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Members of the Legidative Audit Committee:

This report contains the results of a performance audit of the Enterprise Zone Program. The audit
was conducted pursuant to Section 39-30-103(4)(c)(I1), C.R.S., which requires the State Auditor to
evduate the implementation of the Enterprise Zone Program and its effect on six economic indicators and
the effectiveness of each zone in achieving its economic objectives, and to report the findings of the
evauation to the Genera Assembly and to the Governor no less than once every five years.

The report presents our findings, conclusions, and recommendations, and the responses of the

Department of Locd Affairs and the Department of Revenue. 2 W
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STATE OF COLORADO
OFFICE OF THE STATE AUDITOR REPORT SUMMARY

JOANNE HILL, CPA
State Auditor

Enterprise Zone Program
Performance Audit, November 2002

Authority, Purpose, and Scope

This performance audit was conducted under the authority of Section 39-30-103(4)(c)(I1), C.R.S., which
requiresthe State Auditor to eva uate theimplementation of the Enterprise Zone Program no lessthan once
evey five years. The audit was conducted in accordance with generally accepted auditing andards. As
part of the audit, we reviewed documentation, conducted interviews, and andyzed data from the
Departments of Labor and Employment, Locd Affars, and Revenue. We dso conducted Site visitsto Six
enterprise zones. Audit work was conducted from July 2002 through November 2002.

The statutory scope of this audit was to eva uate the implementation of the Enterprise Zone Program and
its effect on sx economic indicators-employment, unemployment rete, investment, overal growth rete,
economic divergity, and per capitaincome. In addition, statutes mandate that the audit include an evauation
of the effectiveness of each enterprise zone in achieving its measurable objectives, information regarding
the amounts of tax credits claimed and alowed under the Program, and recommendations for statutory
changes, if any.

We gratefully acknowledge the assistance and cooperation of staff of the Departments of Locd Affairs,
Revenue, and Labor and Employment as well as the zone adminisirators and members of the Colorado
Economic Development Commission. We would aso like to thank Legidative Council staff for their
technical support.

Enterprise Zone Program

The Enterprise Zone Program was | egidatively created in 1986 “to provideincentivesfor private enterprise
to expand, for new businesses to locate in economically depressed areas, and to provide more job
opportunities for resdents of the depressed areas” The Program's tax incentives are available to
corporations, businesses, and individuals who contribute in various ways to the zones economies. We
estimate that since 1989, Program participants have received nearly $337 million in state income tax
reductions through the use of the tax incentives.

For information on this report, contact the Office of the State Auditor at (303) 869-2800.

-1-



SUMMARY
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Key Findings

C

Overdl we found that the non-zone areas continue to be more competitive than zone areas in
relation to overal employment growth, employment growth by industry, and per capita income.
The gap between the zones and nonzones in these three areas has continued since the
implementation of the Program in 1986.

Many of the zones economic development objectives could not be eva uated because they were
unmeasurable, lacked sufficient data to determine their achievement, or were not yet scheduled to
be achieved. The Department needs to continue working with the zones and providing ongoing
feedback to refine objectives.

Zone adminigtrators do not maintain completelists of businesses|ocated within their zone areasfor
use in identifying and targeting businesses that would be digible for zone credits. Additiondly,
businesses located within an enterprise zone are not adequately informed about the Program.
Technical assstance and alist of businesses should be provided to the zones.

Zone adminigtrators are assessing fees for processing the contribution credits without statutory or
regulatory authority. The Department of Locd Affairs and the Department of Revenue should
jointly reassess the need for fees. If the fees are to be continued, the Department of Revenue
should pursue changes to statutes or regulations to explicitly authorize the levying of fees and
include criteriafor determining the reasonableness of such fees.

Taxpayers do not dways comply with income tax filing regulations for enterprise zone tax credits.
Asaresult, controls over digibility for enterprise zone tax credits need to be improved.

Due to improvements in reporting and the long-term nature of many of the zones gods and
objectives, the two-year and five-year reviews should be consolidated into one report to occur
every five years beginning in 2008.



RECOMMENDATION LOCATOR

Rec. Page Recommendation Agency Agency I mplementation
No. No. Summary Addressed Response Date

1 29 Continue working with the zones to refine economic Department of Agree Ongoing
development objectives by providing timely review and Local Affairs
feedback as part of the Department’s Annual Report
preparation process.

2 34 Ensure zones marketing efforts are improved by: Department of Partially Agree December 31, 2003
a) identifying best practices and providing technical Local Affairs
assistance and guidance to the zones in educating
businesses about the Program, b) working with the
Department of Revenue to establish alist of businessesin
each zone, and ¢) assisting zonesin recruiting contribution
projects.

3 37 Work together to determine if fees should be charged on Department of Disagree —
the contribution credit. If it is determined that such fees Local Affairs
should be charged, the Department of Revenue should
amend itsregul ationsor seek statutory changesto authorize Department of Agree May 31, 2004
thelevying of feesand establish criteriafor determiningthe Revenue
reasonableness of fees.

4 38 Work with the zone administrators to ensure contributors Department of Agree July 1, 2003

are notified of all enterprise zone program fees.

Local Affairs




RECOMMENDATION LOCATOR

Rec. Page Recommendation Agency Agency I mplementation
No. No. Summary Addressed Response Date
5 41 Improve controls over enterprise zone tax credit eligibility Department of a Agree a.  December 31,
by (&) ensuring that taxpayers are eligible for the credits Revenue 2003
taken, (b) processing only complete returns or evaluating b. Partialy b. December 31,
methods of ensuring that accurate credits are claimed Agree 2003
shouldthetaxpayer fail to submit therequired certification, c. Agree c. February 28,
and (c) evaluating the cost-benefit of conducting targeted 2003
audits of the enterprise zone tax credits.
6 43 The General Assembly should consider a statutory - - -

amendment consolidating the Two-Year review of the
Department of Local Affairs' Annual Report with the Five-
Y ear Review, beginning in 2008.




Enterprise Zone Program

Background and Description

The Generd Assembly created Colorado's Enterprise Zone Program (the Program) in
1986 “to provide incentives for private enterprise to expand and for new businesses to
locatein economically depressed areasand to provide morejob opportunitiesfor residents
of suchareas” By datute, the number of zonesislimited to 16. Any municipdity, county,
or group of contiguous municipaities may propose an area of the municipality, county, or
group of municipdities or counties as an enterprise zone. As the shaded portions of the
map on the following pageillugtrate, the existing zones encompass about 70 percent of the
State's land area.  According to statute, to be designated a zone, an area must have a
population of less than 80,000 and meet one of the following criteria

* Anunemployment rate at least 25 percent above the state average.

* A population growth rate less than 25 percent of the Sate average.

* A per cgpitaincome less than 75 percent of the Sate average.
One-hdf (eight) of the existing zones were designated in 1986—the year the Program
began. The remaining eight zones were designated between 1987 and 1993. Recent

changes in legidation increased population limitsin some rura zones and established new
criteriafor enhanced rurd enterprise zone designation.
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Enterprise Zone Tax I ncentives

The Program's incentives consist of six different tax credits and one sales and use tax
exemption, which are available to corporations, business partnerships, and individuals
located within azone. Enterprise Zone tax credits and exemptions are:

Investment Tax Credit. A 3 percent credit for quaifying equipment investments
used exclusvely in an enterprise zone. Theinvestment tax credit continuesto be
the most widdly used of the enterprise zone tax credits.

Job Training Credit. This credit is 10 percent of the amount of investment and
expenses for qudified job training programs for employeesin the zones.

Research & Development Credit. A 3 percent tax credit for any taxpayer
increasing research and development expenses in an enterprise zone.

Rehabilitation of Vacant Buildings Credit. Any taxpayer who makesqudified
expenditures to rehabilitate an older, unoccupied building in an enterprise zone is
eligible for acredit of 25 percent of the qudified rehabilitation expenses.

Contributionsto Zone Projects Credits. Thisis a credit of 25 percent of the
monetary or in-kind taxpayer contribution to approved nonprofit or loca
government projects for the purpose of implementing the enterprise zones
economic development plans.

New Business Facility Employee Credits. For each new employee added by
anew or qudifying expanded businessfacility in an enterprise zone, a$500 credit
is avallable. Additiond credits are adlowed for new employees covered by
employer-sponsored hedth insurance ($200 per new employee for the first two
tax years following the date of qudification) and for businesses that manufacture
products from agricultural commodities (an additional $500 per employee).

Manufacturing and Mining Equipment Sales Tax Exemption. Purchasesof
machinery and machine tools used in mining or oil and gas operations in an
enterprise zone are exempt from sales and use tax.

Two ways to measure the impact of the Enterprise Zone credits are:

CreditsCertified. To receivean Enterprise Zonetax credit, individuas, busness
partnerships, and corporations must gpply for and receive certification from the
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local zone adminigrator. The certification allows a business to use a credit to
offst date tax liabilities. The amount of credits certified represents the potentia
amount of creditsthat may be clamed if dl certificatesissued are actudly damed
on tax returns. For Fisca Year 2001 the potentid tax credit value of certificates
issued was $69.2 million.

* CreditsClaimed. Not al credits certified are actudly clamed on state tax forms
because participants do not adways follow through and take the credits or thereis
insufficent tax liability in the current year. Therefore, the value of the credits
clamed typicdly will be less than the vaue of the credits certified. Credits not
taken in the current year may be carried forward and used in subsequent years.
Tax credits claimed can be described asthe actud "cogt" to the State in lost tax
revenue. The vaue of totd credits clamed for Fisca Y ear 2001 was about $62
million.

Asthe exhibit on the following page shows, theinvestment tax credit isthe most frequently
certified credit. In Fiscd Year 2001 the vaue of the investment tax credits certified
represented dmost 70 percent ($47.6 million) of thetota $69.2 millionin credits certified.
Between Fiscal Years 1996 and 2001, investment tax credits actualy taken (claimed)
increased from approximately $17 million to more than $34 million.
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Total Credits Certifiad in Fiscal Year 2001

(in Millions)
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Sour ce: Officeof the State Auditor'sanalysisof the Department of Local Affairs’ Annual EnterpriseZone
Report 2002.
ote:  The New Business Facility Employee credit total includes Agriculture Processing and Health
Insurance credits.

Pur pose and Scope

Section 39-30-103, C.R.S,, requires the State Auditor to conduct the following audits of
the Enterprise Zone (EZ) Program:

* Fiveyear audit. The purpose of this audit is to evduate the overdl
implementation of the program and its effect on the employment, unemployment
rate, investment, overall growth rate, economic diversty, and per cgpitaincomein
each enterprise zone or county containing an enterprise zone. The audit isaso to
evduae the effectiveness of each enterprise zone in achieving its measurable
objectives. The State Auditor is to report to the Governor and the Genera
Assembly no lessthan once every fiveyears. Our last five-year audit wasreleased
in February 1998. Therefore, our current audit is in response to this statutory
mandate and must be completed by February 2003.
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* Two-year review. Every year, the Executive Director of the Department of Loca
Affars (DOLA or the Department) isto submit areport to the Genera Assembly
that summarizes documentation provided by the individud enterprise zones
concerning ther efforts to achieve their respective economic development
objectives. No later than September 1, 2001, and every two years theresfter, the
State Auditor isto submit areport to the Genera Assembly and the Governor that
reviewsthe Department'sreport. Our last two-year review was completed August
2001. Our current five-year review aso includes an evauation of individua zone
objectives, per Satutory requirements.

