STATE OF ARIZONA

Tax Handbook

JLBC

Prepared by the Staff
of the Joint Legidlative Budget Committee




CONTENTS

e No.
0= Vo] (o OSSPSR PSR PRS i
OVENVIEW OF ATIZONA TEXES....ccveeetertereetiete sttt sttt ettt et eb s e et et e s b et eb e se et eb e sa et eb e seeaeebeseeseebese et e et e e ebeseeneebeseeseabeneas i
GENERAL FUND
SALES AND USE TAXES
AL TraNSACON PIIVIIEGE TAX...uieiuiitiiteiiitireeiet sttt sttt b e st bbb bbbt bttt e st 1
L T U LS I GO P U U PPN 20
C. Severance Tax on MetalliferOUS MINETAlS.........coiiiiirieiee ettt ettt ere e 23
D.  Jet FUE EXCISE BNO USE TBX....cuiitiuiitirieiiete sttt sttt sttt sttt b ettt sb et b e sa e eb e s e et eb e sa e st b e seestebe st e e et e sa e e ebesbeneeben 25
E.  RENEI OCCUPANCY TBX....eitieeuiiterieieiteseetestereete st seeiestesesbesbese bt be e ebesbe st e besbe e ebe e b e neeb e e b et e bt s b et eb e e e st sbeseeresbe e ebeebens 27
F.  SeveranCe TaX ON TIMDEN ..ot b et bbbt b e bt b et be e et et e bt 29
INCOME TAXES
AL INAIVIAUB TNCOME TAX. 0.ttt b e st bbb s bbbt s e bbbt b et bt b e bt 31
B.  COrPOrale INCOME TBX ...eeueiuriteiriesisieeteeieess et ss st st bt ese e s e b e se e bt s beeseebe e e e seese e R e nb e eb e e bt ebeehe e e e s e e e nn e benneanenne e 61
PROPERTY TAXES. ...ttt et et stk e bt b e e bt b e h e bt h e b e et e b e b e st e b et e st et e e bt 79
LUXURY TAXES AND LICENSES
A. Luxury Tax on CigaretteS and TODACCO. .......curueeriirieiriirieesesieesie ettt b et e et st ene b 95
B.  LUXUIY TAX ON LEQUOT ...ttt sttt st bbbt bbbt b et b bbb et b et et e e b b 101
C. AlCONOIIC BEVEIrAOE LICENSE FEES..... .ottt ettt et st b e et se bbb se e b 104
INSURANCE PREMIUM TAX .ottt b et b et b et b e bt b st e e bens 109
E ST AT E TAX ittt ettt b e bt b e b e bt b e bt b e e e h e e E et e bt A H e A e e bt e E et e b e b e Rt e bt b e ne e b e e e Rt ket be b e bt 115
OTHER GENERAL FUND REVENUE SOURCES
A, BiNQO LiCENSE 8NGO LIBU TBX...c.eeuiitiuieiiiiietistiieiestee ettt b et bbbttt e et e bt 117
B. Boulder Canyon Projects - [N LIGU PaYMENES. ......coiiriiiiiieeieiierieie ettt sttt sttt 119
C. Commercia Nuclear Generating Station ASSESSITIENT ........coveuirieirierieieie ettt sbe et ere e 120
D. InLieu Tax on Private Railroad Car COMPEANIES..........ciuiiieirierieieie ettt sttt sttt sbe e 122
I Y LU= R I SRS P TSRS 124
F. Unclaimed Property COlECLIONS. ..ottt ettt ettt 128



Contents

OTHER FUNDS

PAYMENTSIN LIEU OF PROPERTY TAXES

F Lo = L Lo S 1= SRS
L o gL 0] 0= Y 1= P
Voluntary ContribUtiONS DY DIStICES......ccueieiiiisesieeeeeeie ettt e e st re e e e esaeseeaesaesrestesnenrenns
Voluntary Contributions by the Game and Fish COMMISSION ........ccverieriereiiie et
WELENCraft LICENSE FOB......i ittt ettt ettt b e ettt b ettt et e ne st be st
Government Property LEaSE EXCISE TAX...uiiiiieerieieeerieseseestessestesseessesaessessessessessessessssssessessessessessessessessessenns

Tmoow®>

HIGHWAY USER TAXES

A. Highway User ReVENUE FUND OVEIVIEW ......ccueeuieiieieiesiese ettt e e aesae e sae st sse e ese e s enaessessessessessesnesnenns
[ TV Ko (o Y A= 0 T 1= = I I G
LT U U R I SO
D
E

MISCELLANEOUS OTHER FUND REVENUE SOURCES

F NV E (o gl U= I I OSSP
Intrastate Utility COrporation ASSESSIMENTS ........cceiiierieeeerieseesestesessessessesseessessessessessessessessessesssessessessessessenses
Tax on Workers' Compensation INSUranCe PrEMIUMS ..........oiviiieeeeiesese e siese s eseeseesaesaeseessessessesnesseseesens
TelecommUNICatioN SErVICES EXCISE TAX ..c.viuirieiriirieiriirieisiesie sttt ettt b et nn st
UNderground SEOrage TANK TaX ....cc.eceieeeeeeeeieesiesiessessessesseeseessessessessessesseasesssessessessessessessessessssssessessessessessenns
UNEMPIOYMENE INSUFBNCE TAX ...ueveiviriieeieueeeeiestestestesseeseseessessessessesseasesseeseessessessessessessesssnssessensessessessessessessenns
N o o I =TT 0o L[ V/=: I SRS
AT (< O L T = PP P PRSP

IoMmMOUO®>

APPENDIX - Fiscal Impact of Statutory TaX ChanQES.......cceceiueiirieiieeeieiesesees e st aeaesse et sne s e sneenas

Joint Legislative Budget Committee
1716 West Adams
Phoenix, Arizona 85007
Phone: (602) 926-5491
Email: jlbcwebmaster@azleg.gov
JLBC Website: http://www.azleg.gov/jlbc.htm
October 2, 2009

133
135
138
140
142
145

149
152
155
157
162

165
167
170
173
176
179
186
188

191



FOREWORD

The 2009 Tax Handbook provides Legislators and the interested public with collection and distribution numbers for
the taxes levied by the state, as well as summaries of all tax law revisions enacted in the 2003 through 2009
legidative sessions. A listing of tax law changes prior to the 2003 legislative session is available on the Joint

Legidative Budget Committee (JLBC) Web site located at www.azleg.gov/jlbc/09taxbook/09taxbk.pdf.

In the 2009 Tax Handbook, we attempt to describe in the narrative the impacts, if quantifiable, of tax law changes
passed in recent sessions. In addition, an itemized list of incremental tax law changes has been included for every

tax category that experienced atax law change with an incremental impact in FY 2004 through FY 2010.

In this edition of the handbook, we have included tables which provide the estimated impact of tax credits and
exemptions to the Sales Tax, Individual Income Tax, and Corporate Income Tax sections. These tables were
prepared by the Office of Economic Research and Analysis section of the Arizona Department of Revenue. We
have also included an Appendix to the document, which provides the estimated dollar value of individual historical

tax law changes enacted by the Legislature since FY 1989.

The chapters of the 2009 Tax Handbook are organized by revenue category under General Funds and Other Funds.

The sections within each chapter are generally organized from the largest revenue category to the smallest.

Each entry in the handbook includes the following sections (where applicable):

e Description —a comprehensive narrative description of the tax or revenue source.

e Distribution — a 20-year history of collections and a description of how the tax is distributed by fund, or shared
with other jurisdictions such as cities and towns.

e Who Paysthe Tax — adescription of who is legally responsible for the payment of the tax or fee.

e Tax Base and Rate — a definition of the tax base, a discussion of exemptions if any, and a description of the tax
rate(s).

e Tax Refunds and/or Credits — a description of circumstances under which tax refunds are made, and/or credits
are alowed.

e Payment Schedule — due dates, delinquency dates, and payment schedules, as well as an explanation of how the
tax or feeisremitted to the state.

e |mpact of Tax Law and Revenue Changes — includes tax law and other revenue changes from 2003 through
2009. Asnoted above, tax law changes prior to 2003 are available on the JLBC Web site.




OVERVIEW OF ARIZONA TAXES

Taxes represent the most visible and important revenue source for Arizona. Other forms of revenue such as fees,
assessments, and federal grants do exist, but taxes are the primary method by which the state provides goods and services to
its citizenry.

There are many different types of taxes. Some are obvious and well known, such as the sales tax and the income tax.
Others are more obscure, such as the telecommunication services excise tax and the intrastate utility corporation
assessment. Taxes also vary widely in terms of their revenue generating capacity. The state sales tax produces over $3.7
billion per year, while at the other end of the spectrum, voluntary contributions by the Game and Fish Department produce
just $10,000 a year.

The revenues from Arizona's different taxes are deposited in a number of funds. The largest fund is the General Fund. In
FY 2009, total General Fund revenue was $6.97 hillion, plus approximately $1.3 billion in one-time financing sources, for a
total revenue amount of $8.25 hillion.

While revenues from numerous taxes are deposited in the General Fund, there are 3 taxes that constitute the bulk of General
Fund collections: the sales tax, the individual income tax, and the corporate income tax. In FY 2009, the Big Three, asthey
are called, represented approximately 90% of General Fund on-going revenues (excluding Urban Revenue Sharing, and
one-time budget solutions). As noted in the following chart, the largest category is the state sales tax, which represented
almost 49% of General Fund revenue collectionsin FY 2009. Individual income tax represented about 33% and corporate
income tax just under 8%.

Sour cesof FY 2009 General Fund Revenue

Individual Income
Tax
33.4%

Corporatelncome
Tax
7.7%

Sales Tax

48.8% Other

10.1%

Beyond the Big Three, the state levies many other taxes. Some of the other taxes generate sizable amounts of revenue, but
their collections are not deposited in the General Fund. For example, the motor vehicle fuel tax generated over $470
million in FY 2009 and the unemployment insurance tax amost $300 million. However, these collections were deposited
in the Highway User Revenue Fund and the Unemployment Compensation Fund, respectively.

This handbook provides a listing and description of the taxes levied by the State of Arizona. It shows revenue collection

amounts and tax distributions by fund. In addition, the handbook provides the estimated incremental dollar impact of tax
law changes.
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INDIVIDUAL INCOME TAX

DESCRIPTION

The individual income tax is levied on the persona income of full-time residents and pro-rated for part-time
residents of Arizona. Taxation of income by local entities is preempted by the state as long as the Urban Revenue
Sharing Fund is maintained. The starting point for Arizona individual income tax is the federal adjusted gross
income. Arizona uses a graduated rate structure, which currently ranges between 2.59% and 4.54% of Arizona
taxable income depending on the taxpayer’ sincome level.

The individua income tax is an important revenue source for the state, representing about 33% of forecasted
General Fund revenues. A portion of individual income tax collections (along with corporate income tax
collections) is shared with incorporated cities and towns within the state.

The individua income tax is comprised of 4 components: (1) withholding, (2) estimated tax payments, (3) fina
payments, and (4) refunds. Generally, withholding payments are from tax on wage and salary based income, and
estimated payments from non-wage earnings. Fina payments and refunds represent the underpayment and
overpayment of tax, respectively, settled between taxpayers and the state after tax returns have been filed.

DISTRIBUTION
Table 1 below provides historical individual income tax collections for the last 20 years. Individual income tax

receipts are deposited into the General Fund, after sufficient amounts have been deposited into the tax refund
account to meet the requirements for tax refunds[A.R.S. § 42-1116].

Tablel
INDIVIDUAL INCOME TAX COLLECTIONS
Fiscal Year General Fund Fiscal Year General Fund

FY 2009 $2,567,963,783 FY 1999 $2,097,629,461

FY 2008 $3,406,450,738 FY 1998 $1,862,514,798

FY 2007 $3,747,386,937 FY 1997 $1,668,414,355

FY 2006 $3,689,373,375 FY 1996 $1,494,282,274

FY 2005 $2,973,716,271 FY 1995 $1,479,588,252

FY 2004 $2,306,175,168 FY 1994 $1,405,482,556

FY 2003 $2,097,754,868 FY 1993 $1,367,641,116

FY 2002 $2,086,648,727 FY 1992 $1,237,540,251

FY 2001 $2,300,751,988 FY 1991 $1,243,656,300

FY 2000 $2,289,328,921 FY 1990 $996,405,685
SOURCE: Department of Revenue annual reports — amounts are net of refunds and charge-offs. A portion of
individual income tax collections is shared with incorporated cities and towns - see Table 2 and Table 3 below.

Urban Revenue Sharing

The Urban Revenue Sharing Fund (URS), which was established based on a ballot initiative approved by votersin
1972, provides that a percentage of income tax revenues (including both individual and corporate income tax) be
shared with incorporated cities and towns within the state. The amount that is currently distributed to cities and
towns is 15% of net income tax collections from 2 years prior. Table 2 below shows the URS distribution
percentages in effect since the establishment of this revenue sharing program.
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Individual Income Tax

Table?2

URBAN REVENUE SHARING PERCENTAGE

Distribution Y ear

Collection Y ear

Fiscal Y ear
1974 — 1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005-2008

Fiscal Year
1972 — 1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003-2006

SOURCE: Department of Revenue.

Percentage
15.0%

12.8%
12.8%
12.8%
12.8%
13.6%
15.0%
15.0%
15.8%
15.0%
15.0%
14.8%
14.8%
15.0%

This distribution is based on the last U.S. decennial census, a special census, or revised population figures approved
by the Department of Economic Security (DES) [A.R.S. § 42-5033.01]. Pursuant to Laws 2008, Chapter 290, a city
or town is entitled to receive at least an amount equal to what a city or town with a population of 1,500 or more
receives from the Urban Revenue Sharing Fund. Table 3 below provides historical urban revenue sharing
distributions [A.R.S. § 43-206].

Table3
DISTRIBUTION OF INDIVIDUAL AND CORPORATE INCOME TAX

Voluntary
Fiscal Year Total Collections? State General Fund?  Urban Revenue Sharing Contribution Funds
FY 2009 $3,160,121,036 $2,432,443,636 $727,677,400 $7,567,118
FY 2008 $4,190,964,198 $3,506,425,272 $684,538,926 $7,847,478
FY 2007 $4,732,909,595 $4,181,678,934 $551,230,661 $7,102,333
FY 2006 $4,563,592,847 $4,138,363,920 $425,228,927 $5,818,045
FY 2005 $3,675,575,556 $3,302,502,977 $373,072,578 $5,559,370
FY 2004 $2,831,825,037 $2,466,759,879 $365,065,158 $4,830,420
FY 2003 $2,491,760,840 $2,056,602,160 $430,559,053 $4,599,627
FY 2002 $2,436,905,359 $2,011,052,550 $421,876,573 $3,976,236
FY 2001 $2,845,000,474 $2,445,472,944 $396,452,640 $3,074,890
FY 2000 $2,815,006,109 $2,434,799,494 $377,710,989 $2,495,626
FY 1999 $2,643,737,477 $2,302,706,943 $340,310,656 $719,878
FY 1998 $2,390,575,871 $2,098,733,397 $291,243,578 $598,896
FY 1997 $2,269,304,787 $2,010,937,159 $257,800,548 $567,080
FY 1996 $1,942,321,758 $1,723,080,577 $218,543,272 $697,909
FY 1995 $1,896,299,526 $1,689,985,202 $205,607,690 $707,264
FY 1994 $1,708,098,853 $1,521,964,032 $185,405,279 $729,542
FY 1993 $1,606,910,521 $1,422,638,002 $183,667,152 $605,368
FY 1992 $1,448,985,875 $1,272,391,599 $176,087,148 $507,128
FY 1991 $1,435,328,781 $1,268,036,363 $166,863,264 $429,154
FY 1990 $1,174,472,787 $1,023,291,736 $150,622,581 $558,470

1/ Note that this column also includes corporate income tax.
2/ Ladewig refunds and attorney payments are not included.
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Laws 2006, Chapter 351 appropriated $850,000 from the General Fund in FY 2007 to supplement the URS
distribution for towns with a population of less than 1,500. In lieu of the statutory URS distribution to cities and
towns, the act appropriates $717.1 million in FY 2009 to hold cities and towns harmless from the individua income
tax rate reductions implemented in FY 2007 (see Laws 2006, Chapter 354). In addition, Chapter 351 session law
also appropriated $10.5 million in FY 2009 to repay cities and towns for the reduced (14.8%) distribution percentage
in FY 2003 and FY 2004. Thus, Laws 2006, Chapter 351 authorizes a total URS distribution amount of $727.6
million for FY 2009.

Voluntary Contribution Funds

Laws 1984, Chapter 76 provided for taxpayers to designate an amount of their income tax refund as a voluntary
contribution to the Arizona Game, Non-Game, Fish and Endangered Species Fund. Laws 1985, Chapter 59
established a permanent check-off provision on the individual income tax return, which was also expanded to
include contributions to the Child Abuse Prevention Fund.

Arizona statutes were amended in subsequent years to also include contributions to the Arizona Assistance for
Education Fund, Domestic Violence Shelter Fund, Neighbors Helping Neighbors Fund, Special Olympics Fund,
Citizens Clean Elections Fund, and National Guard Relief Fund. Laws 2006, Chapter 102 further expanded the list
of voluntary contribution funds to also include the newly created Veterans' Donation Fund. In addition to these
voluntary contribution funds, taxpayers were also given the option to give all or part of their refund to a political
party. Table 3 above shows the total amount of refunds designated annually to voluntary contribution funds and
political parties since the program started in 1984 [A.R.S. § 43-611 to 620].

WHO PAYSTHE TAX

Individuals

Residents or part-year residents of the state and non-residents who derived income from sources within the state
must pay individual income tax [A.R.S. § 43-102]. Any individual whose permanent home is in the state is
considered aresident. Every person who spends more than 9 months of the taxable year in Arizona is presumed a
resident unless competent evidence can show the individua is in the state for a temporary or transitory purpose.
Any resident who moved into or out of Arizona with the intent to establish or relinquish residency is considered to
be a part-year resident [A.R.S. § 43-104].

