>

X

Tax Year(s) 2017-2019 2020 20BI=2022 2023-2025" %

(Purchase/Lease) (Purchase/Lease) (Purchase/Lease)  (Purchase/Lease) g

: =

Light-duty = g5 000/ $4,000/ $2,500/ $2,000/ -

ot Se $2,500 $2,000 $1,500 $1,500 :

Light-duty $7,000/ $5,500/ $3,500/ $2,800/ %1

electric truck $3,500 $2,750 $1,750 $1,750 z
Medium-duty $10,000/ $8,000/ $5,000/ $4,000/
electric truck $5,000 $4,000 $2,500 $2,500
Heavy-duty $20,000/ $16,000/ $10,000/ $8,000/
electric truck $10,000 $8,000 $5,000 $5,000

SOURCE: Section 39-22-516.8 (8.3)(b) and (8.5)(b), C.R.S.
'The credit is currently set to expire following Tax Year 2025.

The Innovative Trucks Credit was initially enacted in 1992 by House
Bill 92-1191, as a part of the Innovative Cars Credit. Since its passage,
the credit has been modified several times, with significant changes
occurring in 2014, when House Bill 14-1326 separated the credit for
trucks into its own credit, and in 2019, when House Bill 19-1159
extended the credit through Tax Year 2025 and limited the credit to be

available only for electric trucks after 2021.

The Innovative Trucks Credit is claimed in an identical manner as

discussed for the Innovative Cars Credit.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURES?

Statute does not explicitly state the intended beneficiaries of the
Innovative Cars or Innovative Trucks Credits. Based on the operation
of the credits, we inferred that the intended beneficiaries are individuals
and businesses seeking to purchase either an electric car or truck.
Electric vehicles did not become widely available to purchasers until
roughly 2011, with the release of the Chevrolet Volt (PHEV) and the
Nissan Leaf (BEV), but the market for electric vehicles has grown
considerably since then. According to Department and Colorado
Energy Office data, as of April 2022 there were 51,451 electric vehicles
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registered in the state, which account for roughly 1 percent of all vehicle
registrations. Currently, Colorado ranks tenth among states in total

electric vehicle sales since 2011.

Additionally, we considered electric motor vehicle dealers as
beneficiaries, since the availability of the credits may encourage
consumers to purchase electric vehicles. Further, because credits can be
assigned to a financing entity by the purchaser of the vehicle, dealers
acting as the financing entity are able to apply the credits to the purchase
price, thereby lowering the purchase price of the vehicle for their

customers, and claiming the credits themselves.

To the extent that the credit encourages the use of electric vehicles, the
general public also indirectly benefits from reduced greenhouse gas
emissions and air pollution. According to the Environmental Protection
Agency (EPA), the transportation sector is the largest source of
greenhouse gas emissions in the United States, contributing 27 percent
of emissions in 2020. Additionally, according to the Colorado
Department of Public Health and Environment, internal combustion
vehicles are the largest source of nitrogen oxides (NOy), which
contribute to the formation of ground-level ozone, a form of air
pollution that causes hazardous breathing conditions, especially among
individuals with other health complications such as asthma, heart

disease, and lung disease.

According to environmental research, electric vehicles generally
contribute less to greenhouse gas emissions and air pollution compared
to traditional vehicles. For example, the International Council on Clean
Transportation reported that in 2021, the total lifecycle greenhouse gas
emissions for electric vehicles, which includes emissions from electricity
generation necessary to charge electric vehicles and emissions related to
the manufacture and maintenance of the vehicles, was significantly
lower for electric vehicles than for comparable traditional vehicles.
However, the overall emissions reduction varies significantly based on
efficiency of the vehicle and the source of electricity used to charge the

vehicle. The adoption of electric vehicles has followed similar trends as



internal combustion vehicles, with more vehicles being released that are
larger and inherently less fuel efficient. However, if the electricity used
for charging the vehicle comes from renewable energy sources, the
realized emissions reductions can be more, while vehicles charged using
electricity from coal and natural gas (fossil fuels) power plants realize a
less significant emissions reduction. Furthermore, charging vehicles
using coal and natural gas power has the effect of transferring the
pollution from the location where the vehicle is driven to the location
of the power generation source, since electric vehicles emit no pollution
directly, but increase the amount of electricity that must be generated

to charge them.

WHAT IS THE PURPOSE OF THESE TAX EXPENDITURES?

Statute and the enacting legislation for the credits do not state their
intended purpose; therefore, we could not definitively determine the
General Assembly’s original intent for either credit. Based on the
operation of the credits, and their legislative history, we considered the
following potential purpose: to increase the use of electric cars and
trucks. Specifically, although it does not directly state a purpose, the
legislative declaration for House Bill 14-1326 provides that, “Income
tax credits are an important incentive for taxpayers looking to purchase
alternative fuel vehicles and accelerate the entry of such vehicles into the
Colorado market.” Further, this purpose aligns with Executive Order B
2019 002, which set a policy goal of having 940,000 electric vehicles
on the road in the state by 2030, and the State’s Electric Vehicle Plan
for reaching near full electrification in light-duty vehicles and 100
percent zero-emissions in new medium- and heavy-duty vehicle fleets by
2050.

ARE THE TAX EXPENDITURES MEETING THEIR PURPOSE
AND WHAT PERFORMANCE MEASURES WERE USED TO
MAKE THIS DETERMINATION?

We could not definitively determine whether the Innovative Cars and

Trucks Credits are meeting their purposes because their purposes are

281

LYOdIY STINLIANTIXA XV.L



282

INNOVATIVE CARS AND TRUCKS CREDITS

not provided in their respective sections of statute or their enacting
legislation. However, we found that the Innovative Cars Credit is likely
meeting the potential purpose we considered for this evaluation to some
extent. However, its impact has decreased as the credit amount has
become smaller in recent years and it appears to act as one of multiple

factors that influence the purchase or lease of electric cars.

We found that the Innovative Trucks Credit has not met its purpose
because electric trucks have not been widely available and, therefore, the

credit has been used infrequently.

Statute does not provide performance measures for either credit.
Therefore, we created the following performance measures to assess their

effectiveness in meeting their potential purposes.

PERFORMANCE MEASURE #1: To what extent has the Innovative Cars

Credit increased the purchase or lease of electric cars?

RESULT: We found that the Innovative Cars Credit has acted as one
factor among many that have encouraged individuals and businesses
to purchase electric vehicles in recent years. While the 51,451 electric
vehicles on the road in the state as of April 2022 only make up about
1 percent of all vehicles currently registered in Colorado, according to
data provided by the Colorado Energy Office, the number of electric
vehicles in Colorado has increased substantially over the last 5 years.
New electric vehicle registrations have increased from about 5,400 in
Calendar Year 2017 to 20,500 in Calendar Year 2021, an increase of
about 280 percent. Exhibit 3 provides electric vehicle registrations by
type of vehicle for Calendar Years 2010 through 2021. FCEVs are not
included in the graphic because there are no FCEVs currently
registered in the state and no hydrogen fueling stations available to

support their use.



EXHIBIT 3. INCREASING NUMBER OF ELECTRIC VEHICLES
IN COLORADO, CALENDAR YEARS 2010 THROUGH 2021
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SOURCE: Office of the State Auditor analysis of EvaluateCO data from Colorado Energy Office.

coming from out-of-state.

While the number of electric vehicles in the state has increased, it is
likely that many individuals would have purchased an electric vehicle
regardless of the availability of the credits. Based on the $47,000
average price of a BEV and $44,000 for a PHEV in Colorado, the
$2,500 Innovative Cars Credit reduces the cost by about 5 percent.
Making electric vehicles modestly less expensive could encourage some
individuals to purchase them. However, because of the relatively high
price of electric vehicles, it appears that the credit may be a less
important factor for many potential electric vehicle purchasers, in
particular as the available credit amount has decreased from $5,000 in
Tax Year 2017 to $2,500 in Tax Year 2021 and 2022.

To assess the relative impact of the credit, we reviewed academic
research on the effectiveness of incentives for electric vehicle purchases
and found that their impact depends on the size of the incentive and is

typically modest. For example, research in The Journal of
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! Original registrations are vehicles that are registered for the first time, and could be a new sale or a vehicle
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Environmental Research Letters indicates that incentives (i.e., tax
credits, purchase rebates, etc.) are generally effective at increasing the
purchase of electric vehicles marginally, with purchase rebates being
more effective than tax credits. Additionally, research published in the
Journal of Energy Policy shows that each $1,000 in available tax
credits is associated with a predicted increase of electric vehicle sales of
roughly 2.6 percent. Applying this research finding to Colorado’s
current $2,500 credit, it appears that the credit could be associated
with an increase in electric vehicle sales about 6.5 percent, as compared

to not having the credit.

Our review of economic research indicates that many factors beyond
state-level incentives likely drive electric vehicle purchases, which,
similar to the trend in Colorado, has increased nationwide in recent
years. According to this research, the following other factors are
sometimes equally or more important to individuals considering

whether to purchase electric vehicles:

= ABILITY TO AFFORD A RELATIVELY HIGH-PRICED VEHICLE—Electric
vehicles are generally more expensive than comparable traditional
vehicles. Although lower-priced models can cost about $28,000, the
average cost of a new electric vehicle in the United States is $67,000.
Therefore, most electric vehicle purchases are made by wealthier

individuals and those with higher incomes.

