AGENDA
FY 2008-09 Joint Budget Committee Hearing

Department of Revenue

Departmental Goals and Objectives
1. What are your department's principal goals and objectives? What are the metrics by which you measure success or failure?

Response:  The Department identified five functional areas which provide direction to all programs.  Specifically these are:  revenue generation; regulation enforcement, and education; alternative service delivery; customer service; and accounts, control, and infrastructure.  Each area contains measurable performance indicators and each contains guiding principals.

· Revenue Generation – Through this goal, the Department seeks to enhance its revenue collections through the fair administration of Colorado’s tax laws.  Productivity gains and seeking initiatives with higher returns on investment are priorities.  To this end, the Department looks for ways to increase audit revenues and also the number of delinquent collections.  In addition, the Department seeks to increase the revenue of the state’s lottery while maintaining or lowering the ratio of administrative expenses to total sales.  As lottery revenues increase, distribution recipients such as Great Outdoors Colorado, the Conservation Trust Fund, and Colorado State Parks also increase.

One example of revenue generation is business audit production.  The Department believes that protecting the integrity of tax collection and administration is one of its most important functions.
	Performance Measure
	Outcome
	FY 2005-06 Actual
	FY 2006-07 Actual
	FY 2007-08 Appropriation
	FY 2008-09 Request

	Total dollars assessed by income and business tax audits.
	Benchmark
	 $213,453,225 
	 $258,687,545 
	 $258,687,545 
	$281,769,447 

	
	Actual
	 $258,687,545 
	 $269,854,658
	 TBD
	TBD


The measure increases in FY 2008-09 to reflect the change request for out-of-state audit enhancements.  This request is a part of the Governor’s Government Efficiency Management Study (GEMS) and has the potential to generate over $20.0 million in additional assessments annually.
· Regulation, Enforcement, and Education – This goal serves as a guide for the Department to protect Colorado’s citizens through the fair enforcement of laws and regulations.  This includes: limited stakes gaming; auto dealers; liquor and tobacco retailers; and motor carriers.  The Department seeks to deliver this oversight effectively by completing duties within statutory timeframes and adherence to departmental or federal requirements.  It actively identifies methods to achieve its goals by enhancing productivity and educating both providers and consumers in affected industries.
A good example of this goal relates to tobacco enforcement activities.  This activity in the Department of Revenue affects other programs in the state.  The Department of Human Services receives the state’s Federal Substance Abuse Prevention and Treatment Grant through the Alcohol and Drug Abuse Division.  The Department of Revenue’s Tobacco Enforcement program must be able to demonstrate an 80.0 percent compliance rate through the use of random inspections of businesses that sell tobacco at retail.  If the 80.0 percent threshold is not maintained, then 40.0 percent of the federal grant could be jeopardized.
	Performance Measure
	Outcome
	FY 2005-06 Actual
	FY 2006-07 Actual
	FY 2007-08 Appropriation
	FY 2008-09 Request

	Percent compliance of tobacco sales to minors at or above federal requirements
	Benchmark
	90%
	92%
	90%
	90%

	
	Actual
	92%
	90.3%
	TBD 
	TBD


· Alternative Service Delivery – By identifying alternative ways to deliver services using more efficient and customer-oriented methods, the Department helps to speed the delivery of services to citizens.  This is typically accomplished through greater use of technology.  For example, citizens will benefit from the use of technology in paying a variety of taxes and registration fees, utilizing the Department’s website to find answers to frequently asked questions, and arriving at licensing centers with the proper documentation.  Increasing the use of alternative services offered will enhance productivity.

The Department of Revenue is continually trying to deliver services in an innovative way.  To that end, it has placed a number of applications on the Statewide Internet Portal.

	Performance Measure
	Outcome
	FY 2005-06 Actual
	FY 2006-07 Actual
	FY 2007-08 Appropriation
	FY 2008-09 Request

	Number of Department applications on the State internet portal 
	Benchmark
	0
	3
	7
	9

	
	Actual
	0
	7
	TBD
	TBD


The Department is in the middle of its on-line registration renewal program.  As of December 1, 2007, 16 counties have adopted this voluntary program and the Department is working with 12 other counties to see if this solution is right for them.   This alternative service delivery has the potential to avoid costs for both the state and counties as adoption rates increase.  This will allow existing offices to offer better customer service without additional expenditures.
· Customer Service – The Department of Revenue interacts with every citizen of Colorado.  In its role of collecting tax revenues, the Department strives for quick, accurate refunds and resolution of disputes.  It is the Department’s goal to reduce wait times and increase accessibility in driver’s license offices.  The Department believes that quick resolutions are paramount for exceptional customer service.  

