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FIXING TABOR'S "RATCHET” WILL NOT REPAIR TABOR
Deterioration in Colorado Largely Attributable to Formula

By Iris J. Lav

Summary

Proponents of adopting a tight TABOR limit in Florida
sometimes claim that Florida would not experience the same
negative effects on the economy and public services that
occurred in Colorado. They argue that Colorado’s problems
stemmed entirely from one feature of its TABOR, the so-
called “ratchet.” (The ratchet, part of the formula for
determining the state’s annual spending limit, makes it
extremely difficult for state services ever to recover from an
economic downturn. See box on next page.) Since the
Florida proposals do not include the “ratchet” feature,
proponents say that comparisons to Colorado’s experience
of sharp declines in public services and deterioration in its
business climate are not applicable.

These claims are inaccurate. Fixing the ratchet would not
prevent TABOR from causing public services to deteriorate.
It is the basic TABOR formula, not the ratchet, that undermines
states’ ability to fund services. This is evident from the fact that
public services in Colorado declined significantly before the
2001 recession began, and thus before the ratchet could have
had any effect. For example, between 1992 (when TABOR
took effect) and 2001, Colorado fell from 35" to 49" in the
nation in K-12 education spending as a percentage of
personal income and from 23" to 45™ in access to prenatal
care, a sign of funding shortages in local health clinics.

KEY FINDINGS

o The main problem with tax and

expenditure limits like Colorado’s
TABOR is the arbitrary formula
used to limit revenues each year.
Fixing the “ratchet” (a feature of
TABOR that worsens revenue
shortages after a recession) would
not avert the sharp decline in
public services Colorado
experienced under TABOR.

Services in Colorado deteriorated
severely even before the ratchet
took effect — evidence that the
ratchet is not the major problem
with TABOR.

Between 1992 and 2001, before
the recession, Colorado fell from
35th to 49th in the nation in K-12
education spending as a
percentage of personal income;
per pupil funding dropped to $809
below the national average.

Between 1992 and 2001,
Colorado declined from 23rd to
45th in access to prenatal care
and declined from 18th to 44th in
the nation in health coverage for
low-income children.




What Is a “Ratchet™?

The core of Colorado’s TABOR is a formula that limits the amount of revenue that can be spent each
year. Under this formula, revenues may not grow faster in a given year than the sum of the inflation rate
and the rate of population growth. The base for calculating this allowable growth is the lower of two
figures; actual revenues in the previous year, or the amount of revenues permitted by TABOR in that
year.

In a recession, revenues often stagnate or decline and thus fall short of the TABOR limit for that year.
Under the TABOR formula, that lower revenue level becomes the base for calculating allowable revenue
growth in all subsequent years.

As a result, it could take a state several years just to return to the level of allowable revenue that
existed in the year before the recession. This “ratchet effect” (so called because the state’s revenue limit
is ratcheted down whenever revenues fall short of the TABOR limit) means that a state would have to
continue making deep reductions in public services even as the economy recovers and revenue
collections return to normal growth.

TABOR proposals in Florida, including CP 45 being considered by the Tax and Budget Reform
Commission and the proposal put forth by the House Government Efficiency and Accountability
Council, would allow revenues to grow from the amount of revenues permitted by TABOR in the
previous year. Thus these proposals would not create a ratchet effect.

TABOR Formula Squeezed Services Even Before Ratchet Took Effect

Colorado’s TABOR is the most restrictive type of tax and expenditure limit (TEL) in the nation.
It is a constitutional amendment that restricts annual growth in state and local revenues to the rate
of growth of population plus the inflation rate for consumer goods. It also requires voter approval
to override the revenue limits and requires that revenues in excess of those limits be refunded to
taxpayers.

TABOR’s “population-plus-inflation” formula prevents a state from collecting the amount of
revenue needed each year to maintain existing public programs and services; as a result, it
progressively shrinks state budgets and public services over time. This is because the formula is an
inaccurate measure of the costs facing state governments. The cost of health care, education,
corrections, and other areas of government generally grows more rapidly than the cost of consumer
goods. Moreover, certain segments of the population — such as schoolchildren and the elderly —
require more public services than others. When these segments grow more rapidly than the
population as a whole, the cost of government grows more rapidly than the TABOR limits allow.*

Unlike the TABOR formula, which each year reduces a state’s ability to provide adequate public
services, a ratchet component of a TABOR formula comes into play only in the aftermath of
recession, as explained in the box above.