During the 2002 L egidative Session, House Bill 02-1399 repeded the statutory provison
that required the cregtion of aplan establishing criteria, procedures, and a schedule for the
termination of enterprise zones, or portions thereof, that no longer meet specified criteria

Review of the Enterprise Zone Program

Our current Five-Year Review of the Enterprise Zone Program congsts of an evaluation
of the overdl implementation of the Program and its effect on the Sx economic indicators
previoudy cited. Also, asprescribed in statute, we reviewed the 16 zones' reportson their
individud gods and objectives and the zones' documentation of efforts to improve their
repective economic conditions. Additionaly, we conducted a review of Sx zones,
congsting of on-Ste viststo the zone administrators offices and testing of enterprisezone
tax credit certificates. In some cases, on the basis of our findings in the Six zones, we
expanded our review of individua zone activitiesto include dl 16 zones.
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Enterprise Zone Program I mpacts
Chapter 1

Overview

As previoudy stated, Section 39-30-103 (4)(c)(I1), C.R.S,, requires the State Auditor,
no less than once every five years, to evauate the implementation of the Enterprise Zone
Program (the Program) and its effect on the employment, unemployment rate, investment,
overdl growth rate, economic diverdty, and per capitaincome in each enterprise zone or
county containing an enterprise zone. Statutes aso require the State Auditor to evaluate
the effectiveness of each zone in achieving its measurable objectives. To fulfill these
gatutory requirements, this chapter contains the following:

* Anevduaion of the implementation of the Program and its effect on economic
conditions within the zones

* Trend data on each of the 9x economic indicators referenced in statute,

* Anevduation of the effectiveness of each zone in achieving its enterprise zone
objectives.

Measuring Program Effectiveness

Since beginning our audits of the Enterprise Zone Program in 1995, we have reported on
the chdlenges surrounding evauating the Program’simpacts on economic conditions. Not
only hasit been difficult methodol ogicaly toisolate the causes of economic change, but we
have encountered the following obstacles:

 Difficulty obtaining comparable, complete, and reidble data.
* Incongruity between the goas of the Program and its structure.

»  Changesin zone boundaries and population limits that creste amoving target for
measurement.
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»  Zone boundaries and subzone areasthat do not necessarily correspond to existing
data sources such as census tracts, county lines, or city boundaries.
*  Frequent program changesthat make it difficult to compare conditions over time.

Other researchers, economic development professionas, and auditorshaveaso found the
task of determining theimpact of enterprisezone programschalenging. Asdiscussedinour
1998 audit of the Program, the Texas State Auditor's Office determined that it was " neither
possible nor cost-effective to assess the success of the Program.” Cadlifornia, Florida,
Louisana, and Oregon have dl conducted evauations of their enterprise zone programs
and were unable to establish adirect cause-and-effect relationship between the program
and changesin economic conditions.

Individua researchershavea sofaced similar obstacles. For example, oneformer Director
of the Legidative and Urban Policy Staff of the U.S. Department of Housing and Urban
Deveopment found that no "eva uation provides conclusive evidence, even on the narrow
range of job impacts most have chosentofocuson,” that enterprise zonesresult in changes
to the locd economy of zone areas. More recently, a 2002 naiond survey of dtate
enterprise zone programs found that most enterprise zone administrators who responded
to the national survey "clearly believe their programs are effective tools to increase jobs
and investmentsin blighted or distressed areas” However, theresearchers stated that one
of their “ distressing observations was that many participating states could not provide the
accurate usage statistics necessary to measure the effectiveness of programs.”

Sincethe gtart of Colorado's Program in 1986, there have been 16 legidative changes,
induding the addition of more zones and tax credits and changes to the criteria used to
qudify zonearess. For example, arecent bill, House Bill 02-1161 designates certain areas
as Enhanced Rurd Enterprise Zones. Thislegidation increasesthe population limit of rura
zones and establishes new criteriafor designation as an enhanced zone. Over the years,
many legidative changes have reflected the Generd Assembly's concern for greater
accountability, particularly with measuring the effectiveness of the Program. Statutory
changes have increased the zones and the Department of Loca Affairs (DOLA'S)
responsbilities for compiling and reporting data and for the Office of the State Auditor to
evauate the Program's impacts. As aresult of these mandates, we found the following
during our current audit, which enhanced our ability to perform the evauation of the
Program in 2002, as compared with previous years.

C Datareported by the zones are more uniform, reliable, and consstent over time.

C Zones have done a better job reporting on achievement of enterprise zone
objectives.
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C The Department of Loca Affairs has implemented several of our past audit
recommendations that have mitigated the incongruity between the gods of the
Program and its structure.

Itisimportant to note that none of our analyses, including our current one, establish adirect
causal relationship between the Enterprise Zone Program and changes in the overall
economic conditionsin the zones. However, the findings discussed throughout the rest of
this chapter begin to explain the correlaions that do or do not exist between changesin
economic conditions and the implementation of the Enterprise Zone Program.

Enterprise Zones Continueto Beat a
Competitive Disadvantage

Although the economy has experienced adownward shift in the past 12 months, the 1990s
proved to be atime of economic prosperity for Colorado asawhole. Since our last five-
year audit of the Enterprise Zone Program in 1998, economic conditions within the
enterprise zones, the nonzone areas of the State, and the State asawhole showed strong,
positive growth. Onthebasisof availabledata, it appearsthat the zone and nonzone areas
of the State experienced improvements in many economic indicators. For example,
economic datafor 2000 show that the unemployment rate in the zoneswas higher than the
State's but lower than the nation's. Additiondly, between 1996 and 2000 the number of
employed individuds in the zones and statewide increased. Further, the investiment tax
credits taken by businessesin the zones doubled, from $17 million in 1996 to $34 million
in 2001. Moreover, both the zone and nonzone counties experienced increases in the
number of business establishments, employees, and wages between 1996 and 2000.

In our evauation of the Program, we used two widely accepted quantitative techniquesto
eva uate changesin the economic conditions of zone areasover time and to comparethose
changeswith ones observed in nonzone areas during the same period. Thetwo techniques
are:

C Shift Share Analysis is based upon the assumption that local economic growth
can be described by the combined effect of three components. nationa share,
industry mix, and regiond shift or competitive share. Thus, one can gpply shift
share to determine how much each component contributes to loca economic
growth. In addition, the shift share technique may be used to identify a locd or
state economy's competitive industries. A competitive industry is one that
outperforms its counterpart a the nationa level.
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C Multiple Regression Analysis is used to determine the relationship between
changes in employment and per capita income and the implementation of the
Enterprise Zone Program. Multiple regresson andysisis a statistical method for
sudying the relationship between a single dependent variable (e.g., per capita
income) and one or more independent variables (e.g., population, public
assistance, ethnicity). The method is commonly used in the socid and physicd
sciencesin an attempt to isolate the true causes of a certain observed condition.

A more detailed explanation of the methodology and quantitative techniques used in our
evauation can be found in Appendices B and C.

Each of the findings in the following sections support our overdl concluson that the
nonzone areas (Boulder, Douglas, Eagle, Gilpin, Park, Fitkin, Summit, and Teller counties)
continue to be more competitive than zone areas in relaion to three economic indicators.

C Ovedl Employment Growth
C Employment Growth by Industry
C Per Capitalncome

In addition, the gap between the zones and nonzones in these three indicators continued,
and, in some cases, widened, after theimplementation of the Programin 1986. However,
it isimportant to note that we do not know whether the economic conditionsin the zones
would have been worse, and the gap even wider, had the Program not been introduced.

Employment Growth Follows National
Trends

We used shift share andlysis to determine whether enterprise zone areas are more
competitive than nonzone aress in attracting jobs. We assessed employment change
between 1996 and 2000 in both zone and nonzone areas. The component of most interest
to our analyss was the comptitive share component, which is graphed in the exhibit on
the following page. The competitive share component isolates the effect of growth in the
nationa economy and within each industry and provides the resulting growth directly
atributable to the efforts and conditions of the areas under analysis. If a sector's
competitive share is postive, then the sector has a locd advantage in promoting
employment growth. It isimportant to note that the following graph does not represent the
percentage change in employment between 1996 and 2000. Rather, it illudrates the
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percentage of job growth that can be directly attributed to ether the zone or nonzone
areas. For example, the graph indicates that the unique characterigtics of the enterprise
zone areas were responsible for 4.6 percent of the employment growth in the service
industry occurring between 1996 and 2000. However, the conditionsinthe nonzoneareas
were responsiblefor 17.2 percent of the employment growth in the service industry during
thissame time. Thus, nonzone areas were more competitive in promoting service sector

Competitive Share of Job Growth
1996-2000

70% |
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50% |
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30% |
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0% |

-10% ' '

T T T T
Gov Serv Manuf Transp/PU Wholesale
Ag & Forestry Retail Real Estate Const Mining

I:I Enterprise Zone Areas - Nonzone Areas

Source:  Office of the State Auditor's analysis of employment data from the Col orado Department of Labor
and Employment.

employment growth.

Following are the findings derived from the shift share andysis (the results are illustrated
in the graph above):

C Overall, nonzoneareasaremorecompetitivethan zoneareasin attracting
jobs. The results suggest that enterprise zone areas are sill at a
competitive disadvantage compar ed with other areaswithin Colorado. The
only industrial classification inwhich enterprise zones outperformed nonzone areas
was manufacturing. Approximately 16 percent of the employment growth in
manufacturing that occurred in enterprise zones can be directly attributed to the
conditions and programs of the designated zone areas. This compares with
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goproximately 6 percent of manufacturing employment growth attributed to the
conditions presentin nonzoneareas. Economic devel opment profess ona ssuggest
that enterprisezone areasare more competitivein attracting manufacturing facilities
and associated jobs because of less expensve and available tracts of land, the
presence of incentive programs (such as tax abatements, smdl business grants,
revolving loan funds, and enterprise zone tax credits), and the availability of
affordable labor.

C Enterprise zone areas have a local advantage in promoting employment
growth in every one of the 10 industrial classifications except Mining and
Finance, Insurance, and Real Estate. For example, the competitive share
component is 0 percent for Mining, and -1.3 percent for Red Edtate. Enterprise
zonesgenerdly grew in employment at afaster rate than both the nation and within
each industry between 1996 and 2000. Asillustrated by the graph above, the
positive competitive share componentsin the eight other industrid sectorsindicate
that the zone areas have an advantage in creating jobs. This advantage could be
due to loca firms having superior technology, management, or market access, or
the local labor force's having higher productivity and/or lower wages.

Asthe exhibit on the following page shows, changes in employment in zone and nonzone
areasclosdy imitate nationd trendsboth beforeand after programimplementation. Broad,
macroeconomic forces appear to be driving the fluctuations. For instance, the downturn
in Colorado's economy between 1984 and 1986 is explained both by aworldwide drop
in the price of oil and gas a a time when the State was heavily dependent on these
commodities and by an overbuilding of nonresidentia buildings and homes. Resulting
layoffs and low employment opportunities in the State caused net migration totals to be
negative for five years. The resulting high vacancy rates and foreclosures forced down
home prices.
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Job Growth—Zones, Nonzones, and Nation
1976-2000
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Economic Analysis.
The graph illustrates the annua percentage change in total employment beginning in 1976
and ending in the year 2000.