As an example, the current wait times experienced by citizens are a major concern for the Department.  As a result, measuring wait times in driver’s license offices is very important measure of our customer service goal.   
	Performance Measure
	Outcome
	FY 2005-06 Actual
	FY 2006-07 Actual
	FY 2007-08 Appropriation
	FY 2008-09 Request

	Percent of customers processed in 35 minutes at driver's license offices
	Benchmark
	75%
	75%
	75%
	75%

	
	Actual
	59%
	54%
	TBD 
	TBD


· Accounts, Control, and Infrastructure – The use of support functions is essential in achieving goals and objectives.  There are many factors that impact how well a Department operates, including: official department communications; reliability of information technology infrastructure; internal controls; and the time it takes to hire new employees.  The Department is striving to improve these important support functions. 
For instance, a part of the Department’s tax administration duties require it to process refunds within statutory timeframes or it could face interest penalties.  The measurement of how quickly the Department processes these refunds is one metric used to gauge the effectiveness of back office functions.

	Performance Measure
	Outcome
	FY 2005-06 Actual
	FY 2006-07 Actual
	FY 2007-08 Appropriation
	FY 2008-09 Request

	Percent of certified mail, motor vehicle titles, AARAP notices, and business tax documents mailed within 24 hours of receipt in the out-going mailroom or on the scheduled date.
	Benchmark
	100%
	100%
	100%
	100%

	
	Actual
	96%
	93.6%
	TBD 
	TBD


These five areas are included in the Department of Revenue’s mission statement, which states:

The Department of Revenue provides exceptional service in an effective and innovative manner while fulfilling our duties to collect tax and lottery revenues, responsibly license and regulate qualified persons and entities, and assure the vigorous and fair enforcement of the laws of Colorado.
2. Given the change in the Administration, have there been any changes to your department's principal goals and objectives since last year?

Response:  Yes, the Department has changed its principal goals and objectives.  With the change in administrations, the Department was tasked with identifying five goals identified in the preceding response.  In prior years, division and program goals were viewed as separate from the Department’s goals and remained distinct.  Over the last year, the Department has developed a unified vision of performance, which is reflected in the strategic plan.  These goals have been incorporated into each program area.  This unified vision has been used to unify disparate department programs.  While there are still program performance measures, these directly relate to the five goals of the Department.
3. What progress did you make during the last year in achieving your goals?

Response:  The Department has not only made progress in developing the five primary goals, but also has made improvements in each area.  Examples of the progress include the following:  
· Revenue Generation - The Lottery achieved a substantial increase in sales with the introduction of a $20 Scratch ticket and implementation of a “Deal or No Deal” Scratch ticket campaign.  The Lottery’s scratch sales are approximately $20 million greater than last year, which is due partly to the implementation of these two new games.     
· Regulation, Enforcement and Education - The Division of Motor Vehicles promulgated rules and regulations related to H.B. 06S-1023, along with providing department-wide training and assisting other agencies within the State.
· Alternative Service Delivery – In the last 18 months, the Department increased the adoption of its on-line vehicle registration renewal program by 16 counties. 
· Customer Service - The Department has hired 47.0 out of the 53.0 FTE provided by S.B. 07-241 and ultimately hire the remaining 6.0 FTE.  This will help provide better service to customers at driver’s license offices.    
· Accounts, Control and Infrastructure - The Department established a collaborative partnership with the Governor’s Office of Information Technology (OIT) to incorporate technology applications and improve business processes for the Department.  Utilizing OIT expertise will help the Department to avoid mistakes that have been made with past failed technology projects.
4. How is the additional money provided to your department in FY 2007-08 being used to achieve your goals? What improvements is your department making in its outputs?

Response:  The Department received additional funding in FY 2007-08 for the following:
· Rates charged for data entry needs – this effort will allow the Department’s Central Department Operations Division to avoid reducing or eliminating data capture from tax forms;
· Rates charged for postage – the Department will not need to reduce or eliminate required mailings for its programs;
· One-time funding for a pilot project to purchase audit software with the goal of increasing productivity in the Taxation and Compliance Division;

· Resources to purchase legal research for the Tax Conferee – this has allowed the Tax Conferee to more effectively research decisions in taxation disputes;

· License plate funding – these moneys will allow the Division of Motor Vehicles to supply counties with adequate inventory to meet customer demand;

· Funding for county office improvements to allow them to meet their business needs – the Information Technology Division will assist the Colorado State Titling and Registration Advisory Committee in furthering their goals; and
· Funding sufficient to open three additional driver’s license offices and to hire 53.0 FTE – the Department is engaged in an effort to reduce wait-times and increase customer service in the Division of Motor Vehicles.