Businesses

Businesses other than regular corporations must also pay the individual income tax [A.R.S. § 43-102A]. A business
that is subject to the individual income tax is often referred to as a “pass-through entity” since its income passes or
flows through the business to the individual owners or members of that business. In other words, the business itself
is not a tax-paying entity. Instead, the individual owners or members of that business include their pro rata share of
the business net income (or loss) on their personal tax return.

In Arizona, a pass-through entity is either operating as a sole proprietorship, partnership, limited liability company

(LLC), or a Subchapter S Corporation. A brief overview of the different business structures is shown in Table 4
below.

-33-



Individual Income Tax

Table4

Control

Owner Restrictions

Filing Requirements

Liability

Officers

Controlling
Documents

Income Tax
Treatment

SOURCE: Arizona Corporation Commission.

COMPARISON OF BUSINESS STRUCTURES

Sole Proprietorship
e Owner

e Only one owner is
permitted.

o Fictitious Name
Certificate

e Trade Name

e Business License

e Owner is
personaly liable.

e NoO

¢ Business Plan

o Owner subject to
individual income
tax.

e Tax items reported
on Schedule C.

Partnership
o General Partners

¢ Partners own the
partnership.

o Consent of
Statutory Agent

¢ General Partners
areliable.

e Limited partners
areliableto the
extent of their
investments.

e NoO

e Partnership
Agreement

o Partners subject to
individual income
tax.

o Partners taxed for
their share of
profits.

Limited Liability
Company (LLC)

o« Members

e Members own
LLC.

e Minimum of one
member required.

o Articles of
Organization

o Consent of
Statutory Agent

¢ All members are
protected.

¢ No, unless
designated by
management.

o Operating
Agreement

o Members subject
to individual
income tax.

o Members taxed for
their share of
profits.

e However, LLC
may choose to be
taxed at entity
level.

S Corporation
¢ Shareholders

e Shareholders are
owners.

e Ownership limited
to a maximum of
75 U.S. residents.

o Articles of
Incorporation

o Certificate of
Disclosure

o Consent of
Statutory Agent

e Annual Report

¢ All shareholders
are protected.

e Yes

o Articles of
Incorporation

¢ Shareholders
subject to
individual income
tax.

¢ Shareholders taxed
for their share of
profits.

Estates and Trusts

Fiduciaries of estates and trusts are also subject to the individua income tax [A.R.S. § 43-102A]. Generaly, atrust
is a separate legal and taxable entity consisting of property that is held and administered by a fiduciary trustee for
the benefit of another. An estate, for the purpose of tax law, is the collective real and personal property that a person
possesses at the time of death and that is transferred to the heirs subject to payment of debts and claims. An estateis
a temporary entity administered by a fiduciary executor and dissolved upon the completion of the probate process.

For more details, see Title 43, Chapter 13 of Arizona Revised Statutes.
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Government
The United States, the state, counties, cities, towns, school districts, or other political subdivisions of the state or
federal government are excluded from the definition of ataxpayer [A.R.S. § 43-104].

Tribal Members

The income of an Indian tribal member is not subject to Arizona state income tax if he or sheis: (1) living and
working on the reservation, and (2) deriving income from reservation sources only. This exclusion applies to
affiliated Indian members who have been adopted into the tribe and who have attained full and unrestricted
membership privilegesin that tribe.

Income of a non-affiliated tribal member or a non-Indian derived from reservation or non-reservation Sources is
subject to income tax in the same manner as all other Arizona residents.

There are no specific statutory references related to the imposition of Arizona state income tax on tribal members.
Thus, to facilitate the administration of state income tax on Indian reservations, the Department of Revenue has
adopted income tax rulings based on the decisions in severd court cases. The most recent ruling, which is reflected
in the description above, wasissued in May 1996 and isreferred to as ITR 96-4.

TAX BASE

The tax is levied, paid, and collected each taxable year based on taxable income [A.R.S. § 43-1011]. The tax base
starts with Arizona gross income, which is equivalent to the taxpayer's federal adjusted gross income, and is then
modified by alist of additions and subtractions to income as listed under A.R.S. § 43-1021 and A.R.S. § 43-1022,
respectively. Thisisfurther reduced by exemptions and standard or itemized deductions to arrive at Arizona taxable
income.

Capital gains from the sale of capital assets, such as stocks, bonds, and real estate, are not taxed separately under the
state’s income tax statutes, but are instead included in a taxpayer’s Arizona gross income (or equivalently, federal
adjusted gross income) amount. Thus, income from net (short-term and long-term) capital gains is subject to the
same marginal tax rates as other income included under the definition of Arizona taxable income. The historical
amounts of net capital gains subject to income tax, as reported by Arizona taxpayers to the Internal Revenue Service
(IRS), are shown in Table 5 below.

Table5
NET CAPITAL GAINSREPORTED BY ARIZONA TAXPAYERSTO THE IRS
(Millions of Dallars)
Tax Year Net Capital Gains ¥ Tax Year Net Capital Gains ¥

2007 $14,853.7 1996 $4,051.2
2006 $15,214.8 1995 $2,461.2
2005 $14,784.3 1994 $1,879.7
2004 $8,732.1 1993 $1,812.0
2003 $4,580.4 1992 $1,488.1
2002 $3,603.7 1991 $1,341.7
2001 $4,420.8 1990 $1,488.8
2000 $8,412.9 1989 $1,782.2
1999 $8,163.1 1988 $2,174.8
1998 $7,045.1 1987 $2,221.5
1997 $5,409.1 1986 $2,068.6

1/ Note that this column refers to net capital gains subject to income tax as opposed to income tax

collections attributable to net capital gains.
SOURCE: Internal Revenue Service, Statistics of Income (SOI).
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Individual Income Tax

Laws 2002, Chapter 238 established the Arizona Joint Legidative Income Tax Credit Review Committee. The
Committee is required to determine the purpose of income tax credits, devel op performance standards for evaluating
the credits, and evaluate the benefits to the state. The Committee reviews each tax credit every 5 years according to
arotating schedule [A.R.S. § 43-221].

Title 43, Chapter 10, Article 5 of the Arizona Revised Statutes lists all the tax credits currently available to Arizona
taxpayers. A brief description of each tax credit currently in statutesis provided below.

Agricultural Pollution Control Equipment. A taxpayer involved in the commercial production of livestock or
agricultural crops may claim a tax credit for expenses incurred to purchase tangible personal property used in the
business in order to control or prevent pollution. The credit is 25% of the cost of the property up to a maximum of
$25,000. This non-refundable credit is allowed to be carried forward no more than 5 consecutive years [A.R.S. §
43-1081.01].

Agricultural Preservation District. A refundable credit for individuals and corporations that donate land or
development rights to land to an agricultural preservation district. The amount of the credit is equal to the appraised
value of the property if ownership is conveyed to the district or the difference between the appraised value of the
undeveloped land and the land for development purposes if development rights are conveyed instead. The
maximum credit is $33,000. The credit was available for tax years 2001 through 2005 [A.R.S. § 43-1081.02].

Agricultural Water Conservation System. A tax credit can be claimed for 75% of the qualifying expenses in
purchasing and installing an agricultural water conservation system. This credit isin lieu of itemized deductions for
such expenses, in which case, the taxpayer must add the credit back to Arizona gross income when computing
taxable income. This non-refundable tax credit is allowed to be carried forward for no more than 5 years[A.R.S. §
43-1084].

Arizona National Guard Employees. A tax credit of $1,000 per employee is alowed for businesses that employ
Arizona National Guard members who are called to active duty. This non-refundable tax credit, which is effective
from January 1, 2006, is allowed to be carried forward for no more than 5 years[A.R.S. § 43-1079.01].

Charitable Organizations and Contributions. A credit can be claimed for cash contributions to charitable
organizations that provide assistance to low-income residents, chronically ill or physically disabled children. The
maximum credit is $200 for taxpayers filing as single or head of household and $400 for those filing as married
couples. The credit is only available to taxpayers that itemize their deductions. This non-refundable tax credit is
allowed to be carried forward for no more than 5 consecutive years[A.R.S. § 43-1088].

Clean Elections Fund Tax Reduction. Under this credit, a taxpayer that files a state income tax return can choose to
designate a $5 voluntary contribution per taxpayer to the Clean Elections Fund by marking an optional check-off
box on the first page of the tax form. A taxpayer that checks this box receives a $5 reduction of their tax payments
and at the same time DOR is required to transfer an equal amount to the fund. The total amount attributed to the
Clean Elections Fund check-off box in FY 2008 was $6.5 million. The credit became effective January 1, 1998
[A.R.S. §16-954A].

Clean Elections Fund Tax Credit. Under this credit, a taxpayer that makes a direct donation to the Clean Elections
Fund receives a dollar-for-dollar credit not to exceed 20% of the tax amount on the return or $500, whichever is
higher. DOR is required to provide a check-off box for this credit on the first page of the tax form. This credit
became effective January 1, 1998 [A.R.S. § 16-954B].

Construction Materials. A tax credit can be claimed for 5% of the purchase price of new construction materials
used to build a new facility or expand an existing one. The facility must be predominantly used for manufacturing,
refining, mining, metallurgical operations, or research and development and the total cost of construction must
exceed $5 million. Also, construction must have begun on or after January 1, 1994 and have been completed by
December 31, 1999. This non-refundable tax credit is allowed to be carried forward for no more than 5 years
[A.R.S. §43-1082].

Defense Contractor. A defense contractor certified by the Arizona Department of Commerce may qualify for a tax
credit due to: (1) net employment increases under defense related contracts, or (2) net employment increases from
transferring employment from exclusively defense related activities to exclusively private commercial activities, or
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(3) taxes paid on Class 1 property if there was new defense related employment during the taxable year. This non-
refundable tax credit is allowed to be carried forward until 2012 [A.R.S. § 43-1077 and 43-1078].

Enterprise Zones. Businesses located in an enterprise zone can claim a credit for net increases in employment of
persons who qualify as economically disadvantaged under the Job Training Partnership Act. (See Laws 1989,
Chapter 194 for changes in the amount of credit allowed.) To qualify, at least 35% of the full-time equivalent
employees claimed must reside in an enterprise zone. The maximum amount of the credit per qualified employment
position is $500 in the first year, $1,000 in the second year, and $1,500 in the third year of continuous employment.
The credit, which is non-refundable and can be carried forward for up to 5 years, may not be claimed for more than
200 employees[A.R.S. § 43-1074].

Environmental Technology Facility. A taxpayer may claim a credit for expensesincurred in constructing a qualified
environmental technology facility as described in A.R.S. § 42-1514.02. The credit is equa to 10% of construction
costs including land acquisition, improvements, building improvements, machinery and equipment. The credit may
not exceed 75% of the tax liability for the taxable year. This credit is in lieu of the credit given for the same
recycling equipment. Certain recapture provisions apply to this credit. This non-refundable tax credit is alowed to
be carried forward for no more than 15 years[A.R.S. § 43-1080].

Family Income Credit. Residents are allowed a $40 non-refundable tax credit for each personal or dependent
exemption claimed, subject to certain income limitations. This credit cannot be carried forward to offset future
years' incometax liability [A.R.S. § 43-1073].

Healthy Forest Enterprise. A qualified business that is certified by the Arizona Department of Commerce as a
healthy forest enterprise is alowed to claim a tax credit for net increases in qualified employment positions. To
qualify for the credit, a business enterprise must meet several conditions with respect to the amount of employees
hired, and the residency status, job duties, wages, and fringe benefits of those employees. The maximum amount of
the credit per qualified employment position is $500 in the first year, $1,000 in the second year, and $1,500 in the
third year of continuous employment. The net increase in the number of qualified employment positions is not
allowed to exceed 200 per taxpayer each year. The tax credit is effective from January 1, 2005 to December 31,
2014. The credit is non-refundable and is allowed to be carried forward for no more than 5 years [A.R.S. § 43-
1076].

Low-Income Credit for Increased Excise Taxes Paid. For taxpayersfiling as married couple or as head of household
and whose federal adjusted gross income is $25,000 or less, a credit of $25 is granted per person or $100 per
household. For taxpayers filing as single or as married person filing separately, the income requirement is $12,500
or less. This refundable credit is considered a mitigation of the 0.6% sales tax increase resulting from Proposition
301 passed in November 2000. Thislaw became effective January 1, 2001 [A.R.S. § 43-1072.01].

Military Family Relief Fund Tax Credit. A credit may be claimed for cash contributions to the Military Family
Relief Fund established by Laws 2007, Chapter 258. The maximum credit is $200 for taxpayers filing as single or
head of household and $400 for those filing as married couples. The credit is not alowed to exceed the taxpayer’'s
tax liability. The total dollar value of the credit, which is available for tax years 2008 through 2012, is capped at
$1,000,000 per taxable year [A.R.S. § 43-1086].

Military Reuse Zones. Businesses that are primarily engaged in manufacturing, assembling or fabricating aviation or
aerospace products, and are located in a military reuse zone can claim a tax credit for net employment increases
within the military reuse zone. This credit is in lieu of any other tax credit obtained by a qualified defense
contractor for the same employees. This non-refundable tax credit is allowed to be carried forward for no more than
5years[A.R.S. § 43-1079].

Motion Picture Productions and Infrastructure Projects. An income tax credit is available to businesses that
produce motion pictures in Arizona. Motion picture productions with qualified expenses of $250,000 to $1 million
in a 12-month period may receive a tax credit equal to 20% of production costs, while productions with qualified
expenses exceeding $1 million may be credited for 30% of production costs. Thetotal amount of income tax credits
approved for al qualifying productions and investments may not exceed $30 million in 2006, $40 million in 2007,
$50 million in 2008, $60 million in 2009, and $70 million in 2010. The income tax credits may be claimed for
expenses incurred in the production of commercia advertisements, and music videos, with 5% of the income tax
credit available to be set aside for these productions. Income tax credits also may be claimed for expenses incurred
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for the construction of soundstages and associated support and augmentation facilities. Tax credits for soundstage
investments are capped at $5 million per year in 2008, 2009, and 2010. Tax credits for associated support and
augmentation facilities are capped at $7 million in 2009 (if at least one soundstage project was certified in 2008) and
$9 million in 2010 (if one or more soundstage projects were certified in 2008 or 2009). The tax credits may be sold
or transferred, in whole or in part, to other taxpayers. The law requires taxpayers claiming the credits to meet
various reporting requirements and for film companies to recruit Arizona residents to hold 25% of full-time
positions in 2006, 35% in 2007, and 50% in 2008 and after [A.R.S. § 43-1075 and § 43-1075.01].

Pollution Control Equipment. A taxpayer may claim atax credit for 10% of the cost to purchase real or personal
property used to control or prevent pollution. Amounts that qualify for this credit must be included in the taxpayer's
adjusted basis for the property. This credit isin lieu of the recycling equipment credit. The maximum credit is
$500,000. This non-refundable tax credit is allowed to be carried forward for no more than 5 years [A.R.S. § 43-
1081].

Public School Extra Curricular Activity Fees. A credit may be claimed for contributions to extracurricular activities
and character education programs at public schools. The maximum credit is $200 for taxpayers filing as single or
head of household and $400 for those filing as married couples. (Prior to Laws 2005, Chapter 334, the maximum
credit for married couples was $250.) This credit isin lieu of any federal or state deduction for such contributions.
A 5-year carry forward of the credit isallowed [A.R.S. § 43-1089.01].

Property Taxes. A full-year resident can claim a refundable credit for property taxes or rent paid on property if all
of the following apply [A.R.S. § 43-1072]:

e 65yearsor older or receiving SSI Title 16 monies from the Social Security Administration.

e Paid either property taxes or rent during the taxable year.

e If the person lived aone, his income from all sources was below $3,751, or if he lived with others, the
combined household income was below $5,501.

The amount of the credit allowed under this provision is prescribed in A.R.S. § 43-1072B.

Renewable Energy Industry. A credit is allowed on new renewable energy capital investments in manufacturing or
company headquarters for up to 10% of the taxpayer’s total capital investment. The credit is refundable, with the
combined total of individual and corporate income tax credits capped at $70.0 million annually. Recipients must
receive their credit in 5 equal portions over 5 consecutive tax years.

The taxpayer must create at least 1.5 new full-time positions for each $500,000 in capital investment in a
manufacturing facility and 1.0 new full-time position for each $200,000 in capital investment at a headquarters. The
amount of the credit is reduced if the above minimum requirements are not met and is instead equal to 10% of
$500,000 for every 1.5 new full-time positions at a manufacturing facility or 10% of $200,000 for each new full-
time position at a headquarters.

The credit is dependent upon the taxpayer paying 51% of new full-time employees a rate exceeding 125% of the
median annual wage in the state and paying 80% or more of the premium for al full-time employees heath
insurance. The taxpayer must also stay in operation within the state for 5 years after receiving post-approval for the
credit or face recapture of any credits received. The tax credit is only available for tax years 2010 to 2014 [A.R.S. §
43-1083.01].

Research and Development (R&D). A taxpayer may take a credit of 20% of qualified research expenses over a
"base amount” (defined in the Internal Revenue Code) for expenses up to $2.5 million ($500,000 credit), plus 11%
of expenses over $2.5 million. Laws 2008, Chapter 290 expands the tax credit in tax years 2010 through 2017 by
allowing for a larger percentage of qualified R&D expenses to be used to offset an individua’s tax liability (for
more details, refer to the 2008 tax law changes under Impact of Tax Law and Revenue Changes). The credit was
capped at $1.5 million for CY 2001 and $2.5 million for CY 2002. The R&D credit became available as an
individual income tax credit for the first time in tax year 2001. A 15-year carry forward of the credit is allowed
[A.R.S. §43-1074.01].

School Site Donation Credit. A credit is allowed in the amount of 30% of the value of real property and
improvements donated by ataxpayer to a school district or a charter school. This credit became available January 1,
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2001. This non-refundable tax credit is allowed to be carried forward for no more than 5 consecutive years [A.R.S.
§43-1089.02].