The extent to which TABOR shrinks services even without the operation of a ratchet can be seen
by the deterioration in services in Colorado between 1992 (when TABOR took effect) and 2001
(before the recession began to depress state revenues, and thus before the ratchet had any effect):



FIGURE 1

EVEN WITHOUT A RACHET, TABOR SHRINKS STATE GOVERNMENT
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« Between 1992 and 2001, Colorado declined from 35" to 49™ in the nation in K-12 education
spending as a percentage of personal income.” In 1992, Colorado’s average per-pupil K-12
funding was $379 below the national average; by 2001, it was $809 below the national average.
Thus, even as Colorado was becoming more prosperous during the economic boom of the
1990s, TABOR was forcing it to weaken its commitment to K-12 education.

. Between 1992 and 2001, Colorado declined from 35" to 46" in the nation in spending on
higher education as a share of personal income.

« Between 1992 and 2001, Colorado declined from 23 to 45" in the nation in access to prenatal
care, a sign of funding shortages in local health clinics.

« Between 1992 and 2001, Colorado declined from 18" to 44™ in the nation in health coverage for
low-income children. During this period, the share of low-income children who lack health
insurance rose from 16 percent to 24 percent in Colorado, even as it remained virtually
unchanged in the nation as a whole.

Thus, even before the ratchet had any effect on Colorado, the TABOR formula had seriously
undermined the state’s ability to provide adequate public services.?

Further evidence that TABOR’s fundamental problem is its basic formula rather than the ratchet
can be seen in the graph [on the next page], which shows what would have happened if a TABOR
without a ratchet had been in effect in all states since 1990. Between 1990 and 2004, state spending



averaged 6.9 percent of the gross domestic product (GDP). Had a TABOR with no ratchet been in
place in all states starting in 1990, state spending would have declined steadily as a share of GDP,
from 6.5 percent in 1990 to 5.4 percent in 2004.* In 2004, states would have had $158 billion (20
percent) less ability to support services than they actually had. Put another way, if all states had had
a TABOR without a ratchet, they would have experienced a deterioration in public services that is
similar to what Colorado experienced prior to the recession.

An analysis of the effect CP 45 would have on Florida showed that if the limit had been effective
in Florida beginning in FY 2002, capped state revenues for the FY 2003 — 2007 period would have
been $5.7 billion less than the actual revenue limit. Florida would have faced a $3.7 billion, or nearly
10 percent, shortfall in the 2005-2006 budget year alone — nearly the equivalent of Florida’s entire
corrections and public safety spending.” These shortfalls are the result of the TABOR formula in
the Florida TABOR proposals, not the operation of a ratchet.

Conclusion

TABOR’s main problem is its “population-plus-inflation” formula, which starves a state over time
of the funds it needs to maintain current services for residents and severely limits the state’s ability
to meet new challenges as they emerge. The ratchet effect exacerbates the funding shortfall caused
by TABOR, but it comes into play only in the aftermath of a recession, so fixing the ratchet would
not fix the problems inherent in the TABOR formula.

1 For additional information on the problems with the population-plus-inflation formula, see David H. Bradley, Nicholas
Johnson, and Iris J. Lav, The Flawed “Population Plus Inflation” Formula: Why TABOR’s Growth Formula Doesn’t
Work, Center on Budget and Policy Priorities, January 2005.

2 Center on Budget and Policy Priorities calculation of National Education Association and Bureau of Economic
Analysis data. Current expenditures provide funding for the operating costs of K-12 schools. Expenditures include
items such as salaries, fixed charges, transportation costs, school books, materials, and energy costs but do not include
capital expenditures and interest payments on debt.

3 The recession caused a further deterioration of services. Had Colorado voters not voted to override TABOR for five
years and permanently eliminate the ratchet, the further deterioration would have become permanent. Colorado would
not have been able to restore its pre-recession level of public services — as minimal as those were in many areas.

4 This paper shows maximum permitted expenditures. Since states have balanced budget requirements, a revenue limit
results in limited expenditures. Some proposed TABOR limits directly limit expenditures; the ultimate effect is similar.

5 Iris J. Lav, The Tax Commission’s TABOR: A Path to Deterioration in Florida, http://www.cbpp.org/3-21-08sfp.pdf.