Office of the State Auditor’s analysis of employment data from the Colorado Department

Labor and Employment and the United State Department of Commerce, Bureau of

Using the annua percentage change in employment between 1976 and 2000, we also
examined thetrendsin employment growth, using multiple regresson andysisto determine
differencesin the rates of change before and after program implementation in both zone
and nonzone areas. Our andyses found the following as shown in the next exhibit:

C The rate of employment growth for enterprise zones increased directly
following program implementation. However, the rate in nonzone areas
increased as well. As the following exhibit shows, the rate of employment
growth of zone areas was declining by 0.723 percent per year prior to program
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implementation. Following 1986, however, therate of employment growth of zone
areas began to increase by 0.283 percent per year. The andyss aso showsthat
the rate of employment growth of nonzone areaswas declining at an even greater
ratethan zoneareasprior to program implementation—adecline of 0.994 percent
per year. Following 1986, however, the employment growth of nonzone areas
began to outpace enterprise zone areasby increasing a arateof 0.372 percent

per year.

C Thedifferenceintherateof annual employment growth between zoneand
nonzone areas increased after program implementation. As the exhibit
below indicates, the difference in the rate of employment growth between zone
and nonzone areas began increasing by a rate of gpproximately 0.089 percent
(0.372% - 0.283% = 0.089%) per year after program implementation. Before
program implementation, the gap in employment growth was actudly decreasing
by arate of approximately 0.271 percent (0.994% - 0.723% = 0.271%) per year.

Rate of Employment Growth
1976-2000

uE - Program I mplementation:
10% \\\ 1986
8% \-\o 994% /-/_/_/-/'
1 -0. ()
6% AR

\ \ 0.372%
0]
4% -0.723% \

12%

0.283%

2%
0% T T T T T T T T T T T T T T T T T T T T T T T
76:77 80:81 84:85 88:89 92:93 96:97
—— Enterprise Zone Areas —=— Nonzone Areas
Source;  Office of the State Auditor's analysis of employment data from the Colorado Department of Labor and
Employment.
Note: The graph illustrates the results of our multiple regression analysis examining the annual percent

change in employment (dependent variable) both before and after program implementation. (For
additional methodological detail see Appendix B.)
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Zone Residents Gain Littlein Buying
Power

We aso analyzed changesin per capitaincome for both zone and nonzone areas between
1980 and 2000. We found the following:

C Nonzone areas experienced greater gainsin per capitaincomecompared
with zone areasfollowing program implementation in 1986. Prior to 1986,
the per capitaincomein enterprise zone areaswasincreasing at arate of $539 per
year. Following program implementation, the rate of increase in the per capita
income of zone areas rose by approximately $186 per year ($725 - $539 =
$186). Comparatively, the per capitaincome of nonzone areaswasincreasing by
$609 per year prior to 1986. Following program implementation, the rate of
growthinthe per capitaincome of nonzone areasrose by $637 per year ($1,246 -
$609 = $637). Thus, the gap between zone and nonzone areas in regard to per
capitaincome increased from about $70 per year prior to 1986 ($609 - $539 =
$70) to approximately $521 following program implementation ($1,246- $725 =
$521). Thistrend is highlighted in the following exhibit.
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Sour ce:

ote:

$35,000
$30,000

$25,000 $1,246

$20,000 //
1 [

$15,000 v
/

$10,000 —+"$539

$5,000

Changes in Per Capita lncome
1980 - 2000

| <+ Program
I mplementation: 1986

7725

1 o

| | | | | | | | | | | | | | | |
1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000

—=— Nonzone Areas —~— Zone Areas

Office of the State Auditor's analysis of per capitaincome data from the Colorado Office of Economic
Development & International Trade.

The graph illustrates the results of our multiple regression analysis examining the change in per capita
income (dependent variable) both before and after program implementation. (For additional
methodological detail see Appendix B.)

Those living in nonzone areas continue to have greater buying power than
peopleresiding in enter prise zone areas. We adjusted yearly per capitaincome
data for inflation to examine the actud changes in buying power between zone and
nonzone area residents. Between 1980 and 1986, enterprise zone residents had an
average, inflation-adjusted, per capita income of $19,745 compared with nonzone
area residents who had anaverage, inflation-adjusted, per capitaincome of $26,757.
Although zone residents experienced an increase in their overdl buying power after
programimplementation (average per capitaincomeincreased to $21,688), they were
agan outpaced by nonzone residents who saw their average, inflation-adjusted, per
capitaincome rise to $31,200 between 1987 and 2000. Thus, zone area residents
experienced an averageincreasein buying power of approximately $1,943 compared
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withan averageincrease of $4,443 for nonzone arearesidents. To determine changes
in buying power, we converted the per capita income data for both zone and
nonzone areas to 2000 dollars using the consumer priceindex. Seethe appendices
for adiscusson of the methodology and quantitative techniques used in our analyses.

C The Enterprise ZoneProgram doesnot appear to influence changesin the
per capitaincomeof zoneresidentslivingwithin urban areas. Wefound that
there were severa areas that could have qudified as enterprise zonesin 1990 on
the bas's of unemployment rate and/or per capitaincome but were not designated
as such. We used these areas to andyze whether the Enterprise Zone Program
influenced or led to changesin the per capitaincome of zone areas. Specifically,
withthe help of the Department of Local Affairs, we sdected 68 censustractsthat
were comparable on the bass of severd socioeconomic factors, the only
difference being that one-haf (34) were not designated as zones. The results of
our andysis reveded that there was no sgnificant difference in the change in per
capitaincome from 1990 to 2000 between the zone and nonzone areas. (Refer
to Appendix B for comparison diagnostics regarding the zone and nonzone census
tracts and a detailed explanation of the methodology used for the andysis.)

Hndly, we andyzed the compound annud average growth ratesin per cgpitaincome and
inflation-adjusted per capita income. The results of this andysis support our findings
concerning the differences existing between zone and nonzone areas regarding per capita
income. Our andyss of per cgpitaincome is detailed in Appendix C.

Review of Six Economic I ndicators

In addition to evauating the overdl implementation of the Enterprise Zone Program,
datutes require the State Auditor to evauate the Program's effect on six economic
indicators. In the following sections, we discuss our findings relative to the Six economic
indicators: unemployment rate, per capitaincome, employment, investment, overdl growth
rate, and economic diversty. In many cases, we compared zone, nonzone, state, and
nationa data. Our review generaly focused on the five-year period from 1996 through
2000. We obtained input from the State Enterprise Zone Coordinator, the zone
adminigrators, the Chief Economigt for the Colorado Legidative Council, and othersin
defining each of the Six indicators.

Because complete 2000 census data were not available at the time of the audit, we
adapted our anadysis accordingly. For example, dataon the six economicindicatorswere
not availableat thezonelevd. Thus, theresultspresented in our andysisonly reflect entire
county data.
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Unemployment Rate—the total number of unemployed persons
expressed as a percentage of the total civilian labor force. That is, the
unemployment rateisthe percentage of personswho are unemployed and actively
seeking employment as compared with the total eligible civilian labor force.

Anunemployment rate 25 percent higher than the state averageisthe most frequent reason
for zone digibility. For example, 81 percent (13 of 16) of the zones requalified for
digibility in 1996 on the bads of unemployment rate. Although there were sgnificant
improvementsin the zones unemployment rates, these rates continued to be higher than
the state average. Inaddition, improvementsin the State exceeded improvements a both
the zone and nationd levels. In 1996 the average unemployment rate for the enterprise
zones was nearly 5 percent. Fiscd Year 2000 data showed the average unemployment
rate for the enterprise zones to be 3.2 percent. During this same period, the State's rate
decreased from 4.2 to 2.7 percent. This compares favorably with nationd rates of 5.4
percent in 1996 and 4 percent in 2000. Additiondly, in 2001 the zon€e's rate had
increased to 3.8 percent, while the State's rate increased as well to 3.7 percent.

Per Capital NCOME—Per capitapersonal incomeistheannual personal
income of residents divided by the annual resident population.

An areamay be digible for zone satus if its per capitaincomeisless than 75 percent of
the Sate average. At the time of our audit, the most recent per capita income data
avalable were 2000 data. From 1996 to 2000, per capitaincomein the zonesincreased
an average of 24 percent, from $21,570 to $26,750.

Asthefollowing chart shows, per capitaincomein the zones was approximately $27,000
in 2000. Thisis about $10,000 less than the average of $37,500 for the non-zone
counties. The state average of $32,434 was gpproximately $5,000 more than the zone
average. The nationa average of $29,469 was about $2,000 more than the zone average
but about $38,000 |ess than the nonzone average and approximately $3,000 less than the
State's average.
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Per Capita Income 1856 and 2000
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Source: Office of the State Auditor Analysis of Per Capitalncome data.

Employment—Employment refers to the number of individuals in the
civilian labor force, 16 or older, who are eligible to work and are actually
employed. The civilian labor force is defined as the sum of employed and
unemployed persons.

IN 1996 there were gpproximately 1.7 million employed individuasin zonearess. 1n 2000
the number of employed persons had increased by more than 8 percent to about 1.9
million. For the same period, the number of employed individuas in the State increased
from gpproximately 2 millionto 2.2 million, a growth of over 10 percent. The following
table depicts these changes.
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Number of Employed Persons
1996 and 2000

Zone Zone Per cent State State Per cent
1996 2000 Change 1996 2000 Change
Employed
Individuals 1,713,211 1,856,142 8.3 2,010,284 | 2,213,044 10.1
Labor Force 1,790,275 1,910,061 6.7 2,098,971 | 2,275,545 8.4

Employment.

Sour ce: Office of the State Auditor's analysis of data compiled by the State Department of Labor and

| Nvestment—i nvestmentrepresentsthedollar amount of capital investments
made by businessesin the zones and is partially reflected by the investment tax
credits taken.

Increases occurred in capital investments and investment tax credits taken. Specifically:

C

From 1987 to 2000, we estimate capital expenditures by manufacturing
businessesin the zone counties mor e than doubled, increasing from $638
million in 1987 to morethan $1.4 billion in 2000. The growth rate nationdly
was dightly higher, increasng by more than 128 percent. The nonzone rate,
however, was the highest, with a growth rate of more than 130 percent.
Approximately 80 percent of these expenditures consisted of machinery and
equipment purchases, while the remaining 20 percent was attributable to buildings
and other dructures. It should be noted that information relating to capita
expenditureswas limited, and as aresult, thefigures provided are based upon the
best estimate available.

Investment tax credits taken by Colorado businesses increased from
approximately $17 million in Fiscal Year 1996 to more than $34 million in
Fiscal Year 2001. According to tax information obtained from the Department
of Revenue, more than $142 million in investment tax credits were taken by
participants from Fiscal Years 1996 to 2001. These tax credits represent 3
percent of the total capital expenditures made by the businesses. This trandates
into morethan $4.7 billion spent on items such as machinery, furniture, appliances,
and vehicles. Additiondly, the number of corporate businesses taking this credit
decreased from over 2,000 in 1996 to about 1,610 in 2001, a decrease of 20
percent. Among the ninetax creditsavailableto businessesoperating in the zones,
the invesment tax credit is by far the most utilized credit, accounting for
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gpproximately 52 percent of al creditstaken by corporationsfrom 1996 to 2000.
(Investment tax credit is defined on page 7.)

