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Foreword 

 

On January 26, 2009, Senate President Robert ñBobò Burns sent a letter of invitation to the 
Arizona Board of Regents and University Presidents, inviting their assistance in examining 
options for closing Arizonaôs widening budget deficit.  At the same time, at a meeting with 
House Speaker Kirk Adams, the Speaker made a similar request of the University System.  
This report is a response to their request.   
 
In early February, the Regents announced the appointment of the ñFiscal Alternative 
Choices Teamò (FACT), a 10-member team of faculty members and administrators with 
knowledge of the Arizona economy and state and local finances.  The Regents asked Ted 
Ferris, an economist and former Deputy Chief of Staff to Governor Hull and former Director 
of the Arizona Joint Legislative Budget Committee for 12 years to lead this effort. 
 
Against the backdrop of a worsening fiscal outlook and an aggressive legislative schedule 
for completing action on the budget, FACT was given less than two months to complete its 
work.  Accordingly, the group decided to focus its efforts more on developing meaningful 
options for closing the deficit than on a determination of what economic and policy factors 
had led to Arizona having the nationôs largest deficit.  For more background, see the 
Appendix. 
 
The group also quickly concluded that it would not spend time attempting to develop an 
alternative set of budget cuts to that offered by the Legislature, as the Joint Legislative 
Budget Committee had already developed a wide range of budget reduction options 
intended to entirely erase the estimated $3 billion budget deficit through cuts. 
 
Instead, this report focuses on options for balancing the budget through strategies for 
raising revenues (mostly temporary), and through options for shifting funding responsibility 
or the timing of expenditures to help alleviate the short-term budget crisis.  The report also 
includes strategies for better managing the impact of Arizonaôs dynamic, if not volatile 
economy and state finances. 
 
While this report is intended to present state policymakers with a wide range of options, 
this report has not been reviewed and approved by the Arizona Board of Regents and, 
therefore, should not be viewed as a set of recommendations from the Regents nor the 
University community.  Unfortunately, given the state of national and local economies as 
well as state and local finances, there are no pleasant or easy options.  It is our hope that 
these ideas will help lead to the implementation of budget actions that allow Arizona to 
successfully navigate through the next few years in a manner that is best for both private 
and public sector activities. 
 
Therefore, it is vitally important that state policymakers take steps to place the State of 
Arizona on a more sustainable path for state finances.  To that end, the report offers 
options to improve our future performance. 
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Fiscal Alternative Choices Team (FACT) 
Executive Summary 

 

Backdrop 

 
Á We are in the midst of the worst economy and state budget conditions of modern 

times. 

Á We have witnessed the rare simultaneous collapse of 4 major markets: housing, 
financial, equity and commodity markets. 

Á This is not a typical ñV-shapedò recessionðit is ñU-shapedò and the question is ñhow 
long is the bottom of the Uò?   The Joint Legislative Budget Committee (JLBC) 
General Fund (GF) revenue forecast does not have the FY 2006 revenue level 
reached again until after FY 2012, suggesting a 6-Year ñUò. 

Á The deepening financial crisis was evidenced by Januaryôs state GF tax collections, 
which totaled some 36 percent less than was collected in January 2007, just two 
years earlier. 

Á Arizonaôs updated baseline deficit forecast of some $3.6 billion in FY 2010 
represents more than a third of the stateôs base General Fund budget. 

Á By various measurements, Arizona has the distinction of having either the #1 or the 
#2 (to Nevada) largest budget deficit of the 50 states on a percentage basis. 

Á To place this deficit in context, on the basis of a 12-month fiscal year, the state 
would run out of money after 8 months. 

Á As the new Legislature convened in January, the JLBC presented the ñChairmenôs 
Budget Optionsò, which represented very detailed budget reduction options for 
every agency of state government, designed to eliminate Arizonaôs budget deficits 
entirely through budget cuts. 

Á In late January, Senate President Robert ñBobò Burns and Speaker of the House 
Kirk Adams invited the Arizona Board of Regents and state University Presidents to 
use the resources and talents within the Universities to help develop other ideas for 
balancing the budget.  This report is a response to that request. 

Á A review of state General Fund revenues and expenditures over the past two 
decades suggests that Arizonaôs deficit is the result of both (1) the deep cyclical 
recession and (2) the cumulative effect of past legislative actions that both 
increased spending and decreased taxes beyond a sustainable level. 

Á At the same time, legislative analysts and University economists are in agreement 
that the stateôs economic recovery will be very gradual and revenues will not re-
attain their pre-recession levels again until after FY 2012. 
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Á Meanwhile, the stateôs population continues to grow, increasing eligible populations 
for everything from education, to health care, to the confined population in our 
prison system. 

Á Against this backdrop, the FACT review concludes that balancing the budget 
entirely through budget cuts is not feasible, and a more balanced approach is 
required. 

 

 

Summary of FACT Options 

 
The FACT report consists of 9 Short-Term Budget Balancing Options 
and 7 Long-Term Options to Strengthen State Government Finances 
 
The reality is that there are no truly ñgood optionsò for eliminating a deficit of this 
magnitude.  What state policymakers are left with is a range of budget balancing options 
that have differing impacts on Arizonaôs households, Arizona-based businesses, our 
quality of life, and our future growth prospects.  Nonetheless, one reality appears to rise 
above all othersða deficit of this magnitude cannot be eliminated through budget cuts 
alone.  To do so would have profound impacts on basic government services that would be 
felt by all Arizonans and would fundamentally transform how Arizona is perceived as a 
place to live, work and raise a family.  Instead, the FACT review suggests a broader and 
more balanced set of options should be implemented by state policymakers in order to 
build a bridge that gets us safely to the other side of this great budget divide.   The over-
leveraging of the U.S. and Arizona economies did not occur over nightðit built up over the 
past decade or more.  And, it will not, and should not be fixed in one fiscal yearðwe will 
have to pay for past excesses through much more stringent financing of both private and 
public economies in years ahead.   Many of the options described herein are intended to 
spread the pain over several years, and to impose future discipline in exchange for more 
immediate relief to the enormous deficits facing the state. 
 
The longer-term options to strengthen state government finances are as important as the 
short-term options to eliminate the near-term deficits.  If we are to avoid future budget 
showdowns that are even half as bad as current prospects, we need to take steps to better 
insulate the state budget from the vagaries of the business cycle.  As is stated clearly in 
this report, we are at a crossroads:  Either we create a more ñdefensiveò tax structure, that 
is less subject to the wild swings in Arizona Personal Income; or, we keep our tax 
structure, which produces revenues very well during the upswings and very poorly during 
the downturns, and we restructure and dramatically increase Arizonaôs Budget 
Stabilization Fund to more adequately prepare for the next inevitable economic downturn. 
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Short-Term Budget Balancing Options 
 
The Governor Should Optimize the use of Federal Stimulus Monies from 
the ARRA to Reduce Projected Deficits 

 
The State of Arizona is eligible to receive over $4 billion of monies under the American 
Recovery and Reinvestment Act (ARRA), with some $2.3 billion of these dollars in the form 
of additional Title 19 (Medicaid) monies and State Fiscal Stabilization Funds (SFSF) that 
can be used in FY 2009 and FY 2010 to offset General Fund appropriations in a manner 
that will help balance the state budget.  Thus, some 40 percent of deficits in the two years 
can be managed in this way.  However, it will leave a significant funding gap in FY 2011 
and FY 2012, prior to the projected resumption of more normal state revenue growth. 

 
Seek Voter Approval of Temporary Tax Increases  
The Legislature may wish to let the voters decide whether state taxes should be increased 
to help bridge the extraordinary deficits facing the state over the next few years.  If so, the 
FACT group suggests that the increase reflect the stateôs requirements for the next 3-4 
fiscal years, and that it include some element of structural tax reform and possibly future 
tax reduction, as described below. 
 
Seek Voter Approval for Relief from Certain Voter-Protected Spending 
Requirements Under Strict Criteria 
 
The Legislature may wish to ask voters to lift certain Voter Protected spending 
requirements.  If so, the FACT group suggests placing very strict criteria as to when this 
might be permitted, so the voters will know its under very unusual and dire budgetary 
circumstances like the present. 
 
Is there a ñNon-Proposition 108ò Temporary Tax Increase Option?  The 
answer may be ñyesò, in the form of a bill that raises revenues for four 
fiscal years and cuts taxes permanently thereafter. 
 
While most of the discussion regarding a temporary tax increase has centered on referring 
a temporary tax increase to the voters of Arizona at a special election, the State 
Legislature could enact a temporary tax increase and possibly do so without a Prop 108  
two -thirds majority.    Under Section 22 of Article IX of the Arizona Constitution a two-
thirds majority is required for a bill that increases state revenues, as defined in Section 22.    
Given that our need is for a short-term infusion of revenues to help bridge the gap over a 
four fiscal year period, what if a bill provided for additional revenues for a four year period 
followed by a permanent tax cut beginning in the 5th year and thereafter?  The FACT report 
contains such a simulation for both the sales tax and income tax and offers a structured 
tax plan for legislation that would amount to a ñnet tax cutting billò.  There is not a lot of 
legal guidance in this regard, but it is certainly worth debating the merits of such an 
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approach whereby a simple majority of the Legislature could establish a reasonable 
approach to balancing the budget that smoothes the collections of revenue across the 
business cycle. 
 

Sales Tax Increase and ReformðIf revenues are to be raised through a 
rate increase in the short-run, it would be preferable in the long-run to 
broaden the base of the tax and lower rates. 
 
Arizona has one of the highest combined state and local sales tax burdens in the nation.  
While polls consistently show public support for a tax increase to be highest if the chosen 
tax is the sales tax, we nonetheless run the risk of having a tax rate that is uneconomic for 
a number of reasons (competition, tax avoidance, internet and mail order sales, etc.).   
This concern can be addressed if Arizona takes steps to broaden the base of the sales tax 
(it is actually a Transaction Privilege Tax (TPT), to be paid by the business making the 
sale) and uses the additional revenue to lower the sales tax rate.  This report describes a 
number of potential areas of base broadening and calculates how the rate might be 
lowered.   A significant tax reform measure such as this takes time to implement.In the 
short run, a sales tax rate increase could be presented to the voters, or could be enacted 
by the Legislature in a structured manner that both raises taxes initially and cuts taxes 
permanently thereafter. 
 
