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To the Honorable Members of the
Forty-Ninth Arizona Legislature:

As the first regular session of the Forty-Ninth Legislature convenes, we face economic
conditions that will test the mettle of elected officials in every state, in Washington, D.C., and
throughout the world. The global recession has wreaked havoc on our economy, moved
Congress and President Bush to provide billions of dollars to the financial industry and private
companies, and inflicted unprecedented state budgetary shortfalls across the country. The causes
of the downturn in Arizona mirror those in other states: depressed real estate markets, scarcity of
credit, and low consumer confidence.

The consensus among economists is that the economic situation will not improve until, at
the earliest, the second half of 2009. We can expect that, by that time, State government will
begin to feel fiscal relief brought by federal economic stimulus programs and the benefits of our
own budget management efforts.

As the Legislative and Executive branches work together to resolve the Fiscal Year 2009
General Fund shortfall and consider State agency budgets for FY 2010, it is essential that the
solutions to the State’s immediate fiscal challenges respect the need to safeguard and provide for
Arizona’s future. We must continue to pursue these critical objectives:

e Improve our education system, from early childhood education through the highest
degree levels of our colleges and universities.

e Protect, to the maximum extent possible, our most vulnerable citizens.
e Maintain public safety throughout the state.
e Promote the long-term health of Arizona’s economy.

In order to meet these requirements for Fiscal Years 2009 and 2010, | propose a Budget
Management Plan that will maximize our support of K-12 classroom education, minimize
harmful impacts on the State’s universities and community colleges, and preserve health and care
services for needy children and adults. Further, we will ensure our citizens’ safety by maintain-
ing the strength of the Department of Public Safety and the Department of Corrections. It is also
essential that we honor our commitment to support development of Arizona’s bioresearch indus-
try and make other key enhancements to our economic system.
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This future-oriented perspective will be achieved without a general tax increase. As
described in the Budget Management Plan for Fiscal Years 2009 and 2010, we can cut budgets,
transfer non-General Fund revenues to the General Fund, and securitize Lottery and Tobacco
Settlement revenue streams to benefit the General Fund. We should also count on the planned
arrival, in the spring of this year, of federal economic stimulus funds that will provide an
immediate and noticeable jump-start to Arizona’s economy. The stimulus funds will reflect both
the recession-related impacts on state government budgets and the need for investment in
education, transportation and other infrastructure.

While this is not the time to fund new initiatives, it is a time for State government to
position itself to move quickly and decisively as Arizona and the nation inevitably emerge from
the current recessionary cycle. As revenue streams improve, we should use “trigger” protocols to
restore suspended funding in programs critical to our future, including education and health and
human services.

The Executive Budget Recommendation for Fiscal Years 2009, 2010 and 2011 provides a
roadmap for navigating these very difficult economic times, and | encourage you to follow it as
our branches develop sound solutions to meet the fiscal challenges of the next two fiscal years.

Yours very truly,

St Nyt

Janet Napolitano
Governor

JN/neh
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ECONOMY AND REVENUES

U.S. Recession Leads to State Revenue Decline

Depressed real estate and construction sectors, tightness in credit markets, and low consumer confidence
combined have impacted Arizona to a greater degree than most states

he nation in general and Arizona in particular are in the

midst of a significant recession. As the Executive Budget
Recommendation goes to print, the major headwinds
interfering with growth are a depressed real estate sector,
tightness in credit markets, and consumers who are concerned
about the future of the economy. Consumer confidence,
business confidence and investor confidence are at historical
lows, and the impact is being felt around the world.

NATIONAL OUTLOOK

Economic growth in the fourth quarter of 2008 and through
the first two quarters of 2009 will be negative, with some
estimates suggesting negative growth will prevail in each
quarter in 2009. The consensus economic forecast is for signifi-
cant declines — 4% to 6% — in the fourth quarter, with slight
improvements in the rate of decline throughout 2009.! For
many, this recession will prove to be the worst they have
experienced, and sectors dependent on the purchase of con-
sumer durables — e.g., housing and automobiles — will be espe-
cially hard hit.

Gross Domestic Product. The U.S. economy has been in
recession since December 2007. Real GDP growth was weak
during 2008, at 1.2%, and is expected to turn negative in 2009, to
(1.8%), before recovering to 2.1% in 2010.

Employment. Employment declined by 0.2% in 2008 and
will decline further, by 1.9%, in 2009, due to a very weak hous-
ing sector and pressures in the credit market. Unemployment
rates will reach upper single-digit levels, with manufacturing
and construction at depressed levels and even service sector
and health care jobs in decline.

Consumer Spending. Consumer spending is down amid
continued declining home prices, a weak labor market and
tighter credit. An anemic growth rate of 0.2% is expected for
2008, slipping to (0.5%) in 2009. A strong argument can be made
that the mood of the buying public is even more negative than
these weak aggregate numbers would suggest, as many con-
sumers simply are not able to withstand pressures from the
deterioration in housing equity and the collapse of equity prices
despite the recent relief at the gas pump.