Overall Growth Rate—theoverall growth rate refers to the changes
in thenumber of business establishments and employees, aswell asincreasesand
decreasesin wages paid.

Both the zone and nonzone counties experienced increases in business establishments,
employees, and wages from 1996 to 2000. The following exhibit shows the percentage
change in each of the categories for the zone and nonzone counties:

Overall Growth 1996 - 2000
100%
680%
60%
40%
2%
0%
husiness Etablichments Employses Total Wages Average Wage
[[] Zone Counties [l WNen Zone Counties
Sour ce: Office of the State Auditor analysis of Department of Labor and Employment Data.

Specificdly, we observed the following regarding overdl growth rate:

C The miningindustry wasthe only private sector industry to experience a
decline in the number of business establishments and employees in the
zone counties. Jobsinthisindustry, however, paid the highest wagesin 1996 as
well asin 2000. Since the 1980s, prior to theimplementation of the Program, the
mining indudtry, Statewide, was experiencing adecline.

C The construction industry experienced the greatest growth in the zone
counties. The number of business establishments operating in the congtruction
industry rose 30 percent, while the number of employeesincreased more than 40
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percent. Congtruction aso had the largest percentage increase of al sectors
Statewide.

C Average wages escalated in all industries. Average wages in the zone
counties increased between 14 and 47 percent for the various industries.
Increases in the nonzone counties were higher.

Economic DiverSity—Economic diversity refersto the varietyor types
of businessesin operation.

In generd, two or three industries represented more than one-haf of the business
establishments and employees in the zone counties. Among these, the services and retall
trade industries represented the largest percentage of business establishments and
employees. Compared with other industries such as manufacturing and transportation,
communication, and public utilities, however, theretail and servicesindusiries paid anong
the lowest wagesin the zone counties during theseyears. For example, the average annua
sdary for a manufacturing position was gpproximately $45,000 in 2000. By contragt,
average sdariesin the services and retail trades were $36,400 and $19,200, respectively.
Asthe following exhibits show, the top five indudtries, in terms of the percentage of total
business establishments and employees, remained relaively congtant in the zone counties.

Top 5Industries
by Percent of Total Business Establishments
1996 and 2000

*

Calendar Year 1996 Calendar Year 2000
Zone Counties Nonzone Counties Zone Counties Nonzone Counties
Ran Industry Per cent Industry Percen Rank Industry Per cent Industry Per cent
k t
1. Services 37 Services 37 1. Services 36 Services 39
2. Retail 20 Retail 20 2. Retail 18 Retail 18
3. Construct. 11 Construct. 13 3. Construct. 12 Construct. 14
4. Finc'l 10 Finc'l 9 4. Finc'l 11 Finc'l 10
5. Wholesale 9 Wholesale 7 5. Wholesale 8 Wholesale 8
Other 14 Other 12 Other 15 Other 11
Source: State Auditor's Analysis of Employment and Wage Averages Annual Reports for 1996 and 2000.
Note: Other includes Agriculture, Forestry, Fishing; Mining; Construction; Manufacturing; Transportation,

Communication, Public Utilities, and Nonclassifiable.
The sum of the percentages may be more or less than 100% due to rounding.
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Top 5 Industries

by Percent of Total Employees
1996 and 2000

Calendar Year 1996

Calendar Year 2000

Zone Counties Nonzone Counties Zone Counties Nonzone Counties
Rank Industry Per cent Industry Per cent Ran Industry Percen Industr Per cent
k t y
1 Services 28 Services 33 1 Services 29 Services 33
2 Retail 19 Retail 22 2 Retail 18 Retail 22
3 Gov't 16 Gov't 14 3 Gov't 15 Gov't 12
4 Mfg. 10 Mfg. 14 4 Mfg. 10 Mfg. 11
5 Transp. 7 Construct. 7 5 Construct. 7 Construc 8
t.
Other @ 20 Other ® 12 Other ® 21 Other ® 13

Note:

combined in the “other” category.

Source; State Auditor's Analysis of Employment and Wage Averages Annual Reports for 1996 and 2000.
Other (a) and (b) - Derived by ranking all 11 industriesidentified by the Colorado Department of L abor
and Employment. The five highest ranked for each year areidentified and the remaining six industries are

(a): Other includes Agriculture, Forestry, Fishing; Mining; Construction; Financial, Insurance, Real Estate;
Wholesale Trade; and Nonclassifiable.
(b): Other includes Agriculture, Forestry, Fishing; Mining; Financial, Insurance, Real Estate; Wholesale Trade;
Transportation, Communication, Public Utilities, and Nonclassifiable.
*The sum of the percentages may not equal 100% due to rounding.

Achievement of Zone ODbjectives

By dtatute, each enterprise zoneisto adopt specific economic devel opment objectiveswith
outcomesthat can be measured with specific, verifiabledata. Section 39-30-103, C.R.S,
requires the State Auditor, as part of the five-year review, to evauate the effectiveness of
each zone in achieving its objectives. The following describes the findings of our current
review of the zones objectives identified in their 2002 annua reports. Of the 97 total
objectives identified by the zones, we were unable to evauate 44 because they were
unmeasurable, lacked sufficient data to determine their achievement, or were not yet
scheduled to be achieved.

Of the 53 objectives that could be adequately assessed, the zones reported that they were
unsuccesstul in achieving the mgority of them. Specificaly:

C Sixty-six percent (35) of the objectives had not been achieved.

C Thirty-four percent (18) of the objectives had been achieved.
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To further understand the rel ati onship between the objectives that were achieved and those
that were not, we grouped the 53 measurable objectives into three broad categories: (1)
economic conditions - objectives aimed at improving the economic conditions of zone
areas such asincreased per capitaincome, lower the unemployment rate, and create more
jobs; (2) community conditions - objectives directed toward improving the community
asawhole (e.g., reduce the number of peopleliving below poverty, or increase community
well-being); and (3) administr ative actions - objectivesthat addressed the administrative
actions of the zones (e.g., identify the number of businessesin the zone, increase marketing
efforts, and develop new marketing materias).

Overdl we found that of the 53 measurable objectives, the vast mgjority (49) addressed
economic conditions, 3 addressed administrative actions, and 1 addressed community
conditions. We aso found no correlation between the type of objective identified in the
zones annud reports and their successin achieving those objectives:

C Of the 18 objectives that were achieved, 15 addressed economic conditions, 2
addressed adminidrative actions, and 1 addressed community conditions.

C Of the 35 objectives that were not achieved, al but one addressed economic
conditions.

It is dsoimportant to notethat just asadirect causa relationship between the Program and
changes in the overdl economic conditions of zone areas cannot be established, it is not
possible to determine whether the Program done is responsible for the achievement of
individua zone objectives. For example, it would be unreasonable to draw the conclusion
that the Program was responsgible for achieving the god of a 10 percent increase in the
nonresidential assessed valuation of azone area.  There are numerous factors influencing
changes in nonresidentid assessed valuations. Similarly, the lack of achievement does not
necessarily indicate failure of the Program. Using the same example as above, we can
asume azone'sfalureto achievea 10 percent increasein nonresidentia assessed vauation
could be caused by drought, declines in oil and gas prices, federd government subsidy
programs, insect infestation, or a host of other possible factors that the Program is not
necessarily designed to mitigate. Generdly, the objectives that were not achieved were
ether those that contained aggressve or high benchmarks or those that smply did not
experience the improvements in the economic conditions of the areas that the zone was
expecting at the time the objectives were adopted.
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Continue Refining Objectives

As previoudy gated, we were unable to evaluate many (44 or 45 percent) of the zones
objectives because they were unmeasurable, lacked sufficient data to determine their
achievement, or were not yet scheduled to be achieved. Although the zones have made
sgnificant advancements in devel oping goals and objectives, some problemspersst. Most
notably, some zones' objectives continue to be unachievable, unmeasurable, or unredidtic.
For example an objective such as, "increase capitd investment” lacks the necessary
measuresto determineits achievement. A more gppropriate objective that meets statutory
requirements would be to "increase capital investment by 1 percent annudly by contacting
20 businesses each year that have never been certified for a credit.”

In our 2001 review of the Department's Annual Report, we provided a modd for
developing comprehensive drategic plans containing well-defined godss, work steps, and
measurement criteria. It is clear that some of the zones have used the modd to structure
their own gods. This restructuring and other guidance and efforts by the Department of
L ocal Affarshaveresulted in Sgnificant improvement in the devel opment of the zones gods
gnce our firgt audits of the Program. Program statutes require the Department of Local
Affarstowork with thezone adminigtratorsto ensure that the zones have specific economic
development objectives with outcomes that can be measured with specific, verifiable data.
As daed previoudy we found areas dill needing improvement. Therefore, we bdieve the
Department needs to continue working with the zones and provide ongoing feedback to
refine objectives and assst zone administrators in making adjustments as economic
conditions change, the demographic characteristics of areas evolve, and the local business
climate develops.

Recommendation No. 1:

The Department of Loca Affairsshould continueto work with the zonesto refine economic
development objectives by providing timely review and feedback as part of the
Department's annua report preparation process.

Department of L ocal Affairs Response;

Agree.
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Administrative | ssues
Chapter 2

Overview

In addition to our evauation of Enterprise Zone implementation on the various economic
indicators, as discussed in Chapter 1, we selected a sample of enterprise zones and
conducted areview of each of these zones' activities. Our review included three urban
and threerural enterprisezones. Thethree urban zoneswere Gredley/Weld, Larimer, and
Pueblo. The three rurd zones were East Centra/Northeast, San Luis/Upper Arkansas
Vdley, and Southeast. Our review identified several operational aress in need of
improvement. Specificdly, we found:

o Zone marketing efforts need improvement.
» Feescharged need to be in compliance with statutes and regulations.

» Hlgibility for tax credits needs to be ensured.

Enterprise Zone Marketing

The Economic Development Commission (the Commission) authorizes annua marketing
grants to the enterprise zones. The source of the grants derives from generd funds. The
zones are required to match at least 100 percent of the grant amount either from their own
locad sources or from partner organizations. Additionaly, beginning in 1997, the
Commissionauthorized zonesto gpply up to 25 percent of these marketing grantsto cover
the cogts for adminigtering the Program. With the exception of the 25 percent
adminidraive alowance, Commisson grants are to be used for the marketing and
promotion of economic development efforts in the enterprise zones. In 2001 the
Commission authorized 16 marketing grants totaling $270,000.

Marketing and Outreach Efforts

The god of the Enterprise Zone Program is to stimulate economic development. We
reviewed the marketing efforts of Sx zones. We found that zone marketing is conducted
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in conjunction with overal economic development marketing. Marketing efforts include
printing and development of economic development brochures, Web site creation and
maintenance, attendance at trade shows, and bus nessretention and expansion efforts. We
determined that zone marketing efforts could be improved in three aress.

C Marketing outreach is limited. Enterprise zone administrators lack basic
informationneeded to effectively market the Program. Zone administratorsdo not
maintan complete lists of businesses located within their zone areas for use in
identifying and targeting businesses that would be digible for zone credits. We
asked each of the six zone adminigratorsin our sampleto provide acompletelist
of al busnesses located within their respective zones to determine which
businesses had ever been certified and which had never gpplied for certification.
Only one of the Six zone adminigtrators was able to provide the list of businesses
we requested. We bdlieve the Department of Loca Affairs should work with the
Department of Revenueto provideacompletelist of areabusinessesto the zones.