Broadening the base of the sales tax (TPT) is advisable for a number of reasons, but 
certainly to help create a more stable and less volatile sales tax base is one of the most 
important reasons given recent events. 
 

Income Tax Increase and Simplificationðwhile the individual income tax 
is not as frequently mentioned as the sales tax as the source for a 
temporary tax increase, it should not be overlooked, particularly if 
coupled with long-term simplification and further tax reduction. 
 
Of the 41 states that levy an individual income tax on wages, Arizona ranks 39th.   The 
state income tax is deductible for those taxpayers who itemize on their federal income tax 
returns, meaning that an average of 20 percent, and as much as 40 percent of the tax 
increase would be offset by a decrease in federal taxes. 
 
In addition to a temporary increase in personal income tax rates, there is an opportunity to 
simplify Arizonaôs income tax law by going to either a flat tax or a modified flat tax.  The 
advantages of such an approach are explained in this report, including more stability and 
predictability in future income tax collections, a plus given recent developments.  A total of 
5 alternative income tax structures are examined, all aimed at income tax simplification. 
 
The challenge is that immediate conversion to a flat-income tax would lead to some 
serious ñvertical equityò concerns, as the highest income taxpayers would see a significant 
tax cut while middle to upper-middle income taxpayers would see a tax increase.  The 
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implications of the 5 strategies are all evaluated in the context of widely held attributes of a 
good revenue system. 
 
A move to simplify Arizonaôs individual income tax could be coupled with a structured 
increase and decrease in taxes to help solve Arizonaôs state budget deficits. 
 

Delay Scheduled Business Property Tax Cuts until after FY 2012ðit is 
acknowledged that Arizonaôs business property taxes are too high and 
are an impediment to economic development.  However, the State 
cannot afford to implement these cuts at this time. They represent a 
relatively straightforward and easy means of helping to balance the 
budget. 
 
Legislation to reduce the assessment ratio on Class 1 property (commercial and industrial) 
was enacted in 2005 and was further accelerated in 2007, to reach 20 percent in 2011.  
Legislation also suspended for FY 2007 through FY 2009 the so-called Statewide 
Equalization Tax (SET) on property that is used to help fund K-12 Basic State Aid.    
 
The JLBC baseline budget assumes the Equalization Tax levy is further suspended or 
eliminated in FY 2010 and beyond.  The combination of the further decrease in the Class 1 
assessment ratio and elimination of the Statewide Equalization Rate increases the Stateôs 
cost of K-12 Basic State Aid by over $300 million.  Given the size of our deficits and the 
fact that it would take legislation to extend the SET tax break, should make this an easy 
decision for policymakers struggling to balance the budget.  By placing Class 1 property 
back on the original schedule for being reduced to 20 percent by 2015, and by making the 
SET elimination permanent beginning in 2012, the budget deficit can be reduced by 
roughly $300 million over each of the next three fiscal years.   
 
Making elimination of the SET permanent in 2012 could be made part of an overall tax 
package of structured increases and decreases in taxes, and might further solidify such a 
bill as a non-Prop 108 bill that may be enacted through a majority vote of the Legislature. 
 

 
Retain a Significant Portion of Vehicle License Tax (VLT) Revenues in 
the General Fund as was once the Practice 
 
The suggestion here is to deposit a significant portion of the Vehicle License Tax (VLT) 
revenues into the General Fund, as was once the case.  These are not highway related 
revenues that are protected by the Arizona Constitution.  Rather, these are personal 
property taxes that are levied based upon the value of the vehicle regardless of whether 
they ever travel one mile on public roads.  According to the JLBC Tax Handbook, in FY 
2008 the net VLT collections were $859 million, of which only $2.3 million was deposited in 
the state General Fund. 
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Currently, over three-quarters of VLT revenues are forwarded to local governments and 
another 20 percent are deposited into the State Highway Fund.   Because the Arizona 
Department of Transportation (ADOT) does not receive funding through the stateôs 
General Fund, they are relatively immune from the stateôs current budget crisis.   This 
option would not only assist in eliminating the General Fund deficit, it would provide some 
equity by having the transportation function of government participate in resolving the 
stateôs budget deficits. 
 
To the extent that the resulting shortfalls in transportation funding are deemed 
unacceptable, state policymakers could consider raising the stateôs motor fuel taxes, which 
are below average as compared to other states.  The Legislature could also consider 
extending the stateôs sales tax (TPT) to include the sale of motor fuels at retail, as do many 
states. 
 

Sale-Leaseback Programs Can Provide a Short-Term Boost to State 
Revenues 
 
There are many companies willing to buy state lands or buildings in exchange for an 
assured stream of lease payments over 10 to 30 years.  In effect, state and local 
governments would be receiving payment for an asset in exchange for the state/local 
government entering into a binding long-term obligation.  For severely stressed state and 
local governments like Arizona and its many local jurisdictions, a sale-leaseback program 
is a reasonable alternative to a tax increase or other means of raising revenues, as it does 
defers the spending (or taxing) obligation to a future period when, hopefully, the state 
economy and fortunes of households and businesses alike are in better shape. 
 
 

Additional ñRolloverò Opportunities Exist, but Must be Measured 
Against Impact on State Cash-Flows 
 
The Legislature has already implemented a ñdouble-rolloverò payment for K-12 State Aid.  
The potential exists to ñrolloverò June payments for Higher Education and AHCCCS 
medical providers to achieve similar one-time budgetary savings of perhaps $160 million.  
However, care must be taken to measure any such bookkeeping changes in terms of their 
impact on the State Treasury and cash-flows. 
 

Resist Cutting Positions (FTEôs) in Revenue-Producing Agencies such 
as ADOR and the State Land Department 
 
The Arizona Department of Revenue (ADOR) and the State Land Department (SLD) are 
more critical than ever when revenues are slumping.  During the recent mid-FY 2009 
budget cuts, the ADOR was reportedly cut 200 positions.  The SLD was also subject to 
budget cuts to save general fund dollars.  Meanwhile, the Governor has announced a 
spring ñTax Amnestyò program designed to provide a one-time revenue gain from 
delinquent taxpayers.  The point is that the Legislature should be adding monies to the 
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ADOR, not cutting their budget, because we need the ADOR to aggressively seek to 
collect all monies owed to the state. 
 
The Legislature may wish to have revenue-generating agencies become self supporting, 
and have their operating budgets derived from a percentage of the revenue they generate, 
of course, all the while having their budgets subject to annual legislative appropriation. 
 
 
 

Long-Term Options to Improve the State General Fund  
 
The members of FACT have been active participants in analyzing, forecasting and 
measuring the economy over the past two to three decades.  In fact, the 9 members of 
FACT have cumulatively been engaged in such activities for over 200 years.  We mention 
this because we have seen many commissions come and go through the years, and their 
learned recommendations gather dust on so many shelves throughout the halls of state 
government and academia. 
 
This is a trend we would like to see reversed.  While we are offering a number of options to 
help balance the state budget over the next three fiscal years, it is more important that 
state policymakers establish a more predictable and stable path for the delivery of vital 
state and local government services over the decades ahead.   
 
In particular, the members of FACT believe Arizona is at the cross roads of a vital decision:  
Either we create a more stable, ñdefensive-orientedò tax structure (meaning, it is less 
influenced by Arizonaôs hyper-growth as well as Arizonaôs deep recessions) or we accept 
our tax structure for what it is, and establish Americaôs most aggressive and well-funded 
Budget Stabilization Fund (BSF).  
 

Create a More ñDefensiveò State Tax Structure 
 
Creating a more defensive tax structure means lessening our reliance on taxes that swing 
hyperactively based upon the economyôs performance.  As shown in the graph below 
Arizonaôs sales and income taxes have amplitude of annual change that is  2-3 times as 
great as the annual change in state personal income.  Given that sales and income taxes 
account for over 90 percent of state General Fund revenues, this means that state 
revenues will grow rapidly during the statesô strongest growth years, but will contract 
disproportionately during the stateôs recession years.  
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ANNUAL PERCENT CHANGE IN REAL PER CAPITA DOLLARS, 
FISCAL YEARS 1989 THROUGH 2009, PERSONAL INCOME AND 

ARIZONA STATE GOVERNMENT GENERAL FUND REVENUE 

 
 
Source: Arizona Joint Legislative Budget Committee (revenues) and U.S. Department of Commerce, Bureau 
of Economic Analysis (personal Income).  Data for 2009 are projected.  Revenue has been adjusted for 
changes in the tax code. 

 
This tendency is the result of over reliance on these two volatile revenue sources, coupled 
with the fact that the tax bases for these two major tax sources are heavily dependent 
upon sources that grow dramatically in the up years and decline just as dramatically during 
economic downturns.  For example, the sales tax is largely based on the sale of goods and 
is heavily influenced by the sale of durable goods (autos, appliances) and new home 
construction (contracting tax), which are the first categories of consumer spending to be 
sharply curtailed during a recession.  Similarly, the income tax is heavily influenced by the 
sharp fluctuations of capital gains income driven both by real estate and financial market 
fluctuations. 
 
Creating a more ñdefensiveò tax structure means re-examining past decisions to eliminate 
General Fund revenues from other more stable tax sources.  If you go back three decades, 
you find that the sales tax and income taxes comprised about  66 percent of state General 
Fund tax revenues, not 90 percent+ like today.  Creating a ñdefensiveò sales tax structure 
means broadening the sales tax base (while lowering the tax rate) to include expenditure 
categories that are more stable across the business cycle.  Through the years, whether by 
legislative action or voter initiative, broad areas of commerce that were previously subject 
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to the tax were eliminated.  For example, food for consumption at home was eliminated by 
voter approval in July 1980 and the tax on commercial leases was eliminated in July 1997. 
As detailed elsewhere in this report, according to the Arizona Department of Revenue 
(ADOR) publication The Revenue Impact of Arizonaôs Tax Expenditures FY 2007/08, the 
loss of revenue associated with these two decisions is over $1 billion.  
 