The Federal Reserve will continue to inject massive
amounts of cash into the system, and federal stimulus packages
will be introduced in an attempt to rekindle confidence.
However, to truly regain requisite levels of confidence, a
catalyst has to come from the private sector in the form of
improved equity prices or some measure of stability in housing
prices. Prior to September, capital gains and dividend returns
from Wall Street helped buffer the lost equity accumulations in
housing, but Wall Street offers no consolation today.

! Source: Global Insight

Summary
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Interest Rates. During 2009, one of the most aggressive
easing programs in recent memory will occur, as central bank-
ers confront the recession. Eventually, credit will find its way to
borrowers and help counter the headwinds now faced by busi-
nesses and consumers, but it will take some time and near-zero
interest rates for the markets to ease. Homeowners with non-
conventional mortgage positions will find some relief, as long-
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term rates will likely approach historical lows. As long as infla-
tion rates remain low (the bigger concern in the short term is
the threat of a deflationary spiral), the Fed should have consid-
erable latitude to extend credit in hopes of stimulating the
economy.

Business Spending. The corporate profit picture in 2009
will be markedly different from that of recent years, with dou-
ble-digit declines projected. The erosion in business profitability
is a major contributor to the length and severity of the reces-
sion, as it will limit the ability of businesses to invest in people,
infrastructure and equipment. For 2009 overall, Global Insight
forecasts that businesses will pull back on capital spending, and
equipment spending will drop by 12.2%.

The Dollar. The value of the dollar will be very difficult to
predict over the course of the next year. While the U.S. will see
little economic strength, the rest of the world will also experi-
ence a slowdown. The relative severity of the recession around
the globe will dictate how well the dollar fares, as the dollar has
recently gained some strength as the global economy plunges.
The strong dollar will make U.S. exports more expensive, likely
causing a decline in exports in 2009. Eventually, as the recession
ends, the downward pressure on the dollar is likely to return.

Fiscal Stimulus. As the private sector contracts, the federal
government is likely to come forward with a large fiscal stimu-
lus package, and a massive injection of funds could help to
reignite the declining economy.

NATIONAL RISKS

Key indicators, such as the Purchasing Managers Index and
the Index of Consumer Confidence, paint a dismal picture for
the U.S. economy. Could it actually get much worse from here?

If the financial crisis worsens, the credit markets could
remain clogged. Without access to credit, domestic spending
could contract further, and the housing market could fall into
an even deeper hole. If home prices fall much deeper, coupled
with a slowdown in job growth and lower stock market wealth,
consumer confidence could deteriorate, leading to further
retrenching in consumer spending.

If confidence erodes further from current levels, the U.S.
may experience massive job separations and a very long and
deep recession. Consequently, any shock that depresses con-
sumer, business and investor confidence could have a profound
impact. Congress and the new administration will have their
hands full in crafting a program designed to simultaneously
boost spending and confidence, and continued debate and

angst about the proper course of action will make the task of
confidence building all the more difficult.

Perhaps the most positive aspect of the U.S. economy in
2009 is that, by the end of the year, economic conditions will
almost certainly start to improve. As of now, there is no obvious
catalyst in place that would suggest that the pace of improve-
ment will be rapid.

ARIZONA OUTLOOK

Arizona business cycles typically have more amplitude —
especially higher highs - than national cycles. The current
situation is clearly an exception to that rule. The state normally
enters recessions later, but this time is one of the first states,
along with California, Nevada, and Florida — states that also
participated in the recent housing bubble, to enter the recession.

In 2005 and 2006, the state’s job gains and income growth
outpaced the nation. Now, the flip side of this cycle is clearly in
place, and the only remaining question is: How long will the
down cycle persist? The consensus view is that the Arizona econ-
omy will contract on a number of fronts in 2009.2

Population. Population growth remains a bright spot in
Arizona’s economic picture. After Arizona’s population grew
by 3.6% in 2006 and 2.8% in 2007, the growth rate slowed
somewhat in 2008 to an estimated 2.3%, still the second-highest
in the nation. In the process, Arizona passed Massachusetts and

Arizona's Population Growth
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Indiana to become the 14th-largest state.

For 2009, the state’s population growth rate is forecast to
moderate even more, to about 2%.

Employment. In 2006, Arizona ranked fifth in job growth
among all states. Since then, the decline in home construction
helped drop Arizona to number 46 (in 2007) and then to 49 (in
2008). From November 2007 to November 2008, Arizona lost
83,100 jobs, with 35,500 of the lost jobs coming from the
construction sector.

Arizona’s unemployment rate in November 2008 was 6.3%,
compared to 6.7% for the nation. In November 2007, the state’s
unemployment rate was 4.1%.

Job losses will probably continue to characterize the Ari-
zona economy in 2009. Construction- and real estate-related
employment will suffer the most, but no major sector of the

2 Sources: U.S. Census Bureau, U.S. Bureau of Economic Analysis, Arizona
Department of Commerce. 2009 and 2010 are projections from Census
Bureau, Global Insight, Arizona Commerce, Arizona Blue Chip, and ASU
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economy will be immune. Overall, Arizona employment is
estimated to decline by 1.3% in 2009 and 0.9% in 2010.