C Businesseslocatedwithin an enter prisezonearenot adequately infor med
about the Program. During our audit we contacted 12 businessesthat had never
been certified for a credit. Four of the businesses reported that they had no
knowledge of the Program. Of the eight that were aware of the Program, only
one had been natified of the Program by the zone administrator. Additiondly, of
the businessesthat had knowledge of the Program, only two knew about the actud
tax credits. Moreover, severa of the businesses we contacted had been at ther
current location for more than 10 years, and dl of them had made a least one
expenditure that would have qudified for atax credit. For example:

C Sx of the 12 businesses stated that they had hired new full-time employees
within the last three years.

» Ten of the 12 businesses contacted had purchased some type of investment
equipment for their business within the last three years.

» Three of the businesses dtated that, within the last three years, they had
purchased machinery for manufacturing.

C Zonesarenot actively recruiting contribution projects. The mgority of the
zone adminigrators do not solicit agencies and organizations to become
contribution projects. Contribution projects are nonprofit or local government
entitiesl ocated within azonethat have been approved by the Colorado Economic
Development Commisson to recelve monetary or in-kind contributions from
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taxpayerswho, inturn, aredigiblefor atax credit of 25 percent of thevaue of the
contribution.  One of the zones currently does not have any contribution credit
projects. The zone adminigtrator of this zone said that this is due to a lack of
interest among potential contribution credit agencies and programs. We bdieve
that the zone adminigtrators should actively pursue contribution projects for the
benefit and improvement of the zone. For example, one of the zones uses its
marketing funds to solicit projects that meet its zone gods. Projects are then
chosen for their gppropriateness and fund availahility.

Improved Marketing | s Needed

Asdiscussed previoudy, we bdieve the Department of Locd Affairs and the Department
of Revenue should provide zone adminigtrators with alist of zone businesses. After the
zone adminigtrator receivesthelisting, direct mailings could be sent to busnesseswithinthe
zones. We found one urban zone that has been very successful with direct mailings. This
zone contracted with aprivate firmto obtain alist of loca businesses. The zone then used
thelis for informationa mailings to busnesses. The following isan exampleof themailing
the zone sends to businesses.

Model Enterprise Zone Direct Mail Letter

Date
Dear Business Owner,

According to our records your business may fall within the boundaries of the Enterprise Zone. You may
therefore be able to take advantage of tax creditsto help strengthen your business. Businessesare eligible for thetax credits
if they are located in the Zone and have a state tax liability. The credits that are available in the Zone are the following:

New Job credit of $500 for each new employee.
Health Insurance credit of $200 for each employee sponsored on a’50% paid health insurance plan.
Investment tax credit of 3% for all expenditures on business personal property.

Job Training tax credit of 10% for expendituresto train employees.
Exemption from the state sales tax on manufacturing equipment.

Agricultural new jobs credit of $500 for each new employee.
Investment tax credit of 3% on research and development expenditures.

A 25% tax credit for a donation to a zone certified contribution project.

O O 66 66 O

The process to apply for these creditsis simple. Enclosed you will find the Colorado Department of Revenue formtofile
for the credits. Complete the enclosed from and fax it to our office. Once you receive back the form from our office,
enclose it with your tax return to request the credits off your state income tax liability. We look forward to the
opportunity to work with you and your company.

Sincerely,
Zone Administrator
- |

Source: Denver Enterprise Zone.
|
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The zone adminigrator told usthat thefirst year of themailing resulted in about 75 calls per
day from businesses. Additionaly, there has been an annua increase in the number of
certificationsfiled. If the Program is to be successful, businesses must first be aware that
it exigs and that it can be beneficid to them. Without knowledge of the businesses|ocated
within the zone area, zone marketing efforts will not be effective in gimulaing economic
development. The list could be used to determine which businesses and industries should
receive increased marketing efforts, and to contact businesses viatelephoneto discussthe
use of the tax credits as part of their business development strategy. The mgority of
busnesses we contacted indicated that the tax credit would influence future business
decisons.

Recommendation No. 2:

The Department of Loca Affairs should ensure zones marketing efforts areimproved by:

a. ldentifying best practices and providing technica assistance and guidance to the
zonesin educating and informing the businesses in their areaabout the Program.

b. Working with the Department of Revenue to establish an annud list of busnesses
in each zone for use by zone adminigtrators in notifying and educating businesses
about zone crediits.

c. Assgingzonesin recruiting contribution projectsthat are appropriateto their local
economic development goa's and objectives.

Department of L ocal Affairs Response:

Patidly Agree. The Department believes that each enterprise zone, in
cooperation with itsloca economic development partners, can best st its own
priorities at the local and regiond leve as to the marketing targets and techniques
that aremost appropriateto their loca goalsand availableresources. Thisincludes
deciding whether or not attempting to contact acomprehensve list of businesses
would be cost effective as compared with dternatives such as contacting tax
preparers, whether mailing listsfor aparticular areaavailable from the Department
of Revenue or commercia sources are sufficiently up-to-date to be of usein a
direct mail campaign; and whether contacting existing businesses should be a
marketing priority for their area as compared with attempting to attract new
businesses.
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Likewise, the Department believes that, snce the satutory purpose of the
enterprise zone contribution tax credit is to assgt locd zones to implement their
economic development plans, locd officias can best determine the most effective
ways of "recruiting” additiona nonprofit organizations, if any, that could potentialy
assd in such implementation.

Within this framework of loca control of marketing,

C The Department will collect and disseminate information describing methods
of educating businesses about the Program.

C The Department will request the Department of Revenue to provide a list of
bus nesses within each interested zone, within the congtraints of the tax code's
confidentidity requirements and that department’s resources for generating
such ligs.

C The Department will continue to provide the zones with guidance as to the
types of programs, projects, and organizations that are digible for the
contribution tax credit under the enterprise zone statute and Economic
Devdopment Commission policy, and to share information among zones
regarding appropriate project activities and Sponsoring organizations.

Feesfor Contribution Credits

We found that most of the enterprise zones (12 of 16) charge a fee for processing the
contribution credit. By dtatute, businesses or individuas may be certified to receive tax
credits for contributions they make to approved programs, projects, or organizations
located withinazone. Approved contribution credit projects currently include homeless
shelters, job training and economic development centers, hospitals, and children's clinics.
For Fiscd Y ear 2001 sdlf-reported information provided by zone adminigtratorsindicates
that they collected about $215,500 in revenues from the feesassessed for processing the
contributions certifications. However, thereisno statutory or regul atory authority for zones
to assess afee related to this particular enterprise zone credit. Rather, authority currently
exigs for enterprise zones to charge a reasonable fee for certifying dl of the other
enterprise zone credits (with the exception of the contribution credit). The zones report
that the contribution credit isthe only credit for which afeeis assessed.

By satute the Department of Revenue is required to promulgate regulations for the
implementationof the enterprisezonetax credits. Pursuant to Section 39-30-108, C.R.S,,
DOR adopted the following regulation 39-30-108:
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The locd government with jurisdiction over the enterprise zone shdl
annudly certify to the taxpayer claming the exemption and credits under
section 39-30-104 to 39-30-106 that the taxpayer’ s place of busnessis
located within the boundaries of the zone. The taxpayer shdl file a copy
of this certification withthe Department of Revenueat thetime of thefiling
of thetax return daiming the exemption and credits. Theloca government
may charge the taxpayer a reasonable fee for certification.

The gstatutes referred to in the Department of Revenue' s regulation, Sections 39-30-104
to 39-30-106, are direct references to the statutory citations for each of the enterprise
zone tax credits (eg. investment tax, new business facility employees, etc.), with the
exceptionof the contributionsto zone projects credit. The contribution credit isstatutorily
authorized at Section 39-30-103.5 C.R.S. Asshown above, this section is not cited in
DOR' s regulation authorizing a fee for certification.

Inaddition to the lack of authority for charging fees as described above, weidentified two
other problems with the fee as it is currently gpplied:

C Reasonableness of fee(s). The Depatment of Revenue's regulation 39-30-
108 dtates that the “local government may charge the taxpayer a reasonable fee
for cetification.” Thereisalack of clarity surrounding the term “reasonable’ as
it applies to the fee amount. Zone administrators told us that the fee covers
adminigrative cogs for processing the contribution certifications. We found that
the processfor certifying the contribution credit isthe same asfor dl of the other
credits; however, no fee is assessed for those certifications. Severd of the zone
adminigrators aso indicated that fee revenues are used to cover the costs for
integrating the contribution projects into accounting, bookkeeping, and reporting
systems.

Currently, fee amounts vary among the zones, ranging from $5 per certificate to
five percent of the actual contribution made to the project. According to sdif-

reported information from the zone adminigrators, in Fisca Year 2001, fee
revenue collected ranged from $75 to $66,785. Five of the zones that take a
percentage of the actud contribution do not have a limit on the amount of fees
collected. To establish areasonable and appropriate fee, a determination needs
to be made asto the purpose for the fee. If the revenues are to cover the costs
for processing certificates only, then processing costs need to be determined, and
a reasonable fee st per certificate or by type of certificate processed. If,

however, the fee is intended to cover other certification-related costs such as
compiling, verifying, and reporting credit information, then other costs may need
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to be determined and included. The Departments of Revenue and Loca Affairs
should work together to clarify thisissue by determining what is a reasonable fee
for certification, and whether the fee should be assessed for dl certifications.
Appropriate rules should then be promulgated and statutory changes
recommended, if needed.

C FeeNatification. Currently, amgority of taxpayers are not notified that afeeis
deducted from their contribution to a zone project. Disclosure of adminidirative
feesis particularly important because administrative overhead has become an
issue of concern in recent years. Contributors should be informed that an
adminidrative fee is being assessed by the zone in addition to any adminidrative
overhead incurred by the contribution project. Only two of the twelve zones that
assess afee send noticesto taxpayers explaining that afee was deducted from the
amount of the contribution. The remaining ten zones stated that they do not notify
taxpayers and did not know if the contribution recipient notifies the taxpayer.
Additiondly, there is no disclosure of fees on the certificate that describes how
contributed funds will be used. We interviewed staff from eight projects that
receive contributionsto determineif contributorshave expressed concernswith the
fees or with the donation process. Staff from three of these eight contribution
projects stated that contributors have expressed concern with making the check
payable to the enterprise zone administrator when the donation was for the
authorized project. Procedures for notifying contributors and projects and
reconciling fees received are essentia controls to reduce the risk of errors and
irregularities

Recommendation No. 3:

The Department of Local Affairs should work with the Department of Revenue to
determine if fees should be charged on the contribution credit. If it is determined that such
fees should be charged, the Department of Revenue should amend its regulations or seek
gtatutory changesto:

a. Authorizethelevying of feesunder Section 39-30-103.5, C.R.S.,, for contributions
credits.

b. Egablish criteria for determining the reasonableness of such fees.
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Department of L ocal Affairs Response:

Disagree. Department of Revenue Rule 39-30-108 addresses fees charged to
taxpayer s seeking certification for enterprise zone credits. Thoseenterprise zones
that charge feesin connection with contribution projects do NOT charge fees to
taxpayers. A taxpayer making a cash contribution to an digible enterprise zone
project receives the full 25 percent tax credit allowed by law. Rather, the fees
condituteause of asmall part of the amount that has been contributed to assst the
zone adminigtrator to cover the costs of promoting, monitoring, state-required
reporting, and otherwise adminigtering projects that implement the economic
devdopment plan for the enterprise zone, in conjunction with nonprofit
organization partners, as provided by statute.