= SUPPORT OF THE TECHNOLOGY AND/OR UNDERSTANDING OF
POTENTIAL BENEFITS—Although electric vehicles have a higher initial
purchase price, they generally require less maintenance and are less
expensive to fuel than traditional vehicles. For example, according to
information reported by Yale Climate Connections, as of June 2022,
the cost to charge an electric vehicle in Colorado is equivalent to
paying $1.39 per gallon to fuel a traditional vehicle, compared to the
$4.37 per gallon average gas price in Colorado. Awareness of these
benefits can make electric vehicles more attractive to potential

buyers.
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= DESIRE TO BENEFIT THE ENVIRONMENT—Electric vehicle purchasers
often indicate they decided to purchase an electric vehicle to reduce
their personal contributions to air pollution and greenhouse gas
emissions. Therefore, awareness and concern regarding traditional
vehicle emissions is an important factor among electric vehicle

purchasers.
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= ADEQUATE ACCESS TO CHARGING INFRASTRUCTURE—AIlthough
electric vehicles can be charged using a standard 120 volt home
electrical outlet, doing so is significantly slower than using charging
ports designed for electric vehicles and may not be practical for
individuals with longer daily commutes. Therefore, many potential
electric vehicle owners also need to install vehicle charging ports at
home, which can cost $1,000 to $4,000. Further, individuals who
live in apartments or otherwise lack access to a power source where
they park their vehicle, may not be able to charge their vehicle at
home and need access to a public charging port. Additionally, access
to public charging ports is important for individuals who wish to
take trips longer than their electric vehicle’s range. Therefore, growth
of charging infrastructure also plays an important role in
encouraging electric vehicle use. According to Colorado Energy
Office data, the number of public charging ports has increased
substantially in Colorado in recent years, with 3,186 public charging
ports and an additional 896 charging ports for only Tesla vehicles as
of April 2022, compared to 164 public charging ports in Calendar
Year 2010.

= INCREASING NUMBER OF VEHICLE MODELS—The availability of a
broad range of vehicle models can increase electric vehicle adoption
by making it more likely that potential buyers will find a model that
suits their needs within their budget. Further, the availability of
models with longer battery ranges helps encourage adoption among
potential purchasers who need to be able to travel longer distances
without recharging. Therefore, the increasing number of available
electric vehicle models that have become available in recent years has

likely encouraged electric vehicle adoption. Additionally, some
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electric vehicle owners report being more motivated to make their
purchase based on the performance and design of the vehicle as
opposed to tax incentives. For example, according to research from
the Journal of the Transportation Research Board on electric vehicle
adopters, owners of Tesla electric vehicles, which made up about 38
percent of electric vehicle registrations in Colorado from Calendar
Years 2010 through 2021, are more likely motivated to make their
purchase because of vehicle performance and enthusiasm for new
technology, rather than tax credits, as compared to other electric

vehicle owners.

= ABILITY TO CLAIM THE FEDERAL PLUG-IN ELECTRIC DRIVE VEHICLE

CREDIT—Electric vehicle purchasers can qualify for a federal credit
up to $7,500, which can act as a significant incentive by reducing the
cost of purchasing an electric vehicle. However, the credit is not
refundable, meaning that taxpayers with tax liabilities that are less
than the credit cannot receive a refund for the unused portion of the
credit. This makes the credit less beneficial to taxpayers with lower
and middle incomes. For instance, in order to have a federal tax
liability of at least $7,500, which would allow a taxpayer to use the
maximum federal credit amount, individuals and joint filers who
take the standard deduction and claim no other tax credits or
deductions generally need to earn more than $66,000 and $91,000,
respectively. Additionally, the federal credit begins phasing out for
vehicles from vehicle manufacturers that have recorded 200,000 in
eligible vehicle sales in the United States, which excludes Tesla and

General Motors vehicles from the credit.

PERFORMANCE MEASURE #2: To what extent has the Innovative

Trucks Credit increased the adoption of electric trucks?

RESULT: We found that the Innovative Trucks Credit has not met its
potential purpose because it has been used minimally due to the limited
availability of qualifying electric trucks. Specifically, from Calendar
Years 2010 to April 2022, there were only 15 newly registered light-,

medium- or heavy-duty electric trucks in Colorado that would have



been eligible for the credit. We cannot report the number of taxpayers
that actually claimed the credit because too few taxpayers claimed it to
report this information without revealing confidential taxpayer
information and because the Department combines the revenue impact
of the Innovative Trucks Credit with the Innovative Cars Credit for

reporting purposes.

Trucks that would qualify for the credit were not widely available to
consumers until recently. For example, the first electric light-duty
passenger truck became available in September 2021. Of the 15
vehicles eligible for the credit, nearly all were registered in 2021 or
2022. The availability of eligible trucks is likely to continue to increase
in future years as more vehicle manufacturers develop electric truck
models and prepare to meet the California Advanced Clean Trucks
Regulation. The rule requires manufacturers selling vehicles in
California, the country’s largest vehicle market, and other states that
have adopted the rule, to sell a growing percentage of zero-emission
medium and heavy-duty trucks, starting in 2024. Therefore, the
Innovative Trucks Credit is likely to be used more frequently and have

a potential impact in the future.

WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURES?

According to the Department’s 2021 Annual Report, the credits had a
revenue impact of about $24.9 million in Tax Year 2019, the most
recent year with data available. However, this revenue impact amount
does not include the credits claimed by corporate taxpayers, which the
Department could not report due to confidentiality requirements.

Exhibit 4 provides the credits’ revenue impact for Tax Years 2015

through 2019.
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EXHIBIT 4. REVENUE IMPACT OF THE INNOVATIVE CAR
AND TRUCK CREDITS, TAX YEARS 2015 THROUGH 2019

Tax Year Credits Claimed Revenue Impact
2015 2,277 $9.0 million
2016 3,064 $17.4 million
2017 2,227 $12.8 million
2018 5,463 $27.7 million'
2019 4,965 $24.9 million!

SOURCE: 2021 Department of Revenue Annual Report
!Revenue impact amounts do not include credits claimed by corporate taxpayers, which the
Department could not report due to confidentiality requirements.

Additionally, because wealthier households are more likely to be able
to afford an electric vehicle, the benefit provided by the credit has
mostly gone to individual taxpayers with higher incomes, with about
84 percent of the value of the credits claimed by taxpayers with incomes
of $100,000 or more. Exhibit 5 provides the proportion of credits

claimed by taxpayers by income level.

EXHIBIT 5. DISTRIBUTION OF INNOVATIVE CARS
AND TRUCKS CREDITS BY INCOME', TAX YEAR 2018

Percentage of

Statewide Credit

Income Range Amount Claimed
Under $50,000 4%
$50,000 to $99,999 12%
$100,000 to $199,999 35%
$200,000 to $499,999 36%
$500,000 and above 13%

SOURCE: 2018 Department of Revenue Individual Statistics of Income.
! Includes individual taxpayers, but does not include corporate taxpayers.

Further, a 2021 report published by the Massachusetts Institute of
Technology, which combined multiple studies on electric vehicle
adoption demographics, found that the majority of electric vehicle
owners are White homeowners with high-incomes and that Black,

Hispanic or Latino, and low-income households are less likely to own



electric vehicles. Specifically, Black and Latino purchasers represent
only 12 percent of electric vehicle purchasers in the country, despite
making up about 33 percent of the U.S. population. According to the
report, people of color also have a lower probability of having adequate
access to charging infrastructure. Although the report is not specific to
Colorado, it may indicate that White residents tend to benefit from the
credits more often than Black, Hispanic and Latino residents.
Additionally, data from the U.S. Department of Labor on income
disparities shows that Black, Hispanic, Latino, Native American, and
Multiracial Coloradans make roughly 31 percent less ($41,000/year
average) than White Coloradans ($60,000/year average). Therefore, it
appears that fewer of these individuals are able to afford an electric

vehicle.

To the extent that the credits encourage the increased use of electric
vehicles, they may also provide environmental benefits because, as
discussed, electric vehicles typically cause less air pollution and
greenhouse gas emissions than comparable traditional vehicles,
primarily when operated on low-carbon renewable electricity sources.
Although we lacked the data necessary to quantify the environmental
benefits of the credits, it is likely that the benefits have been relatively
small. This is because only about 1 percent of vehicles on the road are
electric vehicles and, as discussed, many of these vehicles would likely
have been purchased regardless of the credits. However, the credits
could have a more substantial impact in future years if electric vehicle
use becomes more widespread. Additionally, as shown in the
Intergovernmental Panel on Climate Change’s report, Climate Change
2022: Mitigation of Climate Change, electric vehicles offer the largest
environmental benefits when the electricity used to charge them is
generated through renewable sources. Thus, the potential benefits will
increase to the extent that the proportion of the state’s electricity
generated from fossil fuels decreases. According to the U.S. Energy
Information Agency, the share of energy generated by fossil fuels in
Colorado decreased from 90 percent in 2010 to 67 percent in 2021,

which is roughly a 23-percentage point decrease in twelve years.
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WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURES HAVE ON BENEFICIARIES?

If the Innovative Cars and Trucks Credits were eliminated, individuals
purchasing electric vehicles would no longer be able to use the credit to
offset part of the vehicles’ cost. As discussed, the credits are more
frequently used by higher-income households; however, eliminating
credits would likely have a greater impact for purchasers with relatively
lower-incomes. Exhibit 6 displays an example of the expected increase
in cost for the base model of a Nissan Leaf S, the most popular low-cost
BEV purchased in Denver, assuming the sales price is the manufacturer’s
suggested retail price (msrp), the purchaser assigns the credit to the
financing entity, and contributes a $2,000 down payment. As shown,
the repeal of the Innovative Cars Credit would result in a $41 increase

in the monthly payment for this vehicle.

EXHIBIT 6. EXAMPLE OF INCREASED COSTS FOR A LOW
COST BEV PURCHASED IN DENVER

Sales Price (msrp) $28,885
Sales Tax $2,545
Dealer Fees $599
Interest Rate and Term
(% per number 5.9% at 72 months
of months)
Income Tax Credit -$2500

Monthly Payment

(without tax credit) $455, (8496)
Monthly difference
without tax credit $41

SOURCE: Office of the State auditor analysis based on manufacturer’s
suggested retail price for a Nissan Leaf S.

Increasing the effective cost of an electric vehicle could discourage some
individuals from purchasing one, since as discussed, tax credits are an
important factor for some individuals when considering the purchase of
an electric vehicle. However, most of the credits have gone to higher-
income individuals who may be less sensitive to increases in cost and

for whom the credit may be less influential than other factors.



Additionally, eliminating the credit may have less of an impact on the
purchase of higher-priced electric cars and trucks. For example, the
most recently available electric truck, Rivian R1T, has an msrp of
$67,500, therefore the current $3,500 credit would cover about 5
percent of the msrp, compared to the Nissan Leaf S, that has an msrp
of $28,885, about 9 percent of which is covered by the credit.

ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

We identified a total of 27 states, including Colorado, that offer
incentives for the purchase of either electric passenger vehicles or
medium/heavy-duty trucks. There are an additional six states that have
programs limited to just buses. However, Colorado is the only state we
identified that provides an income tax credit for electric passenger
vehicles, with other states offering incentives in the form of rebates or
sales tax exemptions. Exhibit 7 summarizes the electric vehicle

incentives available.

EXHIBIT 7. SUMMARY OF STATES THAT PROVIDE AN
INCENTIVE FOR THE PURCHASE OF ELECTRIC VEHICLES

Number of Number of
States with States with

Passenger | Medium/Heavy-
Vehicles Duty Trucks
Incentives Incentives Value of Incentives

Sales Tax 2.9% to 6.625 % of
. 2 1 . .
Exemption vehicle purchase price

Passenger Vehicles:
$2,500

Trucks:
$3,500-$100,000

Tax Credit 1 3

Passenger Vehicles:
$750-$7,500
Rebate/Grant 12 18* Trucks:

Varies greatly depending
on truck type

SOURCE: Department of Energy Alternative Fuel Data Center.

*Almost all states have a rebate or grant program for medium and heavy duty trucks as a result of the
federal Volkswagen Diesel Emissions Settlement for violating the Clean Air Act, but eligibility
requirements differ widely.
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ARE THERE TAX EXPENDITURES OR PROGRAMS WITH A
SIMILAR PURPOSE IN THE STATE?

The Low-Emitting Vehicles Sales and Use Tax Exemption [Section 39-
26-719, C.R.S.] provides a sales and use tax exemption for the
purchase, storage, or use of a new or used medium- or heavy-duty
vehicle that is a qualifying alternatively fueled vehicle or a heavy-duty
vehicle that meets Environmental Protection Agency’s emissions
standards. The exemption is also available for parts to convert a vehicle
into a low-emitting vehicle. Electric trucks that qualify for exemption

can also claim the Innovative Trucks Credit.

Additionally, we identified multiple state programs which are targeted

towards increasing the adoption of electric vehicles, as described below:

= CHARGE AHEAD COLORADO—A grant program administered by the
Colorado Energy Office and the Regional Air Quality Council, which
provides public and private entities funding to install electric vehicle

charging stations.

= EV  FAST-CHARGING PLAZA PROGRAM—A grant program
administered by the Colorado Energy Office that provides funding
for the installation of multiple direct current fast charging stations,
to increase access to high-speed charging for electric vehicles in areas

of potential high utilization.

= VOLKSWAGEN DIESEL EMISSIONS SETTLEMENT—Colorado was
awarded $68.7 million from the $2.7 billion settlement from
Volkswagen’s violations of the federal Clean Air Act, to reduce the
emission of nitrogen oxides (NOy) in the state. Colorado is using this
funding to support the replacement of specific medium- and heavy-
duty vehicles to alternatively fueled ones, including electric vehicles,

as well as the development of electric vehicle charging stations.

= COLORADO ZERO EMISSIONS VEHICLE RULE [5 CCR 1001-24]—In
2019, the Air Quality Control Commission, a statutorily-created



commission within the Department of Public Health & Environment,
passed a rule requiring vehicle manufacturers to sell an increasing
percentage of zero emitting vehicles as part of their vehicle fleet sold
in Colorado, starting with model year 2023. The rule is tied to

California’s zero emissions vehicle standards.

In addition to available state programs to increase the purchase of

electric vehicles, we also identified federal tax credits and programs with

a similar purpose, as follows:

PLUG-IN ELECTRIC DRIVE VEHICLE INCOME TAX CREDIT—Provides an
income tax credit that ranges between $2,500 and $7,500 for electric
vehicles with a gross vehicle weight rating of less than 14,000 Ibs.
The credit amount depends on the capacity of the vehicle’s battery,
with BEVs qualifying for the full credit and some PHEVs qualifying
for a lesser amount. However, the credit begins to phase out when a
manufacturer sells 200,000 cumulative qualified vehicles beginning
from 2010. As of June 2022, only two manufacturers have been

completely phased out, Tesla and General Motors.

INFRASTRUCTURE INVESTMENT AND JOBS ACT—This recently passed
legislation is expected to provide Colorado with $57 million to
support the development of electric vehicle charging across the state.
Overall, the Act is intended to provide $7.5 billion over 5 years to
support the development of electric vehicle charging infrastructure
across the country. Of this amount, roughly $5 billion will be
distributed to states, and the remaining $2.5 billion will be set aside

for a competitive grant program among the states.

DIESEL EMISSION REDUCTION ACT—Provides funding to states for
diesel emission reduction projects. Funding from this program is used
for the Colorado Clean Diesel Program in coordination with funds
from the federal Volkswagen Diesel Emissions Settlement for the

adoption of certain electric and hybrid electric vehicles.
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WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURES?

We did not encounter any data constraints that limited our ability to

evaluate the tax expenditures.

WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE INNOVATIVE CARS AND TRUCKS INCOME TAX CREDITS. Statute and
the enacting legislation for the credits do not state their purpose or
provide performance measures for evaluating their effectiveness.
Therefore, for the purpose of this evaluation, we considered a potential
purpose: to increase the use of electric cars and trucks. We identified
this purpose based on the operation of the credits, and their legislative
history. We also developed performance measures to assess the extent
to which the credits are meeting their potential purposes. However, the
General Assembly may want to clarify its intent for the credits by
providing a purpose statement and corresponding performance
measure(s) in statute. This would eliminate potential uncertainty
regarding the credits’ purpose(s) and allow our office to more
definitively assess the extent to which the credits are accomplishing their

intended goal(s).



JOB GROWTH CREDIT

EVALUATION SUMMARY SEPTEMBER 2022  2022-TE38

TAX TYPE Income
YEAR ENACTED 2009
REPEAL/EXPIRATION DATE  December 31, 2026

REVENUE IMPACT $14.2 million
(TAX YEAR 2018)

NUMBER OF TAXPAYERS 130

KEY CONCLUSION: The credit has likely had some effect on businesses’ decisions to establish

job creation projects in Colorado and may have resulted in the creation of new jobs.

WHAT DOES THE TAX EXPENDITURE
DO?

The Job Growth Credit is available for businesses
that create new jobs for a project “that encourages,
promotes, and stimulates economic development
in key economic sectors...” The credit is equal to
the net job growth for the given calendar year
multiplied by 50 percent of the FICA taxes
imposed on the business during that year for the

net new jobs of the project.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

Neither statute nor the enacting legislation
explicitly states the purpose of the credit; therefore,
we could not definitively determine the General
Assembly’s original intent. Based on our review of
the credit’s operation, we considered a potential
purpose: to encourage businesses to create new

jobs in Colorado.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

The General Assembly may want to consider:

= Amending statute to establish a statutory
purpose and performance measures for the

credit.

= Clarifying the available credit period and

the calculation of the credit amount.

= Examining the effects of remote work on
companies’ average annual wages for

purposes of qualifying for the credit.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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JOB GROWTH CREDIT

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Job Growth Incentive Credit (Job Growth Credit) [Section 39-22-
531, C.R.S.] is available for businesses that create new jobs for a project
“that encourages, promotes, and stimulates economic development in
key economic sectors...” Statute directs the Economic Development
Commission (Commission) to administer most aspects of the credit.
However, the Commission is situated within the Office of Economic
Development and International Trade (OEDIT), which generally
handles the application process and issues credit certificates for the
credit, with the Commission approving businesses for the credit and

setting the terms businesses must meet to qualify.

In order to be eligible for the credit, statute [Section 39-22-
531(3)(a)(II)(B), C.R.S.] requires businesses to assert to the
Commission and OEDIT during the application process that the credit
“is a major factor in the decision to locate or retain the project in
Colorado...” Additionally, projects must generally bring a net job
growth of at least 20 net new jobs to Colorado, although this
requirement is reduced to five net new jobs for projects located in an
enhanced rural enterprise zone, which is an area of the state that OEDIT

has determined to be economically distressed.

Under statute [Section 39-22-531(1)(f), C.R.S.], net job growth is
calculated as the increase in the number of full-time equivalent (FTE)
employees for the project between the project’s commencement and the
end of the given calendar year, as demonstrated in Exhibit 1. According
to OEDIT staff, only those employees with a primary residence in
Colorado and who pay Colorado state income tax are included in the

calculation of net job growth.



EXHIBIT 1. CALCULATION OF NET JOB GROWTH
PER CALENDAR YEAR
(BASED ON NUMBER OF FULL-TIME EQUIVALENT
EMPLOYEES EMPLOYED FOR THE PROJECT)

FTE employees, FTE employees,

end of calendar commencement Net job growth
year of project

SOURCE: Office of the State Auditor analysis of Section 39-22-531(1)(f), C.R.S.

The new employees hired must be retained for at least 1 year, and the
average annual wage of the jobs created must be at least 100 percent of
the average annual wage of the county in which the project is located.
OEDIT staff indicated that the county average annual wage used to
verify that the project meets this requirement, both at the project’s
outset and on an annual basis thereafter, is set when the project is
approved and is calculated based on the most recently available data
from the U.S. Bureau of Labor Statistics at that time.

The credit may be claimed for a specific credit period that the
Commission sets individually for each project, which cannot exceed 96
consecutive months, or 8 income tax years. If the amount of the credit
exceeds the taxpayer’s income tax liability for the income tax year in
which the credit is claimed, the taxpayer may carry forward the
remaining amount for up to 10 income tax years. The Commission can

approve new projects for the credit through December 31, 2026.

Under OEDIT’s interpretation of statute [Section 39-22-531(5)(b),
C.R.S.], a company’s annual credit amount is equal to 50 percent of the
Federal Insurance Contributions Act (FICA) taxes imposed on the
taxpayer during that year for the net new jobs for the approved project,
as demonstrated in Exhibit 2 (see the Whar policy considerations did
this evaluation identity? section below for a discussion on the operation
of this statute). FICA taxes, which include social security taxes and

Medicare taxes, are generally imposed on employers at a total rate of
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7.65 percent of the wages paid to employees; therefore, the credit is

typically equivalent to about 3.8 percent of the new employees’ wages.