School Tuition Organizations. A credit may be claimed for donations to a non-governmental primary or secondary
school tuition organization that allocates at least 90% of its annual revenue to educational scholarships or tuition
grants. The maximum credit is $500 for taxpayers filing as single or head of household and $1,000 for married
couples. (Prior to Laws 2005, Chapter 334, the maximum credit for married couples was $625.) A 5-year carry
forward of the credit is allowed [A.R.S. § 43-1089].

Small Business Investment Credit. This credit can be claimed by taxpayers that provide investments in qualified
small businesses. The alowable credit is 30% of the investment over a 3-year period and is increased to 35% if the
investment is made in a bioscience company or a company located in a rural county. This non-refundable credit,
which isin effect for tax years 2007 through 2014, is alowed to be carried forward for no more than 3 consecutive
years. The credit, which is administered by the Department of Commerce, is capped at $20 million over the life of
the program [A.R.S. § 43-1074.02].

Solar Energy Devices for Commercial and Industrial Purposes. A taxpayer can claim a credit equal to 10% of the
installed cost of asolar energy device used in their trade or business. The credit cannot exceed $25,000 for the same
building in the same year or $50,000 in total in any year. The credit is available between tax years 2006 and 2012.
This income tax credit may be claimed by a taxpayer purchasing a solar energy device, or a taxpayer that finances
the purchase of a qualifying device. The credit also may be transferred to a third party that manufactures or installs
aqualifying device. This non-refundable tax credit is allowed to be carried forward for no more than 5 consecutive
years[A.R.S. § 43-1085].

Solar Energy Devices for Residential Purposes. A taxpayer may claim 25% of the purchase price for a quaified
solar energy device installed in the taxpayer’s residence located in Arizona. The maximum credit is $1,000 per year
and $1,000 in aggregate for the same residence. This non-refundable tax credit is allowed to be carried forward for
no more than 5 consecutive years[A.R.S. § 43-1083].

Solar Hot Water Heater Stub-Outs and Electric Vehicle Recharge Outlets. A taxpayer may take a credit up to $75
for installing solar hot water plumbing stub-outs or electric vehicle recharge outlets in home dwellings built by the
taxpayer. This non-refundable tax credit is allowed to be carried forward for no more than 5 consecutive years.
This law became effective January 1, 1998 [A.R.S. § 43-1090].

TANF Employment. A credit that is allowed for net increases in qualified employment of recipients of temporary
assistance for needy families (TANF) residing in Arizona. The credit isin lieu of any wage expense deduction taken
for tax purposes. This non-refundable tax credit is alowed to be carried forward for no more than 5 consecutive
years[A.R.S. § 43-1087].

Taxes Paid to Other Sates. Subject to certain conditions, residents are allowed a credit for income taxes paid to
another state or country [A.R.S. § 43-1071].

Technology Training. A taxpayer may claim a credit for expenses incurred in providing qualified technology skills
training for up to 20 of his employees. The credit is 50% of the expenses for the training but cannot exceed $1,500
per employee. Thisrefundable credit was available for tax years 2001 through 2005 [A.R.S. § 43-1088.01].

Water Conservation Systems. The credit isfor the installation of water conservation systems to encourage the re-use
of “graywater,” or waste water for irrigation purposes. The credit is equal to 25% of the cost of the water
conservation system up to a maximum of $1,000. The maximum aggregate amount that can be claimed in a taxable
year is $250,000. This non-refundable tax credit, which is effective for tax years 2007 through 2011, is allowed to
be carried forward for no more than 5 consecutive years [A.R.S. § 43-1090.01].

-41 -



Individual Income Tax

TAX COMPUTATION

The amount of individual income tax due (or owed) for individuals, partnerships, and fiduciaries are computed as

follows:

I ndividuals:

IArizona Gross Income

Plus

IAdditions to Income
Minus

ISubtractions from Incomd
Minus

Exemptiong
Equals

IArizona Adjusted Gross Incomd
Minus

Standard or Itemized Deductiong
Minus

IPersonal Exemptiong
Equals

I

axable Income
Multiply By

—

ax Rates
Equals

ax Liabilit
Minus

!

—

ax Creditg
Minus

—

ax Paymentg
Equals

—

ax Du

Equivalent to taxpayer's federal adjusted gross income. Includes a taxpayer’s
capital gain or loss.

See A.R.S. §43-1021 for amounts not taxed under federal income tax laws,
but subject to Arizonaincome tax.

See A.R.S. § 43-1022 for amounts taxed under federal income tax laws, but
not subject to Arizonaincome tax.

See A.R.S. §43-1023 for exemptions: (1) $1,500 for blind taxpayer and/or
spouse (2) $2,300 for taxpayer and/or spouse who is age 65 or over, (3)
$2,300 for each dependent, (4) $2,300 for stillborn child, and (5) $10,000 for
qualifying parents and ancestors of parents.

See A.R.S. § 43-1041 and 43-1042: Standard deduction is $4,247 for single or
married filing separately and $8,494 for married filing jointly or unmarried
head of household. Itemized deductions are the same as on the federal income
tax return. Beginning in tax year 2005, the standard deduction is adjusted for
inflation each year.

See A.R.S. §43-1043: (1) single or married filing separately - $2,100 (2)
married filing jointly - $4,200 (3) unmarried head of household - $4,200 (4) a

married couple filing ajoint return and claiming at least one dependent -
$6,300.

See Tax Rate Section.

See Tax Credits Section.

Withholding, estimated, and extension payments made to the Department of
Revenue.

This can also be an overpayment; in which case, taxpayer will be entitled to
tax refund.
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Partner ships:

|Arizona Gross Incomg
Add

IAddition to Incomg
Minus

ISubtractions from Incomd
Equals

|Arizona Taxable Incomd
Calculate

|Apportionment Ratid

Fiduciaries:

|Arizona Gross Incomg
Add

IAdditions to Income
Minus

ISubtractions from Incomd
Equals

|Arizona Taxable Incomd
Multiply By

Individual Tax Rated
Equals

Minus

Individual Tax Creditd
Minus

Tax Paymentg
Equals

—

ax Du

Equivalent to federal ordinary business and rental income for the year,
excluding (1) items requiring a separate computation under A.R.S. § 43-1412,
paragraph 1 through 17 and (2) the federal provisions relating to interest on
investment indebtedness.

See A.R.S. §43-1021 for amounts not taxed under federal income tax laws,
but subject to Arizonaincome tax.

See A.R.S. § 43-1022 for amounts taxed under federal income tax laws, but
not subject to Arizonaincome tax.

Thisismainly for filing and reporting purposes. The taxable income of a
partnership is passed through to individuals in the partnership who are then
taxed through the individual income tax on their distributed portion of the
income.

Only for multi-state partnerships to determine Arizona's share of income and

deductions. Uses a 3-part apportionment formula of property, payroll and
sdles. See A.R.S. §43-1131 through A.R.S. § 43-1150.

Equivalent to federal taxable income of estates or trusts (A.R.S. § 43-1301).
Income is taxable based on the residence of the decedent for an estate and the
residence of the fiduciary or the beneficiary for atrust. See A.R.S. § 43-1312.

See A.R.S. §43-1331 for alist of additions which also include those items
listed for individuals under A.R.S. § 43-1021.

See A.R.S. 8 43-1332 for alist of subtractions which also include those items

listed for individuals under A.R.S. § 43-1022.

See Tax Rate Section.

See Tax Credits Section.
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PAYMENT SCHEDULE

Withholding. To simplify payment of the individual income tax, a portion of the tax is paid through a system of
withholding. Under Arizona law, a percentage of each employee's federal withholding is deducted and withheld by
the employer for state income tax purposes at the time wages are paid [A.R.S. § 43-401].

Percentages. An employee must elect which percentage of the federal income tax withholding shall be withheld for
state income taxes. Pursuant to Laws 2009, Chapter 2, the following withholding percentages apply for the period
from May 1, 2009 to December 31, 2009:

¢ If the employee's annual wage is less than $15,000, he can elect to withhold 0%, 11.5%, 21.9%, 26.5%, 28.8%,
35.7%, or 42.6% of federal withholding.

o If the employee's annual wage is $15,000 or more, he can elect to withhold 0%, 21.9%, 26.5%, 28.8%, 35.7%,
or 42.6% of federal withholding.

Laws 2009, Chapter 2 prescribes the following withholding percentages for the period from January 1, 2010 to June
30, 2010:

o If the employee's annual wage is less than $15,000, he can elect to withhold 0%, 10.7%, 20.3%, 24.5%, 26.7%,
33.1%, or 39.5% of federal withholding.

¢ If the employee's annua wage is $15,000 or more, he can elect to withhold 0%, 20.3%, 24.5%, 26.7%, 33.1%,
or 39.5% of federal withholding.

The 0% option is available only for those who had no state tax liability in the prior taxable year and expect to have
no state tax liability for the current taxable year

Beginning on July 1, 2010, Arizona s withholding amounts will no longer be calculated as a percentage of federal
withholding. Instead, state withholding will be determined based on withholding tables established by the
Department of Revenue.

Employers have the option to not withhold income tax during the month of December. If an employer elects to not
withhold tax in December, heis required to notify the Department of Revenue and his employees of such decision.

An individual income taxpayer may authorize his employer to reduce his withholding amount in order to make
contributions to a school tuition organization, charitable organization or public school.

Exclusions. Certain types of employment are exempt from the withholding requirements (see A.R.S. § 43-403 for a
complete list).

Disposition. Employers who deduct withholding from their employees wages are required to transfer the
withholding collections to DOR. If an employer's withholding collections exceeded an average of $1,500 per
guarter over the 4 preceding calendar quarters, the employer must forward withholding collections to the state in
accordance with the federal payment schedule. For employers whose withholding collections did not exceed an
average of $1,500 per quarter over the 4 preceding calendar quarters, the withholding collections for the previous
calendar quarter must be transferred to DOR on or before April 30, July 31, October 31, and January 31.

Estimated Tax Payments. A taxpayer whose Arizona gross income was greater than $75,000 (or $150,000 if the
taxpayer filed ajoint return) in the preceding taxable year or can reasonably expect to exceed $75,000 (or $150,000
if the taxpayer files ajoint return) in the current year, must make estimated payments, if estimated withholding for
the tax year does not equal 90% of the tax liability for the current year or 100% of the liability for the preceding year
[A.R.S. §43-581].

The estimated amount shall be paid in 4 installments on or before the due dates established for federal filing and
reasonably reflect the taxpayer's Arizona income tax liability. The total of annual estimated tax payments and
withholding tax must be at least 90% of the tax liability for the current year or 100% of tax liability for the
preceding year.
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If ataxpayer does not pay the required estimated tax payments, DOR will assess a penalty not exceeding 10% of the
unpaid tax plusinterest on the unpaid ba ance.

Voluntary Payments. All other taxpayers may voluntarily make estimated tax payments during the tax year.

Payment of Balance. The taxpayer is required to pay the balance of the tax due on April 15 after the close of the
calendar year or, if return is based on a fiscal year, on the 15th day of the fourth month following the close of the
fiscal year. Anincome tax return isrequired to be filed with DOR along with the tax payment [A.R.S. § 43-501].

Extensions. |If requested, the department will grant a taxpayer an automatic 6-month filing extension [A.R.S. § 42-
1107]. Note, however, that a filing extension does not extend the taxpayer's time to pay his income tax. The
taxpayer is still required to pay at least 90% of his tax liability by the original due date of the return. The
department charges interest from the original due date to the date of payment. The department also imposes
penalties as explained below.

Extension Underpayment Penalty. When applying for an extension, at least 90% of the tax liability must be paid by
the original due date or the taxpayer is subject to a penalty of 0.5% of the unpaid balance for each 30 days or
fraction thereof. This penalty cannot exceed 25% of the unpaid tax [A.R.S. § 42-1125].

Late Filing Penalty. This penalty is 4.5% of the tax required to be shown on the return for each month or fraction
thereof thereturn is late. The penalty cannot exceed 25% of the unpaid tax [A.R.S. § 42-1125].

Late Payment Penalty. This penalty is 0.5% of the amount shown as tax for each month or fraction thereof for
which the failure to pay tax continues. This penalty cannot exceed atotal of 10% of thetax [A.R.S. § 42-1125].

TAX EXPENDITURES

DOR isrequired by law to prepare an annual report to the Governor and the Legislature detailing the estimated cost
in lost revenues from the provision of tax expenditures [A.R.S. 842-1005]. Tax expenditures are provisions within
the law, such as exemptions, exclusions, deductions and credits, that are designed to encourage certain kinds of
activity or to aid taxpayersin certain categories. Tax expenditures result in a loss of tax revenues for both state and
local governments.

The most current individual income tax expenditure data is for tax year 2003. The state collected over $2.3 billion
in resident individual income taxes that year. However, according to DOR, the state allowed exclusions,
exemptions, deductions, and credits worth as much as $1.73 hillion in the same year. Thistax expenditure estimate,
which was derived from DOR’s Individual Income Tax Simulation Model, represents foregone revenues to the state
General Fund and to the Urban Revenue Sharing Fund. Table 6 below, which was reproduced from DOR’s report
The Revenue Impact of Arizona's Tax Expenditures FY 2004/05, lists all individual income tax expenditures by
category.

Table6
FY 2004 INDIVIDUAL INCOME TAX EXPENDITURES

FEDERAL SUBTRACTIONSFROM INCOME: Tax Year 2003
Educator Expenses/ Tuition Fees Deduction $2,713,000
Individual Retirement Account for Qualifying Individuals 5,108,000
Student Loan Interest Deduction 2,068,000
Moving Expenses 480,000
One-Half of Self-employment Tax 8,249,000
Self-employed Health Insurance Deduction 8,359,000
Keogh Retirement Plan and Self-employed SEP Deduction 10,307,000
Penalty on Early Withdrawal of Savings 30,000
Alimony Paid 6,166,000
Total Value of Federal Subtractions from Income $43,861,000
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EXEMPTIONS:
Personal Exemptions
Preferential Personal Exemption for Unmarried Head of Household

Preferential Personal Exemption for Married Filers with One or More Dependents

Age 65 or over Exemptions

Dependent Exemptions

Blind Exemptions

Qualifying Parent or Ancestor Exemption
Total Value of Exemptions

SUBTRACTIONS FROM INCOME:

Interest on U.S. Obligations

Exclusion for Federal, State, and Local Pensions
Exempt State Lottery Winnings

Social Security or Railroad Retirement Benefits Included on Federal Form 1040
Bonus Depreciation Adjustment

Certain Wages of Native Americans

Income Tax Refunds from Other States
Constructing Energy Efficient Residences

Other Subtractions

Total Value of Subtractions

DEDUCTIONS:

Standard Deduction

Preferential Standard Deduction for Unmarried Head of Household
Itemized Deductions:

Medical and Dental Expenses

State and Local Income Taxes

Readl Estate Taxes

Personal Property Taxes and Other Taxes

Home Mortgage Interest

Deductible Points

Deductible Investment Interest

Charitable Contribution — Cash

Charitable Contribution — Other than Cash

Charitable Contribution — Carryover from Prior Y ear
Casualty and Theft Losses

Job Expenses and Most Other Miscellaneous Deductions
Non-limited Miscellaneous Deductions

Total Value of Itemized Deductions

Total Value of Standard and Itemized Deductions

CREDITS?:

Family Tax Credit

Property Tax Credit

Clean Elections Fund Credit

Credit for Increased Excise Taxes Paid

Credit for Taxes Paid to Other States or Countries
Enterprise Zone Credit

Research and Development Credit

Recycling Equipment Credit

Defense Contracting Credit

Military Reuse Zone Credit

Environmental Technology Credit

Pollution Control Device Credit

Agricultural Pollution Control Equipment Credit
Construction Materias Credit

$200,236,000
11,206,000
26,753,000
19,104,000
81,828,000
197,000
1,587,000
$350,697,000

$7,349,000
7,186,000
87,000
59,974,000
2,667,000
14,434,000
753,000
39,000
6,959,000
$100,188,000

$161,815,000
15,116,000

85,768,000
91,772,000
43,924,000
11,996,000
206,570,000
2,130,000
9,821,000
59,684,000
17,563,000
4,831,000
784,000
34,368,000
15,276,000
$421,849,000

$788,025,000

$7,382,000
5,302,000
727,000
29,582,000
62,485,000
1,714,000
1,109,000
2,000

0

0

0

31,000
NR?

NR?
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Solar Energy Device Credit 480,000
Agricultural Water Conservation System Credit 1,611,000
Underground Storage Tanks Credit 0
Alternative Fuel Vehicles Credit 61,000
Neighborhood Electric Vehicle Credit 1,583,000
Alternative Fuel Delivery System Credit 0
Vehicle Refueling Apparatus Credit 9,000
Solar Water Heater Plumbing Stub Outs and Electric Vehicle Recharge Outlets Credit NR?
Employment of TANF Recipients Credit NR?
Contributions to Charities Providing Assistance to Working Poor Credit 3,259,000
Private School Tuition Organization Credit 29,445,000
Public School Extra Curricular Activity Fee Credit 27,754,000
School Site Donation Credit 2,049,000
Technology Training Credit 0
Agricultura Preservation District Credit 0
Total Value of Credits $174,664,000
TOTAL VALUE OF INDIVIDUAL INCOME TAX EXPENDITURES $1,727,012,000

1/ Note that updated tax credit information after 2003 is available and can be found on pages 50-58.
2/ NR indicates that the information is not releasable due to Arizona confidentiality laws.

SOURCE: Department of Revenue Report — The Revenue Impact of Arizona’s Tax Expenditures FY 2004/05.