Statutory authority for the use of contributed funds to support the economic
development activities of an enterprise zone administrator's office aready exists
under section 39-30-1035. These activities "implement the economic
development plan for the enterprise zone" and have been approved by the
Colorado Economic Development Commission as required by section 39-30-
103.5(2)(e).

Therefore, amodification of the Rule or statute is not necessary or appropriate for
this purpose.

Department of Revenue Response:

Agree.  The Department will work with the Department of Loca Affairs to
determine whether a fee can, and should, be assessed either on the taxpayer or,
dterndivey, alow thezoneadminisirator to retain some portion of the contribution
to offset the adminigtrator’s expense. The Department has made a preliminary
review of the statutes and believes the Department does not have statutory
authority to authorize the zone adminigrator to collect afee from ataxpayer who
makes a charitable contribution to enterprise zones. The Department will explore
thisissue, as wdl as dternative solutions, with the Department of Loca Affairs.

(& The Department agreesthat, if it has Satutory authority to assessafee, it will
modify its regulaion to implement such authority.

(b) The Department agreesthat, if it has Satutory authority to assessafee, it will
work with the Department of Locd Affairsto develop criteriafor determining
the reasonableness of such fees.
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Recommendation No. 4:

The Department of Loca Affairs should work with the zone administrators to ensure
contributors are notified of dl enterprise zone program fees.

Department of L ocal Affairs Response:

Agree. The Depatment will work with those loca zones that charge fees in
connection with contribution projects to provide notification to contributors that
part of a contribution will be retained by the enterprise zone to support the
economic development activities of the enterprise zone administrator's office.
Theseactivitiesare digible purposesfor the use of contributionsunder section 39-
30-103.5, and have been approved by the Colorado Economic Devel opment
Commission pursuant to section 39-30-103.5(1)(€).

Verification of Tax Credit Information

Aspart of our five-year review, weintended to match information contained on enterprise
zone tax credit certificates with taxpayers state incometax returns. As described in the
following sections, we encountered severa problemsthat hindered our ability to complete
thistask. Enterprise zone tax credits are sgnificant in terms of logt tax revenues. Since
Fiscal Y ear 1988, taxpayers have claimed nearly $337 millionin credits. Because of the
problems we identified, we believe greater oversght to ensure compliance with enterprise
zonefiling regulations is warranted.

We sdlected a sample of 148 taxpayers who claimed an enterprise zone tax credit in
Calendar Year 2000. We reviewed thetax returnsfiled with the Department of Revenue
for these 148 corporate and individua income tax filesto determinethe number complying
with enterprise zone tax credit filing regulations. We found:

* About 25 percent of thetax returns did not have the required enterprise
zone certificate attached (37 of 148 returns). Department of Revenue
regulations require that taxpayers file a copy of their enterprise zone certification
with the Department of Revenue a the time of thefiling of the tax return daming
the exemption or credits. The certificate atests to the taxpayer’s digibility, as
established by the zone adminidrator, to clam the credit.
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* Errorsin calculating theamount of thetax credit occurred in 10 per cent of
the certificates attached to tax returns (11 of 109 returns). If the credit
amount is caculated incorrectly on the enterprise zone certificate, this erroneous
information could be carried over onto the income tax return when the credit is
clamed. Becausethefull vaue of a credit is not necessarily daimed in asingle
year and may be carried forward to subsequent years, we were unable to
determine whether these calculation errors resulted in taxpayers recelving credits
for more or less than they were digible. We have provided the Department of
Revenue with the details of the errors we identified so that Staff may address the
individual issues appropriately through their audit process.

» Eight of the certificates attached to thetax returnsdid not have required
sections of theenter prise zone certificate completed. By statute, companies
claming enterprise zone credits areto provide information needed to evduate the
effectiveness of the zones in accomplishing their measurable economic
development objectives. Information such as the number of jobs created, the
number of employeestrained, and the compensation levelsfor full-time, part-time,
temporary and contract employees, is statutorily required to be collected and
reported by the zones and the Department of Loca Affairs for al companies
claming enterprise zone credits. Currently, there are no statutes or Department
of Revenue regulaions requiring zone adminigtrators to verify this type of
informationat thetimeof certification. Therefore, verification can only occur at the
time the income tax return is processed.

Ensure Eligibility for Credits

We have previoudy identified wesknesses in ensuring taxpayer digibility for income tax
credits. Inour Fiscal Year 2001 Statewide Single Audit, we found controlslacking over
the issuance of some credits including the state earned income credit, persona property
tax credit, and the rurd hedlth care provider credit. Aswereported at that time, we found
indigible taxpayers claming credits for which they were not certified because the
Department of Revenuedid not verify digibility. Inour current audit DOR gtaff told usthat
they process the income tax returns of taxpayers claiming enterprise zone creditswhether
or not the enterprise zone certificate is attached to the tax return. Staff indicated that they
accept tax returnswithout the enterprise zone certificatesto expeditetax return processing.
We understand the rationde for expediting the processing of returns. However, the
Department’ s regul ations require that documentation supporting digibility (the enterprise
zone certificate) be attached to the income tax return. Also, added assurances about
compliance could be achieved by targeting the enterprise zone creditsfor periodic audits.
According to Department of Revenue staff, enterprise zone tax credit participation is not
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one of the criteriaused for sdlecting businesses or individudsfor tax audits. We believe the
vdue of the enterprise zone credits taken each year and the areas of taxpayer
noncompliance we identified indicate a possible area for targeting tax audits.

Recommendation No. 5:

The Department of Revenue should improve controls over enterprise zone tax credit

digibility by:
a. Ensuring that taxpayers are digible for the credits taken.

b. Processing only complete returns or evaluating methods of ensuring that accurate
credits are clamed should the taxpayer fail to submit the required certification.

c. EBvduating the cost-benefit of conducting targeted audits of the enterprise zonetax
credits.

Department of Revenue Response;

a. Agree. For the 2004 income tax filing season, edits could be incorporated
into the existing ones gpplied to individual, corporate and partnership returns.
These edits would identify taxpayers claming the credit, enabling a tax
examiner to review the return and attachments, and specificaly determineif a
certification formisinduded. If a certification form is not included, then the
credit can be disdlowed, and the taxpayer’s baance due or refund amount
will be automaticaly adjusted for the disallowed credit amount. Thetaxpayer
would then be obligated to file an amended return, which must include a
required certificate, to clam the credit.

b. Partidly agree. With the implementation of the edits described above, al
returns will be processed. Some, however, will have Department initiated
adjustments made to them if acertification is absent. If the certification form
is absent, there is no information available to the Department that it could use
to as=ss dther the digibility or the accuracy of the clamed credit, hence the
need to disdlow it completdly in these circumstances.

The Cash and Document Processing Division hascompleted afeas bility study
for an eectronic document imaging system. This system, if implemented,
would make it economicaly feasible to capture data from attachments to tax
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returns and gpply math verification edits to the data contained therein, adding
an up-front compliance check to tax returns that currently is not performed
and isnot feasble usng manua procedures. If thissystem isimplemented, the
certificates could aso be made available in an eectronic format to the
Department of Loca Affars and zone adminidrators for program
adminigtration and fraud detection.

c. The Department agrees that targeting enterprise zone tax credits for audits
may have potentid asanidentifying characteritic for audit selection purposes.
The section proposes to identify taxpayers that have clamed sgnificant
enterprise zone tax credits and audit those credits in addition to the other tax
ligbilities. If the suppogitionthat alarge credit claim provesto be an indicator
that the taxpayer isnon-compliant andif it isdetermined to beacost beneficia
indicator, the use of a materia claim for the enterprise zone tax credit as a
marker for audit sdection will be expanded and made a part of the program.

Summary:  The commitment to cary out the implementation of the
recommendations discussed above depends on the availability of resources. As
the budget of the Tax Group continues to be reduced, higher priority programs
may delay implementation of the changesto alater date.

Effectiveness of Two-Year Review

By datute, the Department of Locd Affarsisto submit an annua report to the Generd
Assembly summarizing documentation submitted by the zone adminigtratorsregarding the
effectiveness of each zone in accomplishing its respective enterprise zone economic
development objectives. The documentation submitted by the zones to the Department
is to include documentation of efforts to improve conditions in the zones, the results of
those efforts, and specific verifiable data that can be used to measure whether the zones
have achieved their economic development objectives. I1n addition, zones are to provide
datigtica information about various economic indicators such as the number of jobs
created in the zone. Every two years, the State Auditor is statutorily required to review
the Department’ s report and then submit a report to the Governor and to the Genera
Assambly. Our last two-year review was submitted in August 2001. Overdl, wefound
that the Department's report generdly satisfied statutory requirements regarding the
reporting of specific zone Satistics and that the zones' reporting of economic development
objectiveshad improved sinceour prior audits. Because of theimprovementsnoted, aong
with fact that many of the objectives are of along-term nature, we are recommending that
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the two-year and five-year reviews be consolidated into one report to occur every five
years beginning in 2008.

Recommendation No. 6:

The Generd Assembly should consider a statutory amendment consolidating the Two-
Year review of the Department of Loca Affairs Annua Report with the Five-Year
Review, beginning in 2008.
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Appendix A

Disposition of 2001 and 1998 Perfor mance Audit
Recommendations

Section 39-30-103(4)(c), C.R.S,, requires the State Auditor to conduct both atwo-year reviewand a
five-year audit of the Enterprise Zone Program. In February 1998 the Office of the State Auditor issued
a report evauating the impact of the Enterprise Zone Program on six economic indicators. employment,
unemployment rete, investment, overal growth rate, economic diversity, and per capitaincome. Also, the
evauation included areview of the annud report prepared by the Executive Director of the Department
of Locd Affairs that summarizes documentation provided by the individuad enterprise zones concerning
efforts to achieve their respective economic development objectives.

The 1998 audit fulfilled the State Auditor's satutory charge in regard to both the two-year review and the
five-year audit. In the 1998 audit, we made five recommendations to the Economic Development
Commission (EDC) and the Department of Locd Affairsfor improving the Program. In August 2001 the
Office of the State Auditor issued another report detailing the results of the subsequent statutorily required
two-year review. The audit again evauated the Department's annua report and made two
recommendations to the Department of Local Affairs for improving its annua Enterprise Zone Program
Report.

Asthefollowing sectionsindicate, we found that dl of the recommendations madein 1998 have been fully
or patidly implemented. However, the recommendations made in 2001 have not been fully addressed.
The Department should identify the actions needed to implement these recommendations. Notably, the
Department needs to implement recommendations related to improving the usefulness of the zones
information on efforts to improve economic conditions.
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DEPARTMENT OF LOCAL AFFAIRS/OFFICE OF ECONOMIC DEVELOPMENT AND INTERNATIONAL TRADE
AUGUST 2001

No. 1: The Department of Loca Affairs should improve the usefulness of its annual report on the Enterprise Zone Program by () fulfilling statutory
requirements related to the summarization of individua zone documentation on efforts to improve conditionsin areas designated as enterprise zones and the
results of those efforts; (b) ensuring greater uniformity and consistency in the ways in which zones present their statutorily required information; (c) ensuring
that documentation can be used to measure and verify conditionsin the zones; and (d) providing analysisthat can be used to determine if the enterprise zones
or portions thereof are achieving their specific economic devel opment objectives.