EXHIBIT 2. EXAMPLE CALCULATION OF JOB GROWTH
CREDIT PER CALENDAR YEAR, BASED ON OEDIT’S

Total FICA-
eligible wages
paid for net new
jobs created or
maintained
during the year

$2 million

Total employer-
paid FICA taxes
for wages paid
for net new jobs
created or
maintained
during the year

INTERPRETATION OF STATUTE

Tax rate for
employer-paid
FICA taxes

7.65%

Total employer-
paid FICA taxes
for wages paid
for net new jobs
created or
maintained
during the year

$153,000

Amount of Job

Growth Credit

certified for the
year

$76,500

$153,000

SOURCE: Office of the State Auditor analysis of Section 39-22-531(5)(b), C.R.S., and Office
of Economic Development and International Trade documentation of the credit.

Businesses seeking the credit are required to submit an application to
OEDIT before a qualifying project begins. The application must

provide:

= An employment plan that includes the forecasted number, titles, hire

dates, and annual wages of the positions that will be created.

= Documentation demonstrating that the Job Growth Credit is a major
factor in the decision to locate the project in Colorado. This
documentation must indicate that the company “could reasonably
and efficiently” locate the project outside of Colorado and that at

least one other state is being considered for the project.



= A cost differential analysis that compares the projected costs of the
project in Colorado with the projected costs if the project were to
commence in at least one competing state. The analysis may include
the impact of incentive programs available in the other state; the
costs of labor, utilities, and taxes; and “the cost structure of the

taxpayer’s industry in the competing state.”
= Three years of historical company financials.

OEDIT staff review the application and conduct an analysis of the
project, after which the project goes before the Commission for
consideration, along with OEDIT’s analysis and recommendations.
Provided that the project meets the credit’s eligibility requirements laid
out in statute, the Commission has discretion in whether to offer
conditional approval to the project. In deciding whether to approve any
given application, statute [Section 39-22-531(3)(c), C.R.S.] requires

that the Commission consider only the following four factors:

= The economic health of Colorado

= The economic viability of the proposed new jobs

= The economic benefits to Colorado of the new jobs

= The maximum amount of the credit needed to attract the new jobs

to Colorado

The Commission may also establish additional terms that the business
must meet in order for the project to qualify for the credit, such as
raising a certain amount of funds or providing data on all Colorado
jobs, including those not employed for the approved project, on their
annual reports. The conditional approval will be revoked if the business
does not meet these terms, or if the project is canceled or otherwise
becomes ineligible for the credit. The Commission also establishes the
maximum amount of the credit available to the business for the credit
period, which is equal to either the estimated net job growth for each of
the years in the credit period multiplied by 50 percent of the total
estimated FICA taxes imposed on the business for the net new jobs of

the project during each year of the credit period or, at the Commission’s
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discretion, some lesser amount. OEDIT staff then formalize the terms
established by the Commission in a contract that is signed by the

company.

Businesses have 1.5 years from the receipt of the conditional approval
to commence the project. Once the project has commenced, the
company submits an annual request to OEDIT for a credit certificate by
March 1 of each calendar year. This must include the number of
employees hired for the project, the net job growth for the project, and
all documentation needed to calculate the amount of the taxpayer’s
annual credit. If the project meets or exceeds the qualifications for the
credit and the terms of the company’s contract, OEDIT calculates the
amount of the taxpayer’s annual credit and issues a credit certificate in
that amount for that calendar year, which certifies that the taxpayer
qualifies for the credit. However, if the total amount of credits certified
for the taxpayer for the credit period thus far, including the current
credit certificate, exceeds the maximum amount of the credit established
by the Commission in the project’s conditional approval, OEDIT issues
a credit certificate in the amount remaining up to the maximum credit
amount. Pass-through entities may allocate the credit among their
individual co-owners in any manner and must certify to the Commission
and the Department of Revenue (Department) the amount allocated to
each co-owner. OEDIT will then issue credit certificates in the certified

amounts to the individual co-owners.

In order to claim the credit, taxpayers must submit the credit certificate
along with their income tax return. Taxpayers generally claim the credit

on the credit schedule for their respective income tax returns:

= Individuals claim the credit on Line 29 of the 2021 Individual Credit
Schedule (Form DR 0104CR), which must be attached to the 2021
Colorado Individual Income Tax Return (Form DR 0104).

= Corporations claim the credit on Line 17 of the 2021 Credit Schedule
for Corporations (Form DR 0112CR), which must be attached to the
2021 Colorado C Corporation Income Tax Return (Form DR 0112).



= Pass-through entities, such as S corporations and partnerships, report
the credit on Line 14 of the 2021 Colorado Pass-Through Entity
Credit Schedule (Form DR 0106CR), which must be attached to the
2021 Colorado Partnership and S Corporation and Composite
Nonresident Income Tax Return (Form DR 0106). Separate co-
owners of pass-through entities may claim their separate shares of
the credit on their respective credit schedules, or, if the individual co-
owners are non-residents, the pass-through entity may claim the
credit on the co-owners’ behalf on Form DR 0106CR.

The Job Growth Credit was created in 2009 by House Bill 09-1001.
Subsequent legislation extended the credit for additional tax years and

made various changes to the credit. The most significant changes were
enacted in 2014 with House Bill 14-1014, which:

= Decreased the minimum required average annual wages of the net
new jobs from 110 percent to 100 percent of the average annual
county wage.

= Extended the maximum length of a company’s credit period from 5
years to 8§ years.

= Relaxed the eligibility requirement regarding the extent to which the
credit must influence companies’ decisions. Under the original
legislation, the Commission was authorized to approve a company’s
application only “if the project would not occur but for the credit.”
Starting in 2014, the Commission was authorized to approve an
application only if the credit was “a major factor in the decision to
locate or retain the project in Colorado.”

The credit has not changed substantially since 20135.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute [Section 39-22-531(1)(h), (2), and (3)(a)(I), C.R.S.] provides
that the intended beneficiaries of the Job Growth Credit are businesses
in key economic industries, such as aerospace, tourism, and information
technology, that:
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= Create new projects that stimulate economic development

= Create a minimum number of jobs that pay, on average, at least the
county average annual wage

= Have been approved for the credit by the Commission

Additionally, to the extent that the credit incentivizes businesses to
commence new projects that create jobs, the credit was also likely
intended to benefit Colorado residents, who may be hired for some of
the new positions.

OEDIT data indicates that the Commission approved a total of 210
projects between 2014 and 2020, for an average of about 30 projects
per year. As demonstrated in Exhibit 3, the county with the most
approved projects was Denver (76 projects), followed by Boulder (25
projects).

EXHIBIT 3. NUMBER OF PROJECTS APPROVED
FOR JOB GROWTH CREDIT BY COUNTY, 2014-2020

Comitsy Number of
Projects Approved!

Denver 76
Boulder 25
Broomfield 19
Arapahoe 15
Jefferson 15
Larimer 13
Adams 10

El Paso 10
Weld 6
Routt 3
Alamosa, Douglas, Logan, Mesa, Montezuma, 1 each
Montrose, Morgan, Otero, and Pueblo cac
None specified? 10
Total projects approved! 210

SOURCE: Office of the State Auditor analysis of Office of Economic Development and International Trade data.
'The number of counties does not add to 210 because one project received approval for two counties, Denver and
Boulder.

2According to OEDIT staff, a project’s county location may not be finalized until the company completes its contract
with OEDIT. None of the 10 projects without a specified county location have signed a contract with OEDIT.



WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Neither statute nor the enacting legislation explicitly states the purpose
of the Job Growth Credit; therefore, we could not definitively determine
the General Assembly’s original intent. Based on our review of the
credit’s operation, we considered a potential purpose: to encourage

businesses to create new jobs in Colorado.

IS THE TAX EXPENDITURE MEETING ITS PURPOSE AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the Job Growth Credit is
meeting its purpose because no purpose is provided for it in statute or
the enacting legislation. However, we found that the credit is meeting
its potential purpose to some extent because it has likely had some effect
on businesses’ decisions to establish job creation projects in Colorado
and may have resulted in the creation of new jobs, although we were

unable to quantify the extent to which this is the case.

Statute does not provide quantifiable performance measures for this
credit. Therefore, we created and applied the following performance
measures to determine the extent to which the credit is meeting its

potential purpose:

PERFORMANCE MEASURE #1: To what extent has the Job Growth Credit
influenced businesses’ decisions to establish projects in Colorado that

will create new jobs?

RESULT: As discussed, in order to qualify for the credit, a company must
have not yet started the qualifying project and must be considering at
least one other location outside of Colorado for the project. Therefore,
as one measure of the credit’s effectiveness as an incentive, we reviewed
the location decisions of companies that were approved for the credit.
Of the 210 companies that were approved between Calendar Years
2014 and 2020, 135 companies (64 percent) chose to move forward
with their approved projects in Colorado and signed a contract with

OEDIT. These companies are eligible for annual tax credit certificates
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as long as they continue to meet the credit’s requirements and are still
within the credit period outlined in their contract, although some of
these companies have not yet fulfilled the requirements necessary to
receive credits. Another 18 companies (9 percent) initially chose to
move forward with their approved projects in Colorado and signed
contracts with OEDIT but later canceled these contracts. According to
OEDIT staff, a company may decide to cancel their contract if hiring
for the approved project does not proceed to the extent that they had
anticipated when the contract went into place. The remaining 57
companies (27 percent) did not move forward with their projects in
Colorado. These companies may have located their projects out of state
or decided not to go through with their projects at all. Exhibit 4

summarizes the location decisions of the companies with projects that

were approved by the Commission between Calendar Years 2014 and
2020.

EXHIBIT 4. LOCATION DECISIONS
FOR PROJECTS APPROVED BY THE ECONOMIC
DEVELOPMENT COMMISSION
CALENDAR YEARS 2014 THROUGH 2020

Company’s Project Number of Percentage
Location Decision Projects of Total
Chose Colorado and signed contract

with OEDIT 15 1%
Chose Colorado, but canceled 18 99,
contract

Did not move forward with project 57 27%
Total 210 100%

SOURCE: Office of the State Auditor analysis of Office of Economic Development and
International Trade data.