Personal Income. Aggregate personal income (PI) growth
in Arizona, as reported by the Bureau of Economic Analysis, is
also deteriorating. Arizona’s 9.3% PI growth for 2006 ranked
4th in the nation before dropping to 4.5% in 2007 and 3.3%
during the first three quarters of 2008.

Arizona Pl is expected to grow at just 2.7% in 2008 and 1.7%
in 2009 - the state’s lowest level in 65 years. Disappointing
prospects for aggregate income growth will act as a drag on
consumer confidence.

Real Estate. Real estate activities, as measured by the vol-
ume of sales in the Phoenix metropolitan area, experienced
losses in the last 10 quarters and are expected to decline further
through the first half of 2009 before bottoming in the later part
of the year. A large inventory of houses must be absorbed in
order for homebuilding to get back on track and stimulate
€conomic recovery.

Consumer Spending. Consumer spending in Arizona is
estimated to have declined by 3% in 2008 and, according to the
Arizona Blue Chip forecast, is expected to see very modest
growth of 1% in 2009.

ARIZONA RISKS

Consistent with past recessions, the severe U.S. downturn
will adversely affect Arizona, particularly in exporting, con-
struction and hospitality. Risks to the Arizona economy are
numerous, and there are few logical catalysts for growth in the
state.

Arizona is more exposed than most states to the real estate
cycle. The state enjoyed considerable growth and prosperity in
the up trend of the cycle and is now in the depths of the down
cycle in the residential sector. There are indications of a decline
in the commercial construction sector as well.

Upside Potential. With regard to direct federal intervention
in the health of the economy, the nation is in largely uncharted
waters. Federal funding for transportation and other forms of
public infrastructure will provide an immediate and noticeable
stimulus and help jump-start Arizona’s economy.

Another catalyst may come from the only piece of good
news about housing: affordability. Arizona has historically been
a magnet for in-migration, and recent declines in housing prices
may ensure that the housing market remains attractive for
buyers considering relocation. While the state’s economy is
sluggish, it is no more so than in many areas of the Midwest
and other parts of the country; therefore, Arizona remains — as
it has been for many decades — an attractive ultimate destina-
tion.

IMPACT OF THE RECESSION ON REVENUE COLLECTIONS

Since the beginning of the recession in December 2007, con-
sumer confidence has dropped sharply in response to job losses,
further declines in home prices, tight credit, and declines in the
value of investment portfolios. These factors have had a signifi-
cant impact on State revenue collections in all categories.

Transaction Privilege Tax. The pace of Arizona retail sales
activity has slowed considerably since the beginning of 2007,
and Transaction Privilege Tax (TPT) collections are growing at a
slower rate than that of the state’s overall economy.

Summary
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The slower growth is a predictable consequence of the high
consumer spending of 2005 and 2006, when purchasing was
boosted by home mortgage refinancing, easy access to credit,
and aggressive rebates offered by auto manufacturers. Subse-
quently, consumers ratcheted back expenditures on automo-
biles and housing-related consumer durables.

Less predictable were the recent economic events that have
driven many consumers to “no purchase” mode. For the rest of
FY 2009 and through much of FY 2010, TPT collections are
expected to grow at a relatively anemic rate, albeit from a very
low base, that matches the weak growth of the economy in FY
2010. The silver lining is that pent-up demand should provide a
catalyst for recovery when the economy turns around.

Other TPT Categories. Overall TPT collections are also
strongly influenced by Use Tax collections, contracting collec-



tions, and utilities collections. The Use
category is in turn buffeted by decisions of
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with 3% growth despite a very low base.
Budget Impact. Revenues have deteriorated significantly in
the past two years and will decline further in FY 2009, followed
by virtually flat growth in FY 2010. Total General Fund
collections in FY 2010 will not meet the FY 2006 level.
Meanwhile, as is generally the case in weak economic times,
caseload growth in social services has placed sharply growing
demands on the General Fund. In FY 2010, the AHCCCS
caseload, K-12 enrollment, and the Department of Corrections

inmate population are expected to grow by 94,800 from FY
2009. This translates to an increased funding requirement, from
FY 2009 to FY 2010, amounting to $657 million.

Total caseload, enrollment and inflation growth for all
agencies — including the Department of Economic Security, the
Department of Health Services, and the universities and com-
munity colleges — will require $884 million in additional
funding. e

FY 2010 and FY 2011 Executive Budget



Arizona Trends
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SOURCES AND USES OF FUNDS

