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PREFACE
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SUMMARY

Arizona’s revenue system has been modified many times over the years, but the changes have
occurred in a piecemeal fashion that has failed to recognize that each source of revenue is part of
a system—a revenue system that incorporates federal funding, state government revenues, and
revenues of local governments (counties, municipalities, school districts, and special districts).
Piecemeal changes to the revenue system often have had unintended consequences. For example,
becoming more reliant on a general sales tax with a narrow and outdated tax base has increased
the cyclicality of government revenues and has caused those revenues to grow more slowly over
the long term.

Further, the revenue system is only a part of the broader fiscal system that includes expenditures
and debt. The fiscal system has been largely ignored in Arizona, with changes to the revenue
system not being matched to changes in expenditures, and vice versa. For example, decreases in
tax rates without compensating reductions in expenditures have caused a fiscal deficit, as has the
addition of spending obligations without a revenue source. The result of the piecemeal changes
to the revenue system and the absence of a link between revenues and expenditures is a highly
dysfunctional fiscal system in Arizona, particularly the portion that relates to state government.

With a focus particularly on state government, this report proposes changes to the fiscal system.
These modifications are recommended regardless of the desired amount of revenue;
recommendations are specified for each of three revenue scenarios. The recommendations are
consistent with, but go beyond, those made by the Citizens Finance Review Commission in
2004. The proposed set of changes to the fiscal system were developed with all of the fiscal
system guiding principles in mind, but in particular address the revenue issues of economic
competitiveness and stability of revenues and the fiscal issue of accountability.

FISCAL SYSTEM GUIDING PRINCIPLES
Economists and public finance experts years ago reached consensus that a revenue system should
exhibit good performance against a set of guiding principles:

1. Stability: The revenue system should minimize year-to-year fluctuations in revenues over
the economic cycle.
e Multiple revenue sources should be employed, including taxes, user fees, and federal
revenues. Income, wealth, consumption, and transactions all should be taxed.
e An adequately funded budget stabilization fund should be used to offset the inevitable
cyclical fluctuations in revenues.

2. Responsiveness: The revenue system should produce revenues that keep pace with long-term
growth in the state’s economy.

e The growth of government generally should be targeted to keep pace with economic
growth: population plus inflation plus real per capita economic gains. (A system that is
responsive to population and inflation only, as suggested in some proposals for an
alternative tax and expenditure limit to that currently in the Arizona Constitution, would
result in a gradual reduction over time in government services and an inability of state
government to respond to emergencies, new technologies, and societal changes.)
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e The system should be designed to collect revenues from expanding economic activities.
e Over time, the system should be updated as necessary to keep pace with changing
technology, economic mix, and societal structure.

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

e The revenue system should be designed based on these guiding principles, then changed
only as necessary. Frequent ad hoc changes negatively affect predictability as well as
other guiding principles.

¢ An adequately funded budget stabilization fund greatly enhances predictability.

4. Efficiency: Revenue policy should have minimal impacts on economic behavior.
e Revenue sources should be broad based with low marginal tax rates.
e Revenue collections should be matched to public benefits. That is, the direct beneficiaries
of government services should pay for the cost of their provision to the extent possible.

5. Competitiveness: Revenue policies should promote economic vitality and prosperity.
e The division of the revenue burden between businesses and individuals should be
equitable.
e 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.

6. Exportability: The revenue system should be designed to tax nonresidents as well as
residents.
e Taxes paid by tourists, seasonal residents, and other nonresidents as well as by residents
should be utilized.
e Taxes and user fees that particularly target visitors also should be employed.

7. Neutrality: Differential treatment of similar economic activities should be minimized.
e The use of tax credits and exemptions should be limited.
e Tax credits and exemptions should be periodically evaluated to determine if they
contribute to economic development and the common good.

8. Horizontal Equity: Revenue policies should treat people of equal means similarly.
e The definition of “equal means” may vary by revenue source, such that the evaluation of
horizontal equity needs to be made by source.

9. Vertical Equity: The overall tax structure should minimize regressivity.
e Tax payments as a proportion of income should not be higher for those with lower
incomes than for other taxpayers.
e 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.

10. Simplicity: The revenue system should be designed to minimize costs of compliance and
administration.



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

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

Each of these 10 guiding principles is specific to the revenue system. However, revenues cannot
be examined independently from the rest of the fiscal system. Additional guiding principles
apply to a fiscal system. In particular, revenues and expenditures should be linked; this principle
is sometimes labeled as Accountability:
e Determine the desired level of expenditures per program, then raise sufficient revenues to
meet the targeted spending levels on an ongoing basis.
e 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.
e 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.
e Capital expenditures generally should not be paid out of the operating (general) fund.
A key component of accountability is transparency. Detailed reports of revenue sources and
amounts and reports of revenue uses and amounts should be readily available.

Another guiding principle of a fiscal system is intergovernmental complementarity. State
government revenues, expenditures, and debt do not comprise the fiscal system because of the
interactions between state government and local governments on one hand, and between the
federal government and state government on the other. In particular, state government needs to
consider the impact on local governments from changes in state statutes.

Arizona’s fiscal system compares unfavorably to the guiding principles. A qualitative assessment
relative to a system of best practices follows:

Guiding Principle Evaluation Comments

Stability and Poor Highly cyclical revenues, multiple changes to tax code, poor

Predictability use of rainy day fund, overemphasis on sales tax, little use of
more stable revenue sources

Responsiveness Poor Overemphasis on sales tax, whose collections lag behind
economic growth due to out-of-date code

Efficiency Poor Heavy reliance on certain taxes, some with high tax rates

Competitiveness Poor Heavy taxation of corporations and export businesses,

particularly through the property tax, though some business
tax reductions have been passed in recent years

Exportability Good Some of the tax burden is borne by nonresidents

Neutrality Very Poor Multiple tax credits and exemptions

Horizontal Equity Poor Credits and exemptions are a negative

Vertical Equity Poor Heavy and increasing reliance on regressive taxes

Simplicity Very Poor Considerable complexity in the tax code of each of the major
taxes

Accountability Very Poor Repeated violations of the link between revenues and
expenditures

Intergovernmental Poor Limited cooperation between state and local governments,

Complementarity and between the state and federal governments

3



REVENUE RECOMMENDATIONS
While the following recommendations are consistent with the fiscal guiding principles and with
the recommendations made by the Citizens Finance Review Commission in 2004, they
particularly emphasize two goals. First, the recommended revenue system directly supports an
economic development agenda. Accordingly, the revised tax structure is designed to shift some
of the tax burden away from the business sector, where job creation takes place, to individuals
who receive most of the direct benefits of public-sector spending. Second, the proposed revenue
system is more reliant on sources of revenue that are less volatile. The extreme cyclicality of
revenues during the last 15 years has in part been due to unusual economic cyclicality, but the
alterations to the state’s revenue base over that period also increased the volatility of the
revenues.

The adoption of a new revenue system is recommended regardless of the amount of revenue to
be collected, that is, whether or not revenue increases are desired to combat the persistent deficit
in the state government general fund. Three versions of the recommended revenue system are
presented:

e Scenario 1: revenue neutral

e Scenario 2: raise $1.2 billion (eliminate half of the persistent deficit through new

revenue)
e Scenario 3: raise $2.4 billion (eliminate the persistent deficit through added revenue)

To ensure that the revenue system is optimized relative to all of the guiding principles, changes
to the revenue system should be made on a comprehensive basis rather than in a piecemeal
fashion. Thus, the following recommendations do NOT constitute a list from which certain
changes can be selected and others rejected. The recommendations do not represent the only
possible set of improvements to the existing revenue system, but any alternative sets of
recommendations must consider the system as a whole and all of the guiding principles.

Based on the concept that the structure of the revenue system should be similar regardless of the
amount of revenue to be collected, most of the recommended changes are present in each of the
three scenarios. Tax rates vary by scenario to achieve the desired total revenue.

In the top graph of the summary chart on the next page, the amount of state government general
fund revenue per $1,000 of personal income that would have been collected under Scenario 1,
the revenue neutral scenario, is compared to actual collections and to what collections would
have been had no tax law changes been implemented during the 1990s and 2000s. Revenue
under Scenario 1 is more stable than revenue would have been had no tax changes been
implemented, rising less on a percentage basis between the 2003 trough and the 2006 peak, and
falling less from the 2006 peak through 2010.

Because of the multiple tax reductions implemented since the early 1990s, actual revenue per
$1,000 of personal income has fallen over time, making it difficult to compare to the revenues of
the other two lines, which do not display such a downward trend. However, in addition to falling
much more from peak to trough in each of the last two cycles, actual revenue rose more between
2003 and 2006 than in the other two lines, indicating that the tax law changes that were made
added volatility to the revenue stream as it existed in 1992.



SUMMARY CHART
ONGOING REVENUE PER $1,000 OF PERSONAL INCOME, ARIZONA STATE
GOVERNMENT GENERAL FUND, FISCAL YEARS 1992 THROUGH 2010
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Stability is gained in Scenario 1 largely by maintaining a low-rate, broad-based tax structure
throughout the period. In particular, the highly volatile revenue sources—sales and income
taxes—provide a lesser share of total revenue in Scenario 1, with more stable property taxes,
selective sales taxes, and nontax sources making up the difference. That same increase in
stability is experienced in Scenarios 2 and 3, as seen in the bottom graph of the summary chart.
Revenue in Scenario 2 is about 14 percent higher than in Scenario 1 in every year. Similarly,
revenue in Scenario 3 is roughly 14 percent higher than in Scenario 2 throughout the time series.

Thus, the proposed revenue system would achieve one of the primary goals, that of reducing the
volatility of government revenues. It is not possible to simulate the effects of the proposed
revenue system on economic development and economic competitiveness, the improvement of
which is another primary objective of modifying the revenue system. However, to the extent that
tax burdens have an effect on economic development and competitiveness, the proposed revenue
system provides lower taxes on businesses, particularly export businesses.

Property Tax
The net effect of all of the recommended changes to the property tax is to raise property tax
revenue in each of the scenarios, ranging from $365 million in Scenario 1 to $965 million in
Scenario 3. The share of total general fund revenue provided by the property tax would be
considerably higher than under the status quo in each scenario.

An increase in revenue from the property tax is recommended because the property tax produces
revenues that are more stable over the course of an economic cycle than the sales or income
taxes. In addition, it is underutilized in Arizona relative to the national average. However,
business property taxes should be lowered. The tax burden between homeowners and businesses
should be shifted to more equitably reflect the use of public resources and to enhance economic
development.

Residential property owners receive numerous breaks on their property taxes relative to
commercial and industrial property owners. First, the assessment ratio is 10 percent for
residential properties, but even after being recently reduced, it will be 20 percent for commercial
and industrial properties in 2011. Second, the total amount of property taxes collected on
residential properties for primary purposes cannot exceed 1 percent of the parcel’s limited
property value. Third, residential owners receive a “homeowner’s property tax rebate.” The
rationale for this rebate originally was to assist low-income homeowners, but the rebate was
applied to all residential properties.

As a result of these residential tax breaks, the residential property tax burden in most of Arizona
is less than half the national average. For example, in Phoenix, the typical property tax on a
moderately priced home is more than $1,000 per year lower than the national norm.

Eliminate the Homeowner’s Rebate and 1 Percent Cap

All scenarios. Since the property tax as applied in Arizona is regressive, low-income
homeowners should be protected from tax increases resulting from these actions. The first
$xx,000 of the assessed value of improved property (with the precise amount to be determined)
should be exempted from the tax.



Eliminate the Personal Property Tax on Business Equipment
All scenarios. The lost revenue from ending the business personal property tax should be offset
by the addition of a statewide property tax.

Reinstitute the Statewide Property Tax

All scenarios, with a higher rate in Scenario 3. Apply a uniform assessment ratio to residences
and businesses: the current residential rate of 10 percent is suggested. The revenue from the
statewide property tax should be dedicated to funding school construction and maintenance. In
scenario 3, funding for the School Facilities Board would be removed entirely from the general
fund.

Raise the Motor Vehicle License Tax Rate

Scenarios 2 and 3. Since it depends on the value of the vehicle, the license tax is considered to be
a property tax. The increase in revenue should be designated to go to the general fund, which
received funding from this source in the past.

General Sales Tax
The analysis of the sales tax in this report is relative to the permanent state sales tax rate, not to
the temporarily higher tax rate that is in place from June 2010 through May 2013 (additional
revenue to the general fund realized from July 2010 through June 2013). The net effect of the
sales tax recommendations is to lower sales tax revenue by $670 million in Scenario 1, to leave
sales tax revenue nearly unchanged (a decline of $85 million) in Scenario 2, and to raise revenue
in Scenario 3 by $500 million. However, in all three scenarios, the share of total state
government general fund revenue provided by the sales tax will fall significantly from the
existing level of nearly 55 percent to roughly 45 percent.

Lowering the tax rate while extending the base in ways that largely will not affect businesses will
effectively lower the business sales tax burden and thus improve economic competitiveness.
Broadening the base will result in a more stable revenue stream. Lowering the rate will cause the
state to be less highly dependent on the general sales tax for revenue.

Reduce the General Sales Tax Rate
All scenarios. The recommended rate varies by scenario from 3-to-4 percent, down from the
permanent statewide rate of 5 percent (not including the 0.6 percent dedicated to education).

Broaden the Tax Base to Include Food to be Consumed at Home
All scenarios. The rate would be set consistently with the rate applied to existing taxable goods.
Concerns about regressivity are addressed through a low-income tax credit discussed below.

Broaden the Tax Base to Include Certain Services

All scenarios. Consumer services—personal services (hair care, health clubs, etc.), auto repair
services, photography, private professional education services, waste services, building security
and maintenance services, veterinary services, and private auto sales—would be taxed. The sales
tax also would be reapplied to commercial leases and labor in construction.



Expand the Existing Low-Income Tax Credit for Increased Excise Taxes

All scenarios. Since the sales tax is regressive—low-income families spend higher proportions of
their income on items subject to the sales tax than do higher-income individuals—and because
low-income households cannot absorb a tax increase (from the broadening of the tax base) as
easily as those with higher incomes, the existing low-income tax credit (a refundable credit, not
based on income tax liability) should be expanded. The size of the credit will vary by scenario.

Reduce the Number of Sales Tax Exemptions
All scenarios. The numerous sales tax exemptions need to be evaluated. The amount of revenue
to be gained from eliminating some of the exemptions is unknown.

Selective Sales Taxes
The net effect of the recommended modifications to selective sales taxes is a revenue gain of
$320 million in Scenario 1 and $370 million in the other scenarios. State government general
fund revenue from “other” taxes would rise in each scenario from zero currently to between 4
and 5 percent of the total revenue. In addition to the following recommendations, all of the taxes
that are set at a fixed dollar rate should be converted to a percentage rate so that tax collections
rise at the pace of inflation.

The use of selective sales taxes effectively broadens the tax base and reduces cyclicality.
Collections from most of these taxes are less volatile than from the general sales and income
taxes.

Increase the Tax on Alcoholic Beverages
All scenarios. The modification in this luxury tax should include changing the tax from a fixed
dollar figure per unit to a percentage of the price.

Create a Utility Excise Tax
All scenarios. This tax would be applied on power plants for all nonrenewable energy
production. Much of the cost would be exported to consumers in other states.

Increase the Motor Vehicle Fuel Tax

All scenarios. Instead of a fixed rate per gallon, which currently is less than the national average,
this tax should be shifted to a percentage of the price. A lesser increase in the tax collected is
recommended in Scenario 1 than in the other scenarios.

Income Tax
The net effect of the income tax recommendations is to reduce income tax revenue in Scenarios 1
(by $365 million) and 2 (by $100 million), and to raise revenue in Scenario 3 by $165 million. In
each scenario, the share of total state government general fund revenue provided by the income
tax falls from 34 percent to between 27-and-28 percent.

Individual and corporate income tax collections are volatile, so the decrease in share of total
revenue will reduce overall revenue cyclicality. In each scenario, revenue from the corporate
income tax decreases in order to improve economic competitiveness.



Review Tax Credits

All scenarios. The public and private school tax credits should be eliminated—recent studies
reported by local newspapers have indicated that they have not been effective. Other credits
should be reviewed.