5. Please identify your department's 3 most effective programs and your 3 least effective programs. Explain why you identified them as such. Explain how your most effective programs further the department's goals.

Response:  The Department views a program’s effectiveness through its association with departmental goals and objectives and its mission statement.  If a program is deemed ineffective, it does not necessarily stem from a lack of performance.  There may be factors such as staffing levels or available funding that affect a program’s effectiveness.  To this end, the Department has recognized its three most effective programs as:
· Field Audit – The Department is statutorily charged with administering the state’s tax system.  A crucial component is the ability to audit returns for compliance with the law.  In FY 2006-07, the Department’s Field Audit program assessed $84.6 million while expending $7.5 million for this effort.  This represents approximately $11 returned for every $1 spent.  Audit work ranges from an average of $146 per hour to $2,491 per hour, depending on the type of audit conducted.  In an effort to increase productivity, the Department has implemented several initiatives, including: 
a) The procurement of audit software that greatly expedites an auditor’s ability to read and analyze taxpayer data;
b) The implementation of a referral program that allows local governments to make audit “requests” of businesses in their jurisdiction; and

c) The development of a “managed audit” program that partners taxpayers with the Department during the audit process.

· Tax Document and Payment Processing – The Department’s Central Department Operations Division handles 4.4 million pieces of mail every year and is responsible for tracking and depositing $10.9 billion in tax revenue and approximately 1.7 million tax refund documents.  The Department was able to deposit over 83.0 percent of tax dollars within 48 hours and issued 90.0 percent of income tax refunds within 14 days of receipt in FY 2007.  Sixty-one percent ($6.6 billion) of payments were made electronically through the Department’s electronic funds transfer (EFT) system; the remainder – $4.3 billion – were from approximately 3.0 million checks processed through a remittance processing system.  Recently, the Department updated its remittance processing system through a technology refresh which has enabled it to expedite the processing of checks and documents, but the front-end mail handling and sorting process is still manual.  

· Department of Revenue On-line Applications – The Department of Revenue has been at the forefront when placing applications on the state’s internet portal.  Coloradans can file income taxes or renew their vehicle registrations on-line in certain counties.  Providing an alternative means for citizens to interact with the Department increases customer service and Department productivity.  The Department continues to look at opportunities for expanding the scope of services on the statewide portal.  By the end of calendar year 2008, the Department hopes to have eight additional applications ready for the public.  These include on-line sales tax filings, on-line driver’s license renewal, and gambling winnings interception (as required by H.B. 07-1349). 
Conversely, the following are the three least effective programs.  In each case, the primary reason is a lack of a significant infrastructure that would allow these areas to meet performance standards.  
· Internal Audit – The internal audit program has suffered from a lack of resources in recent years.  Currently, there is just 1.0 FTE in this area.  As the Department discovered in April with the exposure of an internal theft, a robust internal audit presence is necessary for an organization such as the Department of Revenue that handles large amounts of money.  The Department’s goal is to eventually expand the internal audit presence into major programs that have large, defined risk.  Once implemented, the Department expects internal auditing to become a very important part of its success in the future.  
· Technology Infrastructure – Given the publicized problems with the Colorado State Titling and Registration System, the Department’s experience with managing technology projects has not yielded positive results.  The lack of vibrant and modern technology systems dramatically restricts the Department’s ability to be effective.  However, as the Department embarks on the Colorado Integrated Tax Architecture (CITA) project, lessons learned will be applied to ensure a successful outcome.  The Department has worked closely with the Governor’s Office of Information Technology on the project and has worked collaboratively on the development of the new system.  The Department is currently in the process of evaluating bid responses for a dedicated project manager.  Through these steps, the Department will deliver a successful project that will update the aged IT infrastructure responsible for tax administration.
· Driver’s License Offices – Since the General Fund revenue shortfall in FY 2002-03 and FY 2003-04, 25 driver’s licenses offices were closed and 34.5 FTE were eliminated.  As a result, wait-times and customer service at the state’s driver’s license offices have suffered.  In subsequent years, additional requirements have been placed on office staff to ensure document integrity and legal residence.  These processes add time to obtaining a driver’s license.  In addition, the Department has found it difficult to recruit and retain staff.  The turnover rate for these positions is very high.  All of these factors have affected wait-times and customer service.  However, beginning with the passage of S.B. 07-241, the Department has implemented a plan to improve the customer service in driver’s license offices.  This includes hiring additional staff and identifying possible queue management systems.
6. Are there programs that your department is required to perform that do not further your department's goals or have outlived their usefulness? If so, what are they and by whom are they required? Why don't they further your department's goals?

