An Arizona Revenue and Tax
System for a
Competitive 21 Century Economy

For Arizona School Boards Association
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The Structure of Today’s Presentation:

First, background onwhy fiscal reform is vital for
Arizona’s 215t Century Economy.

Then:

 The Theory. Guiding principles behind a
competitive state revenue system.

 The Data Benchmark comparisons of
Arizona’s fiscal climate, relative to key
States.

e The Plan Our recommendations for
enhancing Arizona’s fiscal competitiveness.

(Note: Plan applies long term!)

21st Century Business Tools 2
December, 2003 ASBA Conference



Important!!

e Today’s discussion focuses dax &
Revenue Structure but economic
prosperity also depends on:

Strong Economic Infrastructure.

— Prudent tax policy is key, but strategic
Investments In services also strongly influence
Arizona’s economic prosperity.
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Background

e Last 30 years in Arizona:
— Very high job growth
— Explosive population growth (~ 3.4%/year)
e But Gross State Product per capita has
lagged behind other States...
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Average growth
for 16
competitor
states= 2.15%,
approximately
1.5 times that of
Arizona...

Real Gross State Product Per Capita

Ave Annual

1972 2000 Grow th
Arizona 19,745(29,712| 1.47%
California 22,993(39,118| 1.92%
Colorado 21,641139,168| 2.14%
Connecticut 19,790(47,485| 3.18%
Florida 18,205|29,377| 1.72%
Georgia 17,670|35,911| 2.57%
Massachusetts 17,780(44,529| 3.33%
Maryland 17,953|34,843| 2.40%
Minnesota 19,350(37,740| 2.41%
New Jersey 18,782142,407| 2.95%
New Mexico 19,922128,876( 1.33%
Nevada 28,2801|37,416| 1.00%
Oregon 20,977(35,396| 1.89%
Texas 23,087135,246| 1.52%
Utah 18,965|30,528( 1.71%
Virginia 18,819(36,717| 2.42%
Washington 21,525|36,913| 1.94%
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slower growth
than 14 out of
16 competitor
states...



But how can growth in State
Prosperity be low when
Arizona has high job growth?

It's quality, not quantity that counts.

Low skill, low paying jobs do not
Improve standards of living.
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Quick lesson In U. S. productivity
and economic growth...

Growth + Growth + Growth Total = Average Annual

From From Factor GDP Growth
Capital Labor hRGUCHITY
0.6% 0.9% 1.3% 2.8%
Minus Population Growth - 1.39%
Equals Average Annual Growthin  GDP Per Person: = 1.41%
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Importance of Productivity Growth

Average Growth Growth Average Annual
Annual * From s Total = GDP Growth with
GDP Capital Factor no Productivity

Growth Productivity Growth
2.8% 0.6% 1.3% 0.9%
Minus Population Growth: -1.39%

Equals Average Annual Growth in GDP Per Person
with O Productivity Growth :  =-0.49%
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What role can state and local
policymakers play to foster
productivity growth?
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Key for Productivity Growth:

Quality Education, Transportation, and
Communications Infrastructure

Proximity to Key Markets

Access to Research and Technology
Initiatives

Fair & Efficient Tax Structure
Affordable and Capable Labor
Fiscal Stability
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Does it really matter?

e Exportation of US jobs-

— “Economist Rob Scott of the Economic Policy Institute
estimates that 3 million jobs, most in manufacturing, have
moved abroad since 1994.” U.S. News & World Report Aug. 03

— “Many of the changes in the labor market are structural, not
cyclical. "It's similar to what we saw 50 years ago when
people began to leave farms," says Greg Mankiw, the
President's top economist. "One of the ways economies
grow is people moving from one sector to another." In short,
the message to the nation's 9.1 million unemployed is: Don't

hold your breath. Your old job may never return.” U.S. News &
World Report Aug. 03
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The New Economy Is a

Knowledge Economy

— “From October 2001 through September 2002, nearly
350,000 people nationwide applied for trade adjestm
assistance--government subsidies that help workers
whose jobs have gone overseas learn new skillsitabo
a third more than the previous year...If historyny a
guide, as yet undreamed of jobs will also arrivehan
economic scenew.s. News and World Repdxtg. 03

—“Knowledge and innovation capacities
of human capital are at the core of the
New Economy." the Milken Instituté&eb 2001
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Would TABOR help?

TABOR designed to limit growth of government,
SO private sector can “flourish.”

« But superficially appealing idea is completely
wrong....Unless goal is teliminate
government.