Were these categories to be taxed once again, the sales tax (TPT) rate could be 
decreased by approximately one percentage point.   With respect to the income tax, 
creating a more defensive tax structure means considering an approach to income tax 
simplification that makes the tax less reliant on volatile income streams and reduces the 
entire range of deductions, credits and tax brackets. 
 
A more stable revenue system for the General Fund also would include a broader range of 
revenue sources, as in the past.  This report suggests returning vehicle license tax 
revenues to the General Fund and reinstituting a statewide property tax (to fund school 
construction). 

 
Modify, Expand and Strengthen the Stateôs Budget Stabilization Fund 
 
Knowing that Arizona has one of the nationôs most volatile economies and, hence, one of 
the most volatile governmental revenue streams, in 1990 the Legislature enacted one of 
the nationôs first Budget Stabilization Funds (BSF).  It remains one of the few that is 
governed by a formula designed to objectively determine the size of both deposits into the 
Fund and withdrawals from the Fund during a recession.  The JLBC analysis that served 
as the basis for the design of the Fund and its formula called for a maximum fund size 
equal to 15 percent of the prior yearôs General Fund revenue.  Unfortunately, the 
Legislature chose to reduce the maximum fund balance from 15 percent to 7 percent, 
because such a large fund balance requirement was restricting their ability to increase 
state spending or cut state taxes.  Yet, that is precisely why the BSF should have been 
funded at a minimum of 15 percent.   
 
Deposits into a so-called ñrainy day fundò have a twin benefitðevery dollar that is 
deposited into the BSF is a dollar that is not available to be spent or to be cut, in the case 
of taxes.  So, for a state that sees its revenues soar in the strongest economic years (such 
as FY 2005 to FY 2007), deposits into the BSF puts $1 into the Fund and takes $1 away 
that might create a permanent obligation to spend or a permanent loss of revenue.  In 
other words, every $1 that is deposited into the BSF provides a $2 budgetary dividend. 
 
If Arizona chooses to not create a more ñdefensiveò tax structure, we must take steps to 
strengthen our BSF, including raising our maximum BSF balance to 15 percent of state 
revenues.  Even with a more stable revenue system, a 7 percent cap on the BSF is not 
adequate to ensure the availability of adequate funds to transfer into the General Fund 
during a period of economic decline. 
 
This report contains a number of suggestions for strengthening the BSF and better 
managing the stateôs finances in the future. 
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Match Tax Cuts with Spending Cuts and Spending Increases with Tax 
Increases on a ñBusiness Cycle Neutral Basisò 
 
As documented in the appendix to this report, the current budgetary deficit consists of a 
ñcyclicalò component related to the current deep economic recession, and a ñstructuralò 
component related to past decisions to both cut taxes and increase spending that were 
funded on the basis of the ñfrothò of an economic boom as opposed to any sustainable shift 
in the stateôs fortunes.   In the 1990ôs the emphasis was on using the surpluses of the mid-
90ôs to fund tax cuts, most notably, income tax cuts.  In the late 90ôs, the emphasis shifted 
to cutting business taxes and assuming the costs of the ñStudents FIRSTò school 
construction program without a dedicated funding source. 
 
In the mid-2000s, the emphasis was on making up for the lack of spending growth in the 
early part of the decade due to the effects of ñ9-11ò.  The Legislature brokered a deal that 
increased spending in exchange for further cuts in individual income and business property 
taxes.  Again, both of these initiatives, while they may have been worthy goals, were 
accomplished on the strength of unusually sharp and ultimately unsustainable revenue 
growth from FY 2005 to FY 2007. 
 
In order to get off of this ñboom-bust cycleò it is recommended that future legislatures make 
sure that tax cuts are matched by spending cuts and that any desired spending increases 
are matched by tax increases.   
 

Create a Dedicated Funding Stream for Students FIRST and Rely on 
Debt Financing when State Finances are Constrained by Recession 
 
Since enactment of Students FIRST a decade ago, the Legislature has debated the 
wisdom of debt financing for school construction.  Certain members have argued to fund 
school construction on a ñpay-as-you-goò basis, while others would always issue revenue 
bonds for school construction to free up state general fund dollars for ongoing operational 
spending. 
 
Elsewhere in this report, we suggest the Legislature consider creating a permanent 
dedicated funding stream for Students FIRST.  If a dedicated funding stream is enacted, 
the argument of ñpay-as-you-goò versus debt financing is rendered moot.  Within a given 
revenue stream, the School Facilities Board should be given the authority to utilize the 
financing approach that is most beneficial given a variety of variables including student 
growth (need),inflation, interest rates, and projected cash flows. 
 
 

Further Privatization of State/Local Services 
 
Arizona already ñprivatizesò more governmental functions than most states; however, there 
may be more opportunities for delivering governmental services through private 
companies.  Privatization can sometimes achieve greater efficiencies and cost savings, 
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and may shift business cycle risk away from government to the private sector.   It is 
recommended that the Legislature examine additional state/local programs worthy of 
privatization or ñpublic-private partnershipsò for the delivery of governmental services that 
lessen the reliance on state general funds. 
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Short-Term Budget Balancing Options 
 
The American Recovery and Reinvestment Act (ARRA) Provides Short-
Term Stimulus Dollars to State Governments to Help Manage Mounting 
Budget Deficits throughout the U.S. 
 

For Arizona, over $4 billion of additional federal aid can be realized between now and 
2011.  Most of the monies are front-loaded with the intent of assisting states with their 
budget deficits, thereby lessening the loss of jobs and income associated with record 
budget deficits facing the states. 
 
Most of the new federal aid comes in the form of increased Title 19 (Medicaid) funding or 
new State Fiscal Stabilization Funds (SFSF) that are directed to Education (a minimum of 
81.8 percent) or as General Government aid for any purpose including Education, at a 
maximum of 18.2 percent. 
   
The increased federal matching assistance program dollars for Medicaid are estimated at 
$1.9 billion over a 9-quarter period commencing on October 1, 2008 and ending on 
December 31, 2010.  It is estimated that state governmentôs share of this money will be 
$1.7 billion and Arizonaôs counties will share approximately $164 million. Some $434 
million of the stateôs share of the new Title 19 monies will be received after FY 2010, 
meaning that nearly $1.3 billion will be received in FY 2009 or FY 2010. 
 
The federal SFSF monies are estimated at $1.02 billion, of which $832 million is 
earmarked for Education and another $185 million is earmarked for any general purpose of 
state government, including Education.  These monies are to be applied for by the 
Governor of each state and used in accordance with rules that are under development by 
the U.S. Department of Education (ED) and other federal officials. 
 
Preliminary ED rules indicate that the Education dollars are to be applied by the Governors 
in sequential order to restore FY 2009 funding to the higher of FY 2008 or FY 2009 funding 
levels for each education sector (K-12 and Higher Ed) and, thereafter, to apply remaining 
monies toward a partial restoration of Higher Ed funding in FY 2010 to the FY 2008 level, 
and a partial restoration of K-12 to the ñprimary funding formula requirementò for K-12 in 
FY 2010.  At all times, Governors must certify that state funding will not slip below FY 2006 
Maintenance of Effort (MOE) levels (Governors can request a waiver to cut below MOE 
levels, in which case, educationôs share of the overall budget cannot be reduced below 
their share of the budget in FY 2006). 
 
In total, we are capable of receiving $2.3 billion of additional federal aid this year and next 
that can be used to reduce the projected deficits of $5 to $5.5 billion, or roughly 40 percent 
of the deficit can be offset with these monies. 
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Unfortunately, the budget picture for FY 2009 continues to worsen, and further revenue 
losses this fiscal year may require a substantial portion of the SFSF monies to be used to 
balance the current year budget.  With nearly one-third of state revenues being collected in 
the final quarter of the fiscal year, there will be few other good options left to mitigate such 
a shortfall when it occurs. 
 
Arizona will also be eligible to receive nearly $1 billion of other federal stimulus monies 
under the ARRA, however, these monies are either awarded on a competitive grant award 
basis, or, the monies may be restricted in their use and unable to be used to offset or 
supplant state funding to help balance our budget. 
 
Under any interpretation of the ARRA, the federal stimulus monies made available through 
the Act are a vital piece of Arizonaôs budget balancing plan. 
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Seek Voter Approval of a Multi-Year Limited Tax Increase 
 

This report suggests that a multi-year tax increase will be needed to build a budget over 
the next four fiscal years.  Whether the Legislature refers the question to the voters at a 
special election, or passes a structured tax increase/decrease tax bill as outlined in this 
report, the FACT group believes the state needs to measure all of its budget balancing 
options in terms of their collective impact on the budgets for the next three fiscal years (FY 
2010, 2011 and 2012). 
 
If the matter of a temporary tax increase is referred to the voters, it needs to look at all four 
years and may, in fact, be more palatable if it were to include structural tax reform and 
future tax reduction.  
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Seek Voter Approval for Relief from Certain Voter-Protected Spending 
Requirements under Certain Strict Criteria 
 

State policymakersô ñhands are tiedò when it comes to enacting the size of budget cuts 
necessary to help balance a budget where the deficit is equal to roughly one-third of the 
size of the baseline budget.  Many programs are off-limits to cuts or very limited in their 
ability to be cut due to federal mandates; now, there are further federal limits due to the 
MOE requirements in the federal stimulus bill (see the ARRA section of this report); still 
other programs are protected by the fact they were put into place through the voter 
initiative process and are protected by the Voter Protection Act, which requires a 3/4 
majority vote of the Legislature to amend any voter approved act in a way that redirects 
program funding, and even then, such redirection can only take place if it furthers a 
programôs purposes. 
 