Response: The Department believes its programs provide substantial value to the citizens of Colorado. The employees of the Department work hard to effectively deliver requisite services that are often required by statute.  
Costs and savings from complying with specific bills and orders
7. What are your department's anticipated costs, anticipated savings, and potential benefits from complying with Executive Order D 028 07, Authorizing Partnership Agreements with State Employees?

Response: The administration of the partnership agreement will not require the expenditure of any additional state dollars.  The Department of Revenue will continue to spend time supporting its employees, and as has been the case in the past, this support will be absorbed into the existing budget.
8. Provide an estimate of the costs your department will incur in FY 2007-08 in carrying out the provisions of H.B. 06S-1023. Provide an estimate of your department's savings in FY 2007-08 as a result of not providing services to individuals who are in the country illegally.

Response: The Department expected the majority of the costs related to implementing H.B. 06S-1023 to occur in FY 2006-07. Moneys for this purpose were requested and provided by the General Assembly in FY 2006-07. In FY 2007-08, the Division of Motor Vehicles has incurred minimal costs related to clarifying provisions of H.B. 06S-1023 with the Attorney General’s Office that carried over from FY 2006-07. Additionally, programming was completed by the IT Division on the Driver’s License System to permit outside agency queries regarding whether a waiver has been issued. These costs have been absorbed within existing Department resources. Prior to H.B. 06S-1023, the Department did not offer services to individuals who reside in the country illegally; therefore, no cost savings were realized by implementation of this bill.
Division of Motor Vehicles
 9.
Does the Department have a plan to advertise the opening of new motor vehicle offices in March 2008?

Response: The Department will provide press releases and post information on its website to publicize the opening of each new office. In addition, the Department will work with county motor vehicle offices to post notices informing the public of new office locations and hours of operation. It is also anticipated that television news stations will provide informational coverage, as well.
Status of Colorado State Titling and Registration System (CSTARS) Rewrite Project
10.
The first step identified by the consultant for progressing on the project is to begin the process of "aligning" the Department.  Has the Department begun this process and what changes (if any) has the Department made in response to this process?
Response: The Department of Revenue has started the process of ‘aligning the organization’ as outlined in the JBC Staff Budget Briefing document. However, at this time no changes have been instituted as a result of this process.

11.
How is the Department going to achieve ‘buy-in’ from the counties for any future CSTARS solution?
Response: The governance model recommended by the project assessment consultant expands the role of the CSTARS Advisory Committee along with that of the Executive Director of the Department of Revenue to become the Executive Steering Committee for the CSTARS project. The members of the CSTARS Committee consist of six county clerks and the Denver County Director of Motor Vehicles. The new governance model for CSTARS establishes these committee members as active participants in the design and development of the project, as well as in the vendor selection process. This model should establish open communication channels throughout the life of the project.
12.
What is the Department's time frame for deciding on a course of action?

Response: The legal status of the current contract must be determined before this question can be answered with any certainty. The project assessment consultant recommends that the Department move forward with an RFP for business process reengineering and a gap analysis. Business process reengineering would determine the most effective titling and registration methodology. The gap analysis would compare the results of business process reengineering with the CSTARS system provided by the contractor to determine whether it is usable toward effective titling and registration.  The business process reengineering, gap analysis and posting of the RFP are estimated to take approximately 12 to 15 months.
13.
Is there any responsibility on the part of the original contractor to meet the requirements of the RFP?  Is there any recourse with the original contractor as a result of non-compliance with the contract?

Response: A final determination has not been reached pertaining to either of these questions at the present time. The Colorado Attorney General’s Office is currently evaluating the State’s options as they relate to both Avanade and the project contract.
14.
What will be the cost of a revised system?  How much has been spent to date?  How much in addition to get to a system that will work?

Response: Costs for a revised system are undetermined at this time. It is anticipated that the initial determination of costs for a revised system will be more feasible once business process reengineering and a gap analysis are completed. Through November 30, 2007, approximately $10.2 million has been spent on the CSTARS project.  This total includes payments to the project’s vendors.  However, this total does not include approximately $900,000 in retainage that was to be paid upon the completion of the project.  If retainage is included, total costs are approximately $11.1 million.   The additional cost of getting the system to work as needed by the end-users has not been determined.   
Programming Costs for Session Legislation Line
15.
Why did Easter Seals get charged an extra amount of money for computer time when the Department is asking for funds in a supplemental from the JBC?  How does the Department handle these extra costs?  Why were they different from the original fiscal note?  A similar issue was heard about the Alzheimer's Association.