 Report documents fallacy of TABOR argument.

e S0, If government remains, what criteria for
raising revenue for critical services and
Infrastructure?
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The Theory

21st Century’s
12 Guiding Principles for High-Quality
State and Local Revenue System:
>|nterrelated
>|nvolve Some Trade-offs
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R LR SOURI L

215t Century Ciriteria

State and Local Complementary
Reliability

Balanced

Equitable (vertical and horizontal)
High Compliance Rates

Fair and Efficient
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215t Century Ciriteria

/. Competitive

8. Limit “Earmarked” Expenditures with no
Revenue Source

9. Taxpayer Accountability

10. Neutral — Limited Economic Distortions

11. Beneficiaries pay directly for some services
12. Broad base and low rates
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The Data

A comparison of Arizona’s current
fiscal climate with respect to our 16
competitor states.
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The Fiscal Landscape

« How does AZ compare on total revenue
raised and total money spent?

« States we chose for the comparison

 The A,B,C’s of Fiscal Comparison
— Per person
— Per GSP
— Per Personal Income
— Hypothetical taxpayers, rates, etc.
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Rankings out of 51: General Revenue from Own Source
Massachusetts Mississippi
FYO00 PerCapita: ot 48"
Per $1000 P!I: 47" 10"
FY92 Per Capita: 10" 50"
Per $1000 P! 43 25"
FY82 Per Capita: 2724 46"
Per $1000 P!I: 32 16"
BN 2 Per Capita: 11" 46"
Per $1000 P!I: 49" e
Rankings out of 51: Direct General Expenditures
Massachusetts Mississippi
EYO00 Per Capita: ot 35"
Per $1000 PI: 46" 4"
EY92 Per Capita: 13" 49"
Per $1000 P!I: 47" T
FY82 Per Capita: 21 42"
Per $1000 P! 2ig 10"
EY72 Per Capita: 11" 45"
Per $1000 PI: 28" 10"
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Arizona Total General Revenue
FY2000

Source Census Table 1. State and Local Government Finances
by Level of Government and by State: 1999 - 2000

Charges Federal
& Other Funds
General 20%
Revenue
22%

Taxes
58%
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Revenue Per$1000 Gross State Product

60

50

40 -

30 -

20

10 -

-10

-20 -

-30 A

40

-50

Arizona Total Revenue vs. the Competitor StatesZFY7

$49.86
$38.95
$14.05 ek
spg5 638 $10.66
I $1.27

||
Ave CO CT FL GA AI MN NV r. NM ¢ TX UT VA

$5.76 7.04

? $12.36 -$2.20

$8.39
$24.29 $21.41
$35.96

21st Century Business Tools
December, 2003 ASBA Conference

Zil



Revenue Per$1000 Gross State Product
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Average Annual Growth In Revenue as a Share of GSP
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General Features of our Revenue Base

Relatively high reliance on sales tax

Disproportionate burden on businesses vs.
Individuals in terms of income and property
taxes.

Fees, charges, and misc. revenues as a share
of GSP dropped off significantly over the
28 year period we have observed.

Gap between AZ’s fed funds draw and the
national average has narrowed over time.
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Average Annual Growth in Expenditures as a Shai@3#®
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General Trends In Expenditures

e Decreasing relative per capita total
education spending In Arizona
— AZ ranked:
« 8hin the nation in 1972
e 24 in 1982 and 1992
« 47 in 2000
e Consistently low health, welfare and
hospital expenditures.
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Special Challenges for the State

 Rapid Growth

* Reluctance to raise taxes to match
Infrastructure needs of rapid growth

e Arizona’s current Tax Base does not grow
with its Arizona population or Economy,
especially when compared with Competitor
States.
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The Plan

Our proposals for fiscal reform to
Improve Arizona’s competitive

position in the 2% Century Economy.
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How do we Get There?

Do not:
« Use piece-meal approach.
« Evaluate revenue sources independently.

Do:
 Reform entire system, it's broken.
 Evaluate reforms as a package.
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Overall Plan

Proposals will improve Arizona’s competitive
standing in the Z1Century Economy.

Proposals focus on the tax and revenue system.