In addition to looking at the number of companies that moved forward

bAN1Y

with their projects, we also measured companies’ “participation” in the
credit on an annual basis by comparing the total number of companies
that were eligible for the credit in a given calendar year (i.e., those that
had signed a contract with OEDIT and were still within their credit
period) with the number of companies that actually received a credit
certificate for the given year. From Calendar Year 2014 through

Calendar Year 2020, we estimated that between 38 and 56 percent of
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eligible companies were issued a credit certificate in any given year.
These “participating companies” submitted the required annual report
to OEDIT demonstrating that they had created or maintained a certain
number of net new jobs during the previous calendar year. We
considered the companies that were eligible for the credit but were not

issued a credit certificate to be “non-participating companies.” Exhibit

LIOdIY STINLIANTIXA XV.L

5 provides the number of participating and non-participating

companies in each calendar year from 2014 through 2020.

EXHIBIT 5. COMPANY PARTICIPATION!
IN JOB GROWTH CREDIT
CALENDAR YEARS 2014-2020

90
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Participating Companies B Non-Participating Companies

SOURCE: Office of the State Auditor analysis of Office of Economic Development and
International Trade data.

'A company is eligible to receive a credit certificate if they have been approved for the credit
by the Commission, have signed a contract with OEDIT, and are still within their credit
period for the calendar year in question. Of these eligible companies, we considered a
company to be “participating” in the credit if they submitted their annual report to OEDIT
and were issued a credit certificate. “Non-participating companies” were eligible during the
given calendar year but were not issued a credit certificate.
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Although non-participating companies have been approved for the
credit, they will not receive the credit’s benefits or reduce the State’s
income tax revenue unless they submit their annual reports and
demonstrate that they have created new jobs. There are a number of
possible explanations for company non-participation. For example, the
company may not have begun the project, created enough jobs to

receive the credit, and/or submitted the annual report.

Since it is possible that some participating businesses would have gone
forward with their projects regardless of the credit, we conducted a
survey of the businesses that received approval from the Commission
for a job creation project between 2017 and 2021 in order to assess the
credit’s impact on businesses’ location decisions. The survey was
successfully delivered to 66 businesses, and we received responses from
26 businesses (a 39 percent response rate). Since this is a non-statistical
sample, the survey results may not accurately represent the views of all

businesses that have been approved for the credit.

Based on the survey responses, the credit appears to have had a
moderate effect on project location decisions for the businesses that
responded to the survey, although businesses reported that multiple
factors went into their location decisions. As shown in Exhibit 6, 10
businesses (63 percent) reported that the credit was a moderate factor
in their decision to locate their projects in Colorado, and two businesses

(13 percent) reported that the credit was a major factor.



EXHIBIT 6. SURVEY RESPONSES, RELATIVE IMPORTANCE OF JOB
GROWTH CREDIT TO BUSINESSES’ LOCATION DECISIONS

Number of
Response Explanation Businesses
The proj Id h nl in
Not a factor at all e project would have bee O.C?ted - 1
Colorado regardless of the credit’s availability.
Other factors were more important in the
A small factor . o 3
decision to locate the project in Colorado.
The credit was one of multiple factors in the
A moderate factor - L 10
decision to locate the project in Colorado.
The credit was one of the most important
A major factor factors in the decision to locate the project in 2

Colorado.

Total Respondents

SOURCE: Office of the State Auditor survey of businesses that were approved for the Job Growth Credit
between 2017 and 2021.

When asked to select the top four most important factors in their
decisions to locate their projects in Colorado, 10 businesses (63 percent
of the businesses that responded to this question) selected the Job
Growth Credit, followed by the availability of a skilled workforce
and/or educational opportunities (nine businesses, or 56 percent). A
total of six businesses selected transportation infrastructure, availability
of workforce and/or ease of attracting workers, geographic location,
and quality of life (38 percent each).

Academic literature also indicates that companies consider many factors
when determining where to locate. Some of the factors that have

consistently ranked high in recent studies include:

= Availability of skilled labor
= Favorable local labor costs

= Proximity to transportation infrastructure, such as highways and
airports
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= Technology infrastructure, such as access to fiber optic lines, high-

speed internet, and technological support
= Favorable tax rates

Studies have generally found that tax credits and other economic
development incentives tend to have a relatively small impact on
business location decisions, even when comparing companies that
received these incentives with companies that did not. A recent meta-
analysis of 30 academic studies, “‘But For’ Percentages for Economic
Development Incentives” (Bartik 2018), concluded that economic
development incentives likely “tip” between 2 percent and 25 percent
of business location and expansion decisions, depending on factors such
as the design and size of the incentive and companies’ individual
circumstances. The main reason why these percentages are relatively
low is that “many other location and cost factors...have more major

b

effects on a firm’s costs and profitability,” with taxes representing a
small percentage of the costs of conducting business. Research also
indicates that incentives may make more of a difference when a
company is considering two locations with similar characteristics or
when reducing costs would allow the company to achieve a more
feasible rate of return. As discussed, statute requires companies to
submit documentation indicating that they are considering at least one

other state when they apply for the Job Growth Credit.

PERFORMANCE MEASURE #2: To what extent has the Job Growth Credit

resulted in the creation of new jobs in Colorado?

RESULT: We found that participating companies created new jobs in
each calendar year and maintained some of the jobs created in previous
calendar years. Although it is likely that some of these jobs were created
as a direct result of the credit (i.e., would not have been created without
the credit), we were unable to determine the extent to which this is the

case.

Exhibit 7 provides the total number of net new jobs reported by
participating businesses for each calendar year, including a breakdown
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of the net number of jobs maintained from the previous year and the
net number of new jobs created in the current year. Collectively,
participating businesses created between 1,524 and 3,705 new jobs in
each calendar year between 2015 and 2019, along with maintaining
between 1,278 and 6,422 of the jobs that were created in earlier

calendar years. The Exhibit does not include the number of jobs created

LIOdAY STINLIANTIXE XV.L

in previous years that are no longer reported to OEDIT, which averaged
1,029 jobs per calendar year between 2015 and 2019. Some of the jobs
no longer reported were created by companies that have reached the
end of their credit periods, after which they no longer submit an annual
report to OEDIT, and, as discussed, companies may also cease reporting
to OEDIT for other reasons. We were unable to determine the extent to
which the jobs that are no longer reported have been maintained by

companies.

EXHIBIT 7. ESTIMATED CUMULATIVE JOBS
CREATED AND MAINTAINED BY PARTICIPATING BUSINESSES
CALENDAR YEARS 2015-2019

9,000
8,000 3,705
1,586
7,000
6,000 6,422
5,000
2,689
4,000 1,524
3,000 1,924
! 2,913
2,000 2,490
1,000
1,278
0
2015 2016 2017 2018 2019
B Jobs maintained from previous year New jobs created this year

SOURCE: Office of the State Auditor analysis of Economic Development Commission annual reports and
Office of Economic Development and International Trade data.
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Although Exhibit 7 provides information about job creation at
companies that have received the credit, it does not indicate that these
jobs were created as a direct result of the credit. If a company would
have created a given job regardless of the credit’s existence, that job
cannot be attributed to the credit, despite the fact that the company

received the credit based on the wages paid for this position.

In general, it is difficult to determine the true impact of tax incentives
on job creation. Using a simulation model of economic development
incentives in the United States, a recent study (“Who Benefits From
Economic Development Incentives?” Bartik 2018), determined that
these incentives do create jobs that would not have existed otherwise,
but only in a minority of incented companies. The typical state
economic development incentive provides businesses with a value of 2
to 3 percent of the company’s wages, which is estimated to induce 10
to 15 percent of the total job creation associated with the incentive. In
comparison, Colorado’s Job Growth Credit is typically about 3.8
percent of the total wages paid for new jobs that are created after the
company is approved by the Commission, not including any wages paid
for positions that already exist when the company is approved.
However, OEDIT staff indicated that in their experience, the total
percentage of jobs influenced by the credit may be much higher than 10

to 15 percent of jobs reported, based on the following;:

= OEDIT’s review process of each company’s application, including a

cost comparison analysis of the company’s potential locations.

= The statutory requirement that companies state that the incentive is
“a major factor” in their decision to go forward with the project in

Colorado.

= OEDIT’s observations of the marketplace.



WHAT ARE THE ECONOMIC COSTS AND BENEFITS OF THE
TAX EXPENDITURE?

According to Department data, the Job Growth Credit resulted in a
total of $14.2 million in forgone revenue to the State in Tax Year 2018.
This amount may include credits issued to companies for Calendar Year
2018 or earlier, including amounts carried forward from previous
income tax years. Exhibit 8 provides the amount of credits claimed by
each type of taxpayer, with the bulk of the credits ($13.3 million, or 94
percent) claimed by corporate taxpayers. OEDIT’s staffing costs for this
credit are included in their annual administrative budget, which they

submit to the Commission for approval.

EXHIBIT 8. JOB GROWTH CREDIT REVENUE
IMPACT BY TAXPAYER TYPE, TAX YEAR 2018

Corporate returns $13.3 million
Individual returns $546,000
Non-resident composite returns $344,000
Total $14.2 million

SOURCE: Office of the State Auditor analysis of Department of Revenue data.

Additionally, as demonstrated in Exhibit 9, OEDIT has certified
between $7 million and $47 million in credits per calendar year between
2014 and 2020, with the total amount certified increasing each year
from the previous year. This suggests that the revenue impact of the
credit may increase substantially in future income tax years. We also
compared the total amount certified each year with the estimated
amount available for certification to approved companies, which we
calculated for each year on a company-by-company basis by dividing
the total approved credit amount by the number of years in the
company’s credit period (typically, 8 years). As shown in Exhibit 9, the
total amount issued to participating companies has been much lower
than the estimated amount potentially available to all approved
companies. For example, in 2018, we estimated that approved
companies may have been eligible for up to $75 million in credits,
provided that they had created the required jobs and submitted their
annual reports to OEDIT. In comparison, the total amount actually

certified for participating companies in 2018 was about $30 million.
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EXHIBIT 9. COMPARISON OF TOTAL ESTIMATED CREDITS
AVAILABLE FOR CERTIFICATION AND TOTAL CREDITS ACTUALLY
CERTIFIED, CALENDAR YEARS 2014-2020

$100,000,000
$80,000,000
$60,000,000
$40,000,000

$20,000,000

—
S0
2014 2015 2016 2017 2018 2019 2020

e Total credits actually certified

= Fstimated credits available for certification to approved companies

SOURCE: Office of the State Auditor analysis of Office of Economic Development and International
Trade data.