IMPACT OF TAX LAW AND REVENUE CHANGES

The following section is a summary by year of tax law changes that have been enacted by the Legislature since

2003. The estimated initial dollar impact of these changes is summarized by fiscal year in Table 7 below.

Table7

Session/Chapter

FY 2010

L 09, Ch2

L 09, Ch 80
Subtotal FY 2010

FY 2009

L 08,Ch94

L 07, Ch 258

L 07, Ch 258
Subtotal FY 2009

FY 2008
L07,Ch1l

L 06, Ch 342

L 06, Ch 354

L 06, Ch 357

L 05, Ch 292

L 05, Ch 303

L 05, Ch 334

L 05,Ch 334

Subtotal FY 2008

Description

Internal Revenue Code Conformity
Contributions to Charitable Organizations

Internal Revenue Code Conformity
College Savings Plan
Military Relief Fund Credit

Internal Revenue Code Conformity

Active Duty Military Pay Exemption

Income Tax Rate Reduction — 5% (tax year 2007)
Internal Revenue Code Conformity

Graywater Tax Credit

Active Duty Military Pay Exemption

Internal Revenue Code Conformity

Index Standard Deduction to CPI

ANNUAL INCREMENTAL DOLLAR IMPACT OF TAX LAW AND REVENUE CHANGES
Revenue Impact

$(4,000,000)

(5,000,000)
$(9,000,000)

$(970,000)
(2,500,000)

(1,000,000)
$(4,470,000)

$(1,300,000)
(12,200,000) ¥
(177,900,000)
1,100,000
(250,000)
10,300,000 ¥
(2,860,000)
(2,400,000)

$(185,510,000)
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FY 2007

L 06, Ch 333 Solar Energy Device Credit $(500,000)

L 06, Ch 354 Income Tax Rate Reduction — 5% (tax year 2006) (156,100,000)

L 06, Ch 357 Internal Revenue Code Conformity (700,000)

L 05, Ch 303 Active Duty Military Pay Exemption (10,300,000) ¥

L 05,Ch334 Internal Revenue Code Conformity 310,000

L 05, Ch334 Elimination of “Marriage Penalty” (6,400,000)

L 05,Ch334 Index Standard Deduction to CPI (2,400,000)
Subtotal FY 2007 $(176,090,000)

FY 2006

L 05, Ch334 Internal Revenue Code Conformity $(5,400,000)

L 05,Ch334 Elimination of “Marriage Penalty” (6,400,000)

L 05, Ch 334 Index Standard Deduction to CPI (2,400,000)
Subtotal FY 2006 $(14,200,000)

FY 2005

L 04, Ch 196 Internal Revenue Code Conformity $(1,800,000)

L 04,Ch 214 Stillborn Children Exemption (34,000)
Subtotal FY 2005 $(1,834,000)

1/ Laws 2005, Chapter 303 provided a one-time exemption from state income tax for active duty military pay for tax year

2006. Laws 2006, Chapter 342 made the exemption permanent.

2009 TAX LAWS

L aws 2009, 1% Special Session, Chapter 3 established a state and county tax amnesty program, which ran from May 1,
2009 through June 1, 2009. The program alowed DOR to abate or waive all or part of penaties and to impose
reduced interest payments for tax liabilities for all qualifying taxpayers. To qualify for the program, a taxpayer must
have filed a return, and paid any balance due by June 1, 2009. The one-month amnesty program generated a total of
$31.8 million, including $16.7 million in corporate income taxes, $2.1 million in individual income taxes, and $13.0
million in sales tax revenue. After accounting for sales taxes collected on the behalf of counties, and revenue
sharing to cities and counties, a total of $27.3 million was deposited into the state’s General Fund The one-time
revenue impact of the tax amnesty program has not been included in the tax law changes table at the beginning of
this section.

Laws 2009, Chapter 2 modifies the definition of the Internal Revenue Code (IRC) for tax year 2009 to the federal
IRC in effect on January 1, 2009. This includes changes adopted by Congress in the Economic and Stimulus Act of
2008, the Heartland, Habitat, Harvest and Horticulture Act of 2008, the Heroes Earnings Assistance and Relief Tax
Act of 2008, the Housing Assistance Tax Act of 2008, the Emergency Economic Stabilization Act of 2008, the
Fostering Connections to Success and Increasing Adoptions Act of 2008, and the Worker Retiree, and Employer
Recovery Act of 2008. The conformity provisions of Chapter 2 were estimated to reduce individual income tax
collections by $(4.0) million in FY 2010 and $(880,000) in FY 2011, and increase collections by $9.34 million in
FY 2012.

Chapter 2 also makes adjustments to Arizona withholding rates, and decouples the state’s withholding rates from

federal withholding. The state withholding rate changes were adopted to offset the federal withholding reductions
under the American Recovery and Reinvestment Act of 2009.
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The new state withholding rates (expressed as a percentage of federal withholding) under Chapter 2 are shown in the
table below.

Arizona Withholding Rates and Effective Dates
1/1/05 to 4/30/09 5/1/09 to 12/31/09 1/1/10 to 6/30/10

0.0% 0.0% 0.0%
10.0% 11.5% 10.7%
19.0% 21.9% 20.3%
23.0% 26.5% 24.5%
25.0% 28.8% 26.7%
31.0% 35.7% 33.1%
37.0% 42.6% 39.5%

Chapter 2 effectively decouples Arizona s withholding rates from federal withholding as of July 1, 2010. Instead,
state withholding amounts will be determined based on withholding tables established by the Department of
Revenue, which the department is required to submit to JLBC by March 15, 2010. (Emergency measure became
effective April 9, 2009)

Laws 2009, Chapter 32 repeals the current income tax review schedule and creates a new automatic schedul e based
on the current 5-year review schedule. (Effective September 30, 2009)

Laws 2009, Chapter 80 eliminates the requirement for a taxpayer to establish a baseline year to qualify for the tax
credit for cash contributions to charitable organizations that provide assistance to the working poor. Chapter 80
expands the credit to aso include contributions to organizations that serve chronically ill or physically disabled
children. The act is estimated to reduce individual income tax revenues by $(5.0) million in FY 2010, $(5.9) million
in FY 2011, and $(7.0) millionin FY 2012. (Effective retroactively from January 1, 2009)

Laws 2009, Chapter 96 provides income and property tax incentives for qualifying renewable energy companies
that build headquarter or manufacturing facilities in the state from tax year 2010 to 2014. An income tax credit is
allowed for up to 10% of the capital investment, with an aggregate ceiling, including individual and corporate
income tax credits, of $70 million annually. The credit is refundable and must be received in 5 equal portions over
a period of 5 consecutive tax years. Qualifying properties will also receive a class 6 property designation, which
reduces the assessment ratio to 5% instead of the class 1 assessment ratio of 22% (declining to 20% over the next 2
years). The class 6 property designation remains in effect for 10 or 15 years, depending on the level of wages paid
to employees of the facility in relation to the median wage of the state.

Laws 2009, Chapter 167 provides that individual income taxpayers be alowed to authorize their employers to
reduce their withholding tax amounts in order to make contributions to a school tuition organization, charitable
organization or public school. (Effective January 1, 2010)

2008 TAX LAWS

L aws 2008, Chapter 94 modified the definition of the Internal Revenue Code (IRC) for tax year 2008 to the federal
IRC in effect on January 1, 2008. This included changes adopted by Congress in the Small Business and Work
Opportunity Tax Act of 2007, the Energy Independence and Security Act of 2007, Prevent Taxation of payment to
Virginia Tech Victims and Families of 2007, Mortgage Forgiveness Debt Relief Act of 2007 and the Tax Technical
Corrections Act of 2007. The conformity provisions of Chapter 94 were estimated to reduce individua income tax
collections by $(970,000) in FY 2009, $(830,000) in FY 2010, and $(280,000) in FY 2011.

Laws 2008, Chapter 220 clarified for both residents and nonresidents the definition of “entire income” as adjusted
gross income for the purpose of determining the credit for income taxes paid to other states. (Effective retroactively
from January 1, 2008)

L aws 2008, Chapter 290 contained several budget reconciliation provisions related to revenues that were necessary
to implement the FY 2009 budget. One of the provisions established a minimum distribution amount for al cities
and towns that equals at least the amount a city or town with a population of 1,500 or more persons would receive
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from the Urban Revenue Sharing Fund. Another provision contained in the measure increases the amounts of the
corporate and individual income research and development (R& D) tax credits that are allowed to be claimed. The
R&D credit is calculated based on the amount of qualified research expenses that exceeds a base amount (which is
defined in the Internal Revenue Code). The changes to the R&D credit contained in Chapter 290 are summarized in
the table below.

Tax Year If Qualified Expenses exceed Base If Qualified Expenses exceed Base Amount
Amount by $2.5 million or less, R&D by more than $2.5 million, R& D Credit is
Credit isequal to: equal to:
2009 (current law) 20% of excess amount $500,000 + 11% of excess amount over and
above $2.5 million
2010 22% of excess amount $550,000 + 13% of excess amount over and
above $2.5 million
2011 - 2017 24% of excess amount $600,000 + 15% of excess amount over and
above $2.5 million
2018 —and beyond  20% of excess amount $500,000 + 11% of excess amount over and
above $2.5 million

As noted in the table above, the changes to the R&D credit under Chapter 290 will occur in 3 stages. The first
increase of the credit is implemented in tax year 2010, followed by a second increase in tax years 2011 to 2017.
Beginning in tax year 2018, the credit will revert to the amounts allowed under current law. The act is estimated to
reduce corporate and individual income taxes by a total of $(5.7) million in FY 2011 and $(11.2) million in
FY 2012.

2007 TAX LAWS

Laws 2007, Chapter 1 was an emergency measure that established a standard procedure regarding income tax filing
and payment deadlines. Specifically, the measure stipulated that when the original deadline for filing and paying
income tax falls on a Saturday, Sunday, or lega holiday, the deadline is automatically moved to the next business
day. (Containsan emergency clause)

The filing and payment deadline for both federal and state income tax is April 15. At the federa level, if the
deadline falls on a Saturday, Sunday or legal holiday, the due date is extended to the next business day. “Legal
holiday” under the Internal Revenue Code (IRC) means alegal holiday as observed in the District of Columbia. The
April 15 filing deadline for 2007 fell on a Sunday and the next business day was Monday, April 16. However, since
the District of Columbia observed the Emancipation Day (legal holiday) on April 16, the federal deadline for 2007
was moved to Tuesday, April 17. Under Chapter 1, Arizond's filing and payment due date for 2007 was also
extended to April 17.

Chapter 1 conformed the Arizona statutory definition of the Internal Revenue Code (IRC): (1) for tax year 2007 to
the United States IRC in effect as of January 1, 2007, and (2) for tax year 2006 to all IRC provisions passed with
retroactive federal effective dates between December 31, 2005 and December 31, 2006. This included changes
adopted by Congress in the Tax Increase Prevention and Reconciliation Act of 2005, the Pension Protection Act of
2006, and the Tax Relief and Health Care Act of 2006. The conformity provisions of Chapter 1 were estimated to
reduce individual income tax collections by $(1.3) million in FY 2008, and $(980,000) in FY 2009, resulting in an
incremental increasein FY 2009 of $320,000.

Laws 2007, Chapter 112 provided that an individual who is both a resident of Arizona and a statutory resident of
another state is allowed to claim an Arizona income tax credit for income taxes paid to the other state (for more
details, see A.R.S. 843-1071). Laws 1999, Chapter 250 authorized such taxpayers to claim the credit for tax years
1989 through 2001. Since Laws 2007, Chapter 112 is retroactive from January 1, 2002, the measure extended the
provisions enacted by Laws 1999, Chapter 250. Any refunds resulting from Laws 2007, Chapter 112 must be filed
no later than December 31, 2011. According to DOR, the fiscal impact of the bill is expected to be small.

Laws 2007, Chapter 160 provided a statutory definition of “final determination” for the purpose of adjusting
Arizona gross income due to changes in federal taxable income. Under Arizonalaw, if ataxpayer’s federal taxable
income is altered by the Internal Revenue Service (IRS) or changes as a result of a renegotiation of a contract with
the federal government, the taxpayer is required to either file the final determination of the change with the Arizona
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Department of Revenue (DOR) or file an amended return within 90 days. Prior to Laws 2007, Chapter 160, there
was no definition of “final determination” in statutes. (Effective retroactively from January 1, 2007)

Laws 2007, Chapter 180 broadened the solar energy income tax credit by permitting it to be transferred to third
party organizations that have installed or manufactured a solar energy device. Previoudly, the tax credit was
available only to taxpayers installing solar energy devices or to entities that financed the purchase of a qualifying
device. (Effective retroactively from January 1, 2006)

Laws 2007, Chapter 225 provided severa changes to the Motion Picture Production Tax Incentive Program
established by Laws 2005, Chapter 317. The maximum credit allowed each year by the original legislation remains
unchanged. Beginning with the 2008 income tax credit alocation, 5% must be set aside for commercial
advertisements and music video productions. A company that is certified to receive income tax credits for
commercials and music videos must spend a minimum of $250,000 in production costs within 12 months. Motion
picture production companies must spend at least $250,000 on each qualifying motion picture production in order to
be eligible for the income tax credits. Previously, a company could become dligible by incurring $250,000 in costs
for one or more motion picture productions. Motion picture productions with qualified expenses of $250,000 to $1
million in a 12-month period now may receive atax credit equal to 20% of production costs (increased from 10%);
production expenses from $1 million to $3 million may be credited for 30% of production costs (increased from
15%), while productions spending more than $3 million in the state also may claim a credit equal to 30% of
production costs (increased from 20%). The maximum credit for any single motion picture production, previously
capped at $5 million, is increased to $7 million in 2008, $8 million in 2009, and $9 million in 2010. Beginning
October 31, 2007 through December 31, 2010, the Department of Commerce is required to certify motion picture
infrastructure projects, including soundstages and support and augmentation facilities, for income tax credits. The
maximum credit amount is 15% of the total base investment. Tax credits for soundstage investments are capped at
$5 million per year in 2008, 2009 and 2010. Tax credits for associated support and augmentation facilities are
capped at $7 million in 2009 (if at least one soundstage project was certified in 2008) and $9 million in 2010 (if one
or more soundstage projects were certified in 2008 or 2009). (Various effective dates)

Laws 2007, Chapter 258 created an income tax subtraction for contributions to qualified 529 college savings plans
and an income tax credit for donations to the Military Family Relief Fund.

529 College Savings Plan Income Tax Subtraction

The hill alows, for tax years 2008 through 2012, an individual income tax subtraction for contributions by Arizona
residents to any college savings plan (whether operated in Arizona or elsewhere in the U.S.) established under
Section 529 of the Internal Revenue Code. A 529 plan is an education savings plan operated by a state or
educational ingtitution designed to help families set aside funds for future college costs. The income tax subtraction
is limited to $750 for taxpayers filing as single or head of household and to $1,500 for married couples. There
currently is no deduction allowed for a 529 plan at the federal level.

Under federal tax code, earnings generated from contributions to 529 Plans are allowed to grow tax-free. The same
tax advantage applies to state income tax since federal adjusted gross income is the starting point for determining
Arizona income tax liability. Thus, besides the already favorable tax treatment of 529 Plans described above, Laws
2007, Chapter 258 provides an additional exemption not available at the federal level. Beginning in FY 2009, the
act is estimated to reduce General Fund revenues by $2.5 million.

Military Family Relief Fund Tax Credit

The bill alows, for tax years 2008 through 2012, an individua income tax credit for cash contributions by
individuals to the Military Family Relief Fund. The fund, which is also established by Laws 2007, Chapter 258,
consists of private donations, grants, bequests, and other monies that are administered by the Arizona Department of
Veterans Services for the purpose of providing financial assistance to family members of Arizona military
personnel injured or killed during their service. The maximum credit is $200 for taxpayers filing as single or head
of household and $400 for married couples. The credit is not allowed to exceed the taxpayer’s tax liability. While
the Fund may receive donations in any amount, only the first $1,000,000 in donations in any calendar year qualify
for the credit. Beginning in FY 2009, the act is estimated to reduce General Fund revenues by $1.0 million.
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2006 TAX LAWS

Laws 2006, Chapter 102 allowed a taxpayer to voluntarily designate an amount to donate from his refund to the
Veterans' Donation Fund. The fund is used to provide health care and education to veterans as well as provide for
the maintenance of the State VVeteran’s Home, memorials, and cemeteries. (Effective January 1, 2007)

L aws 2006, Chapter 222 modified the certification of motion picture production costs and the qualification for motion
picture production tax incentives that were enacted in Laws 2005, Chapter 317. In addition to making severa technical
changes to the legidation passed in 2005, Chapter 222 authorized the Arizona Department of Commerce (ADOC) to
begin accepting tax credit applications beginning October 31 for the following year if ADOC has pre-approved the
maximum calendar year credit for the current year. (Effective retroactively from January 1, 2006)

Laws 2006, Chapter 262 provided that an estate is allowed to subtract the amount of federal estate taxes paid when
computing its Arizonataxable income. (Effective retroactively from January 1, 2006)

Laws 2006, Chapter 333 required the Arizona Department of Commerce to establish a solar energy income tax
credit program, established solar energy tax credits for commercial and industrial projects, removed the $5,000 tax
exemption limitation for retail and prime contracting classifications under the transaction privilege tax (TPT), and
prohibited solar energy systems from being added to property value. The income tax credit portion of this credit
was capped at $1.0 million per calendar year, which was expected to reduce corporate and individual income tax
revenue by approximately $(500,000) each in FY 2007. The elimination of the sales tax cap was expected to result
in an additional $(0.5) million revenue loss. The total estimated impact of provisions of this legidation for FY 2007
was $(1.5) million. (Effective retroactively from January 1, 2006)

Laws 2006, Chapter 342 made permanent the state income tax exemption of military income for active duty members
of the U.S. Armed Forces that was established by Laws 2005, Chapter 303 for the 2006 tax year. In addition, the act
expanded the exemption to also include military income for active service in the National Guard or the Reserves. This
bill was estimated to reduce General Fund revenues by $(12.2) millionin FY 2008. (Effective January 1, 2007)

Laws 2006, Chapter 354 reduced individual income tax rates by 5% for tax year 2006 and 10% for tax year 2007.
(See Property Tax section for other changes.) (Contains various effective dates). These rate reductions were
estimated to reduce General Fund revenues by $(156.1) million in FY 2007, and an additional $(177.9) million in
FY 2008.