BASELINE BUDGET
FY 2008 - FY2010
($ in thousands)
FY 2008 FY 2009 FY 2009 FY 2010
Enacted Current Current
Actual Budget Estimate Estimate
SOURCES OF FUNDS
Balance Forward 377,947.0 1,000.0 1,000.0 1,000.0
Adjustment to Balance Forward 11,768.5
Base Revenues 9,474,101.4 10,062,092.6 8,966,221.5 8,956,772.0
Urban Revenue Sharing (684,538.9) (727,677 4) (727,677 4) (628,644.6)
Adjusted Base Revenues 8,789,562.5 9,334,415.2 8,238,545.1 8,328,128.4
Rainy Day (Budget Stabilization) Fund Transfer 560,036.5 20,000.0 20,000.0
Agency Fund Transfers 290,186.0 280,867.7 264,463.1
Local Government Fund Transfer Adjustment 45,793.3
Other Adjustments 8,695.3
Proceeds from prior year lease-purchase financing 344,000.0 344,000.0
TOTAL SOURCES OF FUNDS 10,038,195.9 9,980,282.9 8,913,801.5 8,329,128.4
USES OF FUNDS
Operating Budget
Administration, AZ Department of 31,981.5 27,109.6 27,109.6 27,109.6
AHCCCS 1,273,797.0 1,425,272.3 1,425,272.3 1,773,699.5
Community Colleges, Arizona 168,912.4 147,679.8 147,679.8 148,445.6
Corrections, State Department of 890,813.9 947,476.0 947,476.0 1,024,285.0
Economic Security, Department of 796,905.1 808,328.1 808,328.1 917,296.3
Education, Department of 4,031,981.4 4,141,201.0 4,141,201.0 4,388,115.0
Health Services, Department of 578,383.1 611,507.2 611,507.2 686,744.6
Judiciary 126,867.6 126,324.4 126,324.4 126,324.4
Juvenile Corrections, Department of 80,353.7 74,700.4 74,700.4 78,400.4
Public Safety, Department of 134,533.1 63,459.7 63,459.7 63,101.2
School Facilities Board 481,557.4 101,217.2 101,217.2 204,237.5
Transportation, Department of 84.6 84.6 84.6 84.6
Universities 1,091,780.4 1,080,414.1 1,080,414.1 1,092,063.0
Subtotal - Other Agencies 432,532.2 406,919.0 406,919.0 416,228.5
OPERATING BUDGET SUBTOTAL 10,120,483.4 9,961,693.4 9,961,693.4 10,946,135.2
Agencywide Issues/ Unallocated Items 20,607.0 25,320.3 25,320.3 82,801.9
Total Operating Budget 10,141,090.3 9,987,013.7 9,984,513.7 11,028,937.1
Supplementals 195,314.3
Capital 13,479.5 13,500.0 13,500.0 4,916.5
Statutory Revertments (13,419.8) (50,000.0) (50,000.0) -
Administrative Adjustments 90,715.8 55,200.0 136,000.0 82,320.0
Revertments (194,669.9) (97,000.0) (117,600.0) (132,347.2)
TOTAL USES OF FUNDS $10,037,196 $9,908,714 10,161,728.0 10,983,826.4
ENDING BALANCE 1,000.0 71,569.2 (1,247,926.5) (2,654,698.0)

*FY10 Adjustments: Health Insurance $42m, Retirement -$3.7m, COP $17.4m, PLTO Rent $0.1m, Risk Mgmt $2m, AZ 21st

Century $25m.
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SOURCES AND USES OF FUNDS
BUDGET MANAGEMENT PLAN

FY 2008 - FY2010

($ in thousands)
FY 2008 FY 2009 FY 2009 FY 2010
Enacted Budget Mgmt Budget Mgmt
Actual Budget Plan Plan
SOURCES OF FUNDS
Balance Forward 377,947.0 1,000.0 1,000.0 56,073.9
Adjustment to Balance Forward 11,768.5
Base Revenues 9,474,101.4 10,062,092.6 8,966,221.5 8,956,772.0
Urban Revenue Sharing (684,538.9) (727,677 4) (727,677 4) (628,644.6)
Adjusted Base Revenues 8,789,562.5 9,334,415.2 8,238,545.1 8,328,128.4
Rainy Day (Budget Stabilization) Fund Transfer 560,036.5 20,000.0 20,000.0
Agency Fund Transfers 290,186.0 280,867.7 264,463.1
Local Government Fund Transfer Adjustment 45,793.7
Revenue Adjustments 8,695.3
Proceeds from prior year lease-purchase financing 344,000.0 344,000.0
Budget Management Plan - Adjustments to Revenue
Additional Rainy Day Fund Transfer 120,000.0
Additional Agency Fund Transfers 111,000.0 119,400.0
Lottery Securitization 500,000.0
Tobacco Settlement Securitization 400,000.0 400,000.0
Revenue Adjustments 50,000.0 258,300.0
Federal Fiscal Relief 100,000.0 675,000.0
TOTAL SOURCES OF FUNDS 10,038,195.9 9,980,282.9 9,694,801.9 10,336,902.3
USES OF FUNDS
Operating Budgets 10,120,483.4 9,961,693.4 9,961,693.4 10,946,135.2
Agencywide Issues/ Unallocated Items 20,607.0 25,320.3 25,320.3 82,8019 *
Total Operating Budget 10,141,090.3 9,987,013.7 9,984,513.7 11,028,937.1
Supplementals 195,314.3
Capital 13,479.5 13,500.0 13,500.0 4,916.5
Statutory Revertments (13,419.8) (50,000.0) (50,000.0) -
Administrative Adjustments 90,715.8 55,200.0 136,000.0 82,320.0
Revertments (194,669.9) (97,000.0) (117,600.0) (132,347.2)
Budget Management Plan - Adjustments to Spending
Agency Operating Suspensions (300,000.0) (675,100.0)
Payment Schedule Deferrals (216,000.0) 6,000.0
House of Reps Prior Year Excess (7,000.0)
TOTAL USES OF FUNDS 10,037,195.9 9,908,713.7 9,638,728.0 10,314,726.4
ENDING BALANCE 1,000.0 71,569.2 56,073.9 22,175.9