The credit’s cost effectiveness is largely dependent on the amount of
revenue forgone per job induced by the credit. As discussed above, it is
difficult to estimate the number of jobs created as a direct result of the
credit. Therefore, although we can calculate the amount of revenue
forgone per job associated with the credit (i.e., the new jobs reported by
companies that have been approved for the credit), we are unable to
provide an accurate estimate of the cost per job directly induced by the
credit.

For each job associatedwith the credit, the amount of the credit certified

is calculated as:

Employee’s annual wages
bd Employer-paid FICA tax rate for these wages
bl 50%



For example, if a company hired a new employee with an annual wage

of $70,000, the company’s credit amount for that employee would be:

$70,000 x 7.65% x 50% = $2,678

If this employee was hired in the first year of the company’s 8-year credit
period and earned the same wages each year, the State would forgo up

to $21,420 in income tax revenue for this job as a result of the credit.

As discussed, academic research suggests that similar economic
development incentives may directly induce between 10 and 15 percent
of the total number of jobs associated with the incentives. Although we
were not able to quantify the percentage of jobs that were induced by
Colorado’s Job Growth Credit, in order to illustrate the relationship
between the credit’s ability to induce companies to create new jobs and
its cost effectiveness, we estimated the hypothetical revenue impact per
job directly induced by the credit based on different assumptions
regarding the percentage of total jobs directly induced by the credit, as
provided in Exhibit 10.

EXHIBIT 10. HYPOTHETICAL REVENUE IMPACT
PER JOB DIRECTLY! INDUCED BY THE CREDIT, BASED
ON CREDITS CLAIMED IN TAX YEAR 2018

Total jobs created by participating businesses
in Calendar Year 2018: 3,705

Hypothetical Hypothetical Number Estimated Amount
Percentage of Total of Jobs Directly of State Revenue
Jobs Directly Induced Induced Forgone per Job
by Credit by Credit Induced
5% 185 $76,696
10% 371 $38,348
15% 556 $25,565
20% 741 $19,174

SOURCE: Office of the State Auditor analysis of Office of Economic Development and
International Trade data, Department of Revenue data, and “Who Benefits From Economic
Development Incentives?” (Bartik 2018).

'This analysis only accounts for jobs directly induced by the credit. To the extent that
demand for products and services sold by other businesses increases due to participating
businesses’ decisions to locate projects in Colorado, the credit may also induce indirect job
growth in the state, which is not included in the figures presented in this exhibit.
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As shown, if the credit had induced between 10 and 15 percent of total
jobs created in 2018, the revenue impact to the State per directly
induced job would have ranged from $25,565 to $38,348. However,
this does not fully account for the impact to the State per job created
because it does not account for a variety of factors that affect this cost,
including;:

= The 8-year credit period. Companies can receive the credit for any
given created job for up to 8 years. Therefore, the credit’s total
revenue impact for 2018 may have resulted from credits that were
based on all 8,470 jobs reported for the year, including the 4,765
jobs created in earlier calendar years that were maintained in 2018.
Additionally, the 3,705 jobs created in 2018 may continue to reduce
state revenue in future calendar years, provided that the companies
maintain those jobs, are still within their credit periods, and continue
to submit their annual reports to OEDIT.

= Other taxes and economic impacts that result from the created jobs.
Employees who fill the newly created positions are subject to
Colorado sales tax on in-state purchases and Colorado income tax
on their earnings. If an individual would have been unemployed or
received lower wages without the credit, then the additional taxes
that they pay represent a gain in state tax revenue. If an individual
moved to Colorado to accept their position with the company, then
their taxes paid would increase state revenue, but the increase in the
State’s population would also increase the State’s expenses for
government services. Finally, the creation of new jobs can also have
“multiplier effects,” in which the increased demand for local
products and services resulting from the new job can increase
economic activity and induce additional local job creation.

Finally, we examined academic studies to identify best practices for
designing effective economic incentives and assessed the extent to which
the credit’s structure aligns with these practices. As shown in Exhibit
11, we found that Colorado’s credit aligns with some of the
recommendations for well-designed economic incentives but does not
align with others. For example, Colorado’s credit is discretionary rather
than automatic, which is a recommended best practice, but provides
incentives that are long-term, which may reduce its impact.
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EXHIBIT 11. COMPARISON OF JOB GROWTH CREDIT
WITH ECONOMIC INCENTIVE BEST PRACTICES

Best Practices for Well-Designed

Economic Incentives

Target incentives at firms in
industries that tend to create jobs
both directly and indirectly through
supporting jobs at other firms (i.e.,
firms with high job multipliers).

Target firms that pay higher wages

Target created jobs at the local
unemployed population

Target firms that are actively
considering other locations outside
the state

Minimize long-term incentives by
coupling front-loaded incentives
with claw-back provisions

Discretionary rather than automatic
and rules-based

Does Colorado’s Job Growth Credit align with best practices?

Yes. Under statute, the credit is allowed for “key economic sectors,”
including seven advanced industries specified in statute and any other
industries approved by the Commission. Some of these industries
tend to have higher job multipliers.

To some extent. The credit is only available to companies that pay an
average annual wage for the newly created jobs that is at least 100%
of the average annual wage in the county where the project is located.
No. Statute does not require newly created jobs to be filled by
unemployed locals.

Yes. Under statute, companies must be considering at least one other
state for their project in order to qualify for the credit.

No. The Job Growth Credit can reduce Colorado income tax revenue
for up to 18 years, since businesses have an 8-year credit period in
which they can earn credits and a 10-year credit period in which they
can carry forward unclaimed credits. However, statute does provide
a claw-back provision for the credit, and OEDIT staff indicated that
they have a process in place for adjusting taxpayers’ credit amounts
as needed. Although the credit’s annual reporting requirement helps
ensure that participating businesses actually create jobs before
receiving a credit, academic studies indicate that incentives are
generally more impactful on businesses’ decisions when benefits are
front-loaded.

Yes. Statute allows the Commission discretion in deciding whether to
approve any given project for the credit, provided that the project
meets all of the credit’s statutory requirements. Additionally, the
credit is not issued automatically but rather is calculated and issued
by OEDIT only after the company has reported the number and
wages of the jobs created.

SOURCE: Office of the State Auditor analysis of Section 39-22-531, C.R.S., information provided by the Office of
Economic Development and International Trade, “Who Benefits From Economic Development Incentives?” (Bartik

2018), and “Economic development incentive program deadweight: The role of program design features, firm

characteristics, and location” (Rephann 2020).
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Although it is difficult to determine the effects of tax incentives on
economic growth and job creation, some research indicates that the net
benefits of typical incentives are modest relative to their costs, which
suggests that a tax incentive must be particularly well designed in order
to have a significant positive effect. Finally, as discussed, studies have
found that companies generally view tax credits and other economic
development incentives as a relatively small factor in their business
location decisions. Based on this information, the authors of one of
these studies (Jolley et al. 2015) suggested that the revenue forgone due
to incentives might be better spent on improving those factors that
consistently rank high for companies’ location decisions, which, as
discussed, include the availability of skilled labor, transportation

infrastructure, and technology infrastructure.

WHAT IMPACT WOULD ELIMINATING THE TAX
EXPENDITURE HAVE ON BENEFICIARIES?

Eliminating the Job Growth Credit would remove the tax benefit that
approved businesses currently receive for creating new qualified jobs in
Colorado. On average, OEDIT approved about 30 businesses for the
credit and issued credit certificates to 43 businesses each calendar year
between 2014 and 2020. Based on OEDIT data, the majority of
businesses (55 percent) were certified for annual credit amounts
between $100,000 and $600,000.

Additionally, Department data indicates that 130 taxpayers claimed the
credit in Tax Year 2018, with 97 taxpayers (75 percent) claiming less
than $5,000. Fifteen taxpayers (13 of them corporate) claimed credit
amounts of at least $100,000. We also found that the average claimant’s
credit amount was about 1.1 percent of their Colorado taxable income.
If the credit were eliminated and future claims followed the same trend
as the claims in Tax Year 2018, taxpayers that would otherwise have
claimed the credit would see a 1.1 percent increase in their average
Colorado income tax rate, and the State would experience a

corresponding increase in income tax revenue.



To the extent that the credit influences businesses’ decisions regarding
company location, expansion, and/or job creation, eliminating the
credit may have a negative impact on businesses that would otherwise
have made these business decisions based on receiving the credit. As
discussed, research indicates that typical economic incentives such as
the Job Growth Credit are the deciding factor in location and expansion
decisions for between 2 and 25 percent of recipient businesses. This
suggests that eliminating the credit may reduce the number of businesses
that would otherwise have chosen to locate their project in Colorado as
a result of the credit. Some businesses that would have moved forward
with their projects regardless of the credit’s availability may also be
impacted, since half of the businesses (9 of 18) that responded to the
relevant survey question stated that the credit had a meaningful impact
on their company’s operations in Colorado. We also spoke with a
professional site selector who helps companies decide where to locate
new facilities, and they stated that the credit can reduce the cost of doing
business in Colorado, which can help keep Colorado on the “short list”
of potential locations that a company is considering.

Finally, if the credit resulted in the creation of new jobs, eliminating the
credit may decrease the number of jobs created by businesses that would
have received the credit. As discussed, research indicates that typical
economic development incentives may induce between 10 and 15
percent of the total jobs associated with those incentives, so the number
of jobs created by these businesses may decrease by a corresponding
amount. This may also impact the individuals who would otherwise
have been employed with the project. When asked to select the types of
employees who had been hired to fill the newly created positions, the
16 businesses that answered the relevant survey question indicated that

they had hired:

= Locals who lived in the area where the project is located before the
project was started (14 businesses, or 88 percent)

= Individuals who moved from out-of-state to accept employment with
the project (9 businesses, or 56 percent)

= Remote workers who live in Colorado (8 businesses, or 50 percent)
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ARE THERE SIMILAR TAX EXPENDITURES IN OTHER STATES?