Laws 2006, Chapter 357 conformed the Arizona statutory definition of the Interna Revenue Code (IRC) for tax
year 2006 to the United States IRC in effect as of January 1, 2006, excluding those provisions where Arizona did not
previously conform to federal tax law changes (bonus depreciation and business expensing).

The federal government enacted 3 tax bills during 2005: the Energy Tax Incentives Act; the Katrina Emergency Tax
Relief Act; and the Gulf Opportunity Zone Act. The conformity bill was estimated to reduce FY 2007 individual
and corporate income tax revenues by $(700,000) each, for atotal of $(1.4) million.

Laws 2006, Chapter 358 provided that the education grant under the newly established Displaced Pupils Choice
Grant Program does not count asincome for purposes of state income tax. (Effective September 21, 2006)

Laws 2006, Chapter 387 extended the Enterprise Zone Program until June 30, 2011, and modified some of its
qualification requirements. The fiscal impact of this bill isunknown. (Effective retroactively from July 1, 2006)

2005 TAX LAWS

Laws 2005, Chapter 115 established the National Guard Relief Fund (NGRF) to provide financial assistance to
families of Arizona National Guard members who are serving on active duty in a combat zone. The bill allowed
taxpayers to donate to the NGRF from their tax refund or from additional funds included with their tax return.
(Effective January 1, 2006)

L aws 2005, Chapter 148 clarified the definition of pollution control equipment for income tax credits on pollution
controls. (Effective August 12, 2005)
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Laws 2005, Chapter 264 created an individual and corporate income tax credit of $1,000 per employee for
businesses that employ Arizona National Guard members who are called to active duty. The bill was expected to
reduce corporate income tax collections by an estimated $(250,000) in FY 2006. (Effective January 1, 2006)

L aws 2005, Chapter 278 made technical changes to the Healthy Forest initiative passed in 2004 and provided some
additional tax incentives. It reduced from 10 to 3 the number of full-time employees a business must have in order
to qualify for income tax incentives, and it reduced the number of work hours defining full-time employment from
1,750 hours to 1,500 hours per year. The amount of required health insurance coverage for employees of a qualified
business was also reduced. (Effective August 12, 2005)

Laws 2005, Chapter 292 created individual and corporate income tax credits for the instalation of water
conservation systems and a corporate income tax credit for the installation of water conservation system plumbing
stub-outs. A water conservation system uses “graywater” or waste water from a home for irrigation purposes. The
individual income tax credit is equal to 25% of the cost of the water conservation system up to a maximum of
$1,000. The bill limits the maximum aggregate amount of the individual income tax credit to $250,000 per year.
The credits are effective from tax years 2007 through 2014.

L aws 2005, Chapter 303 provided active military service income to be subtracted from the gross income on income
taxes for individuals or estates in tax year 2006. The hill was estimated to have a one-time impact of $(10.3) million
in FY 2007.

Laws 2005, Chapter 311 provided for employers the option to not withhold income tax during the month of
December. If an employer elects to not withhold tax in December, he is required to notify the Department of
Revenue and his employees of such decision. Employees must be notified in writing by October 1, 2005 and by
July 1 each year thereafter. Thisbill has no fiscal impact. (Effective September 1, 2005)

Laws 2005, Chapter 316 established an individual income tax credit for investments in qualified small businesses
from tax years 2007 through 2014. The alowable credit is 30% of the investment over a 3-year period and is
increased to 35% if the investment is made in a bioscience company or a company located in a rura county. The
credit is allowed to be carried forward to the next 3 consecutive taxable years. The credit, which is administered by
the Department of Commerce, is capped at $20 million over the life of the program. (Effective August 31, 2005)

Laws 2005, Chapter 317 established individual and corporate income tax credits for businesses that produce
motion pictures in Arizona. Moation picture productions with qualified expenses of $250,000 to $1 million in a 12-
month period may receive atax credit equal to 10% of production costs; production expenses from $1 million to $3
million may be credited for 15% of production costs, while productions spending more than $3 million in the state
may claim a credit equal to 20% of production costs. The total amount of income tax credits approved may not
exceed $30 million in 2006, $40 million in 2007, $50 million in 2008, $60 million in 2009 and $70 million in 2010.
The tax credits may be sold or transferred, in whole or in part, to other taxpayers. The law requires taxpayers
claiming the credits to meet various reporting requirements and for film companies to recruit Arizona residents to
hold 25% of full-time positions in 2006, 35% in 2007 and 50% in 2008 and after. It is estimated to reduce income
tax collections by $(9) million in FY 2007. (Effective July 1, 2006, retroactive to January 1, 2006)

Laws 2005, Chapter 334 provided the following changes to Arizona income tax statutes. (1) Internal Revenue
Code (IRC) conformity, (2) marriage penalty elimination, and (3) standard deduction inflation indexing.

IRC Conformity
Federal adjusted gross income (FAGI) forms the basis for the computation of Arizona individual income tax. For

this reason, changes to FAGI will also affect the state’s income tax collections. The federal government enacted 2
bills during 2004 (the Working Families Tax Relief Act and the American Jobs Creation Act) to which Laws 2005,
Chapter 334 conformed. The cost of conforming Arizona individual income tax statutes to the Internal Revenue
Codeis estimated to be $(5.4) million in FY 2006 and $(5.1) million in FY 2007.

Elimination of “Marriage Penalty”

Laws 2005, Chapter 334 provided that certain tax credits for married filers will become twice that of single filers.
Included are the credits for contributions to charitable organizations, contributions to qualifying school tuition
organizations, and contributions to public school extracurricular activities. The combined cost of these provisionsis
estimated to be $(6.4) million in FY 2006 and $(13) million in FY 2007.
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Theindividual cost for each of the 3 tax credits amended under this bill is shown below.

e Charitable Organizations - $(0.1) million in FY 2006 and $(0.2) million in FY 2007
 Private School Tuition Organizations - $(3.2) million in FY 2006 and $(6.4) million in FY 2007
e Public School Extracurricular Activities - $(3.1) millionin FY 2006 and $(6.4) million in FY 2007

Inflation-Indexing of Standard Deduction

Laws 2005, Chapter 334 provided that the standard deduction for individual income tax filers be indexed for annual
cost of living changes. This provision is estimated to cost the General Fund $(2.4) million in FY 2006 and $(4.8)
millionin FY 2007.

2004 TAX LAWS

Laws 2004, Chapter 196 was the annual hill that conformed the Arizona statutory definition of the Internal
Revenue Code (IRC) to the United States IRC, as amended, in effect on January 1, 2004, including federal
provisions that became effective during 2003.

The federal government enacted 3 tax bills during 2003: the Jobs and Growth Tax Relief Reconciliation Act; the
Military Family Tax Relief Act; and the Medicare Prescription Drug, Improvement, and Modernization Act. The
Legidature conformed to all tax law changes in these federal acts except the provisions related to additional bonus
depreciation allowances and investment deductions by small businesses. According to DOR, the conformity bill is
estimated to reduce individual income tax revenues by $(1,800,000) in FY 2005. (Contained various effective dates,
including an emergency clause)

L aws 2004, Chapter 214 expanded the $2,300 tax exemption for persons 65 years or older, and dependents to also
include stillborn children. The exemption can only be claimed in the year in which the stillbirth occurred. The bill
is estimated to reduce individual income tax revenues by $(34,000) in FY 2005. (Effective retroactively from
January 1, 2003)

L aws 2004, Chapter 284 increased state withholding rates to correct a rate adjustment error included in Laws 2003,
Chapter 263. The Legidature increased the state withholding rates as of July 1, 2003 to prevent a state income tax
loss due to a reduction in federal withholding resulting from the enactment of the Jobs and Growth Tax Relief
Reconciliation Act of 2003. These rate adjustments, as reflected in Laws 2003, Chapter 263, proved later to be
insufficient since they failed to account for certain provisionsin the federal tax legislation.

The new state withholding rates, which are shown in the table below, became effective on January 1, 2005.

Old Withholding Rates New Withholding Rates

0.0% 0%
10.0% 10%
18.2% 19%
21.3% 23%
23.3% 25%
29.4% 31%
34.4% 37%

The new withholding percentages are estimated to provide a one-time revenue increase of $76 million in FY 2005.
Thisamount is equal to the one-time revenue loss incurred in FY 2004 as aresult of the insufficient rate adjustments
included in Laws 2003, Chapter 263.

L aws 2004, Chapter 289 made several changesto tax statutes:

1. Updated the income tax credit review schedule to add those credits that were reviewed in 2003 to the review
schedule for 2008.

2. Repealed the individual and corporate income tax credits for costs incurred in corrective actions for releases
from underground storage tanks.
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3. Allowed the enterprise zone job creation tax credits to be claimed for the second and third years of qualified
employment even if the credits for the first year were not claimed on the original tax return. The jobs must have
been created before January 1, 2002 and certified by the Arizona Department of Commerce.

4. Clarified that a business may remain eligible for enterprise zone tax credits if retail sales accounted for less than
10% of the business conducted at the zone location.

5. Provided a retail sales tax exemption for sales of food, beverages and promotional items to employees and
occasional guests of businesses within enterprise zones.

6. Made technical and conforming changes and made the tax law amendments retroactive to tax years beginning
from and after December 31, 2003.

There was no estimate of the legislation’ s fiscal impact. (Effective August 25, 2004)

L aws 2004, Chapter 326 provided for the state Department of Commerce to certify businesses that process and add
value to biomass from Arizona s forest areas. Qualified businesses are eligible for individual and corporate income
tax credits based on net increases in employment, and sales and use tax exemptions for qualified construction and
equipment. A business can claim a credit for up to 200 new jobs. The hill provided for income tax credits and sales
tax exemptionsto be forfeited, or “clawed back,” if abusiness’ certificate is revoked. The legidlation’s fiscal impact
could not be determined. (Effective June 3, 2004)

2003 TAX LAWS

Laws 2003, 1st Special Session, Chapter 1 appropriated an additional $3,275,800 from the General Fund to DOR
for a revenue generating plan. See Laws 2003, Chapter 262 for a more complete explanation of this issue. The
program was projected to generate $5,838,000 in additional General Fund revenues in FY 2003, of which
$2,252,000 was attributable to individual income tax. (Contained various effective dates)

Laws 2003, 2™ Special Session, Chapter 1 repealed the minimum withholding requirement of $5 per month or a
proportionate rate for any shorter pay period enacted under Laws 2003, Chapter 263. The act included an
emergency clause.

Laws 2003, Chapter 61 repealed the credit for donations of motor vehicles to the “Wheels to Work Program.”
According to DOR, since this program was already eliminated in 2002, this bill had no fiscal impact. (Effective
September 18, 2003)

Laws 2003, Chapter 68 was the annual bill that conformed the Arizona statutory definition of the Internal Revenue
Code (IRC) to the 2003 United States IRC. According to DOR, the fiscal impact of this bill was negligible.
(Contained various effective dates)

Laws 2003, Chapter 105 was the annual tax correction bill that made technical, conforming, and clarifying changes
to the Arizonatax statutes. (Contained various effective dates)

Laws 2003, Chapter 119 provided cities, towns and counties additional alternatives to obtain population estimates
for the distribution of state shared tax revenues. There was no General Fund impact associated with this bill.
(Effective September 18, 2003)

Laws 2003, Chapter 122 repealed the recycling equipment income tax credit retroactive to January 1, 2003. The
legidlation did not affect previous tax credit carry forward. The fiscal impact of this legislation could not be
determined. However, according to DOR, this credit had a carry-forward amount of $21,700 in tax year 2000, the
last year for which such data existed. The bill also required that income tax credits that are reviewed and retained by
the Joint Legidative Income Tax Credit Committee will be reviewed again in 5 years. (Contained various effective
dates)

Laws 2003, Chapter 169 provided that every school tuition organization and public school that receives a

contribution that can be claimed as an individual income tax credit must report certain information to DOR by
February 28 each year. There was no fiscal impact associated with this bill. (Effective September 18, 2003)
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Laws 2003, Chapter 219 expanded the definition of the income tax credit for extra-curricular activities in public
schools to aso include school trips in or out of state for competitive events, but excluded any senior trips or
recreational, amusement or tourist activities. The bill provided that school site councils determine the use of any
undesignated funds received through the tax credit. The fiscal impact could not be determined. (Effective
September 18, 2003)

Laws 2003, Chapter 262, appropriated $6,552,000 from the Genera Fund to DOR for a revenue generating
program. The program was projected to generate new revenue through increased audit and collections activity. It
was expected to generate $53,249,000 in additional Genera Fund revenues in FY 2004, of which $18,667,000 was
attributable to the individual income tax. This act represented the annualization of the revenue generating program
begun by Laws 2003, 1% Special Session, Chapter 1. (Contained various effective dates)

Laws 2003, Chapter 263 established a tax amnesty program, which allowed DOR to abate or waive al or part of
penalties and to impose reduced interest payments for tax liabilities for al qualifying taxpayers. To qualify for the
program, a taxpayer must have paid at least one-third of the total amount due by October 31, 2003 and the entire
balance due by May 1, 2004. The amnesty program was projected to generate $25,000,000 in additional Genera
Fund revenuesin FY 2004, of which $6,250,000 was attributable to individual incometax. The actual amount of tax
amnesty monies reported for FY 2004 was $47,125,500, of which approximately $2,800,000 was attributable to
individual income tax. The tax amnesty monies included $4,000,000 in on-going collections and $43,125,500 in
one-time revenues. The provision was repealed July 1, 2004. The one-time revenue impact of the tax amnesty
program was not included in the tax law changes table at the beginning of this section.

The bill required employers to withhold (for state income tax purposes) a minimum amount of $5 per month for
each employee on their payroll. This provision, which was retroactive from June 30, 2003, was expected to increase
individual income tax collections by $5 million in FY 2004. See Laws 2003, 2™ Special Session, Chapter 1.

Another provision of the bill adjusted state income tax withholding rates to compensate for an estimated $(14)
million impact of reduced federal withholding from the Jobs and Growth Tax Relief Reconciliation Act of 2003.
Retroactive from June 30, 2003, the withholding rates were changed as follows (see table below):

Old Withholding Rates New Withholding Rates

0.0% 0.0%
10.0% 10.0%
18.0% 18.2%
21.0% 21.3%
23.0% 23.3%
29.0% 29.4%
34.0% 34.4%

A listing of tax law changes prior to the 2003 legidlative session is available on the JLBC Web site located at
www.azleg.gov/jlbc/09taxbook/09taxbk.pdf.
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INDIVIDUAL INCOME TAX CREDITS CLAIMED BY TAX YEAR

Arizona Department of Revenue

2007 2006 2005 2004 2003 2002 2001 2000
Agricultural # of claims 6 9 9
Pollution credit available |Data Not Data Not Data Not Data Not Data Not $47,706 $54,870 $77,096
Control credit used Available Available Releasable Releasable Releasable $32,542 $17,500 $15,218
Equipment carry forward $15,164 $37,370 $61,878
Agricultural # of claims 0 0 0 0 0
Preservation credit available $0 $0 $0 $0 $0
District credit refunded $0 $0 $0 $0 $0
REFUNDABLE carry forward
Agricultural # of claims 79 132 141 154 133 136 130
Water credit available |Data Not $5,517,175 $8,533,211 $10,366,257 $9,170,688 $7,984,544 $8,442,943 $8,157,000
Conservation credit used Available $967,778 $1,829,142 $2,784,783 $1,611,457 $1,256,346 $1,484,014 $1,578,411
carry forward $4,061,315 $6,143,531 $6,855,589 $7,273,813 $6,157,459 $6,160,791 $6,527,281
Alternative # of claims 0 0 0
Fuel Delivery credit available $0 $0 $0 Data Not Data Not
System credit used $0 $0 $0 Releasable Releasable
NONREFUNDABLE carry forward $0 $0 $0
Alternative # of claims 19
Fuel Delivery credit available Data Not $2,863,157
System credit used Releasable $192,848
REFUNDABLE credit refunded $2,670,309
carry forward $0
Alternative # of claims 26 50 74 111 162
Fuel credit available $251,238 $407,905 $605,422 $2,231,236 $2,770,835
Vehicles credit used $34,972 $60,504 $104,771 $199,273 $364,450
NONREFUNDABLE carry forward $0 $347,401 $500,944 $2,036,270 $2,412,885
Alternative # of claims 158 4,905
Fuel credit available $2,694,618 | $94,544,474
Vehicles credit used $325,684 | $13,251,856
REFUNDABLE credit refunded $2,368,934 | $81,240,048
carry forward $0 $52,570
Clean Elections # of claims 32,563 31,075 32,338 32,042 33,470 26,757 23,717
credit available |Data Not $811,908 $811,007 $748,343 $746,749 $725,230 $639,427 $564,312
credit used Available $801,655 $801,435 $739,774 $727,224 $688,864 $599,485 $537,345
carry forward
Commerical & # of claims
Industrial Solar credit available |Data Not Data Not
Energy Credit credit used Available Available
carry forward
Construction # of claims 0
Materials credit available Data Not Data Not $0 Data Not Data Not
credit used Releasable Releasable $0 Releasable Releasable
carry forward $0
Contributions # of claims 29,202 25,587 20,736 17,467 14,226 12,538 10,654
To Charities credit available |Data Not $7,988,039 $6,637,500 $3,884,600 $3,283,100 $2,687,900 $2,257,673 $1,829,205
Providing Help credit used Available $7,939,507 $6,589,000 $3,851,700 $3,259,400 $2,676,900 $2,196,043 $1,792,123
To Working Poor carry forward $48,532 $48,500 $32,900 $23,700 $11,000 $41,852 $35,581
Office of Economic Research and Analysis
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INDIVIDUAL INCOME TAX CREDITS CLAIMED BY TAX YEAR