*FY10 Adjustments: Health Insurance $42m, Retirement -$3.7m, COP $17.4m, PLTO Rent $0.1m, Risk Mgmt $2m, AZ 21st

Century $25m.

Summary



GENERAL FUND

Sources and Uses of Funds

HE SOURCES AND USES of funds document presents budget

data on projected revenue sources and expenditures for
the General Fund.

The Sources and Uses Baseline Budget presents the follow-
ing:

e For FY 2008, the data reflect actual expenditures taken
from the State’s Accounting and Financial Information
System.

e For FY 2009, the Enacted Budget column reflects the reve-
nue projections of taxes, fees and other General Fund
sources and appropriations made by the Legislature, in
the 2008 Legislative session, for FY 2009.

e The FY 2009 and FY 2010 Current Estimate columns re-
flect Governor’s Office of Strategic Planning and Budget-
ing (OSPB) revenue projections of taxes, fees and other
General Fund sources, and the Executive’s estimate of the
baseline budget, which includes only mandatory changes
such as statutory requirement, caseload growth, and res-
toration of previous year’s one- time fund transfers.

The Sources and Uses Budget Management Plan presents the
following:

e For FY 2008, the data reflect actual expenditures taken
from the State’s Accounting and Financial Information
System.

e For FY 2009, the Enacted Budget column reflects the reve-
nue projections of taxes, fees and other General Fund
sources and appropriations made by the Legislature, in
the 2008 Legislative session, for FY 2009.

e The FY 2009 and FY 2010 Budget Management Plan col-
umns reflect OSPB revenue projections of taxes, fees and
other General Fund revenue sources, and the Executive’s
proposal to balance the budget as revenue collections de-
teriorates under the impact of the recession.

SOURCES OF FUNDS

Revenue Projections. The OSPB revenue estimating proc-
ess involves participation by representatives from the De-
partment of Revenue, Department of Economic Security, the
W.P. Carey School of Business at Arizona State University,
and OSPB. The process includes:

o Presentation of projection scenarios for the state’s economy.
Each participant provides independent views of projec-
tion scenarios based on various projection techniques and
models.

o Consensus reached on forecasts of economic variables, including
personal income, employment and gross domestic product.
These variables serve as inputs to the revenue projections.
Baseline, optimistic and pessimistic scenarios are final-
ized.

o Presentation of revenue projections for the “Big Three” tax
sources based on economic scenarios. Each participant pro-
vides independent views on revenue projections for the

economic scenarios. Revenue flows of recent tax collec-
tions are analyzed for consistency with projections.

e Blending of revenue projections by OSPB. This is done to re-
flect an achievable revenue collection scenario.

Urban Revenue Sharing. Laws 2006, Chapter 351, pro-
vided that, for FY 2009, cities and towns are to receive a spe-
cial one-time Urban Revenue Sharing distribution of
$10,549,800 as a repayment of the reduction in the Urban
Revenue Sharing distribution percentage of 14.8% in FY 2003
and FY 2004.

USES OF FUNDS

Operating Budget Supplementals. The budget includes
$195.3 million for FY 2009 General Fund supplemental ap-
propriations for agencies. This estimate reflects projected
shortfalls for the following departments:

AHCCCS ...t $142,600,000

Economic Security, Dept. of ........cccccvuviiivicriinicinenes 31,700,000
Health Services, Dept. Of .......ccccvuviveirivivieniiiiinninns 15,700,000
Corrections, Dept. Of .......ccovvevririiciiciiciccneeae 3,800,000
Cosmetology, Board of.........cccocevviiiininiiniiniicnne, 400,000
Pharmacy, Board of .........cccocvvuininininiiicninicicicinnns 300,000
Psychologist Examiners, Board of...........cccccooeeriinnd 400,000
Veterinary Medical Examiners, Board of...................... 300,000

Administrative Adjustments and Revertments. The Recom-
mendation includes $82.3 million for estimated administrative
adjustments in FY 2010, reflecting funds that have been en-
cumbered by agencies for payment of obligations in FY 2009
that are carried over into another fiscal year (FY 2010). Addi-
tionally, the Recommendation incorporates projections of
unexpended or unencumbered funds to be reverted to the
General Fund in FY 2010. These projections are based on
historical experience. ®

FY 2010 and FY 2011 Executive Budget
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Summary

TAXES
Corporate Income Tax
Individual Income Tax
Property Taxes
Sales and Use Taxes

Luxury Taxes

Insurance Premium Taxes

Other Taxes
TOTAL TAXES

OTHER REVENUES

Licenses, Fees & Permits/Misc.