Job creation credits are common in the United States. For purposes of
this report, we considered job creation provisions in other states to be

similar to Colorado’s Job Growth Credit only if they are:

Tax expenditures that can be claimed against a business income tax

= Predicated on the creation of new jobs rather than, for example,
simply requiring the business to create a new facility or incur

expenses for a new project

= Broadly available to a variety of businesses rather than being

restricted to a small set of industries or to certain areas in the state

= Broadly available for new jobs created rather than being restricted to
certain types of newly hired employees (e.g. veterans, unemployed

individuals)

We identified 20 credits in 18 other states that meet these criteria and
are thus similar to Colorado’s Job Growth Credit. Exhibit 12
summarizes the number of credits in other states that share other
characteristics with Colorado’s credit. As shown, most credits (16, or
80 percent) require businesses to create a minimum number of new jobs
in order to be eligible for the credit. Additionally, 14 credits (70 percent)
have a statutory application or review process in place before businesses
can receive the credit, and 13 credits (65 percent) require businesses to

pay wages exceeding a certain amount for the newly created jobs.



EXHIBIT 12. COMMON CHARACTERISTICS
OF JOB CREATION CREDITS IN OTHER STATES

Number of Other  Percentage of Other

States’ Credit with States’ Credit with

Credit Characteristic Characteristic Characteristic
Minimum job creation requirement 16 80%
Application and/or review process in place 14 70%
Minimum wage paid for new jobs requirement 13 65%
Can be carried forward for use in multiple tax o
13 65%
years
Increased value and/or decreased requirements o
. . X : 12 60%
for businesses in economically distressed areas
Total credits in other states 20 —

SOURCE: Office of the State Auditor analysis of Bloomberg Law resources and other states’ statutes.

ARE THERE OTHER TAX EXPENDITURES OR PROGRAMS
WITH A SIMILAR PURPOSE AVAILABLE IN THE STATE?

We identified the following programs and tax expenditures, all
administered by OEDIT, that provide financial benefits to companies

that create new jobs in Colorado:

LOCATION NEUTRAL EMPLOYMENT (LONE) INCENTIVE. The LONE
Incentive is available only for companies that receive the Job Growth
Credit and employ remote rural workers. The amount of the cash
payment is capped at $300,000 and is based on the number of net new
jobs that the company plans to create and maintain over the course of
5 years. These new positions must be filled by remote workers living in
rural counties outside the county where the company’s project is
located. The incentive amount is equal to $2,500 for each remote
worker living in a Rural Jump-Start county and $5,000 for each remote
worker living in a Just Transition Rural Jump-Start county transitioning
away from coal dependent economic strategies or in Southern Ute
Indian Reservation or Ute Mountain Ute Reservation lands. In Fiscal
Year 2021, the Commission approved three projects for a total of
$825,000 in LONE incentives, which was associated with 165 remote
rural jobs. The incentive is slated to end December 31, 2022.

319

LYOdAY STINLIANTIXE XV.L



320

JOB GROWTH CREDIT

STRATEGIC FUND JOB GROWTH INCENTIVE. The Strategic Fund Job
Growth Incentive is a cash payment granted to companies that meet the
incentive’s requirements and create permanent, full-time net new jobs
in Colorado. Among other things, the company must secure a
commitment for local funding that matches the State’s incentives one-
to-one, consider locating in at least one other state instead of Colorado,
and have the potential for significant economic spin-off benefits. The
amount of this incentive per net new job created ranges from $3,000 to
$6,500, depending on whether the company is located in an
economically disadvantaged area and on the average annual wages paid
for the new jobs. In Fiscal Year 2021, the Commission approved seven
projects for up to $2.9 million in Strategic Fund Job Growth Incentives.
OEDIT staff indicated that per Commission policy, businesses generally
cannot receive this incentive and the Job Growth Credit for the same

net new jobs created.

ENTERPRISE ZONE NEW EMPLOYEE CREDIT. The Enterprise Zone
program is intended to encourage development and job growth in
economically distressed areas of the state, which are designated as
enterprise zones on the basis of unemployment rates, per capita income,
and/or population growth. Businesses with facilities located in these
zones that complete the pre-certification process with OEDIT are
eligible for a $1,100 income tax credit per net new employee hired at
the facility. Businesses located in an enhanced rural enterprise zone
receive an additional $2,000 credit per net new employee. In Fiscal Year
2021, OEDIT certified 2,688 businesses for about $7.4 million in New
Employee Credits, which was associated with a total of 6,124 net new
employees. According to OEDIT staff, businesses can receive this credit
and the Job Growth Credit for the same new jobs. The Office of the
State Auditor evaluated this credit, along with most other Enterprise

Zone tax expenditures, in January 2020.

WHAT DATA CONSTRAINTS IMPACTED OUR ABILITY TO
EVALUATE THE TAX EXPENDITURE?

We did not identify any data constraints during our evaluation of the

credit.



WHAT POLICY CONSIDERATIONS DID THE EVALUATION
IDENTIFY?

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO ESTABLISH A STATUTORY PURPOSE AND PERFORMANCE MEASURES FOR
THE JOB GROWTH CREDIT. As discussed, neither statute nor the enacting
legislation for the credit states the credit’s purpose or provides
performance measures for evaluating its effectiveness. Therefore, for the
purposes of our evaluation, we considered a potential purpose for the
credit: to encourage businesses to create new jobs in Colorado. We
identified this purpose based on our review of the credit’s operation;
due to its structure, the credit confers a financial benefit only on
approved companies that create at least 20 new jobs in Colorado (or §

new jobs if located in an enhanced rural enterprise zone).

We also developed performance measures to assess the extent to which
the credit is meeting its potential purpose. However, the General
Assembly may want to clarify its intent for the credit by providing a
purpose statement and corresponding performance measure(s) in
statute. This would eliminate potential uncertainty regarding the
credit’s purpose and allow our office to more definitively assess the

extent to which the credit is accomplishing its intended goal(s).

THE GENERAL ASSEMBLY MAY WANT TO CONSIDER AMENDING STATUTE
TO CLARIFY THE AVAILABLE CREDIT PERIOD AND THE CALCULATION OF
THE CREDIT AMOUNT FOR THE JOB GROWTH CREDIT. Under statute
[Section 39-22-531(4)(b) and (c), C.R.S.], a company with an approved
project may be issued an annual credit certificate for each year of their
credit period, provided that the company meets the credit’s
requirements and submits the required annual report to OEDIT.
However, statute [Section 39-22-531(2), C.R.S.] also establishes that
the credit may only be claimed for income tax years beginning prior to
January 1, 2027. This may cause confusion and uncertainty among
taxpayers and may also reduce the credit’s effectiveness because it is not
clear whether taxpayers with credit periods that extend beyond this date
can be issued with or claim new credit amounts earned after 2026. In
2019, OEDIT and the Department executed a Memorandum of
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Understanding (MOU) establishing that the credit’s end date of January
1, 2027 “applies only to the [Commission’s| discretionary decision of
whether to grant conditional approval” to a company for this credit and
does not apply to OEDIT’s ability to issue new credit certificates or
taxpayers’ ability to claim the credit. However, since statute is not clear
on this point, if at some point a court order determines any portion of
the MOU to be invalid or inconsistent with statute, the relevant portion
would no longer be binding on either OEDIT or the Department.
Therefore, the General Assembly may want to clarify in statute whether
new credit amounts can be issued to and claimed after January 1, 2027
by companies that were approved for the credit prior to but have credit

periods that extend beyond this date.

Additionally, the calculation of taxpayers’ credit amounts, as
established in statute, does not appear to be consistent with the
legislative intent for or OEDIT’s method of calculating the Job Growth
Credit. Specifically, OEDIT calculates the amount of a taxpayer’s credit
as 50 percent of the taxpayer’s FICA taxes imposed on wages paid for
the project’s net new jobs. However, statute provides that the amount
of a company’s credit for a given calendar year is calculated by
“multiply[ing] the actual net job growth for that year by fifty percent of
the taxpayer’s [FICA] taxes imposed on the employer for the new
employees of the project...” [Section 39-22-531(5)(b), C.R.S.].
Therefore, OEDIT’s method of calculating the credit does not account
for the clause about multiplying by the project’s net job growth.

Although OEDIT’s method of calculating the credit does not align with
a plain reading of statute, OEDIT’s approach appears to be consistent
with the original legislative intent for the credit. The language in the
relevant statutory provision has not changed since the credit’s
enactment in 2009, and bill summaries and fiscal notes for the credit’s
enacting legislation indicate that both legislators and legislative staff
understood the credit’s calculation to be 50 percent of the company’s
FICA taxes for net new jobs, the same method used by OEDIT.
Notably, calculating the credit in accordance with a plain reading of

statute would generally result in a very substantial credit for
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participating companies. Exhibit 13 uses the average number of net new
jobs reported per participating company, per calendar year between
2015 and 2019 to provide an example of the typical difference in credit
amounts when the credit is calculated based on the original legislative
intent and OEDIT’s interpretation of statute as opposed to a plain

reading of statute. As shown, the original legislative intent and OEDIT’s

LIOdAY STINLIANTIXE XV.L

current approach to calculating the credit results in a credit amount of
about 3.8 percent of the total wages paid by the company for the net
new jobs. In contrast, a plain reading of statute would result in a credit
amount for a single calendar year that is over 6 times what the company
paid in wages for the net new jobs in the given calendar year (a $71.1

million credit compared with total wages of $11.4 million).

EXHIBIT 13. COMPARISON OF JOB GROWTH CREDIT CALCULATIONS,
ORIGINAL LEGISLATIVE INTENT / OEDIT’S INTERPRETATION
OF STATUTE VERSUS PLAIN READING OF STATUTE

(Based on Average Number of Net New Jobs Reported per Participating Company per Calendar Year 2015-2019)

Number of net new jobs 163
Hypothetical annual wages paid per net new job $70,000
Total wages paid for net new jobs $11,410,000
Total FICA taxes paid by employer
(7.65% of total wages) $872,865

Job Growth Credit calculated based on the original legislative $436.433
intent and OEDIT’s interpretation of statute (3.83% of tota’l ages paid)
(50% of total FICA taxes paid) 020 wages p

Job Growth Credit calculated based on a plain reading of statute $71,138,498
(50% of total FICA taxes paid x number of net new jobs) | (over 6 times the total wages paid)

SOURCE: Office of the State Auditor analysis of Section 39-22-531(5)(b), C.R.S., bill summaries and fiscal notes, and Office of
Economic Development and International Trade data and documentation of the credit.