There has been talk of asking the voters to lift these restrictions in situations of extreme 
duress like the present time.  Perhaps some very limited criteria could be developed 
whereby the Legislature would be able to redirect certain of these monies in very limited 
situations.  For example, we could ask voters to allow it to occur only in the second or later 
years of consecutive years where base revenues (adjusted for any legislative change in 
taxes) actually decline from the prior fiscal year.  There have only been a handful of years 
in the last several decades where this has occurred; unfortunately, three of those years are 
FY 2008 (actual), FY 2009 (forecasted) and FY 2010 (forecasted).  Perhaps we could limit 
the Legislatureôs ability to use the funds for other purposes to any fund balances that have 
accumulated and to some reasonable fraction of the monies that are attributable to that 
particular voter-approved program or initiative. 
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A Structured Tax Increase and Tax Decrease Proposal that Would 
Represent an Overall Tax Cut May Not Require a Super-Majority for 
Enactment 
 

The discussion of a temporary tax increase to help solve Arizonaôs enormous budget 
deficit (in addition to budget cuts, federal stimulus monies, and other actions) has centered 
on the referral of a temporary tax increase to Arizona voters at a special election, since a 
bill that raises state revenues would otherwise require a two-thirds vote of the Legislature.  
However, there may be an approach that yields additional near-term revenues for the next 
four fiscal years in combination with lowered revenues in year five and permanently 
thereafter.  While it is open to interpretation, and there is not much in the way of judicial 
guidance in this regard, it may be possible to structure a bill where the overall fiscal impact 
is a reduction in state revenues; thereby, not requiring a super majority for enactment 
under Section 22 of Article IX of the State Constitution (Prop 108).   
 
For example, regardless of whether the additional short-term revenues are derived from an 
increase in sales tax (transaction privilege tax) or personal income tax rates, a possible 
schedule of the change in revenue is as follows: 
 
FY 2010    plus $1,000 million 
FY 2011    plus $1,000 million 
FY 2012    plus $750 million 
FY 2013    plus $250 million 
FY 2014 and thereafter  minus $200 million  
 
In this example, revenues are nominally increased by $3 billion from FY 2010 through FY 
2013 and are nominally decreased $4 billion over the next 20 years (and an even greater 
amount if viewed over the next 30 or 40 years as the change would be permanent).   
 
This example shows peak additional revenues in both FY 2010 and FY 2011, because all 
of the federal stimulus monies (SFSF) will have been deployed to help balance the 
budgets in FY 2009 and FY 2010, so there is a continuing need in FY 2011.  There would 
also be a need to continue budget cuts in FY 2011 that are as high if not higher than 
required in FY 2010.  The JLBC long-term revenue forecast does not have FY 2007 
revenue levels returning until FY 2012, so this scenario would retain three-quarters of the 
tax increase in place for FY 2012 and one-quarter of the increase in place for FY 2013.  
The resumption of more normal revenue growth thereafter will provide the wherewithal for 
the tax cuts that would commence in FY 2014. 
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Temporarily Increase the Transaction Privilege (General Sales Tax) 
Rate, And Then Permanently Reduce the Rate 

 
In order to temporarily boost General Fund revenue, this proposal increases the sales tax 
rate for the four additional fiscal years during which weak economic conditions are 
expected to continue to result in significant deficits in the General Fund. After that, the 
sales tax rate will be reduced permanently to below the existing rate of 5 percent. Because 
the net effect over the life of the legislation would be a tax cut, it is possible that this option 
would not require a supermajority of the Legislature to be enacted. 
 
A permanent reduction in the rate is recommended due to the stateôs heavy dependence 
on the sales tax as a revenue source. Collections from the sales tax are volatile across the 
economic cycle and do not keep pace with economic growth (the tax currently is limited to 
goods, and the share of retail purchases for goods is declining). However, the proposed 
permanent decrease in the rate is intended to be part of a comprehensive package of 
fiscal reform that is implemented during the next few years. Otherwise, adopting this option 
in isolation will increase the size of the structural deficit and cause an even more severe 
budget deficit during the next economic downturn. 
 
Given the current volume of taxable sales, a one cent increase in the sales tax rate (i.e. 
raising the state rate from 5 percent to 6 percent) would raise just more than $1 billion in 
tax revenue for the state.  If the state wanted to share the increase with the counties and 
municipalities that are also experiencing record budget shortfalls, the net increase to the 
state would fall to roughly $800 million. As the economy recovers, the boost to revenue 
from a one cent increase in rate will rise (apart from inflation and population growth). 
 
This revenue projection assumes no change in purchasing activity due to the increase in 
tax rate. Given the lack of options to avoid the tax increase ð few Arizona residents will 
travel to another state to purchase goods ð and the small magnitude of any tax increase 
(e.g. for an item retailing for $100, the stateôs general sales tax would rise from $5 
currently to $6), the negative effect on retail sales from a tax increase is expected to be 
very slight. 
 
Tax rates and revenues were projected based on the goal of increasing General Fund 
revenue by $1 billion in fiscal years 2010 and 2011, $750 million in 2012, and $250 million 
in 2013. After that, collections will be reduced to below what they would be if the rate were 
5 percent in order to achieve a net decrease in tax collections over time. 
 
The projections assume that the annual growth rate of nominal taxable sales over time will 
be equal to the sum of a 1.4 percent gain in real per person sales, 2.5 percent inflation, 
and the population growth rate. The stateôs ñofficialò population projections indicate that the 
population growth rate is projected to gradually fall from 2.8 percent in 2010 to 0.8 percent 
in 2050. A discount rate of 2.5 percent is assumed. 
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Assuming an increase in the sales tax is shared with Arizonaôs county and municipal 
governments, an increase in General Fund revenue of $1 billion in each of the next two 
fiscal years would require the sales tax rate to increase from 5 percent to 6.25 percent. A 
revenue gain in 2012 of $750 million would require a tax rate of about 5.85 percent; a rate 
of around 5.25 percent would produce nearly $250 million gain in 2013. If the rate was 
then reduced permanently to 4.8 percent, the revenue in 2014 would be approximately 
$200 million less than if the rate were the current 5 percent. The annual reduction in 
revenue would increase thereafter to reflect inflation, population growth, and gains in real 
per person expenditures. 
 
Using net present value analysis, it can be demonstrated that the increase in revenues 
between 2010 and 2013 would be nearly completely offset in 2026 by the permanent tax 
rate cut that takes effect in 2014. By 2040, cumulative revenues would be $4.7 billion less 
than if the state rate remained at 5 percent over this period.   It is on this basis that it is 
suggested that legislation structured along these lines could be passed by a simple 
majority vote of the Legislature, since the net effect of the bill in total would be a tax cut for 
Arizona.  
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Temporarily Increase the Individual Income Tax Rate, And Then 
Permanently Reduce the Rate 
 

This proposal increases the individual income tax rate for the four years that reduced 
government revenues are expected to last.  After that, the income tax rate will be reduced 
permanently below the 2008 rates.  Since the proposed net tax change is a tax reduction, 
this option may not require either the approval of the electorate or a supermajority of the 
Legislature. 
 
This option, designed as a short-run solution to the fiscal crises, would result in a 
permanent reduction in the individual income tax rate from the 2007 rates.  In 2007, 
Arizona ranked 39th in per capita income tax collections among the 41 states with income 
taxes, so our income taxes are low compared to other states ($511 per capita).  (Two 
additional states tax only dividends and interest income, not wages.)  There have been 
seven cuts in the individual income tax rates since 1993 and the tax cut proposed as part 
of this short-term solution would continue those decreases when fully implemented.  The 
income tax is an important component of an overall state tax structure because it alone 
can be used to mitigate regressive aspects of other state taxes.  Thus, the individual 
income tax and the rates/brackets should be reevaluated over the next few years as part of 
a comprehensive package of fiscal reform.  Possible individual income tax simplification 
proposals are examined elsewhere in this report. 
 
A portion of the individual income tax is shared with incorporated cities and towns via the 
Urban Revenue Sharing Formula, which distributes 15 percent of the individual income tax 
revenues that were collected two years previously.  Thus, increasing the individual income 
tax rate to generate additional revenues in fiscal year 2010 would not provide additional 
revenues to cities and towns until 2012.  Thus, this proposal would remove the additional 
income tax revenues from the Urban Revenue Sharing Formula (see the alternative below) 
and leave all additional revenue in the General Fund.   
 
Tax rates and revenues are based on the goal of increasing General Fund revenue by $1 
billion in fiscal years 2010 and 2011, $750 million in 2012, and $250 million in 2013.  After 
that, rates will be reduced below current rates in order to provide $200 million in tax cuts in 
2014.  Thereafter, the projections assume that the annual growth rate of taxable income 
over time will be equal to the sum of a 1.8 percent increase in real per capita income, 2.5 
percent inflation, and the projected population growth rate.  The stateôs ñofficialò population 
projections indicate that the population growth rate is expected to gradually fall from 2.8 
percent in 2010 to 0.8 percent in 2050.  A discount rate of 2.5 percent is assumed. 
 
An increase in General Fund revenue of $1 billion in each of the next two fiscal years 
would require a 31 percent increase in rates (from 2007 rates of 2.59, 2.88, 3.36, 4.24, and 
4.54 for each of the five brackets to rates of 3.39, 3.77, 4.40, 5.55, and 5.95 percent).  
These rates are similar to those that existed in 1994.  A revenue gain in 2012 of $750 
million would require tax rates 23 percent above 2007 rates and a gain in 2013 of $250 
million would require tax rates 7 percent above the 2007 rates.  If the rates were then 
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reduced permanently by 6.5 percent below the 2007 rates, revenues would be $200 million 
less in 2014 than expected levels.  The annual reduction in revenue would increase 
thereafter to reflect inflation, population growth and gains in real per person income.  Note 
that if incorporated cities and towns are ñheld harmlessò in 2014 when income tax rates are 
cut, the General Fund will lose more than $200 million.  
 