Interest Earnings

Lottery

Transfers & Reimbursements

Disproportionate Share

TOTAL OTHER REVENUES

TOTAL REVENUES

ADJUSTMENTS

Urban Revenue Sharing

Onetime Transfer/ Other Adjustments *
GRAND TOTAL REVENUES

FY 08 revenue adjustments: $47.1 million increase from Unclaimed Property

STATE OF ARIZONA

GENERAL FUND

REVENUE SUMMARY
FY 2008 THROUGH FY 2010

(in thousands of dollars)

FY 2008 Actual FY 2009 Estimate ~ FY 2010 Estimate
784,510.9 656,550.0 676,000.0
3,406,453.3 3,260,900.0 3,267,200.0
20,041.3 20,000.0 20,000.0
4,353,564.8 4,174,700.0 4,201,200.0
61,037.2 61,000.0 62,220.0
407,043.0 404,400.0 412,900.0
3,568.6 3,000.0 3,000.0
9,036,219.1 8,580,550.0 8,642,520.0
140,892.1 153,000.0 156,060.0
95,150.8 28,000.0 20,000.0
48,449.6 46,500.0 46,500.0
34,067.7 20,000.0 20,000.0
72,189.6 71,693.0 71,693.0
390,749.8 319,193.0 314,253.0
9,426,968.9 8,899,743.0 8,956,773.0

(684,538.9) (727,677 .4) (628,644.6)

47,132.5 66,479.5 -

8,789,562.5 8,238,545.1 8,328,128.4

FY 09 One-time Legislative Changes: ALTCS Reversion: $17.9 million, Local Contributions: $29.7 million, VLT: $8.4 million,

Lottery: $10.5 million
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BUDGET MANAGEMENT PLAN

Balancing the FY 2009, 2010 Budgets

Challenging times call for disciplined, prudent measures in addressing projected budget shortfalls for

the current fiscal year and the next

FOR FISCAL YEARS 2009 and 2010, the State of Arizona finds
itself in a position similar to that of most state and local
governments. With the national and world economies in the
midst of difficult recessions, State government faces very sig-
nificant budget deficits for both FY 2009 and FY 2010. As the
Executive Budget Recommendation went to print, the Baseline
Sources and Uses projected a deficit of $1.248 billion for FY 2009
and $2.655 billion for FY 2010.

Guiding Principles. The Executive Budget Recommenda-
tion for FY 2009 and FY 2010 includes this comprehensive plan
to mitigate the impact of the recession, while:

¢ Maintaining our commitment to efficiency and ensuring
that the integral functions of State government are not com-
promised;

¢ Constructing a fiscally prudent, balanced budget that maxi-
mizes the efficient use of State resources and does not raise
taxes;

¢ Recommending spending reductions on an agency-by-
agency and program-by-program basis, not across the
board;

¢ Invoking prudent fiscal measures that are necessary, given
the extraordinary circumstances we face;

e Protecting Arizona’s children and vulnerable populations;
and

¢ Reinforcing our commitment to education, families, eco-
nomic development, natural resources, and border security.

BUDGET MANAGEMENT PLAN FOR FY 2009

Most of the elements of this plan were presented by the Ex-
ecutive during October 2008 discussions with Legislative lead-
ers.

Summary: FY 2009 Budget Management Plan

SHORTFALL (in millions) ($1,247.9)

SAVINGS FROM BALANCING OPTIONS
Tobacco Settlement Securitization 400.0
Agency Operating Suspensions 300.0
Payment Schedule Deferrals 216.0
Rainy Day Fund 120.0
Agency Fund Transfers 111.0
Federal Fiscal Relief 100.0
Revenue Adjustment 50.0
House of Representatives Excess Balance 7.0

Total Savings 1,304.0

Net Surplus/(Shortfall) $56.1

Summary

Tobacco Settlement Securitization: $400 million. At least
21 states and counties have securitized Tobacco Settlement
payments. These entities have taken their contractually obli-
gated payment stream of Tobacco Settlement Payments and
sold the payment stream to an entity in exchange for an up-
front, lump-sum payment.

For Arizona, it is projected that, barring restrictions, as
much as $900 million could be generated through securitiza-
tion. However, due to Proposition 204 and voter protection, the
funding generated from Tobacco Settlement Securitization must
be used to cover the AHCCCS (Arizona Health Care Cost Con-
tainment System) population that was expanded by Arizona
voters in 2000. In FY 2009, the General Fund requirement to
support the AHCCCS Proposition 204 expansion is projected to
be $400 million.

Additional information regarding this recommendation can
be found in Securitization: Overview and Analysis, starting on
page 16.

Agency Operating Suspensions: $300 million. The Execu-
tive has identified a number of areas in which to reduce spend-
ing in the current fiscal year. A list of the proposed reductions
can be found in FY 2009 and FY 2010 Recommended Expenditure
Suspensions starting on page 20. Included in the savings to be
achieved from these suspensions is the following;:

e Other Human Resources Suspensions: $25 million. All agencies,
including elected officials and universities, will be required
to return to the General Fund a total of $18.75 million in
personnel-based savings ($15.625 million for non-university
agencies and $3.125 million for the universities) and $6.25
million in performance pay reductions.