Response:  The issue relates to the timing of implementing checkoff legislation.  As with other bills impacting IT costs in the Department of Revenue, the fiscal impact is not included in the legislation but is accounted for through a supplemental in the Long Bill.  Each year, the Department combines all legislation with an IT impact passed during the prior session and submits a supplemental for the necessary funding.  

The necessary IT programming work for checkoff bills must be completed prior to their implementation and before any revenue has been generated.  Therefore, at the time of the supplemental request, General Fund is the only source of funding available to the Department.  Once all collections have been accounted for from specific checkoff programs, the Department reimburses the General Fund for work done on behalf of the checkoff.  The Legislative Council Fiscal Note accounts for this provision.  The Fiscal Note for the Easter Seal checkoff states: “Any amounts loaned to the fund (Colorado Easter Seals Fund) will be reimbursed to the state General Fund when available.”  Furthermore, Section 39-32-3103 (2), C.R.S., states: “All moneys remaining in the fund at the end of a fiscal year, after subtracting the appropriation to the department, shall be transferred to Easter Seals Colorado, a Colorado nonprofit organization.”  The Department has followed statutory provisions for the administration of the checkoff program.
The Department did not charge Colorado Easter Seals or any other checkoff program additional money for work related to computer programming for the implementation of the checkoff.  As stated in the June 1, 2006, Legislative Council Staff Final State Fiscal Impact for H.B. 06-1019 (Easter Seals Checkoff) it is assumed that General Fund will pay for any work until it is demonstrated that the checkoff has generated enough donations to pay for work done.  In each of the fiscal notes for the Easter Seals and Multiple Sclerosis checkoffs, the Department identified $50,402 in one-time programming needs for four information technology systems.  However, as the table demonstrates, the actual costs were much lower.  
	2006 Session Tax Checkoff Organizations and Department Costs

	Checkoff
	Total Collections
	Department of Revenue Cost
	Net Collections

	Easter Seals
	$47,950
	$20,684
	$27,266

	Multiple Sclerosis
	$105,092
	$20,704
	$84,388


This issue illustrates the economies of scale benefit provided by the legislative programming line item.  Originally, the Department identified costs of $50,402 for programming; however, when workload was further researched and combined with the workload for programming requirements with regard to the Multiple Sclerosis checkoff, final costs were substantially lower.  
16.
The Department is requested to discuss their thoughts on this issue.

Response:  The Department’s primary concern is receiving the necessary funding for the programming costs related to legislation.  The line item was created through an agreement between the Joint Budget Committee Staff, Legislative Council Staff, Office of State Planning and Budgeting Staff, and the Department.  The current agreement has provided sufficient funding for legislative programming costs.  .
If the General Assembly provides funding through the appropriations process, similar to all other departments, the Joint Budget Committee and the General Assembly should recognize that economies of scale will not be identified in the budget process.  As explained in the previous question, the Department can use the supplemental process to request funding for all bills and account for duplicated work that it cannot account for in fiscal notes when done on an isolated basis.  
Report of the State Auditor on the Severance Tax
17.
The Department stated that it intended to implement all of the recommendation outlined in the audit.  The Department is requested to respond to the Committee and discuss its progress in response to the issues and recommendation raised in the Auditor's report of June 2006.  Has the Department kept its commitments?  How effective have the changes been?

Response:  All recommendations made by the State Auditor in the June 2006 Severance Tax Audit have been implemented.
Calibration – The Department has received training from the Colorado Oil and Gas Commission to read calibration reports.  A test of the oil and gas well calibration reports has been included in the audit program as part of the audit process. The Department has received all the calibration tests for all wells sampled.  At this time, this test has not yet yielded any audit adjustments.  

Ensuring That All Severance Taxpayers Are Filing a Return – The Department has addressed this issue on two fronts.  The first is that a non-filer project has been implemented.  All DR-21W forms (withholding statements) filed with the State have been reviewed.  The Department targeted DR21W forms with income over $10,000 ($500 in tax) and verified that the taxpayers receiving the form were filing returns.  These taxpayers were sent letters requiring them to file.  This is an ongoing project where the Department is working with the taxpayers to require them to file returns.  In total, 585 letters were sent out informing taxpayers that they must file a return. Of the total amount, 124 responded and satisfied the Department that no return was required (already filed, other account number, partnership or limited liability companies with partners filing, or company was operator only).  Of the remaining amount, 365 companies responded by filing returns and 10 taxpayers have since gone out of business.  