The increase in revenues in early years would be more than offset by the 2014 permanent 
tax rate by 2026.  By 2040, cumulative revenues would be almost $5 billion less than if the 
rates stayed at 2007 rates throughout the period.  
 
An alternative would be to a) increase the tax rates by an additional amount that would 
raise 15 percent to be distributed to cities and towns and b) create a temporary Urban 
Revenue Sharing formula that distributes this new temporary revenue without the two year 
lag in distribution. 
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Defer Elimination of Statewide Equalization Tax Payment and Scheduled 
Business Tax Cuts Until 2012 
 
The state equalization property tax payment (in support of the schools) was suspended for 
the 2006 though 2008 tax years (FY 2007 through FY 2009).  The estimated tax savings if 
it were continued in FY 2010 is roughly $250 million, which translates into an increased 
state appropriation for K-12 Basic State Aid.  With budget deficits of roughly $2 billion in 
FY 2009 and $3 to $3.5 billion in FY 2010 and FY 2011, now may not be the time to 
exacerbate our budgetary challenges by making this change permanent.   
 
Likewise, legislation enacted in 2007 (Ch. 258) accelerated the timeframe for reducing the 
assessment ratio on commercial and industrial (Class 1) property from the prior level of 25 
percent in 2005 to 20 percent by 2011.  Previously, Laws 2005, Ch. 302 had scheduled the 
Class 1 assessment ratio to decline from 25 percent to 20 percent over a 10-year period 
ending in 2015.  Ch. 258 also accelerated the depreciation of business personal property 
in a way that also increases the state cost of K-12 basic state aid. 
 
The JLBC baseline budget assumes the State Equalization Tax (SET) levy is eliminated in 
FY 2010 and beyond.   The combination of the further decrease in the Class 1 assessment 
ratio and the permanent elimination of the Statewide Equalization Rate increases the 
Stateôs cost of K-12 Basic State Aid by over $300 million.  Given the size of our deficits 
and the fact that it would take legislative action to further extend the SET tax break should 
make this an easy decision for policymakers struggling to balance the budget.  By placing 
Class 1 property back on the original schedule for being reduced to 20 percent by 2015, 
and by making the SET elimination permanent beginning in 2012, the budget deficit can be 
reduced by roughly $300 million over each of the next three fiscal years.   
 
Making elimination of the SET permanent in 2012 could be made part of an overall tax 
package of structured increases and decreases in taxes, and might further solidify such a 
bill as a non-Prop 108 bill that may be enacted through a majority vote of the Legislature. 
 
 
  



 

 

28 
 

 

Transfer Vehicle License Tax Revenues from Highway Use to General 
Government 
 

The option here is not to increase the Vehicle License Tax (VLT) rates; rather to transfer 
the funds from the State Highway Fund to the General Fund and/or remove the tax entirely 
from Highway User Revenue Funds (HURF). 
 
The VLT is an ad valorem tax levied on registered vehicles in the state. The tax is levied 
per $100 of a vehicleôs assessed value. For the first 12 months of the vehicleôs life, the 
assessed value is 60 percent of the manufacturerôs base retail price. For each subsequent 
year, the assessed value is 16.25 percent less than the previous year.  The rate per $100 
of assessed value is $2.80 for new vehicles and $2.89 for renewals. 
 
The VLT, as an ad valorem tax, is not a highway user fee.  The level of the VLT tax paid by 
an individual has nothing to do with highway use.  Rather, the tax is based on the value of 
the vehicle and is comparable to a property tax on motor vehicles.  These types of taxes 
were originally designed to improve horizontal equity.  Property taxes on real property 
have been around for a long time, but not everyone chooses to allocate their money the 
same way.  Some people prefer to own vehicles instead of owning real property.  By 
imposing a tax on the value of vehicles, then two individuals with similar incomes and 
wealth ï one who purchases real estate and one who purchases vehicles ï are treated 
equitably.  Because vehicles tend to depreciate over time, the VLT tax is imposed on a 
depreciating assessed value of the vehicle. 
 
Article IX, Section 14, of the Arizona Constitution explicitly says that all fuel taxes, licenses 
and registration fees associated with motor transport be earmarked for highways 
(construction, state traffic enforcement, bond payments, etc.).  The VLT is explicitly 
excluded from being earmarked for highways in the constitution because it is unrelated to 
highway use and is intended to be a tax on personal property and, as such, should be 
spent for general government purposes.   
 
In the late 1990s, the General Fund received a substantial portion of the VLT tax. In 
FY1998, total VLT collections were approximately $587 million and the General Fund 
received almost 29 percent, or $168.8 million.  The tax rate was decreased and the 
sharing formulas were changed in the Laws of 1998 and 1999.  HURF and local 
governments were ñheld harmlessò with regard to the tax cut so the combined impact of 
the changes was to virtually eliminate the VLT from General Fund revenues. 
 
In FY2008, collections from the VLT were approximately $859 million and the General 
Fund received less than $2.3 million.   Of total VLT collections, $662 million is ultimately 
distributed to local governments, including money distributed directly from VLT for General 
Fund purposes (close to half of $859 million) and money distributed through HURF for 
transportation purposes.  Of the $385 million deposited into HURF, $176 million was 
deposited into the State Highway Fund and the rest was shared with state and local 
government entities for highway purposes. 
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Assuming no change in collections from the VLT from 2008 through 2010, approximately 
$176 million can be transferred to the General Fund from the State Highway Fund.  If 
additional funding is needed, up to $385 million of VLT collections deposited into HURF 
could be set aside through changes in the VLT distribution formulas and deposited into the 
General Fund.   
 
Whether just VLT money in the State Highway Fund is transferred to the General Fund or 
whether the VLT is completely removed as a source of highway funding and dedicated to 
general government purposes, the loss in highway-related revenues should be made up 
through increases in other highway-related taxes, fees and licenses.   
 
In addition, all highway taxes that are imposed on a per license, per vehicle, per gallon 
basis should be indexed to the Consumer Price Index (CPI) and be adjusted every one to 
three years.  For example, the current $0.18/gallon tax rate on motor vehicle fuel 
(gasoline) was set in 1990.  The CPI increased almost 68 percent over this period.  Had 
the motor vehicle fuel tax rate increased accordingly, the current rate would be 
$0.30/gallon and revenues from that tax alone would have been almost $350 million higher 
in 2008, assuming no change in gallons consumed as a result of the higher tax.  The tax 
on use fuel (primarily diesel) for large commercial vehicles was $0.18 in 1990 and 
increased to $0.26 in 2004.  This increase precisely matched the increase in the CPI for 
the 1990-2004 period, but it should be indexed to the CPI in order to sustain revenues 
needed for transportation over time.  Increasing the use fuel tax to $0.30 would raise $32 
million, assuming no change in gallons consumed as a result of the tax. 
 
According to the Census Bureau, Arizonaôs collections from highway-related taxes and 
licenses are also very low.  According to the Census Bureau, highway-related taxes and 
licenses include fees for title registration, license plates, vehicle inspection, vehicle 
mileage and weight taxes on motor carriers, highway use taxes and off-highway fees.  In 
2006, per capita collections by Arizona state and local governments (virtually all of these 
taxes are state-imposed in Arizona) were 54 percent less than the national average, 
ranking Arizona 49th in the nation.  Such fees could be doubled, raising a little more than 
$200 million, yet the state would remain just below the national average in terms of per 
capita collections.   
 
There are numerous opportunities to increase fees and other motor vehicle-related taxes 
for the transfer of the VLT to the General Fund.   
 



 

 

30 
 

 
Raising Monies through Sale-Leaseback Programs 
 

Investment markets are in disarray nationally and internationally.  With significant losses 
being reported in most asset classes, investors are looking for opportunities where the risk 
of asset loss is small and reasonable returns can be obtained.  A viable opportunity may 
exist where states can borrow against the value of their assets in a sale-leaseback 
program.  While limited in scope, states have entered into these agreements previously 
and are considering them now. 
 
Examples of actual or proposed public sale-leaseback programs. 
 

1. In 2006, Indiana leased the Indiana Toll Road for 75 years for $3.8 billion. 
2. Chicago entered into a sale-leaseback program in 2005 for the Chicago Skyway toll 

road, parking ramps and parking meters for $3.5 billion. 
3. Chicago has proposed leasing Midway Airport for $2.5 billion pending approval of 

the FAA. 
4. Pennsylvania proposed leasing the Pennsylvania Turnpike for $12.8 billion over 75 

years, but investors withdrew when the Legislature failed to act. 
5. In Minnesota, lawmakers are pushing to privatize the Minnesota-St. Paul 

International Airport and the state lottery.  If approved, it is estimated that the airport 
could generate $2.5 billion and the lottery could generate $500 million. 

6. Massachusetts lawmakers are considering putting the Massachusetts Turnpike in 
private hands.  That could bring in upfront money while also saving on highway 
operating costs. 

7. In New York, a commission has been appointed to look into leasing state assets, 
including the Tappan Zee Bridge north of New York City, the lottery, golf courses, 
toll roads, parks and beaches. 

 
Sales-leaseback programs can be constructed in a variety of ways.  Conceptually, the 
state is exchanging the receipt of money now with the commitment of repaying that money 
with interest over a period of years to the investor.  The asset acts as collateral that can 
continue to be used, but insures that future payments are made by the state. 
 
There are investment companies willing to consider sales-leaseback programs for state 
and local governments that are based upon either the value of the land or the buildings or 
both asset classes.  In economic circumstances such as the present, a sales-leaseback 
program is worth considering as a ñstop-gapò measure. 
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Consider Additional ñRolloverò of State Payments for Higher Education 
and AHCCCS 
 
Historically, on occasion, the Legislature has implemented a strategy of moving the timing 
of the June K-12 Basic State Aid payment into July as a means of helping to balance the 
state budget.  This effectively moves the payment into the next fiscal year, meaning the 
state only has to account for 11 state aid payments in the first year, but would have to 
account for 13 payments in the following year.  However, if the so-called ñrolloverò payment 
is continued in the second year, there would be only 12 payments until such time when the 
ñrolloverò is reversed. 
 