Adjust Individual Income Tax Rates

Scenario 1: lower existing rates 10 percent (to a maximum rate of about 4 percent). The decrease
in the rate in this scenario is solely to reduce the volatility of general fund revenue; a reduction in
the individual income tax rate is expected to have little, if any, effect on economic
competitiveness. Scenario 2: no change in rate. Scenario 3: raise existing rates 10 percent (to a
maximum rate of about 5 percent).

Set the Corporate Income Tax Rate to be Equal to the Maximum Individual Rate
All Scenarios. The corporate income tax rate would be 4 percent in Scenario 1, 4.5 percent in
Scenario 2, and 5 percent in Scenario 3.

Create an Incentive Fund

All Scenarios. Set aside a portion of the corporate income tax collections to be used for targeted
incentives, workforce training programs for export-based businesses, or other relocation
enticements.

Other Revenue Recommendations
Revenue from other sources is raised in each scenario, by $350 million in Scenario 1 and $400
million in the other scenarios. The share of total revenue from such sources would be well above
the existing level in each scenario.

The state is overly dependent on taxes to provide revenue; in general tax revenues are more
cyclical than fees and other revenues. In addition, the greater use of such fees provides a closer
link between those who pay for and receive public services.

Institute a Health Care Provider Fee

All scenarios. A provider fee is a state law that authorizes collecting revenue from specified
categories of health care providers. In most states it is used as a mechanism to generate new in-
state funds and match them with federal funds so that the state gets additional federal dollars
from Medicaid (the AHCCCS program in Arizona). In a majority of cases, the cost of the tax is
promised back to providers through an increase in the Medicaid reimbursement rate.

Raise Revenue Through a Combination of Actions

All scenarios, with less revenue raised in Scenario 1. First, expand funding to the Arizona
Department of Revenue to increase the number of tax auditors and collectors, thereby raising the
net amount of taxes collected. Second, institute a home arrest program for nonviolent offenders
(actually a cost savings). Third, examine the fairness and extent of user fees, with the expectation
that some fees can/should be raised. Fourth, centralize information on federal funds in an effort
to increase the federal grant dollars received. Fifth, improve fiscal practices to raise interest
earnings and reduce various expenses.



OTHER FISCAL RECOMMENDATIONS
Even if all of the revenue recommendations are adopted, and even if net revenue is raised by
$2.4 billion as in Scenario 3, the state government general fund will experience a negative
balance between revenues and expenditures during every economic down cycle. The only way to
avoid spending reductions and/or tax rate increases during an economic recession is to strengthen
the budget stabilization fund (BSF).

First, raise the current 7 percent cap on the BSF to 15 percent—or higher if the revenue system is
not changed to become less cyclical. Second, change the formula used to allocate funds to the
BSF so that more money is transferred into the BSF more quickly following a recession so that a
balance of 15 percent can be achieved. Third, tighten the legislation related to the BSF so that
BSF funds can be used only to offset cyclical decreases in revenues. Ideally, the operation of the
BSF would be placed in the Constitution, with all transfers to and from the BSF made according
to the formula.

In addition to strengthening the BSF, accountability needs to be improved. It should be
statutorily required that any reduction in tax rates be immediately offset by specified reductions
in spending or by increases in other revenues. Similarly, an immediate increase in revenue
should be required for any new or expanded spending program, or a comparable amount of other
spending should be reduced.
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CHAPTER 1
DATA AND DATA MEASURES
USED IN THIS REPORT

A particular focus of this report is the state government general fund, which has experienced the
most severe imbalances between revenues and expenditures of any of the numerous state and
local government funds in Arizona. However, the state’s general fund cannot be examined
independently of the other funds used by state government, of the finances of the hundreds of
local governments in Arizona, or of the revenues received from the federal government.
Government revenue in Arizona is one system, regardless of the level of government collecting
the revenue. Similarly, government expenditures are a system. Government revenues and
expenditures combined comprise (with debt) the fiscal system. Like any system, examining the
parts of the revenue system, the expenditure system, or of the fiscal system independently and
implementing changes in a piecemeal fashion is likely to result in unintended consequences and
a suboptimal system.

DATA
Two primary sources of government revenue and expenditure data for Arizona that are discussed
throughout this report are described below. Each source presents data using the state’s fiscal
year, which runs from July 1 through June 30.

Arizona Joint Legislative Budget Committee
The Arizona Joint Legislative Budget Committee (JLBC) provides state government revenue and
expenditure data by fiscal year. Revenue data are available from 1971 through 2009, with a
forecast available for 2010. Expenditure (appropriation) data are available for 1979 through
2011. The focus is on ongoing revenues and ongoing expenditures of the state’s general fund:
revenues raised by state government itself and over which the Legislature has some discretion,
excluding transfers to and from other funds. It is the general fund that has been in the news
during the last two years because of its large deficit.

Because accounting systems vary by state, it is not possible to directly compare the JLBC’s state
government data to that of other states. The JLBC data are examined in Chapters 2 and 5.

Census Bureau Government Finance Series
The primary source of data on public-sector revenues and expenditures across the United States
is the state and local government finance series compiled by the U.S. Department of Commerce,
Census Bureau. (The Census Bureau separately reports public finance data for various
components, including state government tax collections and public education finance.) Using a
consistent accounting system for all states, the Census Bureau presents in its state and local
government finances series fiscal year revenue and expenditure figures for state governments, for
the combined total of all local governments by state, and for the combined total of all state and
local governments by state. The Census Bureau creates a national total by aggregating the data
across all states.
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Most of the detail reported by the Census Bureau is for “general’”” revenues and expenditures,
which are the focus of this report. (The Census Bureau also provides information for utility,
liquor store, and insurance trust finances.) For Arizona state government, the Census Bureau’s
definition of “general” is much broader than the general fund of the Arizona Joint Legislative
Budget Committee. Like the state government, local governments utilize special funds as well as
a general fund, and are combined by the Census Bureau into its “general” revenues and
expenditures.

The revenue reported by the Census Bureau consists of state and local government tax
collections, nontax revenue (such as user fees) of state and local governments, and
intergovernmental transfers from the federal government to state and local governments.
Generally, total expenditures are reported, which consist of capital outlays (purchases of land,
buildings, and equipment, and construction of structures) and noncapital expenditures (mostly
for current operations). The Census Bureau offers limited detail on capital outlays versus
noncapital spending.

The Census Bureau’s government finance series is a rich source of data regarding revenues and
expenditures. Its major shortcoming is the lag in publishing the figures: the latest data are for
fiscal year 2007. Another weakness of the Census Bureau data is common to that of nearly all
sources of public finance data: revenue paid by businesses cannot be separated from that paid by
individuals (except that the corporate and individual income taxes have been separated by the
Census Bureau in recent years). Similarly, taxes and fees paid by tourists, business travelers, and
seasonal residents cannot be isolated from those paid by residents. Thus, tax burdens calculated
from the Census Bureau data substantially overstate the direct state and local government taxes
paid by the average resident to the home state.

The Census Bureau’s combined state and local government finance data run from fiscal year
1964 through fiscal year 2007, though data for 2001 and 2003 are limited to national totals. In
most years, the local government data are derived from a survey of local governments (counties,
municipalities, school districts, and special districts), but in years ending in ‘2" and ‘7’ a census
of governments is conducted. Thus, the Census Bureau data in years not ending in ‘2’ or ‘7’ is
subject to survey error. In all years, the accuracy of the Census Bureau data is only as good as
the data being reported to the Census Bureau by state and local governments across the country.

State government data are examined briefly in Chapters 2 and 5. However, the level of
government levying taxes and fees and having responsibility for funding programs varies from
state to state. Over time, within any state, these responsibilities may shift between state and local
governments. Thus, neither state nor local government finance data alone can be meaningfully
compared across states. The combined state and local government data are used most often and
are the focus in this report in Chapters 3 and 6.

Comparison of Census Bureau and ATRA Data
The Arizona Tax Research Association (ATRA) has estimated total state and local government
taxes collected in Arizona for fiscal years 1980, 1990, and 2000 through 2009. A comparison to
the data reported by the Census Bureau is shown in Table 1.1. However, the ATRA total is not
directly comparable to the Census Bureau total for two primary reasons.
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First, ATRA reports real property tax collections by tax year, not by fiscal year as reported by
the Census Bureau. So, the ATRA data need to be adjusted for the timing of the payments
received.

Second, the ATRA totals include taxes collected for unemployment compensation and workers
compensation. The Census Bureau does not consider these taxes to be general revenues, instead
reporting them in its insurance trust fund. So, these taxes must be subtracted from the ATRA
total in order to be comparable to the Census Bureau’s general revenues.

The result of these adjustments is shown in the right two columns of Table 1.1. Of the eight years
that can be compared between the two sources, the Census Bureau reports more revenue than
ATRA in four years, including 2007. The Census Bureau understatement is less than 1 percent in
three of the other four years. The conclusion is that that basing this report on Census Bureau data
does not result in an understatement of actual revenues collected in Arizona.

In order to provide additional insight into the annual differences between the ATRA and Census
Bureau data, a comparison of the Census Bureau’s state government data to that reported by the
JLBC and Arizona Department of Revenue (DOR) from 1992 through 2007 was made. This
analysis reveals some problems over time in the Census Bureau data. The time series of Census
Bureau data relative to the figures reported by DOR (and JLBC) shows various breaks in series
in most of the revenue categories. For example, the Census Bureau data for the general sales tax

TABLE 1.1
TOTAL STATE AND LOCAL GOVERNMENT TAXES COLLECTED IN ARIZONA,
SELECTED FISCAL YEARS, 1980 THROUGH 2009

Fiscal Census Percent Adjusted Percent
Year ATRA Bureau Difference* ATRA** Difference*
1980 $2,585,074 $2,738,200 5.9% $2,361,133 16.0%
1990 7,263,898 7,040,400 -3.1 6,731,880 4.6
2000 13,740,659 13,333,612 -3.0 13,124,378 1.6
2001 14,466,547 13,817,697

2002 15,200,913 14,420,322 -5.1 14,551,352 -0.9
2003 15,771,450 15,008,653

2004 17,411,894 16,481,174 -5.3 16,611,578 -0.8
2005 19,583,007 18,143,242 -7.4 18,547,602 -2.2
2006 22,261,184 21,196,448 -4.8 21,256,266 -0.3
2007 23,940,192 23,334,711 -2.5 22,563,903 3.4
2008 23,733,635 22,427,231

2009 21,782,254 20,517,759

* Census Bureau minus ATRA

** Shifts property tax to the year collected and excludes revenue from employee taxes
Note: dollar figures expressed in thousands

Sources: U.S. Department of Commerce, Census Bureau, and Arizona Tax Research
Association (ATRA).
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for several consecutive years was consistently about 10 percent higher than the DOR figures,
suddenly switched to almost equal for several years, then switched again to about 5 percent
higher. Such inconsistencies can have a substantial effect on the accuracy of the calculated
change over time. Thus, fluctuations in the annual Census Bureau data shown in this report may
result in part from data inconsistencies.

In addition to frequently presenting the entire time series of Census Bureau data, it is convenient
to compare the 2007 data to that of a particular comparison year. Given the inconsistencies in the
Census Bureau time series, the choice of comparison year could distort the findings. To avoid
issues regarding sampling error in local government data, the possible comparison years were
limited to those ending in “2” and “7.” The criteria used to select the comparison year included
the comparability of the comparison year’s timing within the economic cycle to that of 2007, and
the consistency in the accuracy between the comparison year and 20070of the Census Bureau’s
state government revenue data relative to that reported by the DOR/JLBC.

Relative to the DOR data, the Census Bureau’s revenues for 2007 are more consistent with the
figures reported for 1992 than with the figures reported for 1997 and 2002, though this
relationship does not hold for each source of revenue. Another reason to use 1992 as the
comparison period is that 1992 marked a turning point in Arizona public finance: the first of a
long series of tax law changes that reduced state government revenue took effect in 1993. In
terms of the economic cycle, fiscal year 1992 was the first year of economic recovery from a
recession, while fiscal year 2007 was near the end of an economic expansion. However, neither
1997 nor 2002 are comparable to 2007 in terms of the point in the economic cycle. Thus, the
latest 2007 data are compared particularly to 1992 in this report. (Since the Census Bureau has
increased the published detail over time, some revenue and expenditure subcategories are not
available for 1992; the comparison is to data for 1993).

STATE COMPARISONS
Cross-state comparisons are valuable because capital is highly mobile in today’s economy.
Businesses make location decisions in part by comparing the attributes and tax structures of
various locations. Recent studies have indicated that the high-paying jobs in expanding 21st
century knowledge industries are more mobile than the low-paying jobs that Arizona competed
for during the 20th century. Individuals as well as businesses compare states (and local areas) as
part of their relocation decision making.

Arizona is ranked among all states throughout this report. In addition, it is compared to eight
western states: California, California, Nevada, New Mexico, Oregon, Texas, Utah, and
Washington. No standard list of comparison states exists; the list of comparison states varies by
purpose, with different groups using different lists even for the same purpose. Some of the
common criteria used to select Arizona’s comparison state are fast-growing states, the states that
are the strongest competitors for economic development, high-technology states, etc. Arizona
and the eight western states are commonly included in these various lists.

DATA MEASURES

In order to compare the government finance data of states of widely varying sizes, and to
compare data in one state over time as the population changes, the government finance data must
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be adjusted. Two measures typically are employed to adjust for size differences in revenues and
expenditures: per capita (per person) and per some measure of income (usually “personal
income” as reported by the U.S. Bureau of Economic Analysis). If the per capita measure is used
to look at data over time, it must be adjusted for inflation.

In this report, the per capita figures are calculated using the average of the beginning and end of
the fiscal year population; state population estimates are produced by the Census Bureau just
once a year, as of July 1. Personal income and inflation, as measured by the gross domestic
product implicit price deflator, are available quarterly. To match to the fiscal year, quarterly
personal income and inflation from the third quarter of one calendar year through the second
quarter of the next year were averaged.

The per capita and per income measures are limited by not capturing socioeconomic and
demographic differences by state that affect the levels of revenues and expenditures. Tourists and
seasonal residents are not counted in the population and their incomes are not included in
personal income, yet they pay a portion of the public revenues collected in each state—a higher
proportion in Arizona than in most states. In addition, most of the public finance data do not
distinguish between revenues paid by businesses and those paid by individuals. These limitations
are addressed by certain specialized studies of public finance that are discussed in one or more
chapters of this report.

Per Capita
The per capita measure is simple and straightforward—for example, total taxes divided by
population—nbut it is criticized for not considering the concept of ability to pay. For example, the
same amount of per capita taxes in a state with low incomes will be more of a burden to
taxpayers than in a state in which residents have higher incomes. From one perspective,
acknowledging differences in income levels (the ability to pay) across states is important. From
another perspective, however, a highly progressive tax system can collect average per capita
revenue in a state with low incomes without unduly burdening those with low incomes.

Moreover, states with low incomes have greater demands for their public services. Limiting tax
collections (and therefore expenditures) to the average ability to pay could compromise the
capacity of the state to address income and related issues, helping to perpetuate those problems.
Similarly, limiting the amount of spending in a poor state will equate to a lower quality and/or
lesser quantity of infrastructure and other government services in that state relative to other
states. In turn, subpar infrastructure and government services will limit the poor state’s economic
development, perpetuating its status as a poor state.

Another drawback to comparing per capita measures across states is that the cost of living varies
by state. Research has shown that a meld of unadjusted and cost-of-living-adjusted data provides
the best comparison across states. However, a state-level index of living costs is not regularly
produced. Various efforts to produce cost-of-living indexes have consistently shown Arizona’s
living costs to be close to the national average. Thus, adjusting for the cost of living has little
impact on Arizona’s comparison to the national average, but the ranking of states is different
after adjusting for living costs.
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While the per capita measure has limitations, so do the alternative methods of comparing
government finance data over time and across states. Thus, the per capita measure as well as the
income measure (described below) is presented in this report to compare government revenue
and expenditure figures for a given year. Per capita analyses over time are not recommended.
Inflation-adjusted per capita incomes in the United States rise over time due to productivity gains
by an average of close to 2% per year. In an increasingly affluent society, government tax
collections per capita can rise without the tax burden increasing. Thus, over time it is important
to consider changes in income when analyzing government finance data.