Payment Schedule Deferrals: $216 million General Fund.
The Executive proposes using three additional payment timing
opportunities that exist for AHCCCS, the Department of Eco-
nomic Security (DES), and the State Universities. When the
economy recovers and State government realizes excess reve-
nue, these deferral payments will need to be reversed. The
following is a detailed description of each of these payment
schedule deferrals:

e AHCCCS: $100 million General Fund. AHCCCS has proposed
that the June capitation payment to health plans be sus-
pended to a future date. This would require contract
changes with the health plans, and the proposal would be
structured in such a manner that smaller plans would defer
a half-month while larger plans would defer a full month.
This approach will require interest payments be made at a
cost of $6 million in FY 2010. The Executive recommends an
interest rate of 2%. The federal government will not share in
interest costs on the portion of federal funds deferral, which
will place the effective interest rate above 6%. The deferred
capitation payments would need to be made within the next

11
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24 months. The proposal would also involve deferring some
fee-for-service payments for up to one month.

o DES: $41 million General Fund. The DES payment deferral
would push the payments of June 2009 expenses in Child-
care, Children Services, and Developmental Disabilities into
July of FY 2010, rather than administratively adjusting them
in the FY 2009 budget. The amount being deferred is ap-
proximately $41 million. It could be continued indefinitely,
pushing the payments from the last month of a fiscal year
into July of the following year. There is no impact on clients
or providers, because they are already paid on a reim-
bursement basis.

o Universities: $75 million General Fund. The State universities
receive their appropriation in monthly allotments, with the
final allotment disbursed in June of each fiscal year. The
Budget Management Plan would defer the June 2009 pay-
ment until July 2009, resulting in a one-time savings for FY
2009.

Rainy Day Fund: $120 million. The Executive recommends
that part of the FY 2009 shortfall be resolved by transferring
$120 million from the Budget Stabilization Fund. After the
transfer, the Fund balance will be approximately $10 million.

Agency Fund Transfers: $111 million. The Executive has
identified more than $100 million in fund transfers that can be
made to assist with balancing the FY 2009 budget. A list of these
funds can be found on page 18.

Federal Fiscal Relief: $100 million. During the most recent
economic downturn, which occurred from 2001 to 2003, the
federal government provided significant relief to the states, in
the form of enhanced federal participation in Medicaid and
block grants. President-Elect Obama has already endorsed the
need for a large stimulus package to be enacted shortly after he
takes office. In addition, economists have testified before Con-
gress on the importance of a federal stimulus and the benefit of
assisting states. Recently, economist Dr. Mark M. Zandi, chief
economist and co-founder of Moody’s Economy.com, testified
before Congress that support of programs like unemployment
and Medicaid have a much better stimulus impact on the gross
domestic product than further tax cuts.

Recent discussions have indicated that the overall stimulus
plan could be substantial — as large as $800 billion or more, with
estimates of up to $100 billion being targeted for state Medicaid
programs. Arizona’s share could be $1 billion or more, which
would be used to meet the needs of AHCCCS clients, support
education, and create jobs through transportation and other
infrastructure projects. For purposes of the Budget Manage-
ment Plan, the Executive has assumed that federal relief would
be $775 million, with $100 million for the current fiscal year and
$675 million for FY 2010.

Revenue Adjustment: $50 million. For FY 2009, there will
be a monthly average of 64 photo radar cameras in place. Based
on the number of citations during October, the first month of
operation, the Executive projects about 420,000 paid citations
during FY 2009, generating approximately $50 million in depos-
its to the General Fund after expenses.

House of Representatives Prior-Year Appropriation Excess
Balance: $7 million. Given the significant budget crisis being

faced by the State, all excess funding sources should be utilized
to help sustain important governmental operations. The Execu-
tive recommends that the sizable House balance be transferred
to the General Fund.

BUDGET MANAGEMENT PLAN FOR FY 2010

Summary: FY 2010 Budget Management Plan

SHORTFALL (in millions) ($2,654.7)

SAVINGS FROM BALANCING OPTIONS
Balance Carried Forward 55.1
Tobacco Settlement Securitization 400.0
Agency Operating Suspensions 675.1
Interest Expense re: Payment Schedule Deferrals (6.0)
Lottery Securitization 500.0
Agency Fund Transfers 119.4
Federal Fiscal Relief 675.0
Revenue Adjustments 258.3

Total Savings 2,676.9

Net Surplus/(Shortfall) $22.2

Agency Operating Suspensions: $675.1 million. The Ex-
ecutive Budget contains a number of significant operating
suspensions that will be necessary to balance the budget for FY
2010. Education, health care and public safety have been priori-
ties of the Administration over the last six years. While totaling
more than $675 million, this overall plan tries to spread the
impact across State government without having a debilitating
effect on the provisions of critical services upon which the
citizens depend.