Currently, the state is operating with a double ñrolloverò of K-12 state aid payments, having 
deferred both the May and June payments into July and August.  As a consequence, the 
state has an unfunded obligation of over $600 million that will have to be reversed at some 
future time. 
 
Other state payments eligible for ñrolloverò include the June payment to the stateôs three 
universities and the medical payments to providers under the Arizona Health Care Cost 
Containment System (AHCCCS) program (state managed health care to working poor and 
indigent populations).  The state could potentially push some $160 million into a future 
fiscal year with a ñrolloverò of June payments into July. 
 
One critical aspect of any such consideration, however, is to analyze the stateôs cash flow 
(State Treasurerôs Office), to be sure that any such ñrolloverôsò are manageable within the 
stateôs constrained cash position. 
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Do Not Cut Positions in Revenue-Producing Agencies Like the 
Department of Revenue and the State Land Department 
 

In the midyear cuts for FY 2009, some 200 positions were reportedly eliminated from 
ADOR.  The State Land Department was also cut.  The Legislature should consider having 
these agencies self-funded through a portion of the revenues they generate.  Their 
budgets would still be subject to Legislative appropriation, but should be removed from 
General Fund appropriations in order to insulate these agencies from budget cuts at a time 
when we need these agencies to produce more, not less, revenues.   With Governor 
Brewer just announcing a Tax Amnesty program for Arizona, the staffing reduction at 
ADOR seems counter-intuitive to what needs to be accomplished when revenues are 
falling so far short of estimates. 
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Long-Term Options to Strengthen State Government Finances 
 
 

Modify the Operation of the Budget Stabilization Fund 
 

A rainy-day fund is designed to set aside revenue during times of strong economic growth 
to be spent during periods of weak growth or recession. Because of the severe cyclicality 
of the Arizona economy and the heavy use of cyclical revenue sources, General Fund 
revenue collection in Arizona is more cyclical than in the average state, making the 
existence of a rainy-day fund of particular importance in Arizona. 
 
When the economy is strong, use of a rainy-day fund helps control public expenditures by 
setting aside, rather than spending, excess revenue. Continued public spending during a 
recession using rainy-day monies helps mitigate the impact of a recession. With an 
adequately designed and funded rainy-day fund, the cyclical loss of revenue during an 
economic downturn that leads to difficult spending decisions and the hardships caused by 
budget cuts could be largely avoided. 
 
The Arizona Legislature created a Budget Stabilization Fund (BSF) in 1990. It was capped at 
15 percent of the General Fund with transfers to and from the BSF -prescribed by a formula 
based on economic growth rates. However, the cap was reduced to 7 percent, and fund 
transfers rarely have been in line with the formula. 
 
Arizonaôs rainy-day fund has not come close to meeting the needs in either of the recessions 
since the BSF was created. Simulations of the operation of the BSF going back to the early 
1970s reveal two primary weaknesses in the current BSF statute: 

 Capping the BSF at 7 percent of the General Fund provides a very inadequate amount 
of monies to transfer to the General Fund during a typical economic downturn. Even a 
15 percent cap does not guarantee that the BSF will have enough funds in a long and 
deep economic recession. 

 The existing formula does not transfer nearly enough monies to the BSF during years 
of strong economic growth for the fund to reach a 15 percent balance before the next 
economic downturn. 

 
Further, over the last 15 years, the Legislature has reduced the effectiveness of the BSF 
through statutory changes, used the fund for other purposes, and made ad hoc rather than 
formula-recommended transfers to and from the fund. The operation of the budget 
stabilization fund can be viewed as a budgeting procedure not needing legislative oversight. 
The existing statute could be changed in either of two ways: 

 Specify the operation of the BSF in the state constitution rather than in statute. 
Constitutional provisions that transfers to and from the fund be made automatically 
without legislative action and that the BSF be allowed to attain at least 15 percent of 
General Fund revenue would ensure the effectiveness of the BSF. 
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 Tighten the statutory language by having the Economic Estimates Commission 
annually proclaim the required fund transfer, with the Legislature forbidden to alter the 
funding except in an emergency and as approved by a three-fourths vote. 

 
Even if the BSF attains a 15 percent balance during each economic expansion, revenue-
expenditure imbalances could still occur during economic downturns. A severe economic 
downturn could cause revenue to drop so much for such a long period of time that the BSF 
could be exhausted before cyclical deficits disappear. The likelihood of this possibility has 
been increased due to changes in the revenue mix implemented since the early 1990s that 
have increased the volatility and decreased the responsiveness of the revenue stream. 
 
The BSF balance also will be inadequate to deal with budget deficits if decisions to increase 
expenditures without creating a new funding source and/or to reduce taxes without adopting 
associated spending cuts continue. Indeed, Arizonaôs current budget deficit is due more to a 
structural than cyclical deficit. A rainy-day fund cannot overcome a structural deficit. However, 
had the BSF cap not been reduced in the mid-1990s, then some of the tax cuts implemented 
since then might not have occurred and the current structural deficit would not be as large. 
 
In addition to cyclical swings in revenue that can be resolved by a properly designed BSF, the 
state also experiences fluctuations in expenditures. Some of this variability is not easily 
predicted: judicial decisions sometimes order the state to expend funds, and some programs 
(such as alternative fuels) experience unexpected expenses. This suggests that a contingency 
fund (much smaller in size than the BSF) under the discretion of the Legislature be created. 
Monies could be transferred to the contingency fund during periods of strong economic growth 
when a surplus remains even after the formula-specified transfer to the BSF. 
 
Some expenditure fluctuations are predictable. The loss of jobs and income that occur during 
recessions ð which are inevitable ð results in increased demands on health and welfare 
programs such as the Arizona Health Care Cost Containment System (AHCCCS) during each 
downturn. An additional contingency fund could be used to smooth out these cyclical 
fluctuations in expenditures. Alternatively, this function could be added to the design of the 
BSF. If so, the size of transfers to and from the BSF would need to be increased and the cap 
would need to be raised beyond 15 percent. 
 
In years in which surpluses remain even after standard and supplemental transfers to the 
rainy-day fund and other contingency funds, two options exist: a rebate to taxpayers or one-
time spending. The existence of a surplus should never prompt a permanent tax cut or 
spending increase. Any future permanent tax reductions should be accompanied by a 
permanent reduction in spending and any future spending increase should be accompanied 
by a permanent increase in revenue. 
 
In summary, the following actions are proposed: 
 

1. Increase the cap of the BSF to at least 15 percent. 
2. Change the funding formula so that substantially more monies are transferred to the BSF 

during periods of strong economic growth. 
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3. Either tighten the statutory language or place the operation of the BSF into the 
Constitution. 

4. Create another contingency fund to deal with unexpected funding needs. 
5. Either create a third contingency fund to deal with cyclical expenditure needs in health 

and welfare or expand the size and role of the BSF. 
6. Eliminate the existing structural deficit. 
7. Do not create a new structural deficit: do not increase spending without increasing 

revenue and do not reduce taxes without reducing spending. 
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Expand the Sales Tax Base and Lower the Tax Rate 
 
As it is currently structured, Arizonaôs general sales tax compares poorly against fiscal guiding 
principles.  Its narrow base ð primarily nonfood goods ð introduces cyclicality in the revenue 
flows, lowering stability and predictability. The taxôs responsiveness to economic growth is 
poor since it does not include many services that are growing in popularity. Its efficiency is 
poor given its high and variable state and local rate by jurisdiction and its narrow base. The 
high state and local tax rate hinders economic competitiveness by raising the cost of doing 
business ð since some purchases by businesses are taxed as well as those by individuals. 
The large number of exemptions negatively affects neutrality and horizontal equity, and 
vertical equity is poor because of the high regressivity. Finally, the general sales tax is highly 
complex given all of the exceptions and the fact that the Legislature allows municipalities to 
establish differing tax rates and taxable activity by community.  For example, while the state 
rate has not been applied to the purchase of food for home consumption for nearly three 
decades, there are municipalities that apply a tax of up to 3 percent on food. 
 
The Arizona Department of Revenue in ñThe Revenue Impact of Arizonaôs Tax Expenditures 
FY 2007/08ò estimated that approximately $10 billion in additional revenue could be raised at 
a 5 percent tax rate if all sales tax exemptions and preferential tax rates were ended. This is a 
conservative figure in that no information is available to estimate the revenue impact in many 
categories. However, some of the largest dollar effects are from exemptions that likely should 
not be eliminated, such as sales of articles to be incorporated into manufactured goods, health 
care, business services, professional services, and wholesale trade. Still, the potential 
revenue enhancement from taxing some services and by removing certain other exemptions 
reaches into the billions of dollars. 
 
A complete list of the possible options for extending the sales tax is not available, as certain 
categories are not included in the Department of Revenue report. Among the most likely 
candidates are taxing personal services, educational services, and auto repair (estimated 
revenue of $199 million), wages and salaries for labor employed in construction ($772 million), 
food to be consumed at home ($687 million), and commercial leases ($413 million). While the 
sum of the estimated revenue from these sources exceeds $2 billion, the General Fund 
portion would be about $1.6 billion after revenue sharing. Actual figures might be marginally 
less since the imposition of a sales tax might cause slight reductions in the demand for the 
newly taxed services. 
 
The net gain in revenue would be less if low-income tax credits were adopted to lessen 
regressivity. Such tax credits would be especially important if food to be consumed at home is 
taxed. With properly administered low-income tax credits, low-income households could be 
unaffected by new taxes on services and food. 
 
If the expansion of the sales tax base were undertaken with the objective of raising no new 
money, the 5 percent state sales tax rate could be reduced to approximately 3.67 percent. 
Alternatively, the tax rate could be reduced while still raising additional revenue. For 
illustration, if the statewide tax rate were reduced from 5 percent to 4.4 percent, General Fund 
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collections would increase by approximately $860 million from the expansion of the base as 
described above. Including the Proposition 301 tax rate of 0.6 percent, the combined general 
sales tax rate would be 5 percent. This is a 10.7 percent reduction in tax rates that all current 
retailers would experience. 
 