Moreover, a growing and changing economy creates additional costs to the public sector and
additional demands for public services, requiring the growth of public revenue to keep pace with
economic growth. For example, government agencies and schools have expended substantial
monies to acquire computer hardware and software to keep pace with the technological changes.

Relative to Income
The most common way to account for size differences across states and over time is to divide the
government revenue or expenditure figures by income. Use of this measure simultaneously
adjusts for population growth, inflation, and per capita economic growth. The same sort of
adjustment can be made using other economic measures, such as gross domestic product by state.
However, when the purpose for using an income measure is to adjust for the ability to pay, the
ideal is to use a measure of income that focuses on the cash income of individuals. Measures
such as gross product are too broad for that purpose. However, gross product is likely the best
adjuster to use to assess business tax burdens.

Various estimates of income are produced by different organizations. Four sources were recently
examined (see The Magnitude and Causes of Arizona's Low Per Capita Income, February 2010,
http://wpcarey.asu.edu/seid/ccpr/P3reports.cfm): personal income as estimated by the U.S.
Bureau of Economic Analysis (BEA), a variant of personal income estimated by the Tax
Foundation, adjusted gross income as reported by the Internal Revenue Service (IRS), and
money income reported by the Census Bureau from decennial censuses and the American
Community Survey. Use of the two latter measures is limited by the unavailability of a long time
series of estimates.

Each income measure has various shortcomings. Personal income, as calculated by the Bureau of
Economic Analysis, is designed to measure payments to factors of production, not the money
income of households. It is conceptually inappropriate to use as a measure of cash income
received during a particular period due to its inclusion of noncash income and income not
received by individuals, and its exclusion of capital gains. Its methodology for estimating
retirement income is a particular issue for Arizona.

The Tax Foundation adjusts for the most significant shortcomings in the Bureau of Economic
Analysis’s measure when used as a gauge of cash income. However, since detail by income type
is not available, the Tax Foundation’s measure cannot be fully evaluated.

The Census Bureau’s estimate of income is subject to survey error. In particular, the income of
people living in group quarters is extremely high in Arizona relative to the national average.
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Other than this issue, the primary concerns with using the Census Bureau’s measure are its
exclusion of capital gains, its apparent underreporting of most types of income (especially
dividends, interest earned, and rental income), and the likelihood of erratic results from year to
year due to survey error.

The income measure of the Internal Revenue Service is limited to taxable income and does not
reflect the income of those taxpayers with taxable income who do not file a tax return. It
measures adjusted income rather than gross income.

In 2007, the latest data available for all four measures, per capita income in Arizona ranged from
7 percent below average based on the Census Bureau’s data to 13 percent below average based
on the Bureau of Economic Analysis’s data. This wide range indicates a need to determine which
of the measures may be more accurate for Arizona.

Total income consists of income of various types, including wages, self-employment income,
retirement income, capital gains, dividends, and interest earned. Per capita income in Arizona
relative to the U.S. average varies across the four measures largely for two reasons: (1)
differences in the value of aggregate income by type due to definitional and methodological
differences; and (2) variations in the per capita difference in income by type between the national
average and Arizona.

The largest single cause of the differing estimates of Arizona’s overall per capita income relative
to the national average is the very different way the BEA has of handling private retirement
income. The BEA indicates that per capita retirement income in Arizona is less than the national
average while the IRS and Census Bureau show that it is greater than average. If the goal is to
measure cash income received during a year by residents, the BEA’s methodology is
inappropriate.

The second largest cause of the differences across the measures is in the dividends, interest, and
rent (DIR) category. While each measure indicates that Arizona’s per capita DIR income is less
than the U.S. average, DIR’s share of total income is much higher according to the BEA. From
the perspective of cash income, the BEA overstates DIR, but the IRS understates it due to only
including the taxable portions. It appears that respondents to the Census Bureau surveys
underreport DIR (nationally and in Arizona).

Transfer payments other than retirement also are a significant cause of the differing estimates of
per capita income in Arizona relative to the national average. This is mostly due to the BEA
including medical benefits that the IRS and Census Bureau do not include since these benefits
(primarily Medicare and Medicaid) do not represent cash income.

The IRS also differs from the BEA in that the negative effect of low per capita earnings (self
employment and wages and salaries) is not as great according to the IRS. However, this is offset
by the IRS including capital gains, which are below the per capita average in Arizona.

The income measures from the Tax Foundation and the Internal Revenue Service have the least
conceptual objections and are in the middle of the range of estimates of the magnitude of
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Arizona’s income shortfall. Arizona’s per capita income in 2007 was 10.2 percent less than the
national average according to the IRS and 11.6 percent below average according to the Tax
Foundation. While this differential is relatively small, the differences were larger in the
preceding five years. It is not possible to ascertain whether the IRS or the Tax Foundation
provides the more accurate gauge of income in Arizona.

Personal Income
Despite its shortcomings as an adjuster for revenue and expenditure data, personal income as
reported by the BEA is the most heavily used income measure for such purposes. It has been
available annually for decades and is the most promptly and regularly released of the income
estimates. Personal income is used in Arizona statutes and in the Constitution for purposes such
as the calculation of the appropriation limitation and the operation of the budget stabilization
fund.

Despite its limitations, the personal income measure is used in this report. The only alternative
that is available for a long-enough time period is the Tax Foundation’s income measure. An
inability to fully evaluate this measure, as well as its transference of portions of the tax burden
across states to the ultimate payer (for example, Alaska’s high severance taxes are ultimately
paid by consumers throughout the world, not by Alaskans), leads to a hesitation to use the Tax
Foundation’s income measure.

Revenues and expenditures per $1,000 of personal income, along with the per capita measure,
are used to compare government revenue and expenditure figures for a given year. The reader,
however, is encouraged to remember that the personal income measure understates income in
Arizona relative to other states. The exact magnitude of the understatement of income cannot be
pinpointed and varies by year. Relative to the Tax Foundation estimate, the difference in recent
years, including 2007, has been only about 1 percentage point, though the difference exceeded 2
percentage points in 1992 and in other earlier years. The differential relative to the IRS estimate
is larger at more than 4 percentage points from 2002 through 2006 and 2.5 percentage points in
2007.

Thus, revenues and expenditures per $1,000 of personal income in Arizona are overstated
relative to the national average and to other states. For example, in 2007, state and local
government own-source revenue per $1,000 of personal income was 5 percent below the national
average in Arizona, as reported by the Census Bureau. The differential was 6 percent based on
the Tax Foundation measure and 7.5 percent based on the IRS data. In contrast, Arizona was 16
percent below average on the per capita measure.

When comparing government revenues and expenditures over time, it is important to consider
gains in real per person income. Thus, despite its shortcomings, the personal income measure is
preferred to the per capita measure when comparing data over time. Measurement issues in the
personal income measure have been present for decades, thus its use to adjust the change in
revenues and expenditures over time does not significantly bias the estimated changes.
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Other Measures
The tax burden is simply the amount of taxes paid relative to income. Various measures of the
tax burden are reported in Chapter 4, including the total tax burden based on Census Bureau data.
Other than for the income tax, in which the individual and corporate tax receipts are separated,
the Census Bureau data cannot be used to differentiate between taxes and fees paid by businesses
and those paid by individuals. Thus, the tax burden calculated from the Census Bureau data is an
overall tax burden, representing a meld of businesses and individuals.

The Tax Foundation also produces an overall measure of the tax burden (of individuals and
businesses combined). It uses an alternative definition of taxes paid from that used by the Census
Bureau. The Tax Foundation also uses a measure of income other than personal income.

Ernst and Young estimates the amount of taxes paid by businesses, allowing a business tax
burden to be calculated. An individual tax burden can be calculated from the Ernst &Young data
by subtracting business taxes from total taxes.

The government of the District of Columbia estimates the tax burden of households using a very
different method. It calculates the amount of taxes that would be paid by a hypothetical
household at five income levels in the largest city of each state. While the results can provide
high-quality information for the hypothetical household, the findings should not be generalized
to other households.

An attempt to control revenues and expenditures for socioeconomic and demographic
differences, as well as for variations in living costs, from state to state is discussed in Chapter 7.
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CHAPTER 2
STATE GOVERNMENT REVENUE

Arizona state government operates numerous funds, such as the emergency telecommunications
services revolving fund, state aviation fund, underground storage tank revolving fund, and utility
regulation revolving fund. Most are small (less than $40 million in annual revenue), receive their
revenue from narrow sources, and are greatly restricted in how the monies are spent. The
highway user revenue fund, in contrast, has received approximately $1.3 billion in revenue in
recent years. It has multiple revenue sources, with the largest being the motor vehicle fuel tax,
the vehicle license tax, and the use (diesel) fuel tax. The unemployment compensation fund had
funding of just more than $300 million in recent years, but a large federal reimbursement in
fiscal year 2009 pushed the amount to $587 million.

In contrast, not only is the general fund much larger, but its revenue comes from multiple sources
and is expended for multiple uses. The Legislature has considerable discretion over the general
fund, which is the primary focus of this chapter. The discussion in this chapter is limited to
ongoing revenue collected from Arizona tax and nontax sources. This excludes revenue
transferred to the general fund from other funds, which have been significant in recent years, and
monies received from the federal government. Federal funding always is significant, but was
even more so in the last couple of years due to the large federal stimulus package.

This first part of this chapter relies on state government revenue data from the Arizona Joint
Legislative Budget Committee (JLBC). Data run from fiscal years 1971 through 2009, with
projections included for the current fiscal year (FY), which runs from July 1, 2009 through June
30, 2010. Unless otherwise noted, years referred to in this chapter are fiscal years.

Ongoing revenue deposited to the general fund as defined by the JLBC is different from the
“general” state government revenue defined by the U.S. Census Bureau (discussed later in this
chapter). Other than utility and insurance trust funds, the Census Bureau groups Arizona’s many
funds into its “general” category.

General fund revenues are highly cyclical. In addition, many statutory tax changes have been
made over time that affect the amount of revenue deposited to the general fund. Cyclicality and
tax law changes are discussed first. This is followed by a discussion of general fund revenues as
reported by the JLBC, then by an analysis of state government general revenues as reported by
the Census Bureau. Combined state and local government revenues are discussed in the next
chapter.

REVENUE CYCLICALITY AND THE BUDGET STABILIZATION FUND
Economic growth rates around the globe rise and fall over a period of a few-to-several years. The
typical cycle consists of a period of economic growth—which sometimes is divided into
recovery, expansion, and slowdown phases—and a shorter period during which the size of the
economy contracts (after adjustment for inflation). In the United States, the typical economic
cycle through the 1950s had a length of only about four years. Since then, some cycles have been
longer, up to 10 years in length.
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The economy of each region is cyclical, though not all regional economic cycles coincide with
the national cycle. The timing of Arizona’s economic cycle usually is quite similar to the
national average, but the difference in growth rates from the cyclical peak to trough are
unusually large. In fact, Arizona has had the second-most cyclical economy in the nation since
1950.

All of the states with the most volatile economies are in the South or West. The common link
between these states is their rapid population growth. Nationwide, the construction and real
estate sectors experience substantial cyclicality. In fast-growing states in which these sectors
account for an above-average share of economic activity, the overall economy is relatively more
cyclical.

Some industries are not as cyclical as others and some industrial cycles do not follow the
national business cycle. Thus, economic diversification can help to reduce the overall cyclicality
of a regional economy, but the effects of diversification on cyclicality are modest.

Relative to the national average, in the typical economic cycle Arizona’s economy grows much
more rapidly during economic expansions but declines as much during recessions. During
expansions, Arizona’s much more rapid aggregate economic growth results mostly from its
much greater population growth rate, not from a better performance on productivity and
prosperity indicators.

Revenue Cyclicality
Across the nation, government revenue collections are more cyclical than the economy. Rates of
growth in revenue collections are much higher during business expansions and much lower in
recessions than growth rates in economic measures, such as personal income. The period of
weakness in government revenue growth is longer than the period of slow economic growth.

While government revenues rise and fall during the economic cycle, the overall demand for
government services rises at a relatively steady pace throughout the business cycle. Demand for
most services rises less rapidly during recessions, but the demand for some public services is
countercyclical, rising more during recessions when people lose their jobs and qualify for
government-provided healthcare benefits and welfare programs.

Thus, the cyclicality of revenues is not matched by a similar cyclicality in spending needs. This
mismatch between available revenue and spending needs during recessionary periods is at the
core of public finance issues. This is discussed in more detail in Chapter 8.

Revenue cyclicality in Arizona is among the greatest in the nation, in part due to the high
cyclicality of its economy and in part due to the structure of the revenue system. State general
fund revenue is especially cyclical, since 90 percent of the revenue comes from two highly
cyclical sources: the income tax and sales tax.

Income tax revenues—from both the corporate income and the individual income tax—are

especially volatile. The volatility of revenue from the individual income tax has increased since
the mid-1990s—mostly due to realized capital gains fluctuating widely.
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Until recent years, sales and use tax collections in Arizona were more cyclical than the economy
but much less volatile than the income taxes. However, sales and use tax collections have fallen
substantially during the last three years.

A reduction in the state’s economic cyclicality would reduce its public revenue volatility.
However, economic diversification will do little to reduce the cyclicality of the Arizona economy
or its public finance. The only way to substantially reduce economic cyclicality is to reduce the
state’s rate of population growth so that construction and real estate are not so important.

Revenue cyclicality also can be reduced by widening the tax base and relying more on nontax
sources, such as user fees. However, cyclicality cannot be eliminated. Thus, the key to managing
government finances over an economic cycle is an adequately funded rainy-day fund.

Budget Stabilization Fund
In the private sector, an economic slump reduces demand for goods and services. The drop-off in
sales leads to a general reduction in business activity, frequently resulting in layoffs of personnel
no longer needed. In the public sector, however, demand for most public functions does not
decline and demand for some programs rises countercyclically. Government revenue collections,
however, are highly cyclical, falling during economic downturns.

Therefore, it is especially important for the public sector to have funds set aside to offset revenue
decreases during an economic decline. In order to minimize the need to enhance revenue and/or
reduce spending during an economic downturn, all states have adopted a rainy-day fund,
generally known as a budget stabilization fund (BSF). Continued public spending during a
recession using BSF monies helps mitigate the impact of a recession. When the economy is
strong, use of a rainy-day fund helps control public expenditures by setting aside, rather than
spending, excess revenue.

Arizona has had a BSF since 1990. However, it has been modified and weakened in various
ways since it was first created. The BSF was originally designed to hold as much as 15 percent
of the general fund budget, with payments into and out of the fund dictated by a formula. This
formula was modified, the 15 percent cap was lowered to 7 percent, the formula was not
followed, and certain expenditures were made from the BSF for purposes other than revenue
stabilization. In particular, the reduction in the maximum size of the BSF has resulted in far too
little money being put aside to balance the budget during each of the two recessions that have
occurred since the BSF was created.

HISTORY OF TAX LAW CHANGES
Significant statutory changes to the Arizona tax code have been implemented over the last 30+
years. Tax collections were reduced significantly between 1979 and 1981. Decreases in property
tax rates caused collections to drop in 1979 and 1980, and the sales tax on food to be consumed
at home was eliminated in 1981. The substantial reduction in revenue that resulted from these
changes was worsened by two economic recessions between calendar years 1980 and 1982. The
result was a significant imbalance between revenues and expenditures that was solved by a
combination of spending reductions and a temporary increase in the sales tax rate. Even with a
strong economic recovery that began in 1983, the budget could not be balanced without
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maintaining the higher general sales tax rate. Thus, this higher rate was made permanent in 1984.
Despite this rate increase, tax collections per $1,000 of personal income remained below the
levels of the late 1970s.

In the mid-1980s, few changes were made to the tax code. After 1986, the state economy
weakened substantially, lowering general fund revenue. At the same time, spending skyrocketed
for the Arizona Health Care Cost Containment System (AHCCCS, the state’s alternative to
Medicaid). (Prior to the mid-1980s, spending on indigent health care was a county, not state,
responsibility.) The result of declining revenues and expanding expenditures was a growing
budget deficit.

Tax Law Changes Since 1989
Beginning in 1989, the JLBC has estimated the revenue impact of statutory tax law changes, as
seen in the leftmost column labeled “Nominal” in Table 2.1. (The estimates are based on when
the tax changes took effect, not the year in which they were passed by the Legislature.) The
cumulative effect of the tax changes has been estimated in four ways in the table: in unadjusted
(nominal) dollars, adjusted for inflation, adjusted for inflation and population growth, and
adjusted for inflation, population growth, and real per capita economic growth (as measured by
personal income). Cumulative figures are shown starting with the first tax increases in 1989 and
also starting with the first tax reductions in 1993.