Arizona Department of Revenue

2007 2006 2005 2004 2003 2002 2001 2000
Defense # of claims 0 0 0 0 0 0 0
Contracting credit available [Data Not $0 $0 $0 $0 $0 $0 $0
credit used Available $0 $0 $0 $0 $0 $0 $0
carry forward $0 $0 $0 $0 $0 $0 $0
Donation of # of claims 41 163 464
Motor Vehicles credit available $54,025 $213,200 $615,576
To Work credit used $40,261 $173,319 $549,223
Program carry forward
Employer # of claims
Dependent credit available
Day Care credit used
carry forward
Employing # of claims
National Guard credit available |Data Not Data Not
Members credit used Available Releasable
carry forward
Employment of # of claims 0 0 0 0
TANF Recipients credit available [Data Not $0 Data Not $0 Data Not Data Not $0 $0
credit used Available $0 Releasable $0 Releasable Releasable $0 $0
carry forward $0 $0 $0 $0
Enterprise # of claims 188 191 165 202 176 228 200
Zone credit available |Data Not $2,057,273 $2,280,001 $2,204,199 $2,981,234 $2,838,420 $4,038,179 $3,669,226
credit used Available $1,569,267 $1,441,581 $1,339,705 $1,713,943 $1,602,832 $2,370,519 $2,123,440
carry forward $370,370 $713,499 $738,055 $1,190,859 $1,289,247 $1,667,790 $1,553,807
Environmental # of claims 0 0 0 0 0 0 0
Technology credit available [Data Not $0 $0 $0 $0 $0 $0 $0
credit used Available $0 $0 $0 $0 $0 $0 $0
carry forward $0 $0 $0 $0 $0 $0 $0
Family Tax # of claims 448,960 439,056 425,484 417,451 427,798 402,094 335,253
Credit credit available |Data Not $37,349,413 | $36,737,292 $35,617,953 $35,068,208 $36,064,781 $33,377,585 $28,924,670
credit used Available $6,867,294 $7,661,867 $7,709,270 $7,445,937 $7,382,178 $7,356,939 $7,799,840
carry forward
Healthy Forest # of claims 0 0
Enterprises credit available [Data Not $0 $0
credit used Available $0 $0
carry forward $0 $0
Income Taxes Paid # of claims 26,637 34,880 34,664 29,956 25,722 24,909 29,007 27,831
To Other States credit available $62,776,751 | $124,937,274 | $119,416,310 $80,229,015 $62,484,651 $52,843,508 $58,777,258 $57,403,404
or Countries credit used $62,776,751 | $124,937,274 | $119,416,310 $80,229,015 $62,484,651 [ $52,843,508 | $58,777,258 | $57,403,404
carry forward
Increased Excise  # of claims 579,464 536,940 546,678 555,762 548,831 529,265 428,189
Taxes Paid credit available $30,444,007 $28,751,332 | $29,358,243 $29,924,907 $29,581,905 $28,403,741 $22,612,548
credit used $30,444,007 $28,751,332 | $29,358,243 $29,924,907 $29,581,905 | $28,403,741  $22,612,548
carry forward
Investment in # of claims 26
Qualified Small credit available $141,408
Business credit used $89,101
carry forward $52,307
Office of Economic Research and Analysis
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INDIVIDUAL INCOME TAX CREDITS CLAIMED BY TAX YEAR

Arizona Department of Revenue

2007 2006 2005 2004 2003 2002 2001 2000
Military # of claims 0 0 0 0 0 0 0
Reuse Zone credit available |Data Not $0 $0 $0 $0 $0 $0 $0
credit used Available $0 $0 $0 $0 $0 $0 $0
carry forward $0 $0 $0 $0 $0 $0 $0
Motion Picture # of claims 0
Production and credit available |Data Not $0
Infrastructure credit used Available $0
carry forward $0
Neighborhood # of claims 348 737 1,203 1,740 2,614 4,199
Electric Vehicle credit available |Data Not Data Not $3,694,940 $4,680,700 $5,982,883 $9,157,613 | $16,275,159 $40,162,384
credit used Available Available $739,258 $1,119,036 $1,583,287 $2,493,296 $5,716,267 $22,266,522
carry forward $2,955,682 $3,549,623 $4,293,334 $6,653,392 $10,600,815 $17,885,862
Pollution # of claims 21 28 9 13 18
Control Device credit available |Data Not Data Not $78,948 $40,676 $32,062 $18,562 $31,624 |Data Not
credit used Available Available $71,440 $16,385 $31,239 $18,525 $31,624 [Releasable
carry forward $7,508 $24,291 $823 $37 $0
Private School # of claims 76,065 73,617 69,239 63,830 58,122 52,161 46,755 38,249
Tuition credit available $54,303,282 $51,011,815 $42,194,898 $31,871,474 $29,445,494 $26,482,993 $24,924,656 $17,701,284
Organization credit used $54,303,282 | $51,011,815| $42,194,898 $31,871,474 $29,445,494 | $26,482,993 | $24,924,656 $17,701,284
carry forward
Property # of claims 16,810 13,247 13,943 14,786 15,028 14,991 15,218 14,593
Tax credit available $5,979,296 $4,776,863 $4,977,070 $5,242,685 $5,301,879 $5,106,544 $5,015,318 $4,653,837
credit used $5,979,296 $4,776,863 $4,977,070 $5,242,685 $5,301,879 $5,106,544 $5,015,318 $4,653,837
carry forward
Public School # of claims 211,270 218,664 215,369 213,987 201,407 143,697 166,468 149,215
Extra credit available $43,934,799 $43,230,433 $35,416,279 $30,958,872 $27,753,764 $22,455,129 $20,004,715 $17,526,299
Curricular credit used $43,934,799 | $43,230,433 | $35,416,279 $30,958,872 $27,753,764 | $22,455,129 | $20,004,715 $17,526,299
Activity carry forward
Recycling # of claims 0 0 4 5 6 6
Equipment credit available [Data Not $0 $0 Data Not $3,891 $7,945 $9,309 $26,303
credit used Available $0 $0 Releasable $2,380 $3,267 $2,928 $4,605
carry forward $0 $0 $1,511 $4,678 $6,381 $21,698
Renters # of claims
Tax Credit credit available
credit used
carry forward
Research & # of claims 223 165 143 121 99 56
Development credit available [Data Not $7,497,115 $6,675,395 $4,747,079 $3,378,030 $1,732,996 $911,273
credit used Available $3,617,562 $2,963,936 $1,452,305 $1,109,211 $783,928 $506,038
carry forward $3,879,553 $3,711,459 $3,294,774 $2,268,819 $949,068 $405,235
School Site # of claims 87 79 100 45 66 59
Donation credit available |Data Not $9,993,552 $8,544,342 $5,341,784 $2,924,583 $3,711,546 $4,572,656
credit used Available $7,702,030 $6,027,400 $3,511,441 $2,048,930 $2,380,444 $2,869,356
carry forward $2,086,350 $2,517,033 $1,830,343 $716,187 $1,331,022 $1,704,381
Solar # of claims 1,979 1,171 2,303 2,330 2,660
Energy credit available [Data Not Data Not Data Not $862,935 $549,069 $775,830 $901,836 $935,627
credit used Available Available Available $817,331 $480,091 $977,721 $868,225 $924,231
carry forward $157,555 $108,286 $119,708 $135,943 $141,204
Office of Economic Research and Analysis
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INDIVIDUAL INCOME TAX CREDITS CLAIMED BY TAX YEAR

Arizona Department of Revenue

2007 2006 2005 2004 2003 2002 2001 2000
Solar Hot Water # of claims 23 17 15 18 35
Plumbing Stub credit available [Data Not Data Not $12,795 $15,220 Data Not $4,920 $16,951 $21,308
Outs & Electric credit used Available Available $10,437 $5,677 Releasable $3,312 $7,804 $11,566
Vehicle Recharge carry forward $4,551 $9,543 $1,608 $9,147 $9,742
Summer # of claims
School credit available
& Jobs credit used
carry forward
Technology # of claims 0 0 0
Training credit available $0 $0 $0 Data Not Data Not
REFUNDABLE credit refunded $0 $0 $0 Releasable Releasable
carry forward
Underground # of claims 0 0 0 0 0
Storage Tanks credit available $0 $0 $0 $0 $0
credit used $0 $0 $0 $0 $0
carry forward
Vehicle Refueling  # of claims 5 9 22 127
Apparatus & credit available Data Not $13,872 $20,519 $39,953 $297,382
Infrastructure credit used Releasable $8,960 $3,531 $16,440 $238,139
NONREFUNDABLE carry forward $4,912 $16,988 $23,513 $59,243
Vehicle Refueling  # of claims 12 676
Apparatus & credit available $33,750 $3,204,789
Infrastructure credit used $25,456 $364,288
REFUNDABLE credit refunded $8,294 $2,840,501
carry forward $0 $0
Water Conservation  # of claims 0
Systems Credit credit available $0
credit used $0
carry forward $0
TOTAL # of claims 910,272 1,388,650 1,376,577 1,360,221 1,319,043 1,245,202 1,132,973 613,117
credit available | $197,579,543 | $323,922,192 | $305,369,883 | $247,173,004 | $219,253,308 | $201,734,348 | $209,467,397 | $287,487,436
credit used $197,527,236 | $282,172,810 | $259,516,031 | $201,618,616 | $174,664,076 | $155,745,107 | $156,146,378 | $149,352,466
credit refunded $0 $0 $0 $0 $0 $0 $2,384,317 | $86,750,858
carry forward $52,307 | $10,446,120 $16,150,052 $16,547,091 $16,359,166 | $17,050,315| $24,168,090 $30,247,482
Notes:
1. Shaded areas indicate that the credit was not in effect during the tax year.
2. "No Information” indicates that the Office of Economic Research and Analysis has no information that any taxpayers claimed the
credit during the tax year.
3. "Not Releasable" indicates that the credit information cannot be released due to confidentiality restrictions.
4. "Total" includes credits for which information was "not releasable" individually.
5. DATA IN ITALICS ARE PRELIMINARY.
Office of Economic Research and Analysis
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CORPORATE INCOME TAX

DESCRIPTION

The corporate income tax is levied on corporations that engage in business within Arizona. The tax rate currently is
6.968% of taxable income. A multi-state company must alocate a portion of its income to Arizona based on its
Arizona property, payroll, and sales.

The corporate income tax is an important revenue source for the state, representing approximately 10% of forecasted
General Fund revenues. A portion of corporate income tax collections (along with individual income tax
collections) is shared with incorporated cities and towns within the state.

COLLECTIONS
Table 1 below provides historical corporate income tax collections for the last 20 years. Corporate income tax

receipts are deposited into the General Fund, after sufficient amounts have been deposited into the tax refund
account to meet the requirements for tax refunds[A.R.S. § 42-1116].

Tablel
CORPORATE INCOME TAX COLLECTIONS
Fiscal Year State General Fund Fisca Year State General Fund
FY 2009 $592,157,255 FY 1999 $545,389,000
FY 2008 $784,510,885 FY 1998 $535,295,300
FY 2007 $986,169,564 FY 1997 $600,890,500
FY 2006 $874,219,473 FY 1996 $448,039,400
FY 2005 $701,859,285 FY 1995 $419,690,900
FY 2004 $494,044,869 FY 1994 $331,395,000
FY 2003 $389,406,300 FY 1993 $263,242,400
FY 2002 $346,280,400 FY 1992 $211,445,600
FY 2001 $541,173,600 FY 1991 $191,672,500
FY 2000 $523,180,000 FY 1990 $178,067,100

SOURCE: Department of Revenue annual reports - amounts are net of refunds and charge-offs. A portion of
corporate income tax collections is shared with incorporated cities and towns — see Table 2 in Individual Income
Tax section.

DISTRIBUTION

Based on an initiative measure approved by the voters in 1972, an Urban Revenue Sharing Fund was established.
The initiative provided that a percentage of income tax revenues (including both individual and corporate income
tax) be shared with incorporated cities and towns within the state. Currently, 15% of net income tax revenues from
2 years prior is distributed to cities and towns. This distribution is based on the last U.S. decennia census, a special
census, or revised population figures approved by the Department of Economic Security (DES). Table 3
(Distribution of Individual and Corporate Income Tax) in the Individual Income Tax section provides historical
urban revenue sharing distributions [A.R.S. § 42-206].

WHO PAYSTHE TAX

Any corporation, excluding exempt organizations, having Arizona taxable income is subject to the corporate income
tax [A.R.S. § 43-1111].

Exempt organizations include those exempt from federal income tax under section 501 of the Internal Revenue Code
(generally "non-profit" organizations), as well as a specific list of exempt organizations included in state statute
[A.R.S. §43-1201].
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Corporate Income Tax

The income of a corporation owned by an Indian tribe or tribal member not subject to Arizona's corporate income
tax if itsincome is derived from businesses located on the reservation. Income from a corporation not owned by a
tribe or tribal member, regardless of whether it is located on a reservation, is subject to the state corporate income
tax. Corporations owned by tribes or tribal members that derive their income from non-reservation sources are
subject to the income tax in the same manner as all other corporations with income in Arizona.

There are no specific statutory references related to the imposition of Arizona state income tax on tribal members or
corporations. Thus, to facilitate the administration of state income tax on Indian reservations, the Department of
Revenue has adopted income tax rulings based on the decisions in several court cases.

Small business corporations which make a "subchapter S" election for a taxable year under the Internal Revenue
Code are not subject to the corporate income tax. The income of these corporations is generally passed through to
each shareholder, who is then taxed under the state'sindividual incometax [A.R.S. § 43-1126].

The United States, the state, counties, towns, school districts, or other political subdivisions of the state or federal
government are excluded from the definition of ataxpayer, and are exempt from the corporate income tax [A.R.S. §
43-104].

EXEMPTIONS

Organizations that are exempt from federal income tax under Section 501 of the Internal Revenue Code are aso
exempt from state income tax. In addition, the following organizations are exempt from state income tax [A.R.S. 8§
43-1201]:

(1) Labor, agricultural, and horticultural organizations except for cooperative organizations.

(2) Fraternal beneficiary societies, orders, or organizations that both: (a) operate under the lodge system or for the
exclusive benefit of the members of afraternity, and (b) provide for the payment of life, sick, accident, or other
benefits to their members or their dependents.

(3) Cemetery companies that are owned and operated exclusively for the benefit of their members or are not
operated for profit.

(4) Corporations that are organized and operated exclusively for religious, charitable, scientific, literary, or
educational purposes, or for the prevention of cruelty to children and animals.

(5) Business leagues, chambers of commerce, rea estate boards, and boards of trade that are not organized for
profit.

(6) Civicleagues or organizations that are not organized for profit.

(7) Clubsthat are organized and operated exclusively for pleasure, recreation, and other non-profitable purposes.

(8) Corporations that are organized for the exclusive purpose of holding title to property, collecting income from
such property, and turning over the entire net income to an organization which itself is exempt from income
tax.

(9) Voluntary employees beneficiary organizations that provide for the payment of life, sick, accident or other
benefits to their members or their dependents, if both of the following apply: (&) no part of their net earnings
inures to the benefit of any private shareholder or individual, and (b) 85% or more of the income consists of
monies collected from members and contributions by the employer of the members.

(10) Teachers or public employees' retirement fund organizations that are of a purely local character, if both of the
following apply: (a) no part of their net earnings inures to the benefit of any private shareholder or individual,
and (b) the income consists solely of monies received from public taxation, assessments on the salaries of
members, and income from investments.

(11) Religious or apostolic organizations or corporations, if such organizations or corporations have a common
treasury or community treasury.

(12) Voluntary employees beneficiary organizations that provide for the payment of life, sick, accident or other
benefits to their members, their dependents or designated beneficiaries, if both of the following apply: (a)
admission to membership is limited to individuals who are officers or employees of the United States
Government, and (b) no part of the net earnings inures to the benefit of any private shareholder or individual.

(13) Corporations classified as diversified management companies under Section 5 of the federal Investment
Company Act of 1940.

(14) Insurance companies that are subject to the insurance premium tax.
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Corporate Income Tax

(15) 15)Mutual ditch, irrigation or water companies or similar nonprofit organizations if 85% or more of their
income consists of amounts collected from members for the sole purpose of meeting losses and expenses.
(16) Workers' compensation pools established pursuant to A.R.S. § 23-961.01

TAX BASE AND RATE

The tax base for the corporate income tax is defined as "Arizona taxable income", which is further defined as the
"Arizona gross income" (equal to a corporation's federal taxable income), adjusted by a series of additions and
subtractions as specified in Title 43, Article 3 of the Arizona Revised Statutes (A.R.S. § 43-1121 - A.R.S. § 43-
1130.01) [A.R.S. § 43-1101].

The tax rate for corporate income tax is 6.968% of a corporation's net Arizona taxable income or $50, whichever is
greater [A.R.S. § 43-1111]. The 6.968% flat tax rate has been in effect since January 1, 2001. The $50 minimum
tax was effective beginning January 1, 1988.

Table2
HISTORICAL CORPORATE INCOME TAX RATESY?

Taxable Income TY 1965 TY 1967 TY 19742 TY 1990 TY 1994 TY 1998 TY 2000 TY 2001
$ 0 - 1,000 1.30% 2.00% 2.50% 9.30% 9.00% 8.00% 7.968%  6.968%
$ 1,001 - 2,000 2.60% 3.00% 4.00% 9.30% 9.00% 8.00% 7.968%  6.968%
$ 2,001 - 3,000 3.30% 4.00% 5.00% 9.30% 9.00% 8.00% 7.968%  6.968%
$ 3,001 - 4,000 4.00% 5.00% 6.50% 9.30% 9.00% 8.00% 7.968%  6.968%
$ 4,001 - 5,000 4.60% 6.00% 8.00% 9.30% 9.00% 8.00% 7.968%  6.968%
$ 5001 - 6,000 5.90% 7.00% 9.00% 9.30% 9.00% 8.00% 7.968%  6.968%
$ 6,001 & over 6.60% 8.00% 10.50% 9.30% 9.00% 8.00% 7.968%  6.968%

1/ For tax rates prior to 1965, see page 119 of the 1990 Tax Handbook.
2/ From January 1, 1986 through December 31, 1987, corporate net capital gains were taxed at a 6.4% flat rate.