Arguments that a tax on services will hurt small businesses fail to acknowledge the inherent 
inequities that prevail today between small retailers (currently taxed) and small service 
providers (not currently taxed). Furthermore, all businesses that purchase goods subject to 
the sales tax would benefit from a lower tax rate. 
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Adopting a Simplified Personal Income Tax With Flat or Graduated Tax 
Rates 

 

The key provision of this proposal is to simplify Arizonaôs personal income tax by 
eliminating all deductions, additions and subtractions to income. Instead, standard 
exemptions will be increased and the state tax will be based strictly on federal adjusted 
gross income. The calculation of the tax due could be done through either a flat tax rate or 
a graduated tax rate, in which the tax rate rises with income. 
 
Summary of Flat Tax and Graduated Tax Options 
Five options were considered. The first two use a flat tax rate, with standard exemptions 
differing between the two options. The other three options use some form of a graduated 
tax rate. The first two of these graduated tax options correspond to the two flat tax options. 
 
A brief summary of the results for in-state tax filers relative to the actual taxes paid in 2007 
follows; details are available in the Appendix. The data source is the Arizona Department 
of Revenueôs abstract of all tax returns filed in the 2007 calendar year. Results will vary 
when the tax abstracts for more recent years become available. All results should be 
verified with the DOR income tax model. 
 
1. Flat tax with $20,000 in exemptions for a family of four: a standard exemption of $7,500 
($15,000 for a married couple filing jointly) and a deduction of $2,500 per dependent. 
In order to hold revenue roughly equal to the actual figure, the tax rate is 2.78 percent. The 
total number of tax filers is greater than in the status quo: fewer at the lowest incomes but 
more at all other incomes. The average tax burden rises for those with incomes between 
$15,000 and $200,000, particularly for those from $30,000 to $150,000, and falls for 
others. For those earning more than $500,000, a large decrease occurs. About $325 
million in tax burden is transferred from very high-income to other taxpayers. 
 
2. Flat tax with $40,000 in exemptions for a family of four: a standard exemption of 
$17,000 ($34,000 for a married couple filing jointly) and a deduction of $3,000 per 
dependent. 
In order to hold revenue roughly equal to the actual figure, the tax rate is 3.58 percent. The 
total number of tax filers is much less than in the status quo: fewer at incomes of less than 
$40,000 but more at higher incomes. The average tax burden rises for those with incomes 
between $50,000 and $500,000, especially for those between $75,000 and $200,000. 
Taxes are lowered especially for those with incomes less than $25,000 and more than $1 
million. However, the transfer in tax burden from very high incomes is less than in the first 
option at $90 million. Thus, this is seen as a more acceptable option than option 1. 
 
3. Graduated tax with $20,000 in exemptions for a family of four. 
Actual effective tax rates by income bracket were the starting point for determining the new 
rates, but existing rates had to be adjusted up to raise equivalent revenue to that actually 
received because of the increase in the size of the standard exemptions. The number of 
tax filers and the adjusted gross income is the same as in option 1. While many sets of 
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graduated rates could be created, the illustrated rates hold the effective rate in the highest 
tax bracket equal to the actual rate. The effective tax rate gradually rises from 1.5 percent 
to 4.0 percent. The effect is a tax decrease for those earning less than $50,000 and little 
change in the tax due in the higher income brackets. Despite the net decrease in taxes 
due by income bracket, more filers must pay taxes than under the existing tax code so that 
total revenue is as high as the actual figure. 
 
4. Graduated tax with $40,000 in exemptions for a family of four.  
The number of tax filers and the adjusted gross income is the same as in option 2. 
Because of the large size of the standard exemptions, it is not possible to achieve a 
solution where the average tax due is no higher than under the actual tax code for all tax 
brackets without applying a higher tax rate for low-income than high-income earners. Thus, 
this option is inferior to option 3. 
 
5. A two-tiered rate with $30,000 in exemptions for a family of four: a standard exemption 
of $12,000 ($24,000 for a married couple filing jointly) and a deduction of $3,000 per 
dependent. 
The number of tax filers declines, though not by as much as in option 2. The number 
decreases through incomes of $30,000 and rises at higher incomes. The tax rate is 2.8 
percent up to an income of $200,000. The marginal rate then becomes 4.1 percent. The 
effective tax rate is 2.8 percent through $200,000, then gradually rises to 4.02 percent for 
those with incomes of at least $1 million. The results are similar to those of multi-tiered 
option 3, except that a small tax increase occurs among those with incomes between 
$50,000 and $150,000.  
 
Effect on Regressivity 
Most taxes are regressive: as a percentage of income, low-income households pay more 
than high-income households. The existing income tax is an exception; it is progressive, 
and is intended to be so in order to offset some of the regressivity of other taxes. 
 
Yet, net regressivity remains within Arizonaôs tax system. According to the annual study of 
state and local government tax burden produced by the Government of the District of 
Columbia, the tax burden in Arizona is much higher at the lowest income than at higher 
incomes, both as a percentage of income and in relationship to other states: 
 

2007 DISTRICT OF COLUMBIA TAX BURDEN STUDY 
STATE AND LOCAL GOVERNMENT TAXES IN PHOENIX, ARIZONA 

 

 Household Income 
 $25,000 $50,000 $75,000 $100,000 $150,000 
Rank Among 51 óStatesô      
Total Taxes 17 42 44 42 41 
Total Taxes as a Percentage of 
Income 

     

Total 12.6% 6.8% 6.8% 7.2% 6.9% 
Difference from Average State 0.7 -2.0 -1.9 -1.7 -2.1 
Difference from Median State 1.2 -2.0 -1.7 -1.7 -2.4 



 

 

40 
 

 
The DC data are for 2007, matching the income tax data used in the flat tax and graduated 
tax options. 
 
At the income ranges included in the DC study, the effect of replacing the existing income 
tax with option 2 (the second flat tax option) will be to marginally reduce the tax burden at 
$25,000, but to slightly raise the burden at the $75,000 through $150,000 income levels. 
However, at much higher incomes, the tax burden will drop. 
 
The effect of option 3 (the first graduated tax option) will be to marginally reduce the tax 
burden at the lowest income and essentially have no effect at other incomes. 
 
Fiscal System Guiding Principles 
The guiding principles listed below were developed based on multiple inputs, including 
drafts of the Citizens Fiscal Review Commission (CFRC) guiding principles, the Fiscal 
2000 principles, the literature review, and comments made at CFRC Technical Advisory 
Committee meetings. Nationally, general agreement exists regarding the guiding 
principles, but the list of principles can be organized and grouped in a number of ways and 
the terminology and definition of terms vary. The principles listed below are ordered from 
the broadest considerations to more micro concepts. 
 
The sufficiency of revenue aspect of the first principle is beyond the scope of this report. 
However, adequate revenue is absolutely critical to a well-functioning fiscal system. 
 
  1. Accountability: Link revenues and expenditures. 

 Determine the desired level of expenditures per program, then raise sufficient 
revenues to meet the targeted spending levels on an ongoing basis. 

 Changes to the revenue system (such as reductions in tax rates and elimination of 
revenue sources) should be matched by a commensurate change in expenditures. 

 Funding of new programs and changes in the funding level of existing programs 
should be matched by a change in revenues of a corresponding magnitude. 

 Capital expenditures generally should not be paid out of the operating (general) 
fund. 

 
  2. Stability: The revenue system should minimize year-to-year fluctuations in revenues 
over the economic cycle. 

 Multiple revenue sources should be employed, including taxes, user fees, and 
federal revenues. Income, wealth, consumption, and transactions all should be 
taxed. 

 An adequately funded Budget Stabilization Fund should be used to offset the 
inevitable cyclical fluctuations in revenues. If revenues in a year exceed 
expenditures and the predetermined payment into the Budget Stabilization Fund, 
the excess either should be placed in a rainy day fund or rebated; permanent 
changes to the tax code should not be made. 
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  3. Responsiveness: The revenue system should produce revenues that keep pace with 
long-term growth in the stateôs economy. 

 The growth of government generally should be targeted to keep pace with economic 
growth (population plus inflation plus real per capita economic gains). 

 The system should be designed to collect revenues from expanding activities. 

 Over time, the system should be updated as necessary to keep pace with changing 
technology, economic mix, and societal structure. 

 
  4. Predictability: A stable and responsive revenue system produces a predictable stream 
of revenues, benefiting taxpayers and policymakers. 

 The revenue system should be designed based on these guiding principles, then 
changed only as necessary to keep pace with changing technology, economic mix, 
and societal structure. Frequent ad hoc changes negatively affect predictability as 
well as other guiding principles. 

 An adequately funded Budget Stabilization Fund greatly enhances predictability. 
 

  5. Efficiency: Revenue policy should have minimal impacts on economic behavior. 

 Revenue sources should be broad based with low marginal tax rates. 

 Revenue collections should be matched to public benefits to the extent possible. 
 
  6. Competitiveness: Revenue policies should promote economic vitality and prosperity. 

 The division of the revenue burden between businesses and individuals should be 
equitable. 

 The revenue system should be consistent with that of other states to minimize 
disincentives for investment. Particular attention should be paid to policies affecting 
basic (export) industries. 

 
  7. Exportability: The revenue system should be designed to tax nonresidents as well as 
residents. 

 Taxes paid by tourists, seasonal residents, and other nonresidents as well as by 
residents should be utilized. 

 Taxes and user fees that particularly target visitors also should be employed. 
 
  8. Neutrality: Differential treatment of similar economic activities should be minimized. 

 The use of tax credits and exemptions should be limited. 

 Tax credits and exemptions should be periodically evaluated to determine if they 
contribute to economic development and the common good. 

 
  9. Horizontal Equity: Revenue policies should treat people of equal means similarly. 

 The definition of ñequal meansò may vary by revenue source, such that the 
evaluation of horizontal equity needs to be made by source. 
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10. Vertical Equity: The overall tax structure should minimize regressivity. 