In order to annually balance the general fund, as required by the Arizona Constitution, tax
increases and spending reductions were implemented from 1989 through 1991. Collections were
increased from various taxes, most notably the individual income tax. Expressed as a percentage
of the general fund, the effects of the tax law changes were large from 1989 through 1991,
raising revenue at least 3.6 percent in each of the three years. The cumulative effect of these tax
increases was to raise state government general fund revenue by nearly $450 million per year by
1992 on a nominal basis.

Actual ongoing revenue per $1,000 of personal income is shown in Chart 2.1 along with an
estimate of what the revenue would have been had no tax law changes been passed. Revenue
adjusted for the tax law changes would have fallen through 1992 due to the weak economy.
However, actual revenue rose due to the tax increases that were implemented between 1989 and
1991.

After 1992, the Arizona economy began to strengthen, causing a cyclical recovery in revenue to
begin. The magnitudes of the initial tax cuts passed in 1992 and 1993 were small and/or the
reductions were phased in since revenue collections still were weak and continued spending
increases for AHCCCS were occurring. The Arizona economy strengthened further during 1994,
with growth rates reaching boom conditions in 1995. The cyclical surge in revenue that resulted
allowed subsequent tax reductions to be much larger. Between 1995 and 2001, the annual
decreases in revenue ranged from 1.8 to 6.5 percent of the size of the general fund. The tax
increases of 1989 through 1992 were reversed by 1996 on a nominal basis, by 1997 on a real
basis, and by 1998 on a real per capita basis and relative to personal income.
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TABLE 2.1
ESTIMATED DOLLAR VALUE OF TAX CHANGES, ARIZONA STATE
GOVERNMENT GENERAL FUND, FISCAL YEARS 1989 THROUGH 2010

Cumulative Since 1989 | Cumulative Since 1993
Adjusted for Adjusted for
Infla- Infla-
tion & Per- tion & Per-
Fiscal Nom- Nom- Infla- Popu- sonal Nom- Infla- Popu- sonal
Year inal inal tion* lation*  Income inal tion* lation*  Income

1989  $121.7 $121.7 $195.0 $195.0 $121.7
1990 109.3 231.0 364.0 368.0 237.8
1991 208.4 439.4 674.0 686.5 459.6

1992 9.7 449.1 688.1 721.8 494.2

1993 -19.3 429.7 660.7 720.4 510.4 $-19.3 $-27.4 $-27.4 $-19.3
1994 -25.5 404.3 625.5 714.8 527.8 -44.8 -62.6 -63.7 -46.4
1995 -120.7 283.6 461.8 582.8 462.0 -165.5 -226.2 -230.2 -171.9
1996 -284.7 -11 83.4 227.3 214.6 -450.2 -604.6 -617.7 -470.5
1997 -174.5 -175.6 -144.4 7.2 58.0 -624.7 -832.5 -866.3 -684.4

1998 -172.4 -348.0 -366.3 -214.5 -108.9 -797.1  -1,054.4 -1,115.8 -920.9
1999 -141.8 -489.8 -546.5 -401.1 -260.0 -938.9 -1,234.6 -1,329.2 -1,140.9
2000 -104.6 -594.4 -677.2 -543.2 -386.1 | -1,043.5 -1,365.3 -1,497.9 -1,340.1
2001 -157.8 -752.2 -869.7 -750.7 -5745 | -1,201.3 -1,557.8 -1,731.7 -1,604.0

2002 -33.2 -785.4 -909.4 -810.9 -629.2 | -1,2345 -1,597.5 -1,818.7 -1,697.2
2003 12.4 -773.0 -894.9 -818.0 -642.4 | -1,222.1 -1,583.0 -1,852.6 ~-1,753.8
2004 57.4 -715.6 -828.9 -774.8 -631.7 |-1,164.7 -1,517.0 -1,838.2 -1,824.1
2005 -4.9 -720.5 -834.4 -806.5 -701.7 |-1,169.6 -1,5225 -1,905.8 -2,016.8
2006 -18.1 -738.6 -853.9 -855.6 -795.7 |-1,187.6 -1,541.9 -1,9955 -2,253.2

2007 -193.8 -932.3 -1,056.2 -1,0852 -1,050.1 |-1,381.4 -1,744.3 -2,261.4 -2,618.5
2008 -217.5 | -1,149.8 -1,2781 -1,333.7 -1,312.3 |-1,598.9 -1,966.2 -2,538.6 -2,947.5
2009 -346 |-1,1844 -1,3126 -1,3924 -1,334.0 |-1,633.5 -2,000.7 -2,619.3 -2,953.1
2010 -42.4 | -1,226.8 -1,354.6 -1,445.1 -1,349.7 |-1,675.9 -2,042.7 -2,681.4 -2,936.5

* Expressed in 2009 dollars
Note: dollar figures expressed in millions

Sources: Arizona Joint Legislative Budget Committee (nominal tax changes) and U.S. Department of
Commerce, Census Bureau (population) and Bureau of Economic Analysis (gross national product implicit
price deflator and personal income).

As seen in Chart 2.1, after adjusting out the tax law changes, revenue per $1,000 of personal
income rose from less than $44 at the cyclical trough in 1992 to nearly $50 in 1997 (a 13 percent
increase) and remained at that level through 2001. The rise in revenue was due to the strong
economic cycle, which featured a surge in capital gains due to the stock market boom. Despite
this, actual revenue per $1,000 of personal income decreased 14 percent from 1995 through
2001, reflecting the effects of the tax cuts.

An economic recession in 2001 was followed by a weak and slow recovery. This caused revenue
after adjusting out the tax law changes to fall sharply in 2002 and to remain low through 2004.
Actual revenue was even lower, precluding new tax reductions of any magnitude to be
implemented between 2002 and 2006.
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CHART 2.1
ONGOING REVENUE PER $1,000 OF PERSONAL INCOME, ARIZONA STATE
GOVERNMENT GENERAL FUND, FISCAL YEARS 1988 THROUGH 2010
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Sources: Arizona Joint Legislative Budget Committee (revenue) and U.S. Department of
Commerce, Bureau of Economic Analysis (personal income).

Strong economic gains boosted by the real estate boom pushed revenue much higher in 2005 and
2006. Adjusted for tax law changes, revenue per $1,000 of personal income exceeded the level of
the late 1990s in 2006 and remained high in 2007. The resulting budget surpluses created the
opportunity to pass additional tax cuts that largely took effect in 2007 and 2008. The tax cuts
amounted to about 2 percent of the size of the general fund in each of those years. (The effects of
the business property tax reductions that were passed in 2005 and phased in over five years are
not included in the JLBC’s estimates of effects of the tax law changes.) However, the revenue
boom was short-lived as revenues plunged during 2008, 2009, and 2010 as a result of the long
and deep economic recession.

Considerable cyclicality in revenue is seen in Chart 2.1, even in the line adjusted for tax law
changes. This cyclicality coincides with the sharp fluctuations in capital gains. As a percentage
of personal income, capital gains rose from 2.1 percent in tax years 1991 and 1992 to 6.8 percent
in tax year 1999, fell to only 2.5 percent in tax year 2002, then soared to 8.1 percent in tax year
2005. In tax year 2007, the latest data, capital gains as a share of personal income still was 7.1
percent. However, capital gains certainly have dropped substantially since then, contributing to
the sharp decline in state government revenue since fiscal year 2008.

The historical record clearly indicates that the vast majority of the tax cuts passed since the early
1990s have occurred at times of strong economic growth when a budget surplus was available
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(actual revenue collected exceeded both revenue projections and appropriations). Further, the
sizes of the surpluses were unusually large from the mid-1990s through 2000 due to the boom in
the stock market, which caused capital gains and state tax collections to soar. Surpluses also
were very large from 2005 through 2007 and again were due to a surge in capital gains, this time
the result primarily of the real estate boom.

As seen in Table 2.1, the cumulative effect of the tax increases and decreases that have been
passed since 1989 is between $1.2 billion and $1.4 billion, depending on the adjustments for
inflation, population, and real per capita economic growth that are used. However, according to
the Fiscal 2000 study that was completed in 1989, a structural deficit existed between revenues
and expenditures. That is, apart from the declines in revenue caused by the economic slump,
revenues and expenditures were out of balance. The tax increases and spending reductions
implemented between 1989 and 1992 eliminated that structural deficit. Thus, it is more
meaningful to examine the effects of changes to the tax code since 1993, when no structural
deficit existed. The cumulative loss in general fund revenue since 1993 is nearly $1.7 billion on a
nominal basis. If inflation and population growth are considered, the magnitude of the net tax
cuts since 1992 balloons to $2.7 billion per year. Considering real per person economic growth
as well, the loss of revenue exceeds $2.9 billion.

Tax Law Changes by Type of Tax
The individual income tax has been disproportionately affected by the changes in tax laws. Since
1992, revenue declines from this tax have accounted for 58 percent of the cumulative total. A
series of individual income tax rate reductions were implemented, with significant declines in
revenue in 1995 and 1996, from 1998 through 2001, and again in 2007 and 2008 (see Table 2.2).
It was not until 2001 that the corporate income tax increases of 1989 and 1991 were offset. New
corporate and individual income tax credits also reduced revenue.

The cumulative reduction in sales tax collections was due primarily to a phased-in reduction in
the commercial lease rate, implemented from 1994 through 1998. A variety of other sales tax
exemptions also have been added to the tax code. The voter-approved increase in the sales tax
rate in 2000 does not appear in Table 2.2 since it did not affect the general fund—the revenue
was earmarked for education. Property tax cuts occurred primarily in 1997, when the statewide
property tax was eliminated. The net decline in other taxes since 1992 was due to the elimination
of the general fund portion of the vehicle license tax between 1999 and 2001.

Actual tax collections by type per $1,000 of personal income are shown in the top graph of Chart
2.2. Collections by type per $1,000 of personal income after adjustment for the tax law changes
are shown in the bottom graph. Income tax collections, both individual and corporate, are highly
cyclical. Sales tax collections also are cyclical, with a significant decrease occurring in the
current recession. Sales tax revenues also have declined over time as consumer purchases have
shifted to untaxed items (such as those purchased over the Internet) and to untaxed services.
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TABLE 2.2
ESTIMATED DOLLAR VALUE OF TAX CHANGES BY TYPE OF TAX, ARIZONA
STATE GOVERNMENT GENERAL FUND, FISCAL YEARS 1989 THROUGH 2010

Tax Change in Millions

Individual Corporate
Fiscal Year Sales Income Income Property Other
Annual
1989 $23 $35 $29 $28 $6
1990 7 64 0 23 16
1991 -4 119 31 50 14
1992 -0 9 0 0 0
1993 -8 -14 0 -1 3
1994 -12 -11 0 -1 -1
1995 -21 -103 4 -1 0
1996 -46 -202 -18 -18 0
1997 -23 -1 -0 -150 0
1998 -60 -115 3 0 -0
1999 -4 -51 -7 0 -80
2000 -8 -27 -14 -0 -55
2001 -4 -83 -46 -0 -25
2002 -0 10 -41 -2 0
2003 -0 11 22 -2 -19
2004 0 0 0 7 50
2005 0 -2 0 -7 4
2006 -1 -14 -3 0 0
2007 -2 -176 -11 0 -5
2008 -0 -186 -32 0 0
2009 0 -4 -30 0 0
2010 0 -9 -33 0 0
Cumulative Through 2010:
Nominal Dollars
Since 1989 -163 -750 -146 -74 -92
Since 1993 -189 -977 -206 -175 -128
Adjusted for Inflation
Since 1989 -206 -826 -138 -74 -109
Since 1993 -248 -1,171 -230 -228 -164
Adjusted for Inflation and Population Growth:
Since 1989 -279 -897 -101 -46 -119
Since 1993 -356 -1,514 -268 -324 -218
Adjusted for Personal Income:
Since 1989 -314 -856 -56 -18 -101
Since 1993 -412 -1,648 -270 -375 -229

Sources: Arizona Joint Legislative Budget Committee (nominal tax changes) and U.S. Department of
Commerce, Census Bureau (population) and Bureau of Economic Analysis (gross national product implicit
price deflator and personal income).
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CHART 2.2

TAX REVENUE BY SOURCE PER $1,000 OF PERSONAL INCOME, ARIZONA
STATE GOVERNMENT GENERAL FUND, THROUGH FISCAL YEAR 2010
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Sources: Arizona Joint Legislative Budget Committee (revenue) and U.S. Department of
Commerce, Bureau of Economic Analysis (personal income).
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GENERAL FUND ONGOING REVENUE
Actual state government general fund ongoing revenue per $1,000 of personal income since 1971
is displayed in Chart 2.3. The bulk of the revenue comes from tax collections. The lines plotted
in the chart illustrate considerable cyclicality in revenue corresponding to the economic cycle.
The lines also fluctuate due to changes made to the tax code.

Revenue per $1,000 of personal income has declined from the peak level of the mid-to-late
1970s, with most of the decrease occurring since the early 1990s. The decrease in revenue from
the early 1990s through 2000 occurred during a long period of strong economic growth and
resulted from a series of tax decreases passed by the Arizona Legislature. Tax changes continued
to reduce revenue in 2001 and 2002, but the decline in revenue from 2001 through 2003 also was
due to a weak economy. The sharp increase in revenue in 2005 and 2006 reflects a strong
economy that was boosted by the real estate boom. The large downturn in revenue from 2007
through 2010 is partially due to further tax cuts, but also results from the severe economic
recession that began late in calendar year 2007. Ongoing revenue per $1,000 of personal income
in 2009 and 2010 was by far the lowest on record.

As a result of the numerous tax changes over the years, Arizona’s state government general fund
has experienced a sharp redistribution in revenue sources over the last few decades. Of particular
note is the decline in general fund revenue from the property tax, culminating in the state general

CHART 2.3
ACTUAL ONGOING REVENUE PER $1,000 OF PERSONAL INCOME, ARIZONA
STATE GOVERNMENT GENERAL FUND, FISCAL YEARS 1971 THROUGH 2010
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fund portion of the property tax for all practical purposes being eliminated in 1997. In addition,
sales tax rates have increased while reductions in personal income tax rates have been
implemented. Miscellaneous other revenue sources contribute much less to the general fund than
in the past; for example, funds from the vehicle license tax no longer are applied to the general
fund.

Revenue Sources
Ongoing revenue to the state government general fund was approximately $6.9 billion in 2009—
$1.8 billion less than in the prior year and almost $2.7 billion less than the peak figure of $9.6
billion in 2007. The two-year decline is 28 percent—before considering inflation or population
growth. Revenue from almost all sources declined in 2008 and 2009. Further declines from all
major sources are occurring in the current fiscal year.

The general fund receives revenue from several tax and nontax sources, as seen in Table 2.3.
However, just two taxes—the sales and use tax and the individual income tax—provided almost
90 percent of the revenue in 2009, compared to 65 percent in 1971 (see Chart 2.4). Thus, the
general fund now is very heavily dependent on just two highly volatile taxes.

Sales and Use Tax

The general fund’s primary revenue source is sales and use taxes, which account for more than
half of the total general fund revenue. In 2009, sales and use tax collections were $3.76 billion,
down nearly $600 million from the prior year and more than $700 million from 2007. An
additional decrease of between $200 million and $300 million is occurring in the current fiscal
year. All of these decreases are before considering the effects of inflation and population growth.

TABLE 2.3
ONGOING REVENUE BY SOURCE, ARIZONA STATE GOVERNMENT
GENERAL FUND, FISCAL YEARS 2007 THROUGH 2010

2010

(Dollar Values in Millions) 2007 2008 2009 2009 Share | (Projected)
TOTAL ONGOING REVENUE $9,605 $8,731 $6,933 100.0% $6,392
Total Taxes 9,186 8,374 6,678 96.3 6,152
Sales and Use 4,513 4,354 3,756 54.2 3,481
Total Income 4,182 3,531 2,432 35.1 2,191
Individual 3,747 3,406 2,568 37.0 2,391
Corporation 986 809 592 8.5 429
Urban Revenue Sharing -551 -685 -728 -10.5 -629
Property 24 20 18 0.3 20
Luxury 66 61 59 0.8 59
Insurance Premium 400 407 411 5.9 397
Other Taxes 1 2 1 0.0 3
Nontax Revenues 419 356 255 3.7 240
Lottery 53 48 31 0.4 36
Interest 104 95 20 0.3 0
Other 262 213 204 3.0 204

Source: Arizona Joint Legislative Budget Committee (historical) and authors (2010 projection).
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CHART 2.4
SOURCES OF ARIZONA STATE GOVERNMENT GENERAL FUND REVENUE
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Source: Arizona Joint Legislative Budget Committee.