Corporations which have income from both within the state and outside of the state are required to allocate their
Arizona taxable income according to the type of income asfollows: [A.R.S. § 43-1132]

e Business income. Allocated to Arizona by multiplying the income by a factor which weights the value of the
taxpayer’'s property in Arizona at 25%, the value of the taxpayer’s payroll at 25%, and the value of sales within
the state at 50%. Beginning in tax year 2006, Laws 2005, Chapter 289 allows corporations, when certain
conditions are met, to elect an alternative computation that increases the sales factor weight to 60% in 2006, 70%
in 2007, and 80% in 2008 and after [A.R.S. § 43-1139 - A.R.S. § 43-1145].

¢ Nonbusinessincome. Includes rents and royalties from real property or tangible persona property, capital gains,
interest and dividends, and patent and copyright royalties. Income is generally allocated to Arizonato the extent
the property is utilized or located in the state, or if the taxpayer's commercial location isin the state [A.R.S. § 43-
1134 - A.R.S. §43-1138].

e Sale of other than tangible personal property. Allocated to Arizona if the income producing activity is
performed within the state, or, if the activity is performed both inside and outside of the state, if the greater
proportion of the activity is performed within the state [A.R.S. § 43-1147].

e Sale of tangible personal property. Allocated to Arizona if the property is delivered or shipped to a purchaser
within the state [A.R.S. § 43-1146].

If the allocation and apportionment provisions do not fairly represent the extent of the taxpayer's business activity in

the state, the taxpayer may petition for, or the Department of Revenue may require, an aternative method of
alocation [A.R.S. § 43-1148].
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TAX REFUNDS AND/OR TAX CREDITS

Tax credits are either refundable or non-refundable. Unlike refundable credits, non-refundable credits can never
exceed ataxpayer’s tax liability. However, many of the non-refundable tax credits allow the unused amounts to be
carried forward to future years. Under current statutes, only the following credits are refundable: the property tax
credit, agricultural preservation district credit, technology training credit, and the low-income credit for increased
excise taxes paid.

Laws 2002, Chapter 238 established the Arizona Joint Legidative Income Tax Credit Review Committee. The
Committee is required to determine the purpose of income tax credits, devel op performance standards for evaluating
the credits, and evaluate the benefits to the state. The Committee reviews each tax credit every 5 years according to
arotating schedule[A.R.S. § 43-221].

Corporate income tax credits available to taxpayers that reduce their liability or make them eligible for refunds are
described below. The value of tax credits used and carried forward through calendar year 2006 (the latest year
available) is summarized by the Arizona Department of Revenue summary report attached at the end of this section.

Current statutes include the following tax credits:

Agricultural Pollution Control Equipment. A tax credit is allowed for taxpayers engaged in agriculture to reclaim
25% of the cost of real property or equipment, not to exceed $25,000 in a taxable year, that is used to control,
prevent, monitor or reduce air, water or land pollution. The credit can be carried forward for 5 years [A.R.S. § 43-
1170.01].

Agriculture Preservation District. For tax years from and after December 31, 2000, a refundable credit is allowed
for an agricultural property owner that conveys ownership or development rights to an agricultural preservation
district. No district can award credits exceeding $10 million. The credit is equal to the appraised value of owned
property transferred to the district or the difference between the appraised value of undeveloped land and the
appraised value of the land for development purposes. No individual credit can exceed $33,000 in a calendar year
[A.R.S. §43-1180].

Agricultural Water Conservation System. A tax credit can be claimed for 75% of the qualifying expenses in
purchasing and installing an agricultural water conservation system. This credit isin lieu of itemized deductions for
such expenses, in which case, the taxpayer must add the credit back into Arizona gross income in computing taxable
income. This non-refundable tax credit can be carried forward for no morethan 5 years[A.R.S. §43-1172].

Alternative Fuel Delivery System Credit. A taxpayer may claim a credit for the costs to construct or operate an
alternative fuel delivery system (AFDS) in Arizona that is capable of dispensing alternative fuel to an alternative
fuel vehicle. Laws 2000, 7" Specia Session, Chapter 1 limited the credit for AFDS to those individuals who had a
purchase order or contract for the system before October 20, 2000 and for which actual construction began before
November 9, 2000. The credit is equal to 100% of costs incurred up to a maximum of $400,000. For alternative
fudl delivery systems not satisfying the requirements of the previous system, the credit is 50% of costs up to a
$200,000 maximum [A.R.S. § 43-1174.02).

Alternative Fuel Vehicles Credit. A contract or purchase order for the vehicle must have been entered into prior to
October 21, 2000. No refundable credit is allowed after December 31, 2001. The non-refundable credit was
repealed, but the carry-forward for the non-refundable credit can still be used after December 31, 2001 [A.R.S. 8 43-
1174].

Arizona National Guard Employees. A tax credit of $1,000 per employee is alowed for businesses that employ
Arizona National Guard members who are called to active duty [A.R.S § 43-1167.01].

Construction Materials. A non-refundable credit is allowed for new construction materials incorporated into a
qualifying facility located entirely in Arizona. Construction must have begun on or after January 1, 1994 and be
completed on or before December 31, 1999. The credit is 5% of the purchase price for materials used to construct
buildings costing more than $5 million that are predominately used for manufacturing, mining, refining,
satellite/data transmission, and research and development [A.R.S § 43-1171].
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Coal Consumed in Generating Electric Power. The credit is for 30% of the amount paid by the seller or purchaser
as transaction privilege tax or use tax on coa sold to the taxpayer to be consumed in generating electrical power
within the state. The credit can be carried forward for 5 years[A.R.S. § 43-1178].

Corporate Consolidated Credit. Prior to the enactment of Laws 1994, Chapter 41, if a group of corporations
demonstrated a large degree of interdependence, the Department of Revenue (DOR) would require the group to file
its Arizona income tax return as a combined or unitary entity. After the law’s passage, a group of corporations
could elect to file a consolidated return in Arizona for the same corporations that filed a federal income tax return as
a consolidated group. DOR could no longer require alterations of the component firms even if DOR did not agree
with the consolidated grouping. Prior to the law’s passage, DOR generally required a combined return that was
different than the federal consolidated return in order to more accurately reflect income derived from Arizona
sources. Effective July 17, 1994, corporations could elect to form a consolidated group that would contain the same
members at the federal level. Consolidated returns could be filed from tax year 1994 forward and amended returns
could be filed for tax years 1986 through 1993 if they were filed before January 1, 1995. The amended returns
yielded credits for previous tax payments as well as interest accrued through December 31, 1994. Total tax credit
established for 1986 through 1993 plus interest was $115 million. The tax credits were nonrefundable and the total
was to be spread over 10 years. Inthe 11" year, DOR was required to refund all unused credit, even if it exceeds the
corporation’ stax liability in that year. DOR estimated that the remaining credits to be claimed will result in refunds
of $(4.0) million in FY 2007 and $(55.5) million in FY 2008.

Defense Contractor Employment. The credit applies to defense contractors certified by the Arizona Department of
Commerce. The non-refundable credit is for net increases in employment due to full-time equivalent (FTE)
positions being transferred from exclusively defense-related activities to exclusively private commercia activities.
A tax credit is also allowed for a portion of property taxes paid on class 3 (commercial or industrial) property. For
each FTE net employment increase, $2,500 is credited in the first year, $2,000 in year 2, $1,500 in year 3, $1,000 in
year 4 and $500 in year 5. Property tax credits depend on the number of FTE Positions created (see below) [A.R.S §
43-1165].

Defense Contractor Property Taxes. The credit for property tax paid is: 40% if more than 900 FTE Positions are
created; 30% for 601 to 900 positions; 20% for 301 to 600 positions; and, 10% for up to 300 positions. The credits
can be carried forward for 5 years[A.R.S. § 43-1166].

Enterprise Zones. To qudify, at least 35% of the full time equivalent employees claimed must reside in an
enterprise zone. For non-retail businesses, the credit is equal to 25% of the taxable wages paid to a qualified FTE
employee in the first year of employment, 33% in the second year of continuous employment, and 50% in the third
year, not to exceed $500, $1,000, and $1,500 respectively. The credit may not be taken for more than 200
employees[A.R.S. § 43-1161].

Environmental Technology Facility Construction Costs. A non-refundable credit is allowed for expenses incurred in
constructing a qualifying facility involved in recycled materials or renewable energy. The credit is equal to 10% of
the amount spent to construct the facility, including land acquisition, improvements, building improvements,
machinery and equipment, but not to exceed 75% of the tax liability for the taxable year. The credits can be carried
forward for 15 years[A.R.S. § 43-1169].

Healthy Forests. To qualify, a business must be engaged in harvesting, transportation or initial processing of forest
products, including biomass. Products must contain at least 50% biomass, and at least half of the biomass must be
from Arizona sources. The business must have at least 3 permanent full-time employees and must be engaged in
enhancing forest health, watersheds or public safety. The credit is equal to 25% of the taxable wages paid to a
qualified FTE employee in the first year of employment, 33% in the second year of continuous employment, and
50% in the third year, not to exceed $500, $1,000, and $1,500 respectively. The credit may not be taken for more
than 200 employees and may be carried forward for 5 years[A.R.S. § 43-1162].

Motion Picture Productions. An income tax credit is available to businesses that produce motion pictures in
Arizona. Motion picture productions with qualified expenses of $250,000 to $1 million in a 12-month period may
receive a tax credit equal to 20% of production costs, while productions with qualified expenses exceeding $1
million may be credited for 30% of production costs. The total amount of income tax credits approved for all
qualifying productions and investments may not exceed $30 million in 2006, $40 million in 2007, $50 million in
2008, $60 million in 2009, and $70 million in 2010. The income tax credits may be claimed for expenses incurred
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in the production of commercia advertisements, and music videos, with 5% of the income tax credit available to be
set aside for these productions. Income tax credits also may be claimed for expenses incurred for the construction of
soundstages and associated support and augmentation facilities. Tax credits for soundstage investments are capped
at $5 million per year in 2008, 2009 and 2010. Tax credits for associated support and augmentation facilities are
capped at $7 million in 2009 (if at least one soundstage project was certified in 2008) and $9 million in 2010 (if one
or more soundstage projects were certified in 2008 or 2009). The tax credits may be sold or transferred, in whole or
in part, to other taxpayers. The law requires taxpayers claiming the credits to meet various reporting requirements
and for film companies to recruit Arizona residents to hold 25% of full-time positions in 2006, 35% in 2007, and
50% in 2008 and after [A.R.S. § 43-1163].

Military Reuse Zones. A non-refundable credit is allowed for net full-time equivalent (FTE) employment increases
in a military re-use zone. The employees must be engaged in aviation or aerospace manufacturing or services.
Credits also are allowed for dislocated civilian military base employees. For net FTE increases, a credit is alowed
for each newly created position of $500 to $3,000, depending on whether or not the employee is a dislocated
military base employee, and the number of years of employment (1-5 years). The credits can be carried forward for
5years[A.R.S. § 43-1167].

Pollution Control Equipment. The credit is alowed for purchases of real or personal property used to control or
prevent pollution. The qualifying facilities must be built or purchased to comply with U.S. Environmental
Protection Agency or Arizona Department of Environmental quality regulations. The credit amount is equal to the
lesser of 10% of the purchase price or $500,000 in ataxable year. It was capped at $750,000 in 1995 and 1996. The
credits can be carried forward for 5 years [A.R.S. § 43-1170].

Renewable Energy Industry. A credit is allowed on new renewable energy capital investments in manufacturing or
company headquarters for up to 10% of the taxpayer’s total capital investment. The credit is refundable, with the
combined total of individual and corporate income tax credits capped at $70.0 million annually. Recipients must
receive their credit in 5 equal portions over 5 consecutive tax years.

The taxpayer must create at least 1.5 new full-time positions for each $500,000 in capital investment in a
manufacturing facility and 1.0 new full-time position for each $200,000 in capital investment at a headquarters. The
amount of the credit is reduced if the above minimum requirements are not met and is instead equal to 10% of
$500,000 for every 1.5 new full-time positions at a manufacturing facility or 10% of $200,000 for each new full-
time position at a headquarters.

The credit is dependent upon the taxpayer paying 51% of new full-time employees a rate exceeding 125% of the
median annual wage in the state and paying 80% or more of the premium for al full-time employees heath
insurance. The taxpayer must also stay in operation within the state for 5 years after receiving post-approval for the
credit or face recapture of any credits received. The tax credit is only available for tax years 2010 to 2014 [A.R.S. §
43-1083.01].

Research and Development (R&D). A taxpayer may take a credit of 20% of qualified research expenses over a
"base amount” (defined in the Internal Revenue Code) for expenses up to $2.5 million ($500,000 credit), plus 11%
of expenses over $2.5 million. Laws 2008, Chapter 290 expands the tax credit in tax years 2010 through 2017 by
allowing for a larger percentage of qualified R&D expenses to be used to offset an individua’s tax liability (for
more details, refer to the 2008 tax law changes under Impact of Tax Law and Revenue Changes). The credit was
capped at $1.5 million for CY 2001 and $2.5 million for CY 2002. The R&D credit became available as an
individual income tax credit for the first time in tax year 2001. A 15-year carry forward of the credit is allowed
[A.R.S. §43-1168].

School Site Donation. The credit is allowed for donations of real property and improvements to a school district or
charter school as a school construction site. The credit is for 30% of the value of real property and improvements
donated and can be carried forward for 5 years[A.R.S. § 43-1181].

School Tuition. A taxpayer may claim an income tax credit, up to the full amount of the donation, for contributions
made to a school tuition organization that provides education scholarships and tuition grants to children of low-
income families. If the taxpayer is an insurer, the credit may be applied against their insurance premium tax
liability. The full amount of tax credit approved by the Department of Revenue is capped at $10 million per year,
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with the cap increasing by 20% per year beginning in FY 2008. A taxpayer may carry forward the unused portion of
the tax credit for 5 years[A.R.S. 8 43-1183].

Solar Energy Devices for Commercial and Industrial Purposes. A taxpayer can claim a credit equal to 10% of the
installed cost of a solar energy device used in their trade or business. The credit cannot exceed $25,000 for the same
building in the same year or $50,000 in total in any year. The credit is available between tax years 2006 and 2012.
This income tax credit may be claimed by a taxpayer purchasing a solar energy device, or a taxpayer that finances
the purchase of a qualifying device. The credit also may be transferred to a third party that manufactures or installs
aqualifying device. This non-refundable tax credit is allowed to be carried forward for no more than 5 consecutive
years[A.R.S. § 43-1164].

Solar Hot Water Heater Plumbing Stub Outs and Electric Vehicle Recharge Outlets Installed in Houses Constructed
by Taxpayer. An income tax credit of up to $75 is available for each installation of a qualifying device for each
separate house or dwelling unit. The credit may be transferred to the purchaser of the house or dwelling [A.R.S. §
43-1176].

Technology Training. A refundable credit is allowed for providing technological skills training to not more than 20
of the taxpayer's employees. The credit is equal to 50% of the amount spent, but not more than $1,500 per
employee. The credits, which are capped at $2.5 million, are certified through the Arizona Department of
Commerce[A.R.S. § 43-1179].

Temporary Assistance for Needy Families Employment. For net increases in employment, a credit for each newly
created position of 25% of the taxable wages paid in the first year of employment, 33% in the second year of
continuous employment, and 50% in the third year, not to exceed $500, $1,000, and $1,500 respectively [A.R.S. §
43-1175].

Vehicle Refueling Apparatus. The refundable credit is for the cost of the vehicle refueling equipment, while the
non-refundable credit was equal to the greater of $2,000 or the cost of the equipment. The credit can be carried
forward for 5 years[A.R.S. § 43-1174.01].

Water Conservation Systems. The credit is for the installation of water conservation system plumbing stub-outs to
encourage the reuse of “graywater,” or waste water. It provides atax credit of up to $200 per installation, with a5
year carry-forward period, and caps the total amount of tax credit issued at $500,000 per year. The credit will be
available for 5 years, beginning in 2008 [A.R.S. § 43-1182].

Vehicle Refueling Apparatus. The refundable credit is for the cost of the vehicle refueling equipment, while the
non-refundable credit was equal to the greater of $2,000 or the cost of the equipment. The credit can be carried
forward for 5 years[A.R.S. § 43-1174.01].

PAYMENT SCHEDULE

A corporation that anticipates an Arizona income tax liability over $1,000 is required to pay estimated tax payments
during the year. Generaly, the estimated payments must equal the lesser of 90% of the tax liability for the current
year, or 100% of the tax liability for the prior year. Large corporations (defined as having federal tax liability of $1
million or more for any 1 of the preceding 3 years) are required to pay estimated payments of 90% of the current
year tax liability. Estimated payments are required in 4 installments based on the Internal Revenue Code. A
taxpayer that does not make required estimated payments, or underpays the required payment, is subject to a penalty
[A.R.S. §43-582].

The balance of the tax, after accounting for taxpayer's estimated payments, is due by April 15following the close of
the calendar year; or, the 15" day of the 4™ month following the close of the fiscal year, if the taxpayer files a tax
return on afiscal year basis[A.R.S. § 43-501].

An extension may be granted if 90% of the tax liability is paid by the original due date and the extension request is

received by the original due date. No extension may be granted beyond 6 months from the original due date [A.R.S.
§42-1107].
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IMPACT OF TAX LAW AND REVENUE CHANGES

The following section is a summary by year of tax law changes that have been enacted by the Legislature since
2003. The estimated initial dollar impact of these changes is summarized by fiscal year in Table 3 below.