The Department is working with 86 taxpayers who still haven’t filed.  If these taxpayers do not submit a severance tax return within an acceptable time frame, the Department will issue bills to these companies.  There has been approximately $2.6 million paid by non-filers and $500,000 in refunds.  A majority of the additional amount paid was by one company.  Most of the responses have been for small refunds.

The second step was instituted to cover companies that issued DR21W forms but were not sent to the State (taxpayers are no longer required to submit all DR21W forms).  The Department added a requirement to the Severance Tax Audit Program that the auditor will review and sample DR21W forms issued by the taxpayer under audit.  If a taxpayer did not file a severance tax return for any DR21W form reviewed during the audit, the information is forwarded to the person performing the non-filer function.

Working With Natural Resources Database to Confirm Mineral and Severance Tax Extractors - The Colorado Oil and Conservation Commission has trained the Department auditors on their computer database.  Auditors use this data to audit volumes and to verify the taxpayer is reporting severance tax when required. The Department has also been able to access the databases to see all active mines and all producers and wells for oil and gas. The Department has created a metallic mineral, coal and molybdenum data base information from the Department of Natural Resources.
Making Audit Selection Random and Not Size Based – The audit selection process is a four pronged approach.  The first is to audit the largest 25 companies (who account for over 90% of severance tax paid in Colorado) every three years in accordance with the 2004 Statewide Audit. Second, all coal and metallic mineral taxpayers are looked at every three years. Third, the Department analyzes taxes paid historically to look at reporting trends such as missing years, fluctuations in taxes paid, as well as sales and purchases of companies and properties.  This is more of a risk based approach. Finally, the Department will randomly select a number of smaller taxpayers for audit.  

At the present time, most of the selection is a manual process.  The Department is confident that with the implementation of CITA, there will be many more tools to use, including an automated process.
Why Colorado Collection Rates Are Lower Then Surrounding States - The main reason is the ad valorem tax credit allowed for Colorado severance tax.  Kansas is the only other state in the country that allows an ad valorem tax.  In addition, Colorado’s 87.5% credit is much higher than the credit allowed by Kansas.

18.
The Department stated in its response to the audit report that it had reallocated an additional person to the Mineral Audit Section to conduct audits of severance tax returns.  Has this reallocation of resources resulted in additional audits being completed?

Response:  The Department reallocated three staff from other audit work, specifically income, sales and fuel.  At this point 4.5 FTE perform work on severance tax audits.  In prior years, the Department completed an average of four audits per year.  Last year 18 audits were completed.  In prior years audit findings generated an average of $2.0 million per year.  Approximately $7.0 million was generated in audit findings for FY 2006-07. To date, $10.3 million has been generated in audit findings from 9 audits in FY 2007-08.
The Department expects fully functional junior auditors to generate approximately $600,000 per year in assessments.  Thus, the overall cost of transferring the auditors from sales/income/fuel to severance is approximately $1.8 million in annual assessments.  As is seen from the above numbers, that loss is more than offset by additional assessments in severance.  However, it should be noted that the Department expects to see a drop-off in the productivity of the severance tax auditors as the industry’s compliance efforts intensify.
19.
Why hasn't the Department requested a decision item to increase audit staff?  Is it worth adding more staff to address this issue?

Response:  The Department first addressed this issue by reallocating existing resources as outlined above. This effort was viewed as a type of pilot program, where the Department could evaluate the results of the reallocation before investigating an additional resource request. Based on the results of the reallocation, the Department is considering a request for additional resources for the FY 2009-10 budget year.  However, any request will be evaluated against other General Fund needs in the Department given restrictions on available funding.
Findings related to the Department of Revenue regarding collections of Severance Taxes

20.
Changing point of tax collection as recommended by Working Group may or may not impact severance tax revenue.  This has TABOR implications.  Will a change as recommended be possible without a vote due to TABOR.  Will changing tax to a flat tax have TABOR implications?

Response:  The Department believes that these are legal issues that should be addressed by the Office of Legislative Legal Services and the Attorney Generals Office.  
Department Decision Item #2 – Implementation of Distribution/Inventory Management System for Scratch tickets
21.
A large part of the sales representative's time is spent delivering tickets.  With the distribution/inventory management system in place, will the Department need as many sales representatives to adequately cover the retail sales network?