Since the statutory method of calculating the credit does not appear to
align with the original legislative intent for or OEDIT’s method of
calculating the credit, the General Assembly may want to consider
examining the credit and, if necessary, amending statute to accurately
reflect how the credit should be calculated.
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THE GENERAL ASSEMBLY MAY WANT TO CONSIDER THE EFFECTS OF
REMOTE WORK ON COMPANIES’ AVERAGE ANNUAL WAGES FOR PURPOSES
OF QUALIFYING FOR THE JOB GROWTH CREDIT. As discussed, in order for
a company’s project to qualify for the credit, statute requires the average
annual wages of all newly created jobs to be at least 100 percent of the
average annual wage of the county in which the project is located. The
purpose of this provision may be to ensure that the jobs being created
meet a certain standard for locals employed at the project. However,
when asked to select the types of individuals employed in the newly
created positions, eight businesses (50 percent) that responded to the
question indicated that they had hired remote workers in Colorado.
Since remote workers may be located anywhere in the state, the average
annual county wage of the county in which the project is located may
not correspond with the typical wages paid in remote workers’ actual
locations. Therefore, the General Assembly may want to examine
whether the recent increase in remote work has impacted the
functionality of the credit’s average annual wage requirement and
amend statute to address how remote work should be treated for

purposes of this requirement.



LONG-TERM CARE

INSURANCE CREDIT

EVALUATION SUMMARY  APRIL 2022  2022-TE17

REVENUE IMPACT $2.6 million
(TAX YEAR 2018)

NUMBER OF TAXPAYERS 12,500

TAX TYPE Income
YEAR ENACTED 1999
REPEAL/EXPIRATION DATE  None

KEY CONCLUSION: The Long-Term Care Insurance Credit does not appear large enough to encourage
most individuals who qualify to purchase long-term care insurance and its relative benefit has declined since
it was established because premium costs have increased.

WHAT DOES THE TAX EXPENDITURE
DO?

The Long-Term Care Insurance Credit [Section 39-
22-122 (1) and (3), C.R.S.] allows certain taxpayers
to claim a credit against their state income taxes for
25 percent of the premiums they paid during the
year for long-term care insurance, up to $150 per
policy. Statute allows the credit only for taxpayers
who:

* Have federal taxable income below $50,000, are
filing a single or joint federal return, and are
claiming the credit for one policy; or

* Have federal taxable income below $100,000,
are filing a joint return, and are claiming the
credit for separate policies that cover both
individuals on the return.

WHAT IS THE PURPOSE OF THE TAX
EXPENDITURE?

1. To encourage taxpayers with lower and middle
incomes to purchase long-term care insurance
by making it more affordable, and

2. To reduce the State’s costs for long-term care
services and supports.

WHAT POLICY CONSIDERATIONS DID
THE EVALUATION IDENTIFY?

Statute and the enacting legislation for the credit do
not state its purpose; therefore, we could not
definitively determine the General Assembly’s
original intent. Based on our review of the credit’s
legislative history and operation; similar credits in
other states; and discussions with Division of
Insurance staff, we considered two potential
purposes:

The General Assembly may want to:

= Consider amending statute to establish a
statutory purpose and performance measures
for the credit.

= Review the effectiveness of the credit and could
consider changes to the credit cap and income
limits.

FOR FURTHER INFORMATION ABOUT THIS REPORT, PLEASE CONTACT
THE OFFICE OF THE STATE AUDITOR | 303.869.2800 | WWW.COLORADO.GOV/AUDITOR
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LONG-TERM CARE
INSURANCE CREDIT

EVALUATION RESULTS

WHAT IS THE TAX EXPENDITURE?

The Long-Term Care Insurance Credit (Long-Term Care Credit)
[Section 39-22-122(1) and (3), C.R.S.] allows certain taxpayers to claim
a credit against their state income taxes for 25 percent of the premiums
they paid during the year for long-term care insurance, up to $150 per
policy. If the credit exceeds the taxpayer’s income tax liability, the
remaining credit cannot be carried forward to be used in a future tax

year or refunded. Statute allows the credit only for taxpayers who:

= Have federal taxable income below $50,000, are filing a single or
joint federal income tax return, and are claiming the credit for one

policy; or

= Have federal taxable income below $100,000, are filing a joint
income tax return, and are claiming the credit for separate policies

that cover both individuals on the return.

Long-term care insurance is designed to help pay for care that is needed
due to chronic illness, disability, injury, or the general effects of aging.
To be eligible for the credit, policies must provide coverage for no less
than 12 consecutive months, and help cover the cost of assistance with
activities of daily living, such as bathing and dressing; nursing care; and
physical, occupational, or speech therapy for individuals who cannot
perform the tasks independently due to a chronic illness or disability.
Additionally, policies: (1) must provide coverage for care in a setting
other than an acute care unit of a hospital, and (2) shall not include any
insurance policy offered primarily to provide basic hospital expense or
Medicare supplemental coverage [Section 10-19-103(5), C.R.S.].



In 1999, House Bill 99-1246 created the Long-Term Care Credit and it
has remained substantively unchanged since that time. Taxpayers claim
the credit on Line 26 of the Individual Credit Schedule [Form 104 CR]
when filing their income tax return and must also submit supporting

documentation to show the premiums they paid.

WHO ARE THE INTENDED BENEFICIARIES OF THE TAX
EXPENDITURE?

Statute does not explicitly identify the intended beneficiaries of the
credit. Based on statute, Department of Revenue (Department)
guidance, and discussions with the Division of Insurance within the
Department of Regulatory Affairs (Division), we inferred that the
beneficiaries of the Long-Term Care Credit are eligible Colorado
taxpayers who incur expenses in purchasing or paying premiums on
long-term care insurance. The U.S. Department of Health and Human
Services estimated that 70 percent of individuals 65 years or older will
require long-term care services or support at some point and that 48
percent will pay for at least some of their care. People buy long-term
care insurance to protect their income and savings, and to give
themselves options in their choice of care. In general, regular health
insurance does not cover long-term care; Medicare provides limited
coverage; and Medicaid offers some coverage, but with limited choices
in service providers and requires recipients to have income and assets

below certain thresholds.

Additionally, to the extent that the credit encourages individuals to
purchase long-term care insurance, the State may also benefit, since
individuals with insurance coverage may be less likely to need state-
funded long-term care services. As shown in EXHIBIT 1, the cost for
state-funded long-term care programs, such as those provided through
Medicaid, are expected to increase significantly in the coming years,

with costs significantly exceeding projected available revenue by 2030.
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STATE COSTS VS. STATE REVENUE FOR LONG-TERM SERVICES AND
SUPPORTS FOR OLDER ADULTS, FISCAL YEARS 2018-2030
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WHAT IS THE PURPOSE OF THE TAX EXPENDITURE?

Statute and the enacting legislation for the Long-Term Care Credit do
not state its purpose; therefore, we could not definitively determine the
General Assembly’s original intent. Based on our review of the credit’s
legislative history and operation; news articles from the time of its
passage; similar credits in other states; and discussions with Division

staff, we considered two potential purposes:

1. To encourage taxpayers with lower and middle incomes to purchase

long-term care insurance by making it more affordable, and

2. To reduce the State’s costs for long-term care services and supports.

At the time the credit was created, there was significant interest at the
federal and state levels in ensuring private long-term care insurance was
accessible. For example, the federal government enacted tax benefits for
qualifying long-term care insurance policies under the Health Insurance
Portability and Accountability Act (1996) and other states, including
Minnesota, New York, and Maryland, enacted long-term care
insurance tax credits between 1999 and 2000. According to Division
staff and reviews of similar policies in other states, these type of tax
credits were created to incentivize consumers to buy long-term care
policies. In addition, according to reviews of similar tax expenditures in
other states and other reports, states were interested in encouraging
individuals to purchase private insurance both to improve the
accessibility of care for individuals who require long-term care and also
to help reduce the costs that states ultimately bear, often through
increased Medicaid costs, when uninsured individuals require long-term

care.

IS THE TAX EXPENDITURE MEETING ITS PURPOSES AND
WHAT PERFORMANCE MEASURES WERE USED TO MAKE
THIS DETERMINATION?

We could not definitively determine whether the Long-Term Care
Credit is meeting its purpose because no purpose is provided in statute

or its enacting legislation. However, we found that the credit is only
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meeting the potential purposes we considered to conduct this evaluation
to a limited extent because the benefit it provides appears insufficient to
make long-term care insurance significantly more affordable. Therefore,
it likely has only a small impact on individuals’ decisions on whether to

purchase qualifying policies.

Statute and the credit’s enacting legislation do not provide performance
measures to evaluate its effectiveness. We created and applied the
following performance measures to determine whether the Long-term

Care Credit is meeting its potential purposes:

PERFORMANCE MEASURE #1: To what extent has the Long-term Care
Credit incentivized taxpayers to buy long-term care insurance policies,
and made those policies more attordable for low- and middle-income

taxpayers?

RESULT: Overall, we found that the credit is likely too small to
encourage most eligible taxpayers to purchase long-term care insurance,
although it provides some financial support for individuals who qualify.
As discussed, statute caps the credit at $150 per year, per policy. In
comparison, according to information reported by the National
Association of Insurance Commissioners (NAIC) and LifePlans, a long-
term care and health insurance provider, in 2015, the most recent year
with available data, the average cost of a policy ranged from $2,624
annually for individuals aged 55 to 64 years, up to $5,241 for
individuals 75 and over. Therefore, in 2015, the credit would have
offset the cost of these policies by between 3 and 6 percent. Although
this tax benefit could be enough to influence some taxpayers for whom
long-term care insurance is only marginally affordable, it appears
insufficient to drive most individuals’ decisions to purchase coverage or
cause a significant increase in the number of individuals with long-term

care insurance.

The cost of long-term care policies has continued to rise, while the credit
amount has remained unchanged. EXHIBIT 2 compares the premium

cost of long-term care insurance policies in 2000 and 2015 to the



maximum credit value. As shown, the premium cost for a policy more
than