But competitive economy depends on much
more than just a high-quality revenue system.
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Current Picture

Percentages Dollars (Billions)

General Total State and General Total State and

Fund State Local Fund @ State Local
Sales 49.83% 44.53%  36.31% Sales $3.03 $5.28 $6.89
Indiv. = 34.55% 17.71%  11.07% Indiv $2.10 $2.10 $2.10
Corp 0.41% 3.29% 2.05% Corp $0.39 $0.39 $0.39
Prop 0.00% 16.01% 21.97% Prop $0.00 $1.90 $4.17
Other 9.21% 18.46%  28.60% Other $0.56 $2.19 $5.43
Total ' 100.00% 100.00% 100.00% Total $6.08 $11.86 $18.98
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Improved

Percentages Dollars (Billions)
General Total 'State and General Total State and
Fund State Local Fund @ State Local
Sales | 60.00% 50.00%  40.00% Sales $3.65 $5.93 $7.59
Indiv = 27.00% 13.85% 8.65% Indiv $1.64 $1.64 $1.64
Corp 3.00% 1.55% 0.95% Corp $0.18 $0.18 $0.18
Prop 0.00% 13.70%  18.65% Prop $0.00 $1.63 $3.54
Other ' 10.00% 20.90%  31.75% Other $0.61 $2.48 $6.03
Total 100.00% 100.00% 100.00% Total $6.08 $11.86 $18.98

21st Century Business Tools

December, 2003 ASBA Conference

32



Recommended Changes

Percentages Dollars (Billions)
General Total State and General Total | State and
Fund State Local Fund @ State Local
Sales| 10.17%  5.47% 3.69% Sales $0.62  $0.65 $0.70
Indiv -7.55% -3.86% -2.42% Indiv -$0.46  -$0.46 -$0.46
Corp  -3.41% -1.74% -1.10% Corp -$0.21 -$0.21 -$0.21
Prop 0.00% -2.31% -3.32% Prop $0.00 -$0.27 -$0.63
Other 0.79%  2.44% 3.15% Other $0.05 $0.29 $0.60
Total 0.00%  0.00% 0.00% Total $0.00 $0.00 $0.00
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How do we Get There?
(Sales Initiatives)

Expand Sales Tax Basd&’ersonal Services, Food
for home consumption, Services of prime
contractors, Commercial leases, and Casual auto
sales

Real Estate transfer taxand eliminate
exemptions

Could raise $700m up to $1.4 billion.

Or could cut sales tax rate about 1% across the
board.
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How do we Get There?
(Income Tax Initiatives)

e Deliver$460 million dollars of income tax
relief to low-income taxpayers to offset
regressivity inherent in current system and
due to expanded sales taxes.

e This = 3+ times the amount taxpayer families
In the $40,000 and below categories now pay
INn InCome taxes.
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How do we Get There?
(Corp Income Tax Initiatives)

Corporate Income Tax should beoader based
with rates about half the level of the current
code resulting in an estimated $210 million
dollar reduction from current levels.

Drastically reduce Corporate Income tax rate

Higher minimum payment provisions on C-Corps
and S-Corps

Carefully review all Corporate Income Tax
Credits—Most would be eliminated in Improved
System
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How do we Get There?
(Property Tax Initiatives)

Target a $630 million overall reduction

Decrease Assessment Rates on Comercial
and Industrial Property

Eliminate the Homeowners rebate and 1%
Cap

Review the Possessory Interest Provisions
so that all similarly situated income
producing properties pay comparable rates.

Reduce Rates across the board
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How do we Get There?
(Misc Fees Initiatives)

 Expand Fees by a net $600 millian

 Total Fees may increase over $1 billion
with increased expenditures on improved
services.

* Increase of $200 per person would still
leave AZ ranked below all Competitor
States on amount of Fees and Charges
Imposed.
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In Addition to the Revenue Plan, we
recommend the following:

Bond Students First

Fund a Rainy Day (BSF) up to 15% of
average General Fund Appropriations

Improve flow of Federal Funds

 Avoid Targeted Incentives, credits, and
subsidies, unless important (and general)
policy purpose.
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How Does Plan Meet Criteria?

e Base Is more reliable and stable for future
swings In business cycle (and BSF helps).

* Better Balance among sources— making more
use of a broad sales base and expanded fees
and charges.

e Equitable, regressivity relief, and more
uniformity in property tax assessments.
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How Does Plan Meet Criteria?

e Taxes easler to administer and more
difficult to avoid.

e System would be broad based, fair and
more efficient by relying more on user fees.

* Business Rates would be very competitive
due to reductions in business property tax
and reduced Corporate Income tax rates.
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How Does Plan Meet Criteria?

Fewer Distortions than current code.

Tax reductions In effectively targeted tax
relief.

Beneficiaries pay more in form of user fees.
State’s Competitive Position Improved.
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