Department of Local Affairs Response:

a) Partially Agree b) Partially Agree c) Partially Agree d) Partially Agree

Implementation Date: May 2002

Agency Update

State Auditor Evaluation

a) Overal summary and summaries of each zone's update report have
been prepared.

b) Checklist and model format for summary of zones' information were
digributed. However, differences among zones limit the amount of
uniformity possible.

C) Zones have been instructed to provide such documentation. Most
reports provide this, athough there is still room for improvement.

d) The Department issued its Annual Report in February 2002
containing a summary of annua documentation from the zones.

a) Partially Implemented. Department staff provided an analysis of enterprise
zone tax credit activity and included information as to the type of objectives used
by each zone in its annua report. Zone documentation on efforts to improve
conditions in areas designated as zones and the results of those efforts was not
included.

b) Partially Implemented. Although Department staff provided greater
uniformity in reporting statutorily required information, inconsistencies continued
to exist in the summarization of the zones economic development objectives and
the reporting of efforts to improve conditions within designated zone aress.

c) Partially Implemented. Department staff did not include adequate
information in their annua report to measure and verify conditions in the zones.
d) Not Implemented. Department staff failed to ensure that the information
provided in their report could be used to determine the status and achievement of
the zones specific economic development objectives.
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DEPARTMENT OF LOCAL AFFAIRS/OFFICE OF ECONOMIC DEVELOPMENT AND INTERNATIONAL TRADE
AUGUST 2001

No. 2: The Department should ensure that enterprise zones develop, implement, and measure economic devel opment objectives and outcomes in keeping
with statutory requirements by (8) assisting in the development of objectives through training and workshops; (b) providing adequate and timely feedback
to the zones on the status of their objectives and the measurement of outcomes; (c) reviewing documentation provided by the zonesontheir effortsto improve
economic conditions and the results of those efforts; and (d) ensuring that the zones annual reports contain al of the statutorily required data and
documentation.

Department of Local Affairs Response:
a) Partially Agree b) Partially Agree c) Partially Agree d) Partially Agree
Implementation Date: May 2002

Agency Update State Auditor Evaluation

The Office held a training workshop for al zones on October 1, 2001, | @ Implemented.

and distributed copies of the 2001 audit report aswell as checklistsand | b) Partially Implemented. Inaccuracies and deficiencies continue to befound
model formats for improving the zones annua documentation. in severd of the zones reports.

c) Implemented.

Feedback based on review of the documentation provided, and possible | d) Partially Implemented. Although the individua zones improved overdl in
revison of some of zone's documentation, is currently ongoing. providing statutorily required data and documentation in their annua reports,
recurring problems such as data inaccuracies and insufficient documentation
continue to persist in severa of the reports. The Department should continue
working with the zones and provide ongoing feedback to refine economic
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DEPARTMENT OF LOCAL AFFAIRS/OFFICE OF ECONOMIC DEVELOPMENT AND INTERNATIONAL TRADE
FEBRUARY 1998

No. 1. The Economic Development Commission, together with the Department of Loca Affairs, should make recommendations to the General Assembly,
prior to the start of the 1999 L egidative Session, for redesigning the Enterprise Zone Program with regard to digibility criteria, goals, and goals measurement
by (&) limiting zone boundaries to existing towns, municipalities, and counties, ensuring zone boundaries correspond with existing data sources, and iminating
subzone areas where no data are available for establishing digibility and evaluating outcomes; (b) eliminating population as a criterion for igibility; (c)
matching eligibility criteria with the conditions and relevant economic indicators that can be measured in the discrete zone; (d) ensuring the goals for each
zone mirror the goals or criteria used to establish them as zones; and (e) establishing a timetable for zone designation, termination, and eva uation, and
restricting changes to zone boundaries to this timetable.

Department of Local Affairs Response: Partially Agree
Economic Development Commission Response:  Partially Agree

Agency Update State Auditor Evaluation

The Department and Economic Development Commission have assisted legidators in drafting severa | | mplemented.
proposal s to modify the enterprise zone statute.

. The Audit Committee bill, SB 99-33, addressed goal setting, measurement, and reporting issues.

. In 1999, the Office worked with Senator Hillman, sponsor of SB 99-77, to target enterprise zone
creditsto certain rural areas. The bill did not pass.

. In his State of the State message in 2000, Governor Owens called on the General Assembly "to

reform the enterprise zone program so that we can better target tax incentives." The Office
worked with the Governor's staff, but no bill was introduced.

. I nthe 2002 session, the Office worked with Representative Y oung and Senator Hillman, sponsors
of HB 02-1161. Thehill was enacted and will target enterprise zonetax creditsto "enhanced rura
enterprise zones."

. The Department of Loca Affairs hasby policy disalowed sow population growth as aqudifying
criterion in urban areas.




DEPARTMENT OF LOCAL AFFAIRS/OFFICE OF ECONOMIC DEVELOPMENT AND INTERNATIONAL TRADE
FEBRUARY 1998

No. 2: The Department of Local Affairs should resolve issues related to data accuracy, reliability, and usefulness, before the start of the 1999 Legidative
Session, by (a) ensuring that information sources needed for determining zone digibility, designation, and termination are as current as possible and are
consistent with zone boundaries; (b) developing standard policies and proceduresfor use by zone administratorsin collecting and compiling data; (c) ingtituting
aprocess for reviewing self-reported information; and (d) proposing statutory changes, where needed.

Department of Local Affairs Response:
. Partially Agree

Agency Update State Auditor Evaluation

The Office has conducted training sessions and prepared standardized formats for zone administratorsto | I mplemented.
collect and compile data. Collection of data on business tax credit certifications is based on a standard
electronic format.

Because a number of enterprise zones boundaries do not cover entire counties, appropriate data do not
always exist covering geographic areas consistent with zone boundaries.

No. 3: The Colorado Economic Development Commission, in conjunction with the Department of Local Affairs, should make recommendations to the
General Assembly prior to the 1999 L egidlative Session to reassess current Enterprise Zonetax incentivesto ensure that future tax incentive(s) allowed under
the Program specifically address the economic condition(s) needing improvement.

Department of Local Affairs Response:  Partially Agree
Economic Development Commission Response:  Partially Agree

Agency Update State Auditor Evaluation

See February 1998, Recommendation No 1. for agency update. I mplemented.
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DEPARTMENT OF LOCAL AFFAIRS/OFFICE OF ECONOMIC DEVELOPMENT AND INTERNATIONAL TRADE
FEBRUARY 1998

No. 4. The Department of Local Affairs should, before July 1998, ensure greater accountability and oversight for the Program by strengthening its methods
for ensuring compliance with existing statutes and policies and by making or proposing changes, where needed. This should include adopting procedures

for communicating the expectations for accountability on the part of Program participants.

Department of Local Affairs Response:
. Partially Agree

Agency Update State Auditor Evaluation

The Department of Local Affairs has conducted training sessions and prepared standardized formatsfor | Partially Implemented. Although progress
zone administrators to collect and compile data. has been made toward implementing this
recommendation, Department staff continue to
face difficulties with program oversight and
zone accountability. This is evidenced by
persistent reporting problems such as data
inaccuracies and inadequate documentation on
efforts undertaken by zones to improve
conditions in designated zone aress.
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DEPARTMENT OF LOCAL AFFAIRS/OFFICE OF ECONOMIC DEVELOPMENT AND INTERNATIONAL TRADE
FEBRUARY 1998

No. 5: The Colorado Economic Development Commission should make recommendationsto the General Assembly, before the start of the 1999 L egidative
Session, to clearly definetherole of the Enterprise Zone Program within the State's overall economic development strategy. Thisshould include consideration
of the ways the Program should be coordinated with local economic development initiatives.

Economic Development Commission Response:
. Partially Agree

Agency Update State Auditor Evaluation

The Colorado Economic Development Strategic Planning Study, which was delivered by the EDC to the | I mplemented.
General Assembly in March 1997, provided policy options for legidators who might be interested in
redesigning the Enterprise Zone Program. Prior to the 2002 session, the Department of Local Affairs
worked with Senator Linkhart, who was consdering proposing legidation to implement alocal-option type
of tax incentive, aong the lines proposed in the 1997 Study. After consultation with stakeholder groups,
he decided not to proceed with the proposal.

The declaration of legidative intent in the Enterprise Zone Statute defines the role of the Enterprise Zone
Program. The Generd Assembly, in HB 02-1161, reaffirmed the declaration of intent with further
emphasis on the special needs of lagging rural areas. The criteriaset forth in Section 39-30-103.5, C.R.S,,
for the enterprise zone contributions tax credit further define the role of loca initiatives in the Enterprise
Zone Program, and the EDC has adopted guidelines to implement these.

The Office of Economic Development and International Trade and the EDC do not believe that additional
legidative authority is needed to define this further.
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Appendix B

M ethodology

To ascertain the effect of the Enterprise Zone Program on the economic hedth of designated zone aress,
the Auditor's Office attempted to answer the question: How do enterprise zones compare with nonzone
areasintermsof employment growth and per capitaincome both beforeand after programimplementation?
Employment growth and per capitaincome were used as the primary economic indicatorsin our anayses
for the following reasons.

. Firgt, the objective most common to Enterprise Zone Programs nationdly isjob creation. Further,
the job growth is intended to attract high-paying jobs that increase the earnings or per capita
income of zoneresdents. Similarly, Section 39-30-102, C.R.S.,, establishes employment growth
and job creation as the primary objectives for Colorado's Enterprise Zones.

. Second, employment growth and per cgpitaincome act asindicators of changein other economic
conditions such as business rd ocations, invesment, overdl growth, and generd economic vitdity.
Thus, employment growth indirectly relatesto multiple varigblesintegra to our overal evauation.

. Third, sufficient, reliable data were available for both zone and nonzone areas to dlow for a
thorough evaluation of the effects of the Program on these indicators.

To isolate the effects of the Program, it was hecessary to compare changesin employment growth and per
capitaincome of enterprise zonesto that of nonzone areas both before and after program implementation.
The overdl evauation is based onanonequivaent control group research design that uses enterprise zone
areas as the experimental group and nonzone aress as the comparison or control group. The evauation
iscons dered quas-experimental becausethe participantsin the experimental and comparison groupswere
not randomly sdected. The following visualy depicts the nonequivaent control group research design:

Experimental Group (Zone Aress): o X 02
Comparison Group (Nonzone Areas): O 02

Key: O!'=Obsarvations of changesin the employment and per capitaincome prior to program
implementation.
X = Implementation of the Enterprise Zone Program in 1986.
(2 = Obsarvations of changesin the employment and per capitaincome after program
implementation.
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To support the findings and bolster the inherent weaknesses with quasi-experimenta research, we aso
conducted parts of the evaluation using a before-and-after research design. In thisinstance, our analyses
of changesin employment and per capitaincome were soldly directed a enterprise zone areas. The key
difference between the before-and-after and nonequivaent control group designsis the presence or lack
of a comparison group. Using the before-and-after research design, we looked a changes in the
employment and per capitaincome of zoneareasboth prior to and after programimplementation. Although
one cannot establish acausa relationship with this research design, the findings derived from the andyses
can be used in combination with the results from the nonequivaent control group research design to form
convincing conclusons. The following visudly depicts the before-and-after research design:

Experimental Group (Zone Aress): or X 0?2

Key: O'=Obsarvationsof changesin the employment and per capitaincome prior to program
implementation.
X = Implementation of the Enterprise Zone Program in 1986.
O? = Observations of changes in the employment and per capitaincome after program
implementation.