Sales and use tax collections per $1,000 of personal income peaked at more than $25 in 1985,
about equal to the 1979 figure, but have since declined, to $17 in 2009 and barely more than $16
in 2010 (see the top graph in Chart 2.2). Despite this decrease, the sales and use tax share of total
revenue collections reached its highest figure of 54 percent in 2009 and 2010; the share was less
than 37 percent in the early 1970s.

A number of taxes comprise the sales and use category. By far the largest component of the sales
and use category is the transaction privilege tax (TPT)—Arizona’s version of a general sales tax
in which the seller is responsible for remitting the entire amount of the tax due to the state.
Though the overall state tax rate is 5.6 percent, 0.6 percent is dedicated to education; these
monies do not enter the general fund. The retail portion of the TPT is the largest source of
revenue. The use tax, which contributed $293 million in general fund revenue in 2009, is applied
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to retail purchases of personal property by Arizona businesses in states that levy a sales tax of
less than 5.6 percent. (Individuals also are subject to this tax, but enforcement of this provision is
limited.) Other sales and use tax sources—severance tax on metalliferous minerals, jet fuel use
tax, jet fuel excise tax, severance tax on timber, and rental occupancy tax—sprovide little general
fund revenue.

Income Tax

The income tax is the other primary source of general fund revenue; its share dropped to 35
percent of the total in 2009. The net collection from the individual and corporate income tax less
the amount distributed to local governments through urban revenue sharing was $2.4 billion in
2009, down $1.1 billion from the prior year and more than $1.7 billion from 2007. An additional
decline of more than $200 million is forecast for the current fiscal year.

Before the urban revenue sharing distribution, collections from the individual income tax totaled
nearly $2.6 billion in 2009, compared to $592 million from the corporate income tax. Collections
from the individual income tax fell more than $800 million in 2009 and nearly $1.2 billion over
two years. Collections from the corporate income tax were down $217 million in 2009 and $394
million over two years.

Collections from the corporate income tax always have been highly cyclical, but the volatility in
individual income tax collections has increased substantially since the mid-1990s, due to the
huge cycles in capital gains. After accounting for less than 30 percent of total general fund
revenue through most of the 1970s, the total income tax share has fluctuated since then from 30-
to-45 percent.

Income tax collections per $1,000 of personal income in recent years have ranged from nearly
$20 in 1997 to less than $14 in 2003 to nearly $21 in 2006, the highest on record. By 2009, the
figure was only $11—the lowest in the 39-year time series. The projected value for 2010 is
barely above $10.

Property Tax

In the 1970s, the property tax was the third largest source of general fund revenue, with
collections amounting to more than $6 per $1,000 of personal income. A large tax cut in 1980
dropped this figure to less than $2, and the elimination of the state portion of the tax in 1997 cut
general fund collections to just $0.1 per $1,000 of personal income in recent years. The $18
million deposited into the state general fund in 2009 came from land parcels not included in a
school district. Property taxes still are collected by local governments and are a major source of
revenue.

Other Taxes

A variety of other taxes combined to contribute $471 million in 2009, close to 7 percent of the
state’s general fund revenue. Collections were marginally higher than in 2007 and 2008 (before
adjustment for inflation and population growth). In the early 1970s, these other taxes accounted
for nearly 17 percent of the general fund total. Per $1,000 of personal income, collections have
fallen from more than $8 to a little more than $2. Most of the other tax sources have declined in
importance.
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Per $1,000 of personal income, luxury tax collections were around $4 in the early 1970s but now
are only $0.3, estate taxes have dropped from $1.1 to virtually zero, the pari-mutuel tax dropped
from $0.5 to zero, the motor vehicle license tax fell from around $1 to zero, and all other taxes
combined other than the insurance premium tax declined from $0.5 to barely more than zero. In
contrast, after collections of around $1.3 per $1,000 of personal income through most of the time
series, the insurance premium tax figure increased in 2003 and 2004 to about $1.9. It now
accounts for most of the collections ($411 million in 2009) in this category.

Nontax Revenue

Various other sources of revenue contributed $255 million, or 3.7 percent, of the general fund
total in 2009. The state lottery added $31 million to the general fund. Interest earned dropped
sharply to $20 million. These nontax revenues per $1,000 of personal income had been near $2
since the late 1980s, but the 2009 figure was only $1.2.

GENERAL REVENUE AS DEFINED BY THE CENSUS BUREAU
Caution must be exercised when comparing state government revenue as reported by the Census
Bureau in Arizona to that in other states since taxing authority between state and local
governments varies by state. The latest complete and verified Census Bureau data for state
governments are for 2007. Because of the economic recession that began in 2008, data for 2007
are more representative than those of later years, but the 2007 data do not reflect recent tax law
changes. For example, a sizable portion of the last individual income tax reduction was
implemented in 2008.

The data for 2007 are summarized in Table 2.4. The Census Bureau reported Arizona state
government revenue to be $26.2 billion, of which $18.1 billion was raised by the state from its
own sources. This compares to only $9.6 billion in ongoing general fund revenue reported by the
JLBC.

Per capita state government revenue in Arizona was 14 percent below the national average,
ranking 40th among the 50 states. Yet Arizona’s rank among the nine western states (California,
Colorado, Nevada, New Mexico, Oregon, Texas, Utah, and Washington) was near the middle.

As a share of total revenue, intergovernmental revenue from the federal government was above

average in Arizona, particularly relative to the other western states, but the per capita figure was
10 percent less than the national average. Own-source revenue per capita was 16 percent below

average, with Arizona ranking among the bottom 10 states and seventh among the nine western

states.

The Census Bureau categorizes own-source revenue differently from the JLBC. It differentiates
between taxes, current charges (largely user fees), and miscellaneous sources of revenue. Since
the Census Bureau data include all state funds other than utilities and insurance trust, the list of
revenue sources is much longer than those sources used for the general fund.

The mix of revenue sources used by Arizona is considerably different from that of the average

state (nationally or in the West). Arizona state government is very heavily dependent on the
general sales tax, and also receives an above-average share of its revenue from property taxes.
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TABLE 2.4
GENERAL REVENUE BY SOURCE, ARIZONA STATE GOVERNMENT, FISCAL YEAR 2007

Per Capita
Dollars in Share of National Western 50-State Western
Thousands Total Share Share Dollars Ratio to U.S. Rank* Rank*
TOTAL REVENUE $26,192,089 100.00% 100.00% 100.00% | $4,172.59 85.9% 40 6
From Federal Government 8,123,983 31.02 29.51 26.87 1,294.21 90.3 34 3
Total Own Source 18,068,106 68.98 70.49 73.13 2,878.38 84.1 41 7
Taxes 14,404,976 55.00 51.92 51.57 2,294.82 91.0 34 5
Property 924,995 3.53 0.87 1.13 147.36 349.4 8 2
Sales and Gross Receipts 8,289,660 31.65 24.15 27.36 1,320.60 112.6 15 5
General Sales 6,612,350 25.25 16.35 18.81 1,053.40 132.7 8 3
Selective Sales 1,677,310 6.40 7.80 8.55 267.21 70.5 40 5
Motor Fuels 768,914 2.94 251 2.92 122.49 100.6 36 7
Alcoholic Beverages 63,190 0.24 0.35 0.39 10.07 58.4 36 6
Tobacco Products 358,113 1.37 1.05 1.07 57.05 111.9 21 3
Public Utilities 45,346 0.17 0.96 0.46 7.22 15.5 30 6
Other Selective Sales 441,747 1.69 2.93 3.71 70.37 49.5 38 5
Individual Income 3,747,387 14.31 18.23 14.58 596.99 67.4 39 6
Corporate Income 986,170 3.77 3.63 2.20 157.10 89.2 24 3
Motor Vehicle License 213,008 0.81 1.32 1.54 33.93 52.8 47 9
Other Taxes 243,756 0.93 3.73 4,75 38.83 21.5 49 9
Nontax Sources 3,663,130 13.99 18.57 21.56 583.56 64.7 48 8
Current Charges 1,598,695 6.10 9.66 11.20 254.68 54.3 50 9
Education 1,320,741 5.04 5.49 6.44 210.40 79.0 44 7
Higher Education 1,299,577 4.96 5.41 6.38 207.03 78.8 44 7
Other Charges 21,164 0.08 0.08 0.06 3.37 92.2 19 4
Hospitals 0 0.00 2.28 3.18 0.00 0.0 50 9
Highways 11,941 0.05 0.42 0.14 1.90 9.4 33 6
Airports 827 0.00 0.08 0.04 0.13 3.3 18 2
Natural Resources 23,273 0.09 0.17 0.29 3.71 44.7 29 5
Parks and Recreation 33,768 0.13 0.10 0.04 5.38 108.0 18 2
Housing 1,801 0.01 0.05 0.04 0.29 12.8 45 9
Solid Waste Management 3,000 0.01 0.03 0.02 0.48 31.7 19 5
Other Current Charges 203,344 0.78 0.96 0.99 32.39 69.7 32 6
Miscellaneous Revenue 2,064,435 7.88 8.91 10.37 328.88 76.0 39 7
Interest Earned 708,602 2.71 3.29 3.96 112.89 70.7 41 8
Sale of Property 228,697 0.87 0.08 0.09 36.43 959.9 2 1
Other Revenue 1,127,136 4.30 5.48 6.31 179.56 67.4 43 8

* A rank of 1 indicates the highest tax burden; the western states are Arizona, California, Colorado, Nevada, New Mexico, Oregon, Texas,
Utah, and Washington

Source: U.S. Department of Commerce, Census Bureau (revenue and population).
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The Census Bureau considers part of the motor vehicle license tax to be a property tax since
it is based on value.

In contrast, the shares of total revenue were below average from the portion of the vehicle
license tax not based on value (fees), from selective sales taxes, and from taxes not separately
listed. Revenue from nontax sources was particularly low. Arizona was below the per capita
norm on all types of current charges except those in the parks and recreation subcategory.

Per capita revenue was considerably less than the national average from nontax sources.
Arizona ranked last in per capita receipts from current charges. The per capita amounts also
were far below average for selective sales taxes, the individual income tax, the motor vehicle
license tax, and from miscellaneous taxes. The state ranked quite low on all of these taxes. In
contrast, per capita receipts from the general sales tax were nearly one-third higher than the
national average and ranked among the 10 highest states in the nation.

The primary conclusion from this analysis is that Arizona state government utilizes a more
narrow set of revenue sources than other states, not collecting any revenue at all from some
sources and very low amounts from other sources. It is heavily reliant on one cyclical
revenue source, the general sales tax.
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CHAPTER 3
STATE AND LOCAL GOVERNMENT GENERAL REVENUE

In this chapter, general revenue as reported by the U.S. Census Bureau is examined. For a
discussion of the Census Bureau data, and of the per capita and per $1,000 of personal
income measures used to analyze the data, see Chapter 1. More detail by source of revenue is
provided in Appendix A. All references to year in this chapter are to the fiscal year and all
references to revenue are to the Census Bureau’s definition of general revenue—combined
state and local government revenue from all funds except utilities, insurance trust, and liquor
stores.

The last year of data for 2007 marks the peak of the economic cycle. Government revenue in
Arizona has plunged since then, mostly due to the economic recession but also due to state
government tax reductions implemented after 2007. If 2009 or 2010 data were available,
Arizona’s figures per capita and relative to personal income, and its comparison to the rest of
the nation would look very different than detailed in this chapter.

GENERAL REVENUE
Total state and local government revenue in Arizona totaled $41.3 billion in 2007: $6,582 per
Arizona resident and $193.75 per $1,000 of personal income. Total revenue was less than the
national average, by 15.2 percent per capita and by 4.7 percent per $1,000 of personal
income. (Since personal income understates income in Arizona relative to the rest of the
country, revenue relative to a more accurate measure of money income would be a little
further below the national average than indicated by the personal income measure.)

Arizona’s per capita state and local government revenue in 2007 ranked 44th among the 51
‘states’ (including the District of Columbia)—the only states that received less were
Arkansas, Idaho, Kentucky, Missouri, New Hampshire, South Dakota, and Tennessee.
Arizona ranked last among the nine western states (Arizona, California, Colorado, Nevada,
New Mexico, Oregon, Texas, Utah, and Washington). Relative to personal income,
Arizona’s revenue ranked 35th among the 51 states and fifth among the western states, with
lower figures in Colorado, Nevada, Texas, and Washington.

Revenue per $1,000 of personal income in Arizona has fluctuated over time, with no trend
apparent (see the top graph of Chart 3.1). The fluctuations result primarily from cyclical
variations over the course of an economic cycle, but changes in tax policy and in the amount
of federal funding received also contribute.

Total revenue per capita and per $1,000 of personal income also fluctuates greatly in Arizona
as a percentage of (ratio to) the national average. Apart from the cyclical fluctuations, the
ratios dropped considerably from the 1960s through 1974, and from 1990 through 1998, as
seen in the bottom graph of Chart 3.1. The pattern over time of the two measures—revenue
per capita and per $1,000 of personal income—relative to the U.S. average is similar, with
the percentage of the national average always higher on the personal income measure.
(Because of this similarity, some of the discussion and charts in this chapter address only one
of the two measures.)
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CHART 3.1
COMBINED STATE AND LOCAL GOVERNMENT GENERAL REVENUE
IN ARIZONA THROUGH FISCAL YEAR 2007

PER $1,000 OF PERSONAL INCOME
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Per capita, revenue in Arizona relative to the U.S. average has been lower in every year since
1992 than in all preceding years. Revenue relative to personal income has been lower in each
year since 1996 than in prior years, except for 1981 and 1982. Arizona’s per capita revenue
has been at least 15 percent less than average since 1995, but through the 1970s and 1980s it
generally ranged from only 5-to-10 percent below the national average. Per $1,000 of
personal income, Arizona’s figure has been from 4-to-10 percent less than the national
average since 1996; before that, the Arizona figure generally fluctuated between 5 percent
higher than average to 5 percent lower.

Total revenue per $1,000 of personal income was 1 percent higher in 2007 than in 1992 in
Arizona. That is, total revenue available to state and local governments in Arizona was
essentially unchanged over this 15-year period relative to the size of the state’s economy. In
contrast, revenue rose more than economic growth nationally such that Arizona’s 2007 figure
as a ratio to the national average was 5 percentage points lower per $1,000 of personal
income (and 2 percentage points lower per capita) than in 1992. Its national rank was
between 8 and 10 places lower. (The 1992-t0-2007 comparison is detailed in Appendix A.)

GENERAL REVENUE BY SOURCE
The Census Bureau series on state and local government finance provides general revenue
for a number of categories and subcategories. Table 3.1 provides a summary of the data for
2007.

Major Categories
The first distinction made by the Census Bureau is between revenue received from the
federal government and revenue raised from own sources. Intergovernmental transfers from
the federal government to Arizona amounted to $8.7 billion in 2007, about 21 percent of
Arizona state and local government revenue, a slightly higher proportion than the U.S.
average. Per capita receipts from the federal government were 11 percent below the national
average, with Arizona ranking 37th among all states and fifth in the West. Federal funding to
Arizona per $1,000 of personal income was 1 percent above average, 32nd nationally and
fourth in the West.

Arizona’s receipt of federal funds relative to personal income rose 27 percent between 1992
and 2007 (see the top graph of Chart 3.2), pushing the state’s ratio to the U.S. average up 9
percentage points and its national rank up six places. This increase offset the decrease in tax
revenue over the period, resulting in total revenue per $1,000 of personal income not
showing any trend in the top graph of Chart 3.1.