Response:  While much of a Lottery sales representative’s time is currently spent delivering tickets to its retailers, implementation of a distribution/inventory management system will not change the need for the current level of staff.  It will allow the Lottery to better utilize its resources by shifting the sales representative’s primary function from delivery to sales, such as merchandising, analyzing sales trends, and training.  In addition, the new distribution/inventory management system will provide sales representatives with the ability to recruit new business and potentially expand the number of retailers selling lottery products beyond the current level of 2,900.

Courier distribution of Scratch tickets is an efficient and effective delivery method that provides real-time inventory management that is reactive to the market.  It is also a lottery industry standard.  Colorado and Iowa are the two remaining lotteries in the United States that still use sales representatives for Scratch ticket delivery.
22.
Do outlets sell more tickets when more tickets are delivered?  Are tickets unique for each game?  What happens to tickets when the game is over?  Can too many tickets be delivered and what happens when they do?  How long are tickets good for?

Response:  Delivering more Scratch tickets to retail outlets does not necessarily equate to more sales, and it creates a security risk.  Effective distribution of any consumer product means having the right product, in the right place, at the right time and in the right amount to meet demand.  Delivering the best-selling Scratch games for a particular location is the key to maximizing sales.  The implementation of a distribution/inventory management system will allow the Lottery sales force to electronically track and order inventory and customize product mix and quantity by retailer.  This will provide the Lottery with real-time inventory management that will reduce out-of-stock conditions in Scratch ticket dispensers that retailers experience approximately 10% of the time on an on-going basis.
The Lottery launches approximately 45-50 Scratch games per year and each game has its own specific characteristics, i.e. price point ($1, $2, $3, $5, $10 and $20), graphics, theme, play style, prize structure, etc. By providing the consumer with a variety of different Scratch game options, the Lottery has kept demand for this product high, resulting in sales growth of approximately $200 million over the last 20 years.

A Scratch game is determined to have outlived its useful life if sales are not producing sufficient profit or over 90% of the inventory has been sold.  When the Lottery ends a game, all tickets are picked up from retailers by the sales force, returned to their respective Lottery warehouses and destroyed.  However, players still have 180 days from the official end of game date to cash any winning tickets they may have.

It is possible to deliver too many tickets to a retailer.  However, the sales representatives make adjustments when they visit a retailer based on their current manual analysis of individual retailer Scratch inventories, by tracking sales trends for each Scratch game by location to determine how much inventory a retailer should have on hand. 

There is no expiration date on games per se, but as a general rule the Lottery typically ends most games when over 90% of the inventory is sold. At this point in its life cycle, sales of a Scratch game have usually slowed to the point of diminishing returns, and a new game is introduced to replace it. 

23.
How much does Arizona's courier service cost?

Response:  The cost of Arizona’s distribution/courier system with a full menu of services, including warehousing, distribution, sales analysis and research is .835% of sales. Arizona has a five-year contract with two, one-year renewal options.  In most cases, longer-term contracts result in lower percentage costs.  The prevailing industry rate for a full courier system is 1%-1.32% of Scratch ticket sales for a two-year contract.  

24.
Why are our sales so much higher than Arizona?  Why does the Lottery Division think Colorado's sales could be impacted on a per capita basis?  How do we know we have not reached market saturation?

Response:

	Per Capita Scratch Sales Comparison with Distribution Implementation Impact (in millions)

	 
	
	ARIZONA
	 
	 
	
	COLORADO
	 
	 

	
	
	
	
	Per Capita
	Per Capita
	
	
	
	Per Capita
	Per Capita

	Fiscal Year
	 
	Sales
	Population
	Sales
	% Increase
	 
	Sales
	Population
	Sales
	% Increase

	FY 00-01
	
	$136.9 
	5.1
	$26.8 
	
	
	$249.2 
	4.3
	$58.0 
	 

	FY 01-02
	
	$143.4 
	5.3
	$27.1 
	1.1%
	
	$257.2 
	4.4
	$58.5 
	0.9%

	 
	
	Full Courier Implemented in AZ
	
	
	
	
	
	 

	FY 02-03
	
	$159.2 
	5.5
	$28.9 
	6.6%
	
	$254.3 
	4.5
	$56.5 
	-3.4%

	FY 03-04
	
	$183.3 
	5.6
	$32.7 
	13.1%
	
	$260.9 
	4.6
	$56.7 
	0.4%

	 
	
	
	
	
	
	
	Limited Courier Implemented in CO
	 

	FY 04-05
	
	$219.7 
	5.7
	$38.5 
	17.7%
	
	$282.7 
	4.7
	$60.1 
	6.0%

	FY 05-06
	 
	$249.8 
	5.9
	$42.3 
	9.9%
	 
	$293.8 
	4.7
	$62.5 
	4.0%


Without studying the Arizona operation in depth, it is difficult to pinpoint definitive differences between the two states.  However, anecdotally, Colorado appears to have had more success in implementing a 16 to 20 Scratch game products strategy at retail outlets, along with success in offering higher price point tickets with more attractive game attributes. While Arizona has a higher population, the per capita sales may be less than Colorado’s due to a more transient population base.   