The guiding principle in developing the recommendations
is that, as a community, all Arizonans will have to share in the
sacrifice in order to preserve the critical functions that govern-
ment provides. A detailed list of these proposals and a brief
description of each item can be found in the next section, FY
2010 Spending Reductions on page 14.

Federal Fiscal Relief: $675 million. As discussed above in
the FY 2009 Budget Management Plan, the Executive Budget
incorporates a funding estimate associated with proposed fed-
eral fiscal relief. For FY 2010 the budget anticipated additional
federal assistance of $675 million, which is expected to create a
corresponding savings to the General Fund.

Lottery Securitization: $500 million. The Executive pro-
poses that the net General Fund revenues from the Lottery be
leveraged so that a lump-sum amount would be received in
exchange for the annual revenue stream. The State would still
maintain control of the Lottery operations. Under the plan,
agencies and programs receiving Lottery proceeds will be held
harmless and not impacted by the securitization. The same
protection will apply to funds dedicated to repayment of the
nearly $1 billion bond package for construction and major
maintenance at the State’s universities. Additional detail on this
recommendation can be found in the Securitization: Overview
and Analysis section, starting on page 16.

FY 2010 and FY 2011 Executive Budget



Tobacco Settlement Securitization: $400 million. As was
detailed in the FY 2009 Budget Management Plan, the Executive
recommends that a second year of funding be made available to
support the AHCCCS Proposition 204 program for FY 2010. In
Arizona it is projected that up to $900 million could be gener-
ated through securitization, and the Budget Management Plan
utilizes $400 million in both FY 2009 and FY 2010 to support
AHCCCS coverage. An additional approximate $100 million
will be used in FY 2010 to make up for the Tobacco Settlement
monies that would be required for debt service.

Additional information regarding this recommendation can
be found in Securitization: Overview and Analysis, starting on
page 16.

Agency Fund Transfers: $119.4 million. The Budget Man-
agement Plan also provides relief to the General Fund through
more than $119 million in agency fund transfers:

o Continue County Contributions: $28 million. The Executive
continues the increased funding from Maricopa County and
Pima County for FY 2010. Originally, this funding was util-
ized for the AHCCCS program, but, due to anticipated fed-
eral stimulus restrictions, the Executive recommends that
funding be deposited into the County Contribution Fund
for transfer to the General Fund.

o STAN Account of the State Highway Fund: $75 million. Laws
2006, Chapter 344, appropriated $245 million from the Gen-
eral Fund to the Statewide Transportation Acceleration
Needs (STAN) Account. Given the current economic condi-
tions and the almost $3 billion FY 2010 shortfall, the Budget
Management Plan incorporates a transfer of $75 million
from the STAN back to the General Fund. Most, if not all, of
this transfer may be reversed after the State receives the
federal economic stimulus funds referenced earlier in this
section.

Other funds have been identified for providing assistance to
the General Fund in FY 2010. Additional detail on this recom-
mendation can be found on page 14.

Revenue Adjustments: $258.3 million. The Budget Man-
agement Plan incorporates four modest revenue proposals for
FY 2010, none of which is a general tax increase.

« Continuation of State Equalization Property Tax Suspension.
The Executive Budget allows the suspension of the cost to
the State of the equalization property tax to end in 2010 as
provided by law. This provision was enacted in 2004 per
agreement between the Executive and the Legislature at a
time when the state enjoyed a $1 billion surplus. The end
of the suspension will save approximately $250 million for
the state general fund budget in FY 2010. However, if the
legislature elects to extend the suspension, the $250 million
impact to the general fund budget can be offset thereby
making it fiscally neutral. As an example, the Executive of-
fers the following proposal for consideration: first, the sus-
pension of the Motion Picture Tax Credit would save about
$17 million in general fund revenues and, second, the es-
tablishment of an Energy Conservation Assessment at the
rate of $0.001 per KWH of electric power generated in Ari-

Summary

zona would raise about $233 million, much of which would
be exported to other states. This option could protect criti-
cally needed revenues while suspending a marginally effec-
tive tax credit and implementing a conservation-based
assessment.

Estimated Payment Threshold Change: $55 million. The Trans-
action Privilege Tax estimated June payment is required for
businesses that have more than $1 million in State TPT tax
liability in the prior calendar year. If the $100,000 threshold
(which applied until FY 2007) were reinstated, an estimated
additional 4,965 businesses would be required to make the
June estimated payment.

Fee Increase: $55.9 million. The Budget Management Plan
includes a number of proposed user fees and licenses (see
table) that should be increased to reflect the true cost of pro-
viding services and to more properly reflect the market
value associated with these transactions. Many agencies
that exist to regulate specific industries would assess higher
fees to ensure adequate cost coverage of providing a ser-
vice.

General Fund Impact of Proposed Fee Changes, FY 2010

Agriculture, Department of $10,000,000
Corporation Commission 4,800,000
Environmental Quality, Department of 4,800,000
Health Services, Department of 8,200,000
Insurance, Department of 1,800,000
Liquor Licenses and Control, Departm