Assumptions

All research and evauations contain assumptions necessary to make informed decisions on the results.
Underlying our andyses are the following assumptions:

. Following program implementation, the employment growth and per capitaincome of zone areas
should improve. Thisassumption doesnot indicatethat employment growth and per capitaincome
must increase in zone areas for it to be consdered an improvement. In fact, we would consider
zone areasto haveimproved smply if therate of declinein either employment growth or per capita
income dowed after program implementation.

. Als, the zone areas should improve, relaive to nonzone areas, in both economic indicators after
1986. Again, this assumption does not require increases in either indicator for the Program to be
considered successful. Smply, zonesmust show sgnsthat they are closing the gap intheeconomic
conditions that quaified them as enterprise zones compared with those areas that did not qudify.

Cases

Annud data on employment and per capitaincome were only available on a countywide basis a thetime
of the audit. To compare zone areas to nonzone aress, we had to designate multi-site zone counties as
enterprise zone areas. Asaresult, we were unable to isolate the zone areas from the nonzone areasin the
nine urban, multi-Ste zones. Consequently, the nonzone areas in our andyses comprise eight Colorado
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countiesnot containing any portion of an enterprisezone (i.e.,, Boulder, Douglas, Eagle, Gilpin, Park, Ritkin,
Summit, and Teller counties). The remaining Colorado counties were designated as enterprise zone areas
inour evauation. Including the entire population in our andyses not only alowsfor generdizing the results
to the entire State but also adds to the accuracy of our findings.

Research Note 1 - Analysis. Rate of Employment Growth and
Changesin Per Capitalncome

Rate of Employment Growth

The graph in Chapter 1, page 8, illugtrates the results from our multiple regression analys's examining the
annud percentage change in employment (dependent variable) both before and after program
implementation. The two independent variables are Time and Program. Time is the variable accounting
for any trend inthe dataand isequd t0 1,2,3,4,5...... numbered from thefirst period under analysis (1976-
1977) to the last (1999-2000). Program isthe countervariable and isequal to O prior to the Program and
1,2,3,4,5..... dter programimplementation. The program variableisused to assessany long-term changes
in the dope of thetrend. The following are the results.

Nonzones
R Square = 0.415, Adjusted R Square = 0.359, F = 7.449
Coefficients. Constant = 12.476, Time = -0.994 (t = -3.857), Program = 1.366 (t = 3.683)

Zones
R Square = 0.541, Adjusted R Square = 0.497, F = 12.354
Coefficients: Constant = 7.928, Time =-0.723 (t = -4.956), Program = 1.006 (t = 4.793)

The points on the graph illustrate the predi cted val ues representing the rates of employment change both
before and after program implementation.

Changesin Per Capita Income

The graph in Chapter 1, page 9, illugtrates the results from our multiple regression analys's examining the
change in per capitaincome (dependent variable) both before and after program implementation. Thetwo
independent variablesare Timeand Program. Timeisthe variable accounting for any trend in the dataand
isequa to 1,2,3/4,5...... numbered from the first year under analysis (1980) to the last (2000). Program
isthe countervariableandisequal to O prior tothe programand 1,2,3,4,5..... after programimplementation.
The program variable is used to assess any long-term changesin the dope of thetrend. Thefollowing are
the results:

Nonzones
R Square = 0.987, Adjusted R Square = 0.986, F = 710.227
Coefficients. Constant = 12445.515, Time = 609.291 (t = 4.030), Program = 637.019 (t = 3.575)
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Zones
R Square = 0.991, Adjusted R Square = 0.990, F = 1009.502
Coefficients. Constant = 9009.237, Time = 538.522 (t = 6.993), Program = 186.911 (t = 2.059)

The points on the graph illudrate the predicted values representing the rates of change in per capita
income both before and after program implementation.

Research Note 2 - Analysisof Per Capita |ncome by Census Tract

As part of our overdl evauaion of the Enterprise Zone Program, we andyzed the effect that zone
designation has on the per capitaincome of enterprise zone areaswithin Colorado, using censustract data.
This evauation is dso based on a nonequivaent control group research design that uses enterprise zone
aress as the experimental group and nonzone areas as the comparison or control group. The andysisis
quasi-experimenta because the two groups were not randomly selected. The visud depiction of the
nonequivaent control group research design listed above is gpplicable to this analysis as well.

This andysis differs from those above, however, in terms of the cases sdlected. In thisinstance, we used
asample of 68 census tracts or groups of census tracts that are evenly divided into enterprise zone aress
and nonzone areas. Thus, we used 34 zone census tracts or groups of census tracts and 34 nonzone
census tracts or groups of census tracts for our cases. An inherent wesakness with evaluating enterprise
zonesisthefact that nonzone areas often differ in thelr socioeconomic conditionswith regard to zone aress,
thus making comparison between the two groups chalenging. To avoid this problem, we selected cases
based on how well they compare over a range of socioeconomic criteria.

We paired the cases by first developing alist of every census tract in Colorado identified by the United
States Census Bureau in 1990. The census tracts were then sorted by county and whether they were
located in azone or nonzone area. Using information provided by the Colorado Demographer's Office,
we compared the unemployment rate, per capita income, and population for each census tract in 1990.
Next, we diminated the census tracts that would not have individualy met the enterprise zone designation
criteriain 1990. Further, we diminated every census tract that had a population of 1,000 people or less
and that could not be matched with acensustract in 2000 (i.e., some of the censustracts from 1990 were
combined, divided, or completely diminated in 2000). We determined that the remaining census tracts
were comparable based on the fact that each could have individualy qudified as an enterprise zone in
1990. The primary difference between the two groups is that the nonzone areas were not sdected for
designation and did not directly benefit from the Program's tax credits.

Redlizing that censustracts often differ more so than isapparent on paper, we provided thelist of remaining
census tracts to the Department of Loca Affairsto provide usalist of at least 32 matched pairs of census
tracts based on the gtaff's knowledge of the locd areas. After receiving the recommendations from the
Department, we were able to establish 34 comparable maiches. The exhibit below illustrates the
comparability of our sample over avariety of socioeconomic indicators.
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Comparability of Cases Used in Evaluating Per Capita Income

1990
Per cent 1990
With 1990 Per cent
1990 Per 1990 Bachelor' | Percen | Receiving
Capita Unemploymen 1990 sDegree | t Non- Public
Income t Rate Population | or Higher | White | Assistance
Zone $ 9,155 10.73% 3612 11.39% | 28.40% 11.35%
Nonzone $10,690 9.69% 3654 12.77% | 26.09% 9.12%
Differenc
e $ 1,534 1.04% 42 1.38% 2.31% 2.23%

Source: Office of the State Auditor's analysis of data from the United States Census Bureav.

The census tracts used in the andysis represent 10 counties (i.e., Adams, Boulder, Chaffee, Denver, El
Paso, Logan, Mesa, Park, Pueblo, and Weld counties). Only 4 of the 68 census tracts included in the
andyss are categorized asrurd. Thus, we fed that it is only gppropriete to generdize the results of the
andysis on the changesin per capitaincome to urban areas within the State. We were able to isolate the
zone areas from the nonzone areas in the nine urban, multi-Ste zones. Using multiple regresson anayss,
we then anayzed the percentage changein the per capitaincome of the 68 cases between 1990 and 2000.
Our independent variables included zone designation (dummy), beginning unemployment rate (1990),
percentage with a bachelor's degree or higher, percentage receiving public assstance income, beginning
population (1990), and percentage non-white.

The modd summary and coefficients derived from the multiple regression anaysis are as follows.

Modd Coefficients (B) t Significance
(constant) 44.922 4.080 0.000
Zone Designation 5.138 1113 0.270¢
(dummy)

Percent of Population

With Bachelor's Degree 0.529 1.470 0.147*

or Higher

Percent of Population

Categorized as Non- -5.909 -0.550 0.584*
White

Percent of Population

Receiving Public -3.961 -0.080 0.937*
Assistance

1990 Unemployment Rate 0.834 1.107 0.272*
1990 Population -2.492 -0.190 0.850*
Source: Office of the State Auditor's analysis of per capitaincome and socioeconomic datafrom the United States
Census Bureau and Colorado Demography Section.

*None of the independent variables reached statistical significance at the 0.10 level (t = 1.96).

Note: R Square = 0.069, Adjusted R Square = -0.023, F = 0.751
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It isimportant to note that little of the variation in the dependent variable (1990 to 2000 percentage change
in per cgpitaincome) is explained by the regressonmodd. After conferring with staff fromthe Legidative
Council, we determined that the low vaues for R Square and Adjusted R Square are most likely due to
the fact that other independent variables exist that were not included in the mode but have a Sgnificant
impact on the changes that occurred in per capitaincome between 1990 and 2000. Legidative Council
daff explained that broad macroeconomic conditions, most of which cannot be captured by such anayss,
often have a strong influence on changes in the per capita income of the State's resdents. After careful
congderation, it was determined that the results of the andlysis are sgnificant for two reasons:

1. Even with the current moded, if a strong enough relationship existed between zone designation and
changesin per capitaincome, the variable (zone designation) would have reached Satigtica Sgnificance
at the 0.10 leve (t = 1.96). Because the zone designation (dummy) variable did not reach dtatistical
ggnificance, it isconcluded that the Program does not influence changesin the per capitaincome of people
resding in urban aress.

2. Theresultsfrom theregresson modd and the explanations of our effortsin finding comparable zoneand

nonzone census tracts highlight the difficulties that exist in evauating the Enterprise Zone Program. Our
work will hopefully pave the way for even better evauations of the Program in the future,
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Appendix C

Per Capitalncome Analysis

We computed the compound average annud growth ratesin per capitaincome and inflation-adjusted per
capitaincomefor both zone and nonzone areas before and after program implementation. Theresultsfrom
this andys's support our findings that are outlined in the main body of the report. The following are the
results from our anadyss of compound average annual growth rates:

Compound Average Annual Growth Rates

Per Capita Income

Prior to Program
I mplementation

After Program
I mplementation

1980 - 1986 1986 - 2000
Enterprise Zone Areas 5.20% 4.11%
Nonzone Areas 5.92% 5.10%
Difference 0.72% 0.99%

Development & International Trade.

Source: Office of the State Auditor's analysis of per capitaincome data from the Colorado Office of Economic

Note: The compound average annual growth rate for zone areas between 1980 and 2000 was 4.56% compared

with 5.41% for nonzone areas. The difference in growth ratesis 0.85%.

Compound Average Annual Growth Rates
I nflation-Adjusted Per Capita Income

Prior to Program
I mplementation

After Program
I mplementation

1980 - 1986 1986 - 2000
Enterprise Zone Areas 0.63% 1.02%
Nonzone Areas 1.32% 1.99%
Difference 0.69% 0.97%

Development & International Trade.

Source: Office of the State Auditor's analysis of per capitaincome data from the Colorado Office of Economic

Note: The compound average annual growth rate (inflation-adjusted) for zone areas between 1980 and 2000 was
0.95% compared with 1.77% for nonzone areas. The differencein growth ratesis 0.82%.
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