 Tax payments as a proportion of income should not be higher for those with lower 
incomes than other taxpayers. 

 Some fiscal experts contend that the overall tax structure (including federal taxes) 
should be progressive, with tax payments as a proportion of income rising with 
income. 

 
11. Simplicity: The revenue system should be designed to minimize compliance and 
administrative costs. 

 The revenue system should be easily understood by affected businesses and 
individuals and should minimize compliance costs. 

 Revenue rules should be easy to administer by government agencies and should 
minimize administrative costs. 

 
In the following tables, the performance of Arizonaôs personal income tax relative to these 
guiding principles is evaluated based on the existing tax code and on the proposed 
changes to a flat tax or to a graduated tax. Neutrality, horizontal equity, and simplicity is 
improved in both the flat tax and graduated tax options.  
 
The tradeoff between the flat tax and graduated tax is largely one of competitiveness 
versus vertical equity. Competitiveness is improved in the flat tax option but not the 
graduated tax option ð but competitiveness already is good. Vertical equity will be 
lessened in the flat tax option while improved in the graduated rate option. In addition, the 
flat tax option will result in a modest improvement in stability and predictability. 
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A QUALITATIVE ASSESSMENT OF THE PERSONAL INCOME TAX 
RELATIVE TO THE GUIDING PRINCIPLES 
 
AS CURRENTLY STRUCTURED IN ARIZONA 
 

Guiding Principle Evaluation Comments 
  2. Stability and 
  4. Predictability 

Poor Cyclical 

  3. Responsiveness Good  

  5. Efficiency Good  

  6. Competitiveness Good Low tax burden 

  7. Exportability Poor Applies only to those earning income in Arizona 

  8. Neutrality Poor Many credits 

  9. Horizontal Equity OK  

10. Vertical Equity Good But not as progressive as in many states 

11. Simplicity OK The federal code is very complex but the state does not add 
significantly to the complexity 

 
AS SIMPLIFIED, WITH FLAT TAX RATE 
 

Guiding Principle Evaluation Comments 
  2. Stability and 
  4. Predictability 

Poor Modest improvement will be realized by reducing the share of 
taxes collected from the highest income earners, who have the 
most volatile incomes 

  3. Responsiveness Good  

  5. Efficiency Good  

  6. Competitiveness Very Good Improved due to a reduction in the marginal tax rate 

  7. Exportability Poor  

  8. Neutrality Good Improved due to the elimination of tax credits 

  9. Horizontal Equity Good Improved due to the inability of some taxpayers to largely or 
wholly avoid the tax 

10. Vertical Equity OK Worsened: progressivity is lost through the use of a flat tax 
rate, which is only partially mitigated by an increase in the size 
of the standard exemption 

11. Simplicity Very Good Improved: while the federal code remains very complex, the 
state code is made as simple as possible 

 

AS SIMPLIFIED, WITH GRADUATED TAX RATES 
 

Guiding Principle Evaluation Comments 
  2. Stability and 
  4. Predictability 

Poor  

  3. Responsiveness Good  

  5. Efficiency Good  

  6. Competitiveness Good  

  7. Exportability Poor  

  8. Neutrality Good Improved due to the elimination of tax credits 

  9. Horizontal Equity Good Improved due to the inability of some taxpayers to largely or 
wholly avoid the tax 

10. Vertical Equity Very Good Improved: progressivity is maintained through the use of 
graduated tax rates and is improved because of increase in 
size of the standard exemption 

11. Simplicity Very Good Improved: while the federal code remains very complex, the 
state code is made as simple as possible 
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Provide a Funding Source for School Construction and Renovation 
 

When the ñStudents FIRSTò program was enacted nearly a decade to go, the cost of 
constructing new schools and renovating existing schools was shifted from local property 
taxes (not equalized) to the state General Fund.  Several hundred million dollars of 
expenditures were shifted to the state without a funding source.  Since then, the state has 
used both revenue bonds and ñpay-as-you-goò financing to fund the obligations of the state 
School Facilities Board (Students FIRST).  
 
The development of Students FIRST was in response to a lawsuit and was enacted under 
the watchful eye of the State Supreme Court.  Therefore, any alternative funding strategy 
would have to address the fundamental basis for the lawsuit and the courtôs involvement.  
One option that would return funding of the school capital program to the property tax, but 
likely pass Constitutional muster, would be to levy a statewide secondary property tax rate 
on all properties, based upon a uniform assessment ratio (business and residential 
property being assessed at the same assessment ratio, say 10 percent). 
 
As suggested elsewhere in this report, the decision of whether to fund new construction 
through revenue bonds or on a ñpay-as-you-goò basis could be left for future legislatures to 
decide.  However, the tax rate could be started lower and stepped up over time, if revenue 
bonds are used.  
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Widen the Use of Bonding for School Construction and Other Capital 
Projects 

 

In 1998, the Legislature adopted ñStudents FIRST,ò in which the state General Fund is used to 
fund capital needs of school districts. In most years since the passage of this legislation, the 
General Fund expenditures for school capital needs have been between $300 million and 
$500 million. 
 
This funding mechanism violates the accepted fiscal principle that short-term expenses that 
benefit current taxpayers should be funded with immediately available revenue, but that long-
term capital investments that will benefit generations of taxpayers should be funded through 
long-term financing. Businesses and individuals alike follow this principle. The 
purchase/construction of buildings and homes by businesses and individuals are financed 
using long-term debt unless the purchaser is wealthy (and frequently even then long-term debt 
is used). 
 
Failure to employ the capital markets in this fashion leaves the private sector with a 
suboptimal number of completed projects and an underutilization of financial resources. 
Indeed, economies with poorly functioning capital markets languish because it is not possible 
to fund major capital items without long-term financing. In contrast, advanced economies with 
access to efficient, freely functioning capital markets flourish by using financing for capital 
expenditures. This is one of the key distinctions between developed and Third-World 
economies. 
 
The basic principle of efficient capital budgeting applies to the decision to put public 
infrastructure in place, be it in the form of public highways, prisons, elementary and secondary 
schools, water treatment facilities, or university buildings. To minimize costs and maximize 
public benefit, policymakers should make building decisions that consider the advantages of 
access to capital markets. A newly constructed school yields direct benefits (analogous to net 
revenue in the private sector) to students over the life of the school and indirect benefits to 
society that span generations. Similarly, roads deliver benefits over their lifetime of use. These 
benefits accrue to people who have yet to move to Arizona and to future generations, that is, 
future but not current taxpayers. 
 
Debt financing is an appropriate mechanism for public capital investments because the 
benefits of the new physical capital extend far beyond the year in which the facility is 
constructed. For example, financing a school over its lifetime is an efficient way of matching 
benefits to costs in the same manner that private-sector firms match future net revenue to 
continuing debt service. Failure to utilize debt financing is unfair to current taxpayers ð 
especially the elderly who may not live to realize the benefits ð and inefficient since a 
suboptimal amount of public infrastructure is put in place to serve current and future needs. 
 
However, a rationale for Students FIRST is that from a statewide perspective, the construction 
and renovation of schools is an ongoing requirement that does not vary much from year to 
year. In the long term, the debt repayment of the bonding option likely will equal or exceed the 
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annual outlays of the current funding mechanism. That is, the freeing up of cash in the 
General Fund will be substantial in the first year that bonding is used, but will gradually decline 
over time. 
 
A compromise that accepts this rationale but also considers the strong cyclicality of General 
Fund revenues is to use the existing funding mechanism in years of strong economic growth 
but to automatically use bonding whenever economic growth slows. Suppose that since fiscal 
year 1999, school construction had been paid in cash out of the General Fund during years 
when the Arizona economy grew rapidly. This spending obligation would have been removed 
from the General Fund in other years, with debt financing used to fund construction in fiscal 
years 2001, 2002, 2007 and 2008. The accumulated savings from debt financing would have 
been nearly $1 billion, which would have reduced the budget deficit in those years. 
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Investigate Further Options for ñPrivatizingò Additional State 
Government Functions 
 

A long-term option that many state governments are considering is to partner with private 
sector employers in the provision of public-sector goods and services.  In many instances, 
the private sector performs similar work or can develop necessary expertise.  Where the 
function can be provided at lower costs, more quickly, or with improved customer service, 
using private-sector businesses can achieve numerous efficiencies. 
 
States, and all levels of government, have approached privatizing in various ways.  
Sometimes it is at the function level.  For example, data processing functions are often 
contracted out to large firms that have expertise and resources that are not readily 
available within public agencies.  Other functions range from printing and copying to the 
provision of accounting and auditing services.  Many of the internal business functions of 
state government are similar to the work of the private sector and therefore lend 
themselves to be outsourced. 
 
In other cases, it is not the individual business function that is privatized, but the complete 
operation.  For example, many states have contracted with private firms to provide prison 
services, K-12 education, or eligibility determination for human service programs.  These 
contracts cover the full range of functions and services to replicate or replace the public-
sector program. 
 
Arizona has a long tradition of privatizing its services.  For example, some prisoners who 
would otherwise be housed in a Department of Corrections facility are instead housed in 
private facilities both within and outside Arizona.  Elementary and secondary education is 
provided to nearly 100,000 students by over 450 charter schools in Arizona.  As well, 
eligibility determination for food stamps and other human services are provided under 
contract by a private provider, mirroring work performed by the Department of Economic 
Security. 
 
The challenge is determining the scope and magnitude of privatizing state government.  In 
some cases, it is a more efficient and cost-effective approach.  In other situations, the 
benefits are small or non-existent.  Each case needs to be evaluated on its merits.
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 Senate President Burns Letter of January 26, 2009 and FACT Response 
 

 Summary of ASU Reports by Dennis Hoffman and Tom Rex 
 

 Recommendations of 2003 Citizens Finance Review Commission 
 

 Comparison to Recommendations of the 2003 Citizens Finance Review Commission 
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