Own-source revenue totaled $32.6 billion in Arizona in 2007, accounting for 79 percent of all
revenue. On a per capita basis, this amounted to $5,194—16 percent less than the U.S.
average, ranking 41st in the nation and last among the western states. Per $1,000 of personal
income, Arizona’s own-source revenue was 5 percent below the national average, ranking
37th nationally and sixth in the West. Own-source revenue fell 4 percent relative to personal
income between 1992 and 2007, with Arizona’s ratio to the U.S. average falling 8 percentage
points and its national rank 18 places.
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TABLE 3.1
COMBINED STATE AND LOCAL GOVERNMENT GENERAL REVENUE BY SOURCE IN ARIZONA, FISCAL YEAR 2007

Per Capita Per $1,000 of Personal Income
Dollars in Share of Ratio to All State Western Ratio to All State Western
Thousands Total Dollars u.S. Rank* Rank* Dollars u.S. Rank* Rank*
TOTAL REVENUE $41,318,939 100.00% | $6,582.41 84.8% 44 9 $193.75 96.3% 35 5
From Federal Government 8,713,139 21.09 1,388.07 89.1 37 5 40.86 101.2 32 4
Total Own Source 32,605,800 78.91 5,194.35 83.7 41 9 152.89 95.1 37 6
Taxes 23,334,711 56.47 3,717.39 87.5 30 6 109.42 99.3 22 3
Property 6,221,217 15.06 991.09 77.6 34 7 29.17 88.2 30 3
Sales and Gross Receipts 11,299,521 27.35 1,800.10 123.2 8 3 52.98 139.9 7 4
General Sales 9,365,648 22.67 1,492.02 149.6 5 2 43.92 169.9 6 3
Selective Sales 1,933,873 4.68 308.08 66.3 47 8 9.07 75.4 42 6
Motor Fuels 768,914 1.86 122.49 96.9 38 7 3.61 110.1 30 5
Alcoholic Beverages 63,921 0.15 10.18 54.3 36 6 0.30 61.7 31 6
Tobacco Products 358,113 0.87 57.05 108.1 22 3 1.68 122.8 22 3
Public Utilities 200,274 0.48 31.91 35.7 37 8 0.94 40.6 35 8
Other Selective Sales 542,651 1.31 86.45 48.8 43 8 2.54 55.4 42 7
Individual Income 3,747,387 9.07 596.99 61.9 40 6 17.57 70.3 40 6
Corporate Income 986,170 2.39 157.10 77.9 25 3 4.62 88.5 25 4
Motor Vehicle License 238,301 0.58 37.96 54.6 49 9 1.12 62.1 43 9
Other Taxes 842,115 2.04 134.16 48.4 43 8 3.95 55.0 41 8
Nontax Sources 9,271,089 22.44 1,476.95 75.6 49 9 43.47 85.9 44 9
Current Charges 5,157,979 12.48 821.70 70.2 50 9 24.19 79.7 42 9
Education 1,851,784 4.48 295.00 85.5 38 6 8.68 97.1 36 7
Higher Education 1,584,561 3.83 252.43 85.9 40 7 7.43 97.5 36 7
School Lunch Sales 117,101 0.28 18.66 80.9 41 5 0.55 91.9 33 3
Other Charges 150,122 0.37 23.92 85.6 27 5 0.70 97.2 27 5
Hospitals 804,113 1.95 128.10 42.2 37 9 3.77 48.0 37 9
Highways 14,697 0.04 2.34 6.6 45 9 0.07 7.5 43 9
Airports 466,876 1.13 74.38 134.6 10 4 2.19 152.9 8 4
Parking Facilities 4,003 0.01 0.64 10.5 49 9 0.02 11.9 50 9
Natural Resources 112,942 0.27 17.99 133.9 11 4 0.53 152.1 11 4
Parks and Recreation 134,503 0.33 21.43 73.1 33 7 0.63 83.0 29 7
Housing 23,031 0.06 3.67 20.3 51 9 0.11 23.0 50 9
Sewerage 629,089 1.52 100.22 83.2 30 8 2.95 94.5 25 8
Solid Waste Management 380,618 0.92 60.64 125.7 16 5 1.78 142.8 12 4
Other Current Charges 736,323 1.78 117.30 64.2 37 7 3.45 72.9 33 6
Miscellaneous Revenue 4,113,110 9.95 655.25 83.8 38 9 19.29 95.2 31 8
Interest Earned 1,614,668 3.91 257.23 82.9 38 9 7.57 94.2 30 7
Special Assessments 124,490 0.30 19.83 72.8 22 7 0.58 82.7 21 7
Sale of Property 273,600 0.66 43.59 281.5 3 2 1.28 319.8 3 2
Other Revenue 2,100,352 5.08 334.60 78.0 40 8 9.85 88.5 33 8

* A rank of 1 indicates the highest tax burden; the “all state” column includes the District of Columbia; the western states are Arizona, California, Colorado, Nevada, New Mexico,
Oregon, Texas, Utah, and Washington
Source: U.S. Department of Commerce: Census Bureau (revenue and population) and Bureau of Economic Analysis (personal income).
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CHART 3.2

COMBINED STATE AND LOCAL GOVERNMENT GENERAL REVENUE

BY MAJOR SOURCE IN ARIZONA, THROUGH FISCAL YEAR 2007

PER $1,000 OF PERSONAL INCOME
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Ignoring the cyclical fluctuations, Arizona’s own-source revenue, per capita and relative to
personal income, as a ratio to the national average was higher during the 1960s than in
subsequent years. From the 1970s into the early 1990s, state and local government own-source
revenue in Arizona per $1,000 of personal income fluctuated near the national average; the per
capita figure usually was 5-to-10 percent less than the U.S. average. Own-source revenue
received by Arizona governments fell considerably during the 1990s relative to the U.S. average.
Since the mid-1990s, the per capita and relative to personal income measures have been
substantially below the historical norm.

Own-source revenue in turn is divided into two groupings: tax and nontax. A number of separate
taxes are reported by the Census Bureau. Nontax revenue sources consist of current charges
(largely user fees) and miscellaneous other sources of revenue, including interest earned.

Tax revenue was $23.3 billion in Arizona in 2007, accounting for 56.5 percent of all revenue, a
share 1.7 percentage points above the national average. On a per capita basis, this amounted to
$3,717—12 percent less than the U.S. average, ranking 30th in the nation and sixth among the
western states. Per $1,000 of personal income, Arizona’s tax revenue was 1 percent below the
national average and ranked 22nd (third in the West). Between 1992 and 2007, tax revenue
relative to personal income fell 5 percent. The ratio to the national average dropped 7 percentage
points and the national rank declined 12 places. This decline was largely due to the Arizona state
government tax cuts. The relative decrease would be much larger if 1992 were compared to 2009
or 2010.

Nontax sources of revenue brought in $9.3 billion to state and local governments in Arizona in
2007, accounting for 22.4 percent of the total, less than the national share of 25.2 percent. Per
capita nontax revenue of $1,477 was 24 percent less than the national average; Arizona ranked
49th, with Arkansas and Connecticut lower. Per $1,000 of personal income, Arizona’s
collections in 2007 were 14 percent below average, 44th in the nation and lowest in the West.
Though nontax revenue per $1,000 of personal income in Arizona was unchanged between 1992
and 2007, the ratio to the U.S. average fell 9 percentage points and the national rank dropped
seven places.

A longer time series of revenue from the federal government and from tax and nontax sources is
presented in Chart 3.2. Per $1,000 of personal income, tax revenue in Arizona since 1996 has
been lower than in prior years except for the early-to-mid-1980s. Nontax revenue increased
during the 1980s, but has fallen off since then. Revenue from the federal government has been
higher than in the past since 2001. Relative to the national average, per capita revenue from each
of these three major sources has been below average since the late 1980s but was above average
from each source back in the 1960s.

Though the tax burden in Arizona is below the national average, the state relies more heavily on
taxes (as a share of total revenue) than the national average (see Chart 3.3). The big difference is
in the general sales tax, which provided 22.7 percent of government revenue in Arizona in 2007
compared to a national average of only 12.9 percent. Arizona’s share of total revenue was less
than the national average from each of the other taxes and from current charges.
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CHART 3.3
STATE AND LOCAL GOVERNMENT GENERAL REVENUE BY SOURCE
AS A SHARE OF THE TOTAL IN FISCAL YEAR 2007
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The changes in revenue shares between 1993 and 2007 are shown in Chart 3.4. During this
period, Arizona governments became less reliant on property taxes and more dependent on the
general sales tax. The use of federal funds also increased. These changes in share also occurred
relative to the national average.

The history of revenue from the major tax sources is shown in Chart 3.5. The top graph,
expressed per $1,000 of personal income, shows a considerable drop in property taxes in the late
1970s/early 1980s and again during the mid-1990s. Relative to the national average (the bottom
graph in Chart 3.5), per capita property tax collections have fallen from above average during the
1960s and again during the mid-to-late 1970s to more than 20 percent below average. Revenue
collections from selective sales taxes also have decreased over time and collections from “other”
taxes dropped during the mid-1990s.

The economic cycle is especially telling on the income tax data. It appears that income tax
collections have not fallen except during the last recession despite the numerous income tax cuts
since the early 1990s, but this conclusion would be quite different if current data were available.

CHART 3.4
COMBINED STATE AND LOCAL GOVERNMENT GENERAL REVENUE BY
SOURCE AS A SHARE OF THE TOTAL IN ARIZONA,
CHANGE BETWEEN FISCAL YEARS 1993 AND 2007
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CHART 3.5
COMBINED STATE AND LOCAL GOVERNMENT GENERAL REVENUE
BY TAX SOURCE IN ARIZONA THROUGH FISCAL YEAR 2007

PER $1,000 OF PERSONAL INCOME
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The rise in the general sales tax line at the end of the time series in Chart 3.5 also is a reflection
of the temporary boom in the economy.

Property Taxes
Though the state portion of the property tax was eliminated in 1997 and other decreases have
occurred over time, the property tax remains a major source of revenue to local governments.
Combined state and local government property tax collections in 2007 totaled $6.2 billion, 15
percent of all state and local government revenue. This includes motor vehicle license taxes
based on vehicle value, which are classified as property taxes by the Census Bureau. On a per
capita basis, Arizona’s property tax collections of $991 were 22 percent less than the national
average, ranking 34th overall and seventh among the western states. Relative to personal income,
collections were 12 percent below average, 30th in the nation but third in the West. Between
1992 and 2007, property tax collections in Arizona fell 24 percent relative to personal income.
The ratio to the national average dropped 23 percentage points and the national rank went down
12 places.

Sales and Gross Receipts Taxes
The sales and gross receipts category includes the general sales tax (transaction privilege tax in
Arizona) and selective sales taxes.

General Sales Tax

The general sales tax was the largest single source of revenue in Arizona in 2007, with
collections of $9.4 billion accounting for 22.7 percent of total, 10 percentage points higher than
the national average share. The state’s use of this tax was far above the norm. Per capita,
collections were $1,492 in 2007—50 percent above average, ranking fifth in the nation and
second in the West. Relative to personal income, collections were 70 percent above average,
sixth in the nation and third in the West. States with higher collections included Arkansas
(relative to personal income), Hawaii, Louisiana, New Mexico (relative to personal income),
Washington, and Wyoming (per capita).

Between 1992 and 2007, revenue from the general sales tax rose 16 percent in Arizona relative
to personal income. The state’s ratio to the U.S. average went up 22 percentage points.

Selective Sales Taxes

Selective sales taxes are taxes assessed on certain commodities or services separate from the
general sales tax. Arizona governments collected $1.9 billion from all selective sales taxes in
2007—Iless than 5 percent of total revenue compared to a national average share of 6 percent. Per
capita collections were 34 percent below average, ranking 47th nationally and eighth among the
western states. Georgia, ldaho, Oregon, and Wyoming had lower collections per capita. Relative
to personal income, revenue from selective sales taxes was 25 percent below average in Arizona,
ranking 42nd among all states and sixth in the West. Between 1993 and 2007, collections fell 23
percent relative to personal income, with the ratio to the national average falling 15 percentage
points and the national rank 9 places.

The various selective sales taxes are shown in Table 3.1. Per capita and relative to personal
income, Arizona was far below the national norm on collections from alcoholic beverages,
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public utilities, and miscellaneous other selective sales taxes. Arizona was above average on the
tobacco products tax and average (per capita) on the motor fuels tax.

Per $1,000 of personal income, collections and the ratio to the national average fell significantly
from 1993 through 2007 in the motor fuels, public utilities, and alcoholic beverages categories.
In contrast, due to the voter-approved initiative raising tobacco taxes in 2002, Arizona went from
below to above the national average on tobacco tax collections per $1,000 of personal income.

Income Taxes
The Census Bureau did not subdivide income taxes into individual and corporate components
until 1993.

Individual Income Tax

The individual income tax provided revenue of $3.7 billion in Arizona in 2007. This was only
9.1 percent of all revenue; the national share was 12.4 percent. Revenue of $597 per resident was
38 percent below the national per capita average. Relative to personal income, Arizona’s
individual income tax collections were 30 percent less than average. Arizona ranked 40th overall
and sixth in the West on both measures. Nine states (including three western states) do not tax
wage and salary income, so only two states that use the individual income tax collected less per
capita. Between 1993 and 2007, collections per $1,000 of personal income dropped 8 percent.
The ratio to the national average fell 15 percentage points and the national rank dropped 4
places.

Corporate Income Tax

The corporate income tax raised $986 million in Arizona in 2007. Its share of total revenue was 2.4
percent, compared to a national average of 2.6 percent. On a per capita basis, Arizona’s collections
were 22 percent below average, but ranked 25th overall and third in the West. Relative to personal
income, collections were 11 percent below average, 25th nationally and fourth in the West.
Corporate collections are highly cyclical, so the 36 percent increase relative to personal income
between 1993 and 2007 is misleading, comparing an economic recovery year to a cyclical peak.

Other Taxes
The Census Bureau considers the portion of the motor vehicle license tax based on the value of
the vehicle to be a property tax—a different categorization than used by the state of Arizona.
Thus, for Arizona, the Census Bureau’s vehicle license tax category is limited to various fees.
Using this definition, $238 million was collected from this source in Arizona in 2007. The share
of total revenue was below the national average. The per capita figure was less than half the
national average, third lowest in the national and last in the West. Per $1,000 of personal income,
the 2007 revenue was 38 percent less than the national average and ranked 43rd nationally and
last among the western states. Relative to personal income, collections fell 62 percent in Arizona
between 1992 and 2007, causing the ratio to the U.S. average to fall 70 percentage points; the
national rank dropped 31 places. This large decline, however, may reflect an inconsistency over
time in the Census Bureau’s reporting.

Collections from miscellaneous other taxes amounted to $842 million in Arizona in 2007. Arizona’s
collections were far less than the national average: 52 percent below average per capita (ranked
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43rd) and 45 percent below average relative to personal income (ranked 41st). One western state
was lower on each measure. While still very low in 2007, collections rose 41 percent relative to
personal income between 1993 and 2007, pushing up the ratio to the U.S. average and the national
rank.

Current Charges
Current charges are defined by the Census Bureau as payments for the provision of specific
services that benefit the person charged. They consist primarily of user fees, with maintenance
assessments also included.

Total current charges in Arizona amounted to $5.2 billion in 2007. The 12.5 percent share of all
revenue was less than the U.S. average of 15.1 percent. Per capita collections were 30 percent
below the national average, second lowest in the nation (Connecticut was lower). Collections per
$1,000 of personal income were 20 percent below average, 42nd in the nation and last among the
western states. Though collections rose 7 percent relative to personal income between 1992 and
2007, Arizona fell somewnhat further behind the national norm.

Of the many categories of current charges shown in Table 3.1, Arizona collected less than average
in most. In Chart 3.6, education current charges are separated from the others. Education charges
per $1,000 of personal income have largely been steady, but have fallen relative to the national
average since 1990. Other charges rose in recent years relative to personal income.

Other Revenue Sources
Miscellaneous other sources of revenue accounted for 10 percent of the total in 2007, nationally and
in Arizona. However, Arizona was 16 percent below the per capita average and 5 percent less
relative to personal income, falling further below average between 1992 and 2007. Arizona was
below average per capita and relative to personal income in the two large subcategories of interest
earned and miscellaneous “other” sources of revenue, ranking in the 30s nationally on both and near
the bottom of the western states. The state fell further below average in both between the early
1990s and 2007.
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CHART 3.6
COMBINED STATE AND LOCAL GOVERNMENT GENERAL REVENUE
BY NONTAX SOURCE IN ARIZONA, FISCAL YEARS 1980 THROUGH 2007
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Note: Data for 2001 and 2003 are estimated.