The Lottery believes that there is still potential for double-digit growth in Colorado based on the top 20 (out of 41 that sell Scratch tickets) United States lotteries’ per capita Scratch sales for the calendar year 2006.  According to the March 2007 LaFleurs Magazine, per capita Scratch sales are $61 in Colorado, or $16 per capita less than the 20th ranked lottery (Rhode Island) on the list (see chart below).   
	Top 20 U.S. Lotteries/2006 Scratch Sales

	Lottery
	Per Capita Sales (annual sales/population)

	1.    Massachusetts
	$496
	
	
	

	2.    Georgia
	$225
	
	
	

	3.    New York
	$180
	
	
	

	20.  Rhode Island
	$77
	
	
	

	25.  Colorado
	$61
	
	
	


The Lottery also believes that the market has not reached saturation, as evidenced by the Lottery’s continued growth over the past four years (over $50 million increase in Scratch sales).  This belief is based on the increases resulting from implementation of limited courier distribution and from other state’s experiences, such as Arizona (shown above).

Department Decision Item # 3 – Increase in Marketing Costs for Lottery

25.
How will the Lottery differentiate between the effects of any increased sales as a result of the improved Distribution/Inventory Management system and any increase as a result of increased advertising?

Response:  The implementation of the increased advertising will occur in FY 2008-09, while the implementation of the distribution/inventory management system will occur in FY 2009-10 due to the time required to issue a request for proposal, execute a contract and complete the design and setup of the system.  Therefore, the Lottery will be able to differentiate the effect of increased sales as a result of the increased advertising in FY 2008-09.  This will serve as a baseline in the following fiscal year to determine the effect of increase sales as a result of the distribution/inventory management system.
26.
How does the Lottery justify the increased spending $6 million for an increase in proceeds of $4.3 million?

Response:  The Lottery estimates that a $6 million advertising increase will increase sales by $24.2 million.  This will result in an estimated $4.3 million increase to proceeds recipients, factoring in the cost of sales and increased advertising.  The Lottery based the $24.2 million increased sales estimate on a conservative 4:1 rate of return.  However, the Lottery believes the actual rate of return will be higher.  Research in other states showed that each additional $1 spent on advertising produced up to $14 in additional sales, including Maryland (5:1); New York (9:1); Minnesota (12:1); and Western Canada (14:1).  

This investment is necessary to keep pace with inflation and restore the Lottery’s effective marketing buying power, which has been reduced nearly 50% from 1989 levels.   The Lottery’s advertising appropriation has increased 6% since 1989, while the price of an advertising rating point on Colorado television has increased 82%.  Any further market increases will continue to erode the Lottery’s ability to effectively advertise its products.

Conservation Easements
27.
What is happening with IRS audits and the problems of conservation easements?  How do we distinguish between valid easements and easements that are not for a valid purpose?  The Department is requested to provide an update on this issue.  
Response:  The IRS has been investigating gross conservation easements throughout the United States, as the issue impacts federal income taxes as well as state taxes. The majority of the cases the IRS is investigating are in Colorado, due to the high credit limits within the state. The IRS has partnered with the Colorado Department of Revenue during this investigation, and the agencies have billed more than 90 taxpayers based on overstated appraisals or claiming larger deductions than allowed by law. The IRS is continuing their investigation, and the Department of Revenue will continue to cooperate with the IRS to ensure any owed state tax is assessed along with the federal liability.
The majority of the issues the Department of Revenue has examined involve the easement being overvalued—the investigation does not determine the validity of the easement itself.  The challenge of determining the validity of an easement is a difficult one. The Department of Revenue has recently joined forces with the Colorado Department of Regulatory Agencies and the Colorado Coalition of Land Trusts to create a panel to address gross conservation easements. The panel is investigating proposals to ensure gross conservation easement credits are equitably administered and ensure the easements have a valid conservation purpose.
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