Source: U.S. Department of Commerce, Census Bureau (revenue and population) and Bureau of
Economic Analysis (personal income).
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CHAPTER 4
TAX BURDEN

The tax burden is simply the amount of taxes paid relative to income. Various measures are
available. Some present the combined tax burden of individuals and businesses, but separate
measures of the business tax burden and the individual tax burden are available or can be
constructed.

Various methodologies have been used to calculate tax burdens. Most can be classified as a
“macro” approach in which aggregate taxes paid, typically as reported by the U.S. Census
Bureau, are divided by a measure of size—commonly population or personal income—so that
states can be directly compared. In contrast, the “micro” approach creates a hypothetical
household or business, then works through the actual tax code to determine the tax payments that
the hypothetical household or business would need to make in each state.

Though some data are available separately for state government taxes and local government
taxes, the most meaningful comparisons of tax burdens across states combine state and local
government taxes. The government jurisdiction—state government or local governments
(counties, cities and towns, school districts, and special districts)—responsible for taxing and
spending varies by state.

In general, when comparing taxes over time, it is important to look at a long time series or to
ensure that the comparison year is comparable to the latest year in terms of its point within the
economic cycle. Tax collections are cyclical and some states, including Arizona, experience
particularly large cyclical variations.

BUSINESS TAX BURDEN
Business taxes can be defined as taxes imposed on the purchase, ownership, or use of inputs in a
productive activity. In addition to federal taxes, such as payroll taxes for Social Security and
Medicare, businesses are potentially subject to a number of state and local government taxes:

e Property: Nationally, this is the largest source of business tax payments. Personal
property (such as equipment) may be taxed as well as real property.

e General sales: The second-largest source of business tax payments nationally, sales taxes
are applied to business purchases of equipment or materials. However, businesses in
Arizona benefit from numerous exemptions from the sales tax. For example, articles to be
incorporated into a manufactured product and wholesale goods are exempt from the tax.

e Income: Corporations pay a corporate income tax, but most businesses are not
incorporated—their income taxes are paid through the individual income tax.

e Business license.

e Unemployment insurance.

e Gross receipts: These taxes often are paid in lieu of corporate income or property taxes.
Taxes on insurance premiums and public utilities are examples.

e Excise: Selective sales taxes, such as the tax on motor vehicle fuel.
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e Other: Severance taxes, levied on the extraction of natural resources such as oil, are an
example. (Arizona has limited opportunities to impose severance taxes; this tax has
become an insignificant source of revenue in the state in recent decades.)

The Payment of Business Taxes
While businesses technically pay the various taxes levied upon them, the actual burden of
business taxes may fall on a number of parties, including the business (paid out of business
income), consumers (higher prices of goods and services), workers (lower wages), and owners of
land (lower land values and rents). It is difficult to ascertain the final burden in all cases. In this
chapter, a “business tax” refers to any tax whose initial incidence rests with business owners,
even though the ultimate burden of the tax may fall on other entities. (Technically, Arizona’s
sales tax is a transaction privilege tax paid by businesses, but the portion of the revenue collected
from sales to individuals is not included in this chapter as a business tax.)

Taxes are just one of many business expenses that play a role in determining the price of a good
or service. Many companies that sell goods and services to Arizona residents have a “captive”
market—for example, a Phoenix resident is not going to travel to New Mexico to buy their
groceries. Further, these companies are subject to the same state tax code. Under these
conditions, a company generally is able to pass the expense of taxes to the consumer in the form
of a higher price for their good or service.

In contrast, businesses that primarily sell to customers outside the state have difficulty recovering
their local expenses (including tax payments) in higher prices because they are subject to
international competition. If local business taxes are high, this may suppress the number of
business facilities located in the area, which in turn may hold down land prices and/or wages.
However, if lower costs in wages or rents are not sufficient to offset a high business tax burden,
an exporter may simply choose not to locate in an area.

Ernst & Young Business Tax Burden
Ernst & Young (E&Y) has produced a very detailed analysis of business taxes (for the Council
on State Taxation). An estimate of the actual taxes paid by businesses by state in fiscal year 2008
is provided in each of seven categories. Taxes paid to state governments are shown separately
from taxes paid to local governments. Total taxes paid by businesses and individuals combined
are also provided. Conceptually, the methodology used in the study is strong. In practice, the
shortcoming is that business payments in many of the tax components had to be estimated. Still,
it appears that E&Y expended considerable effort in estimating these figures.

In order to compare business taxes across states, E&Y provides three measures. First and
foremost, total state and local government tax dollars paid by businesses are adjusted by private-
sector gross domestic product by state to provide a measure of the total effective tax rate (tax
burden) by state. Business taxes amounted to 4.71 percent of private-sector gross product in
Arizona in 2008, marginally less than the national average. Arizona ranked 24th among the 51
‘states’ (including the District of Columbia) and fourth among nine western states. In the West,
New Mexico, Texas, and Washington had higher business tax burdens. Though often cited as
having high taxes, the business tax burden in California was slightly lower than in Arizona and
ranked 32nd nationally.
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Second, E&Y estimates the percentage of all taxes that are paid by businesses. In 2008,
businesses paid 49.9 percent of all state and local government taxes in Arizona, a greater share
than the national average of 44.1 percent. This share tied for 15th highest nationally and tied for
fourth highest in the West. The business share was higher for local government taxes than for
state government taxes in Arizona and nationally. In Arizona, the business share was above the
national average for both state and local taxes, though more so for local taxes.

Third, E&Y estimates the ratio of state and local government business taxes relative to benefits
received by businesses, an indicator originally developed by the Federal Reserve Bank of
Chicago. The latest data for this measure are for 2006. The ratio of business taxes to benefits in
Arizona was 1.64, less than the national average of 1.83. Arizona’s ratio ranked 38th nationally
and sixth in the West. In every state, the business tax burden is greater than the benefits
businesses receive—all states shift the tax burden from individuals to businesses to some degree.

Though businesses pay a higher-than-average share of all taxes in Arizona, the business tax
burden—both as a share of gross product and relative to benefits received—is below the national
average in Arizona. Similarly, business taxes are below average in Arizona based on the per
capita and per $1,000 of personal income measures used to measure total and individual tax
burdens, though not as far below average as nonbusiness taxes.

E&Y warns, however, that a measure of the overall business tax burden is just a starting point for
comparing tax burdens across states. They note the importance of the structure and composition
of business taxes. The example cited in their report is of two states with equivalent overall
business tax burdens. One state, however, imposes higher origin-based taxes on business capital
(property and sales taxes). Thus, its taxes on capital-intensive manufacturers are relatively high
while taxes on labor-intensive service industries are relatively low. This places the state at a
competitive disadvantage in attracting plant and equipment and thus may hinder economic
growth even though its overall business tax burden is the same as the other state.

The Ernst & Young business tax study has been done for the last several years. Little change has
occurred in Arizona’s business tax burden relative to the national average.

Analysis by Tax
Ernst & Young estimates business taxes in seven categories, as seen in Table 4.1. Arizona’s
business tax burden (as a percentage of private-sector gross product) among all 50 states and the
District of Columbia in 2008 was very high on the sales tax. The property tax burden was a little
higher than the national average but ranked in the middle of all states, though it was second
highest among the nine western states. All other business tax burdens were at least 16 percent
below the national average. The excise/gross receipts and corporate income tax burdens ranked
only slightly better than the middle of the states nationally, while the individual income,
unemployment insurance, and license and other taxes in Arizona were among the lowest in the
nation and in the West, with the tax burden of each at least 46 percent less than the national
average.

Thus, the only two business taxes that are not low in Arizona are the two that provide the most
tax revenue, not only in Arizona but nationally. The property and sales taxes disproportionately
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TABLE 4.1
COMBINED STATE AND LOCAL GOVERNMENT BUSINESS TAX BURDEN
MEASURED AS A PERCENTAGE OF PRIVATE-SECTOR GROSS PRODUCT BY
TYPE OF TAX IN ARIZONA, FISCAL YEAR 2008

Difference Rank Among
Percentage of from National Rank Among Nine Western
Tax Gross Product Average 51 ‘States’** States***
TOTAL 4.71% -1% 24 4
Property and Sales Combined 3.38 23 11 2
Property 1.76 5 27 2
Sales 1.62 54 7 3
Excise and Gross Receipts 0.46 -16 29 6
Corporate Income 0.37 -20 30 4
Individual Income* 0.14 -59 41 6
Unemployment Insurance 0.09 -46 45 8
License and Other 0.28 -46 39 8

* On business income

** A rank of 1 indicates the highest tax burden; includes the District of Columbia

*** A rank of 1 indicates the highest tax burden; the western states are Arizona, California, Colorado,
Nevada, New Mexico, Oregon, Texas, Utah, and Washington

Source: Ernst & Young, “Total State and Local Business Taxes: 50-State Estimates for Fiscal Year 2008,”
January 2009.

hit capital-intensive businesses such as manufacturers. Therefore, a conclusion of average
business taxes in Arizona based on the overall business tax burden measure is misleading in
terms of economic development.

Economic development focuses on companies that export their products (goods and services) to
customers outside of Arizona. These export companies drive the economy; companies that serve
local customers (the bulk of the companies) respond to conditions in the export sector. Export
activities in Arizona include agriculture, manufacturing, tourism, and some services, but high-
technology manufacturers and mining companies historically have been among the state’s most
important exporters. Manufacturing and mining companies are capital intensive: they have large
facilities with considerable equipment. With the combined property and sales tax burden one of
the highest in the country, and second highest in the West (only Washington was higher), the
overall state and local government tax burden of these capital-intensive companies is above
average in Arizona. In contrast, the tax burden of local service firms is below average.

The combined 2008 sales and property tax burden in Arizona of 3.38 percent of private-sector
gross product compares to a national average of 2.74 percent. This tax burden was lower than the
national average in six of the western states, including California at 2.28 percent. Thus, Arizona
is not even close to competitive on these key taxes.

The tax burden on capital-intensive export companies is even higher in Arizona than indicated by

the Ernst & Young data because the property tax burden of such companies is higher than the
average of all businesses as reported by E&Y. More detail on the property tax is available from a
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study produced by the Minnesota Taxpayers Association. This group undertakes detailed
calculations to determine the total state and local government property tax burden in the largest
city of each state. (The second largest city is used in Illinois and New York since property taxes
in Chicago and New York City are not representative of the state. Calculations also are made for
a representative rural area in each state, but these results were not analyzed for this paper.)
Calculations are made for various property values in each of four property classifications:
residential, commercial, industrial, and apartment. The market value is assumed to be the same in
all cities so that the results reflect differences in the tax codes across states rather than
differences in property values. (The residential property tax also is calculated based on the
median value by state.)

For the nonresidential categories, the total property value is split between real and personal
property. In the case of apartments and commercial properties, personal property equates to
fixtures. For industrial properties, personal property includes fixtures, machinery and equipment,
and inventories. Property taxes for the industrial classification were calculated three ways, using
two differing assumptions of the percentage of the total value made up by personal property, and
using state-specific personal property shares.

Property taxes as estimated by the Minnesota Taxpayers Association for tax year 2008 are
summarized in Table 4.2. The property tax burden of homeowners was low in Arizona at 42-to-
44 percent less than the national average. The tax burden on apartments was comparably low.

In contrast, commercial property taxes in Arizona were more than the national average,
especially at higher valuations. Arizona had the highest taxes among the nine western states at
valuations of $1 million or more.

For industrial properties with a low valuation, the property tax burden in Arizona was less than
the U.S. average and ranked among the middle of the states. In contrast, the property tax burden
in Arizona was quite high for industrial properties of higher valuations, particularly for those
with a high percentage of personal property: Arizona ranked among the 10 highest industrial
property tax burdens in the nation, and second highest in the western states.

INDIVIDUAL TAX BURDEN
A study produced by the government of the District of Columbia uses a “micro” approach to
assessing the tax burden of households. Using the actual tax laws in each state, it calculates the
amount of taxes that would be paid by a hypothetical household at five income levels. Since the
property tax within states varies by locality, the calculations are made for the largest city in each
state. Not all taxes are estimated, but the three major tax sources (income, property, and sales) as
well as automobile-related taxes are included. While the results can provide high-quality
information for the hypothetical household, the findings should not be generalized to other
households. Though this study has been produced annually over the last decade, the authors of
the study warn against using it as a time series due to changes in methodology.

The results of the 2008 District of Columbia study are summarized in Table 4.3. The overall tax

burden (the sum of the four tax categories) was substantially below the norm in Phoenix except in
the lowest income category. The income tax and property tax burdens were quite low, the sales tax
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TABLE 4.2
URBAN PROPERTY TAX BURDEN MEASURED AS THE AMOUNT OF TAX PAID
BY PROPERTY CLASSIFICATION IN ARIZONA, TAX YEAR 2008

Property Classification Rank Among 51 Difference from Rank Among Nine

and Value States* National Average Western States**
Residential (“homestead”)

$150,000 40 56% 7

$300,000 39 58 6

Median Value 38 57 7
Commercial

$100,000 22 103 3

$1 million 17 119 1

$25 million 15 127 1
Industrial***

$100,000 31 81 5

$1 million 12 132 2

$25 million 10 138 2
Industrial****

$100,000 21 93 3

$1 million 9 140 2

$25 million 9 145 2
Industrial*****

$100,000 25 88 5

$1 million 10 141 2

$25 million 8 147 2
Apartment

$600,000 42 59 6

* A rank of 1 indicates the highest tax; includes the District of Columbia

** A rank of 1 indicates the highest tax; the western states are Arizona, California, Colorado, Nevada,
New Mexico, Oregon, Texas, Utah, and Washington

*** Assumes that half of the value is in personal property

****x Assumes that 60 percent of the value is in personal property

*xxx Assumes that the percentage of the value that is personal property is equal to the average by state

Source: Minnesota Taxpayers Association, “50-State Property Tax Comparison Study,” April 2009.

burden was very high, and the automobile taxes ranged from low at the lowest income level to
higher than in the median state at higher income levels.

Compared to the largest city in each of the western states, the tax burden in Phoenix ranged from
highest at the $25,000 income level to lowest at the $50,000 level. It ranked third or fourth lowest
among the nine cities at each of the three highest incomes. Overall, Nevada and Texas had the
lowest individual tax burdens among these nine states at each income level. Except at the lowest
income level, the highest tax burden was in California.

The sales tax burden in Arizona was the highest in the West at each income level; the property tax
burden was lowest except for second lowest at the highest income. The income tax burden was in
the middle at all incomes (three of the western states do not levy an income tax) and the auto-related
taxes ranged from below average at lower incomes to above average at higher incomes.

54



TABLE 4.3
COMBINED STATE AND LOCAL GOVERNMENT INDIVIDUAL TAX BURDEN
IN PHOENIX, ARIZONA, 2008

Household Income
$25,000 $50,000 $75,000 $100,000  $150,000
Rank Among 51 ‘States’ *

Income Tax 25 39 39 40 41
Property Tax 24 46 47 46 47
Sales Tax 2 2 2 2 2
Automobile Taxes 39 24 tie 26 16 16
Sum of Four Tax Categories 14 45 41 40 41
Taxes as a Percentage of Income

Sum of Four Tax Categories 11.6% 5.9% 5.8% 6.3% 5.7%
Difference from Average State 0.7 -2.3 -2.2 -1.9 2.1
Difference from Median State 0.8 -1.8 -2.2 -1.9 -2.7

* A rank of 1 indicates the highest tax of 51 cities: the largest city of each state and the District of
Columbia

Source: Government of the District of Columbia, Tax Rates and Tax Burdens in the District of Columbia: A
Nationwide Comparison.

It is also possible to estimate the individual tax burden using the data produced by Ernst & Young.
Subtracting business taxes from the total taxes that E&Y reports provides an estimate of individual
taxes. Per capita, Arizona ranked 45th in the nation in 2008, with an individual tax burden 35
percent less than the national average. Per $1,000 of personal income, Arizona ranked 42nd at 25
percent less than the national average. Two western states (New Mexico and Texas) had a lower
tax burden on both measures.

OVERALL TAX BURDEN
Other than for the income tax, for which the individual and corporate tax receipts are separated,
the Census Bureau data cannot be used to differentiate between taxes and fees paid by businesses
and those paid by individuals. Thus, the tax burden calculated from the Census Bureau data is an
overall tax burden, representing a meld of businesses and individuals.

The Tax Foundation provides an alternative measure of the overall tax burden. It defines taxes
differently than does the Census Bureau and uses a different gauge of income in order to compare
states. However, both datasets are based on the “macro” approach to measuring tax burden.

Census Bureau
As calculated by aggregate tax collections, the overall tax burden in Arizona measured on a per
capita basis was 12 percent less than the national average in 2007. It ranked 30th nationally and
sixth in the West. Per $1,000 of personal income, the tax burden did not compare as favorably, just
1 percent less than the national average, ranking 22nd nationally and third in the West.

As measured in this way, the tax burden in Arizona fluctuates with the economic cycle. Without any
changes in tax rates, tax receipts relative to income are higher during an economic expansion than
those during an economic recession. While this cyclicality is common to all states, it is much more
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pronounced in Arizona, such that the state’s rank among the states also rises and falls with the
economic cycle.

Tax rates and other aspects of the tax code (such as tax credits and exemptions) of state and local
governments are constantly changing, which also contributes to the temporal pattern of Arizona’s
tax burden. The tax burden measured per $1,000 of personal income is displayed in the top graph of
Chart 4.1. The increase in the measured tax burden in 2006 and 2007 was due to the economic
boom. Even with this increase, the tax burden in 2007 was less than during the 1970s, late 1980s,
and early 1990s. When data for 2008, 2009, and 2010 become available, the apparent tax burden
will plunge.

The bottom graph of Chart 4.1 demonstrates that the tax burden in Arizona has fallen substantially
since the 1960s relative to other states, though in an erratic manner. Per $1,000 of personal income,
the tax burden in Arizona was greater than the national average through the mid-1990s, other than
during the early 1980s. It has been consistently less than the U.S. average since 1997, even at the
peak of the cycle in 2007. The tax burden in Arizona is further below the national average based on
the per capita measure. On this basis, the tax burden was slightly higher than the national average
during the 1960s and again in the late 1970s, but has fallen significantly since then. Per capita taxes
collected in Arizona in 2007 at the peak of the economic cycle were 12.5 percent below the national
average.

The tax burden in Arizona in 2007 is compared to other western states in Chart 4.2. Per capita taxes
in Arizona were only higher than those in Oregon, Texas and Utah. In contrast, the tax burden
relative to income was third highest. The state’s comparative tax burden with the western states
fluctuates with the economic cycle.

Tax Foundation
The Tax Foundation’s measure of tax burden is defined to answer the question “How much are the
residents of a state paying to state and local governments, regardless of the state in which the
government is located?” In order to answer this question, tax burdens are shifted as necessary from
the state of collection to the state of residence of the taxpayer. In addition to the geographic shifting
of the tax burden, the Tax Foundation measure is different from the Census Bureau measure in the
way in which both taxes and income are defined.

As calculated by the Tax Foundation, the state and local government tax burden in Arizona—
defined as per capita taxes as a share of per capita income— was about equal to the national
average at around 10 percent of income from 1977 (the first year available) through 1979.
However, Arizona ranked above the median state (with between the 17th- and 20th-highest tax
burden) during those years. Since 1981, when it fell to less than 9 percent of income, Arizona’s
tax burden has always been lower than the U.S. average.

State government tax reductions from 1979 through 1981 sent the burden down. An inability to
balance the budget led to a subsequent tax increase in 1983, but the burden during the rest of the
1980s remained less than in the late 1970s. When the economy slowed in the late 1980s, state
government revenue was insufficient to meet the needs, causing spending reductions and further tax
increases. The tax burden approached the national average in 1991 when Arizona ranked 25th
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CHART 4.1
COMBINED STATE AND LOCAL GOVERNMENT TOTAL TAX BURDEN
IN ARIZONA, THROUGH FISCAL YEAR 2007
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CHART 4.2
COMBINED STATE AND LOCAL GOVERNMENT TOTAL TAX BURDEN
IN WESTERN STATES, FISCAL YEAR 2007
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among the states. However, even after these increases, the tax burden remained below the pre-1980
level as well as below the national average (see Chart 4.3).

A series of state government tax cuts began in the early 1990s, lowering the tax burden to below the
level of the early 1980s. Since 1991, Arizona’s tax burden has declined from 9.7 percent of per
capita income to 8.5 percent in 2008. The national average tax burden barely dropped during this
period and was 9.7 percent in 2008. The burden in Arizona in 2008 was 1.2 percentage points less
than the national average, the largest differential on record. Arizona ranked 41st (10th lowest)
among the 50 states, its lowest rank on record, down from a rank of 17th highest in 1977.

Among the subset of nine western states, Arizona’s tax burden ranked seventh (third lowest) in
2008 (see Chart 4.4). It had ranked as high as fourth highest in 1979.

Thus, the Tax Foundation results are consistent with the Census Bureau data in showing that the
overall tax burden in Arizona is among the lowest in the country and has fallen significantly over
time, particularly since the early 1990s. This consistency is significant given that the Tax
Foundation’s method of estimating taxes is very different from that of the Census Bureau. Further,
the Tax Foundation’s measure of income is different from the personal income measure used to
adjust the Census Bureau data.
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CHART 4.3
COMBINED STATE AND LOCAL GOVERNMENT TOTAL TAX BURDEN
IN ARIZONA, 1977 THROUGH 2008

AS A PERCENTAGE OF INCOME
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CHART 4.4
COMBINED STATE AND LOCAL GOVERNMENT TOTAL TAX BURDEN
IN WESTERN STATES, 2008
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Growth,” August 2008.

CONCLUSION
The overall tax burden in Arizona is lower than in most states, and lower than it was in the past.
Six measures of the overall tax burden—three per capita and three relative to income—are
summarized in Table 4.4. The two measures calculated from Census Bureau data show a higher
tax burden than the others. Most of the discrepancy derives from the latest Census Bureau data
being for fiscal year 2007—prior to the onset of the recession—while the other indicators are for
the recessionary year of 2008.

This low overall burden is the result of a very low tax burden for individuals and a moderate tax
burden for businesses. All of the measures agree that Arizona’s individual tax burden is among
the lowest in the nation at about 25 percent less than the national average, except at the lowest
income level measured. The individual income and residential property taxes are very low. In
contrast, the sales tax burden is quite high. Other than these three major taxes, Arizona’s tax
burden on individuals is relatively low on all other taxes combined.

While the overall business tax burden data suggest a moderate-to-below-average burden in
Arizona, this disguises the variation in the relative burden by type of business. Small
unincorporated businesses have a relatively low tax burden while the taxes paid by large
corporations, particularly manufacturers and other capital-intensive companies, are relatively
high. The differential in tax burden between small and large businesses results from two factors.
Business property taxes are moderate for properties with a low valuation but quite high for large
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businesses. In addition, unincorporated businesses file under the individual income tax code,
which results in a lesser relative tax burden than for businesses filing under the corporate income
tax code.

The tax burden in Arizona is very low on most business taxes. However, the sales tax burden is
quite high and the average property tax burden is somewhat above average. While property taxes
on properties of low valuation are below the national average, taxes on higher-value properties
are considerably higher than the national average. Thus, large companies, especially those
classified as industrial and having a considerable amount of personal property, have a very high
property tax burden.

Despite low overall taxes, Arizona’s tax code is not favorable for economic development,
particularly for manufacturers and for other companies that own considerable property.
Arizona’s tax code is particularly harsh for high-technology manufacturers, which have been
declining as a share of the Arizona economy more than the national norm.

TABLE 4.4
SUMMARY OF THE COMBINED STATE AND LOCAL GOVERNMENT
TAX BURDEN IN ARIZONA

Rank Among
Ratio to U.S. Rank Among 9 Western
Value Average 51 ‘States’™ States**

OVERALL TAX BURDEN

CB: Per Capita $3,717 88% 30 6
E&Y: Per Capita $3,188 72 46 9
TF: Per Capita $3,244 76 41 8
CB: Per $1,000 of Personal Income $109.42 99 22 3
E&Y: Per $1,000 of Personal Income $92.20 83 47 9
TF: Percentage of Income 8.5% 88 41 7
INDIVIDUAL TAX BURDEN

DC: $25,000 $2,911 107 14 1
DC: $50,000 $2,962 73 45 9
DC: $75,000 $4,327 72 41 7
DC: $100,000 $6,290 77 40 6
DC: $150,000 $8,786 75 41 6
E&Y: Per Capita $1,602 65 45 7
E&Y: Per $1,000 of Personal Income $46.32 75 42 7
BUSINESS TAX BURDEN

E&Y: Percentage of Gross Product 4.71% 99 24 4
E&Y: Per Capita $1,586 82 38 7
E&Y: Per $1,000 of Personal Income $45.87 94 33 6

* A rank of 1 indicates the highest tax; includes the District of Columbia
** A rank of 1 indicates the highest tax; the western states are Arizona, California, Colorado, Nevada,
New Mexico, Oregon, Texas, Utah, and Washington

Sources:
DC: District of Columbia study, measured at five household income levels, 2008
E&Y: Ernst & Young, 2008
CB: Census Bureau, 2007
TF: Tax Foundation, 2008
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CHAPTER 5
STATE GOVERNMENT EXPENDITURES

The first part of this chapter relies on state government appropriation (expenditure) data from the
Arizona Joint Legislative Budget Committee. Data run from fiscal years 1979 through 2011 (the
JLBC revenue data go back to 1971 but the earliest expenditure data are for 1979). Unless
otherwise noted, years referred to in this chapter are fiscal years. The discussion in this chapter is
limited to ongoing expenditures—excluding, for example, transfers to the Budget Stabilization
Fund and payments made in response to a court order.

Ongoing expenditures from the general fund as defined by the JLBC are different from the state
government general expenditures defined by the U.S. Census Bureau (discussed later in this
chapter). Other than utility and insurance trust funds, the Census Bureau groups Arizona’s many
funds into its “general” category. Combined state and local government expenditures are
discussed in the next chapter.

COUNTERCYCLICALITY OF NEEDS
In the public sector, most public programs experience only a reduction in the rate of increase in
demand during the typical economic recession. Most government functions are tied to the
population, which continues to grow (though less rapidly) during most economic slumps. For
example, the number of students to educate generally does not decline, nor does the need for
police, fire, and correctional services. While the demand for a few services falls off, such as
inspections of buildings under construction, demand for some public-sector functions is
countercyclical. For example, the demand for unemployment insurance benefits rises during
recessions, as does the number of people eligible for public welfare. Enrollment in community
colleges and universities frequently increases during slumps because of limited employment
opportunities.

Actual spending is one measure of the demand for services, but since state and local
governments must produce a balanced budget each year, spending is constrained by available
revenues. Expenditures often are reduced during recessions. For this reason, as well as the
addition and deletion of government programs for other reasons, a time series of government
spending does not adequately illustrate the cyclical pattern of public demand.

Caseloads also provide an indication of the demand for public services, but changes in eligibility
requirements can affect these figures as well. Typically, caseloads begin to rise a little before the
official beginning of a recession, then rise rapidly through the recession. During the last two
economic cycles, caseloads continued to rise at a rapid pace for about two years after the official
end of the recession. In each case, the two years were marked by slow economic growth in which
unemployment continued to rise. The total increase in caseloads from the trough shortly before
the recession to the peak two years after the end of the recession may exceed 100 percent. Once
caseloads peak, they fall steadily throughout the expansionary period. The total decline may be
on the order of 50 percent.
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GENERAL FUND ONGOING EXPENDITURES
State government general fund expenditures per $1,000 of personal income since 1979 are
displayed in Chart 5.1. In general, expenditures relative to income have gone up and down with
the economic cycle. These fluctuations have not been related to variations in demand for public
services but instead have been due to legislative actions in response to the cyclical variations in
revenue.

Apart from the cyclical fluctuations, ongoing general fund spending relative to personal income
has trended down since the early 1990s. It dropped from a peak in 1992 to below the historical
norm in 1998. This was a period of strong economic growth during which demands on the
welfare system were muted but overall population growth was at record levels. The spending
decreases were coincident to more substantial declines in revenue that resulted from a series of
tax reductions.

The large decrease in expenditures per $1,000 in personal income between 2000 and 2003 was a
result of a substantial drop in revenues due to a weak economy and to the large tax decreases
implemented between 1995 and 2001. The overall spending drop occurred despite a considerable
increase in demand for welfare programs.

CHART 5.1
ONGOING EXPENDITURES PER $1,000 OF PERSONAL INCOME, ARIZONA
STATE GOVERNMENT GENERAL FUND, FISCAL YEARS 1979 THROUGH 2011
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Sources: Arizona Joint Legislative Budget Committee (expenditures) and U.S. Department of
Commerce, Bureau of Economic Analysis (personal income).
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The subsequent increase in expenditures after 2003 reflects a recovery from the record low
spending figure, enabled by a surge in revenue resulting from the strong economy that was
enhanced by the real estate boom. Despite the increase in expenditures per $1,000 in personal
income between 2003 and 2008, the 2008 level was lower than in all but one year between 1979
and 2001.

The downturn in the economy, made worse by the real estate bust, caused a huge decrease in
revenue beginning in 2008. In response, a substantial decrease in spending occurred in 20009,
with a further drop in 2010. If not for the federal stimulus monies, the spending declines in 2009
and 2010 would have been larger. Based on the enacted appropriations for 2011 and a projection
of personal income, expenditures per $1,000 of personal income will fall only marginally further
from the all-time low set in 2010 because of the temporary increase in the sales tax rate. Due to
the temporary nature of this revenue, Chart 5.1 includes what spending per $1,000 of personal
income would have been without this increase in rate.

Ongoing general fund expenditures in 2010 totaled less than $8.2 billion, down $2 billion (19
percent) from the original budget for 2008, before considering population growth and inflation.
During 2010, budget cuts from the original appropriation totaled $1.2 billion, about the same as
in the prior year. The total of midyear budget cuts over the last three years has been $2.6 billion.
The appropriation for ongoing expenditures for 2011 is a little higher than the final budget for
2010 at $8.4 billion. Had voters not approved the sales tax measure, the appropriation would
have been reduced by $862.4 million to less than $7.6 billion.

Expenditures by Category
The JLBC classifies state government expenditures into several categories, with a varying
number of subcategories per category (see Table 5.1). Only general fund appropriations are
included in the table; most state programs receive funding from other sources as well as the
general fund. Thus, it is not possible to determine the overall effect on an agency from changes
in the general fund appropriation.

Education will receive nearly 55 percent of the general fund appropriation in 2011. Health and
welfare is the other large category of expenditures, accounting for 29 percent of the total. The
protection and safety category is slated to receive 13 percent of the spending. All of the rest of
state government will receive only 4 percent of the general fund appropriations—only $342
million.

As large as education’s share will be in 2011, it will be smaller than in the past (see Chart 5.2),
dropping from 69 percent in 1979 to less than 55 percent in 2011. (The 2011 data in this and in
succeeding charts include the additional revenue from the temporary increase in the sales tax
rate.) Offsetting this decline in share is a gain in the share of expenditures for health and welfare,
rising from 16 percent in 1979 to 29 percent in 2011. The protection and safety share will rise
from 6 percent in 1979 to 13 percent in 2011, while the share of all other spending will fall from
more than 8 percent to 4 percent.

Health and welfare spending per $1,000 of personal income rose substantially in the 1980s and
has fluctuated since then, as seen in Chart 5.3. Protection and safety spending per $1,000 of
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TABLE 5.1
ONGOING EXPENDITURES BY CATEGORY, ARIZONA STATE GOVERNMENT
GENERAL FUND, FISCAL YEARS 2008 THROUGH 2011

Share
(Dollar Values in Millions) 2008 2009 2010 2011* 20117 2011* 20117

TOTAL GENERAL FUND $9,909.8 $8,778.8 $8,157.1 $8,448.1 $7,585.7 | 100.0%  100.0%
Total Education 57262 4,907.0 4,679.2 4,613.3 4,058.8 54.6 53.5
Department of Education 3,946.2 13,7079 35151 3,491.1 3,0625 41.3 40.4
Universities/Regen