Table3
ANNUAL INCREMENTAL DOLLAR IMPACT OF TAX LAW AND REVENUE CHANGES
Session/Chapter Description Revenue Impact
FY 2010
L 09,Ch2 Internal Revenue Code Conformity $(4,410,000)
FY 2009
L 08, Ch 94 Internal Revenue Code Conformity $(80,000)
FY 2008
L07,Ch1l Internal Revenue Code Conformity $(300,000)
L 07, Ch 317 Motion Picture Tax Incentives (1,200,000)
L 07, Ch 357 Internal Revenue Code Conformity (100,000)
L 06, Ch 325 Corporate Income Tax School Tuition Credit (2,000,000)
L 05, Ch 289 Corporate Sales Factor (32,000,000)
L 05, Ch 292 Water Conservation Systems Credit (500,000)
L 05, Ch 334 Internal Revenue Code Conformity 4,200,000
L 94,Ch41 Corporate Consolidated Credit (55,500,000)
Subtotal FY 2008 (87,400,000)
FY 2007
L 06, Ch 14/325 Corporate Income Tax School Tuition Credit (10,000,000)
L 06, Ch 333 Solar Energy Devices— Commercia Applications (500,000)
L 06, Ch 357 Internal Revenue Code Conformity (700,000)
L 05, Ch 317 Motion Picture Tax Incentives (8,000,000)
L 05,Ch334 Internal Revenue Code Conformity 8,210,000
L 94,Ch41 Corporate Consolidated Credit (4,000,000)
Subtotal FY 2007 (14,990,000)
FY 2006
L 05, Ch 264 Arizona Nation Guard Employment Credit $ (250,000)
L 05, Ch 334 Internal Revenue Code Conformity (3,000,000)
Subtotal FY 2006 (3,250,000)
FY 2005
L 04, Ch 196 Internal Revenue Code Conformity $(1,850,000)
L 04, Ch 289 Enterprise Zone Tax Credits and Exemptions (200,000)
L 04, Ch 326 Healthy Forests Unknown
Subtotal FY 2005 (2,050,000)
FY 2004
L 03, Ch 262 DOR Revenue Generating Proposal $9,130,000
Subtotal FY 2004 9,130,000
FY 2003
L 03,1%SS,Ch1l DOR Revenue Generating Proposal $418,000
L 02, Ch 50 Repeal Dividends Income Tax Subtraction 11,200,000
L 02, Ch 344 Internal Revenue Code Conformity 5,610,000
Subtotal FY 2003 17,228,000
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2009 TAX LAWS

Laws 2009, 1% Special Session, Chapter 3 established a state and county tax amnesty program, which ran from
May 1, 2009 through June 1, 2009. The program allowed DOR to abate or waive all or part of penalties and to
impose reduced interest payments for tax liabilities for al qualifying taxpayers. To qualify for the program, a
taxpayer must have filed a return, and paid any balance due by June 1, 2009. The one-month amnesty program
generated a total of $31.8 million, including $16.7 million in corporate income taxes, $2.1 million in individua
income taxes, and $13.0 million in sales tax revenue. After accounting for sales taxes collected on the behalf of
counties, and revenue sharing to cities and counties, a total of $27.3 million was deposited into the state’s General
Fund The one-time revenue impact of the tax amnesty program has not been included in the tax law changes table
at the beginning of this section.

Laws 2009, Chapter 2 modifies the definition of the Internal Revenue Code (IRC) for tax year 2009 to the federal
IRC in effect on January 1, 2009. This includes changes adopted by Congress in the Economic and Stimulus Act of
2008, the Heartland, Habitat, Harvest and Horticulture Act of 2008, the Heroes Earnings Assistance and Relief Tax
Act of 2008, the Housing Assistance Tax Act of 2008, the Emergency Economic Stabilization Act of 2008, the
Fostering Connections to Success and Increasing Adoptions Act of 2008, and the Worker Retiree, and Employer
Recovery Act of 2008. The conformity provisions of Chapter 2 were estimated to reduce corporate income tax
collections by $(4.41) million in FY 2010, $(100,000) in FY 2011, and $(1.42) millionin FY 2012.

Laws 2009, Chapter 96 provides income and property tax incentives for qualifying renewable energy companies
that build headquarter or manufacturing facilities in the state from tax year 2010 to 2014. An income tax credit is
allowed for up to 10% of the capital investment, with an aggregate ceiling, including individual and corporate
income tax credits, of $70 million annually. The credit is refundable and must be received in 5 equal portions over
a period of 5 consecutive tax years. Qualifying properties will also receive a class 6 property designation, which
reduces the assessment ratio to 5% instead of the class 1 assessment ratio of 22% (declining to 20% over the next 2
years). The class 6 property designation remains in effect for 10 or 15 years, depending on the level of wages paid
to employees of the facility in relation to the median wage of the state.

Laws 2009, Chapter 168 alows insurers to take a tax credit against their insurance premium tax liability for
donations to Student Tuition Organizations (STO). Previously, the credit was only allowed for corporate income
taxes. Also, the law eliminates the sunset date of June 30, 2011 for the credit. The credit was capped at $10 million
in FY 2007, increasing by 20% in each successive year. There is no fiscal impact as a result of this law as the
inclusion of insurance premium tax liability did not ater the cap for the credit.

STO contributions are used to fund scholarships or grants for students of low-income families. The students must
have transferred from a public school in the previous year to a qualified private school, enrolled in a private school
kindergarten program or received a grant scholarship from the STO program in the previous year.

2008 TAX LAWS

L aws 2008, Chapter 94 modified the definition of the Internal Revenue Code (IRC) for tax year 2008 to the federal
IRC in effect on January 1, 2008. This includes changes adopted by Congress in the Small Business and Work
Opportunity Tax Act of 2007, the Energy Independence and Security Act of 2007, Prevent Taxation of payment to
Virginia Tech Victims and Families of 2007, Mortgage Forgiveness Debt Relief Act of 2007 and the Tax Technical
Corrections Act of 2007. The conformity provisions of Chapter 94 were estimated to reduce individua income tax
collections by $(80,000) in FY 2009, $(170,000) in FY 2010, and $(160,000) in FY 2011.

L aws 2008, Chapter 290 contained several budget reconciliation provisions related to revenues that were necessary
to implement the FY 2009 budget. One of the provisions established a minimum distribution amount for al cities
and towns that equals at least the amount a city or town with a population of 1,500 or more persons would receive
from the Urban Revenue Sharing Fund. Another provision contained in the measure increase the amounts of the
corporate and individual income research and development (R&D) tax credits that are allowed to be claimed. The
R&D credit is calculated based on the amount of qualified research expenses that exceeds a base amount (which is
defined in the Internal Revenue Code). The changes to the R&D credit contained in Chapter 290 are summarized in
the table below.
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Tax Year If Qualified Research Expensesexceed  If Qualified Expenses exceed Base Amount
Base Amount by $2.5 million or less, by morethan $2.5 million, R& D Credit =
R&D Credit =
2009 (current law) 20% of excess amount $500,000 + 11% of excess amount over and
above $2.5 million
2010 22% of excess amount $550,000 + 13% of excess amount over and
above $2.5 million
2011 - 2017 24% of excess amount $600,000 + 15% of excess amount over and
above $2.5 million
2018 —and beyond  20% of excess amount $500,000 + 11% of excess amount over and
above $2.5 million

As noted in the table above, the changes to the R&D credit under Chapter 290 will occur in 3 stages. The first
increase of the credit is implemented in tax year 2010, followed by a second increase in tax years 2011 to 2017.
Beginning in tax year 2018, the credit will revert to the amounts allowed under current law. The act is estimated to
reduce corporate and individual income taxes by a total of $(5.7) million in FY 2011 and $(11.2) million in
FY 2012.

2007 TAX LAWS

Laws 2007, Chapter 1 contained an emergency measure that establishes a standard procedure regarding income tax
filing and payment deadlines. Specifically, the measure stipulates that when the original deadline for filing and
paying income tax falls on a Saturday, Sunday, or legal holiday, the deadline is automatically moved to the next
business day.

The filing and payment deadline for both federal and state income tax is April 15. At the federa level, if the
deadline falls on a Saturday, Sunday or legal holiday, the due date is extended to the next business day. “Legal
holiday” under the Internal Revenue Code (IRC) means alegal holiday as observed in the District of Columbia. The
April 15 filing deadline for 2007 fell on a Sunday and the next business day was Monday, April 16. However, since
the District of Columbia observed the Emancipation Day (legal holiday) on April 16, the federal deadline for 2007
was moved to Tuesday, April 17. Under Chapter 1, Arizona's filing and payment due date for 2007 was also
extended to April 17.

Chapter 1 conforms the Arizona statutory definition of the Internal Revenue Code (IRC): (1) for tax year 2007 to
the United States IRC in effect as of January 1, 2007, and (2) for tax year 2006 to all IRC provisions passed with
retroactive federal effective dates between December 31, 2005 and December 31, 2006. This includes changes
adopted by Congress in the Tax Increase Prevention and Reconciliation Act of 2005, the Pension Protection Act of
2006, and the Tax Relief and Health Care Act of 2006. The conformity provisions of Chapter 1 are estimated to
reduce corporate income tax collections by $(300,000) FY 2008, and to increase corporate income tax collections by
$60,000 in FY 2009, resulting in an incremental increase for FY 2009 above FY 2008 of $360,000. (Effective April
4, 2007)

Laws 2007, Chapter 180 broadened the solar energy income tax credit by permitting it to be transferred to third
party organizations that have installed or manufactured a solar energy device. Previoudly, the tax credit was
available only to taxpayers installing solar energy devices or to entities that financed the purchase of a qualifying
device. (Effective retroactively from January 1, 2006)

Laws 2007, Chapter 225 made several changes to the Motion Picture Production Tax Incentive Program
established by Laws 2005, Chapter 317. The maximum credit allowed each year by the original legislation remains
unchanged. Beginning with the 2008 income tax credit alocation, 5% must be set aside for commercia
advertisements and music video productions. A company that is certified to receive income tax credits for
commercials and music videos must spend a minimum of $250,000 in production costs within 12 months. Motion
picture production companies must spend at least $250,000 on each qualifying motion picture production in order to
be eligible for the income tax credits. Previously, a company could become digible by incurring $250,000 in costs
for one or more motion picture productions. Mation picture productions with qualified expenses of $250,000 to $1
million in a 12-month period now may receive atax credit equal to 20% of production costs (increased from 10%);
production expenses from $1 million to $3 million may be credited for 30% of production costs (increased from
15%), while productions spending more than $3 million in the state also may claim a credit equal to 30% of
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production costs (increased from 20%). The maximum credit for any single motion picture production, previously
capped at $5 million, is increased to $7 million in 2008, $8 million in 2009, and $9 million in 2010. Beginning
October 31, 2007 through December 31, 2010, the Department of Commerce is required to certify motion picture
infrastructure projects, including soundstages and support and augmentation facilities, for income tax credits. The
maximum credit amount is 15% of the total base investment. Tax credits for soundstage investments are capped at
$5 million per year in 2008, 2009 and 2010. Tax credits for associated support and augmentation facilities are
capped at $7 million in 2009 (if at least one soundstage project was certified in 2008) and $9 million in 2010 (if one
or more soundstage projects were certified in 2008 or 2009). (Various effective dates)

2006 TAX LAWS

Laws 2006, Chapter 14 established a corporate income tax credit for contributions made to a school tuition
organization that provides education scholarships and tuition grants to children of low-income families. Chapter 14
established a cap on this credit of $5 million per year. A taxpayer may carry forward the unused portion of the tax
credit for 5 years.

Laws 2006, Chapter 325 increased the cap to $10 million per year, and provides that the cap will increase by 20%
annually beginning in FY 2008. (Effective September 21, 2006)

Laws 2006, Chapter 222 modified the certification of motion picture production costs and the qualification for
motion picture production tax incentives that were enacted in Laws 2005, Chapter 317. In addition to making
several technical changes to the legislation passed in 2005, Chapter 222 authorizes the Arizona Department of
Commerce (ADOC) to begin accepting tax credit applications beginning October 31 for the following year if ADOC
has pre-approved the maximum calendar year credit for the current year. (Effective retroactively from January 1,
2006)

Laws 2006, Chapter 333 required the Arizona Department of Commerce to establish a solar energy income tax
credit program, establishes solar energy tax credits for commercia and industrial projects, removes the $5,000 tax
exemption limitation for retail and prime contracting classifications under the transaction privilege tax (TPT), and
prohibits solar energy systems from being added to property value. The income tax credit portion of this credit is
capped at $1.0 million per calendar year, which is expected to reduce corporate and individual income tax revenue
by approximately $(500,000) each in FY 2007. The elimination of the sales tax cap is expected to result in an
additional $(0.5) million revenue loss. The total estimated impact of provisions of this legidation for FY 2007 is
$(1.5) million. (Effective retroactively from January 1, 2006)

Laws 2006, Chapter 357 conformed the Arizona statutory definition of the Interna Revenue Code (IRC) for tax
year 2006 to the United States IRC in effect as of January 1, 2006, excluding those provisions where Arizona did not
previously conform to federal tax law changes (bonus depreciation and business expensing).

The federal government enacted 3 tax bills during 2005: the Energy Tax Incentives Act; the Katrina Emergency Tax
Relief Act; and the Gulf Opportunity Zone Act. The conformity hill is estimated to reduce FY 2007 individual and
corporate income tax revenues by $(700,000) each, for atotal of $(1.4) million. (Effective September 21, 2006)

Laws 2006, Chapter 387 extended the Enterprise Zone Program until June 30, 2011, and modifies some of its
qualification requirements. The fiscal impact of this bill is unknown. (Effective retroactively from July 1, 2006)

2005 TAX LAWS

Laws 2005, Chapter 148 clarified the definition of pollution control equipment that would qualify for the related
individual and corporate income tax credits. While the changes were expected to have a positive impact on future
corporate tax collections, the amount of the savingsis unknown. (Effective August 12, 2005)

L aws 2005, Chapter 249 increased the termination date and subsequent renewal terms for military reuse zones from

5 years to 10 years and clarified the information that must be provided to the Department of Commerce in order to
qualify for income tax credits claimed for net increases in employment. (Effective August 12, 2005)
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L aws 2005, Chapter 264 created a tax credit of $1,000 per employee for businesses that employ Arizona National
Guard members who are called to active duty. The credit is estimated to reduce corporate income tax collections by
$(250,000) in FY 2006. (Effective January 1, 2006)

L aws 2005, Chapter 278 made technical changes to the Healthy Forest initiative passed in 2004 and provided some
additional tax incentives. It reduced from 10 to 3 the number of full-time employees a business must have in order
to qualify for income tax incentives, and it reduced the number of work hours defining full-time employment from
1,750 hours to 1,500 hours per year. The amount of required health insurance coverage for employees of a qualified
business also was reduced. (Effective August 12, 2005)

Laws 2005, Chapter 289 alows a multi-state corporation, after certain conditions are met, to elect an enhanced
sales factor formula to compute its Arizona income tax liability. The corporation may elect the existing double-
weighted (50%) sales factor or an 80% sales factor, to be phased in from 60% in tax year 2007, 70% in tax year
2008, and 80% in tax year 2009. The enhanced sales factor formula is allowed only if one or more corporations
announce, on or after June 1, 2005, that one or more capital investment projects in the state, individually or
collectively, exceed $1 billion. The corporations are required to notify the Joint Legislative Budget Committee
(JLBC) and the Governor's Office of Strategic Planning and Budgeting (OSPB) of their intent to make these
investments. In July 2005, one corporation notified JLBC and OSPB of its intent to invest approximately $3 billion
in a new manufacturing facility. The corporations are also required to notify JLBC and OSPB by December 15,
2007 that the projects have commenced and are estimated to cost more than $1 billion. JLBC and OSPB are
required to jointly publish alist in 2006, 2007 and 2008 of corporations that have reported on their projects and to
notify the Department of Revenue and Legisative Council that the conditions for the enhanced sales factor have
been met by December 31, 2007. Any corporation that elects the enhanced sales factor formula is required to
participate in an economic impact analysis to be conducted by JLBC, which is required to produce a report of the
analysis by July 1, 2011. On or before December 31, 2005, 2006, 2007 and 2008, each corporation that made
capital investment commitments is required to report on each project’s status, projected costs, the amounts actually
spent to date, and any changes and updates in the project. The enhanced sales factor formulais estimated to reduce
tax corporate income tax collections by $(32.0) million in FY 2008. The fiscal impact of the enhanced sales factor
formula is estimated to increase to $(120.0) million when fully implemented in FY 2011. (Effective January 1,
2008, retroactive to January 1, 2007)

Laws 2005, Chapter 292 created a corporate income tax credit for the installation of water conservation system
plumbing stub-outs to encourage the reuse of “graywater,” or waste water. It provides atax credit of up to $200 per
installation, with a 5-year carry-forward period, and caps the total amount of tax credit issued at $500,000 per year.
The credit is available for 5 years beginning in 2008. It is estimated to reduce corporate income tax collections by
$(500,000) in FY 2008. (Effective January 1, 2007)

Laws 2005, Chapter 317 established individual and corporate income tax credits for businesses that produce
motion pictures in Arizona. Motion picture productions with qualified expenses of $250,000 to $1 million in a 12-
month period may receive atax credit equal to 10% of production costs; production expenses from $1 million to $3
million may be credited for 15% of production costs, while productions spending more than $3 million in the state
may claim a credit equal to 20% of production costs. The total amount of income tax credits approved may not
exceed $30 million in 2006, $40 million in 2007, $50 million in 2008, $60 million in 2009, and $70 million in 2010.
The tax credits may be sold or transferred, in whole or in part, to other taxpayers. The law requires taxpayers
claiming the credits to meet various reporting requirements and for film companies to recruit Arizona residents to
hold 25% of full-time positionsin 2006, 35% in 2007 and 50% in 2008 and after. It is estimated to reduce corporate
income tax collections by $(8.0) millionin FY 2007. (Effective July 1, 2006, retroactive to January 1, 2006)

Laws 2005, Chapter 334 included changes to Arizona income tax statutes in order to conform to changes to the
U.S. Internal Revenue Code (IRC). Arizona gross income (AGI) is the base amount apportioned from a
corporation’s federal gross income that is used to calculate Arizona corporate income tax liability. Changes to
federal gross income affect the state’s income tax collections. The federal government enacted 2 bills during 2004
(the Working Families Tax Relief Act and the American Jobs Creation Act) to which Laws 2005, Chapter 334
conformed. The net fiscal impact of conforming Arizona corporate individual income tax statutes to the IRC is
estimated to be $(3) million in FY 2006 and $5.2 millionin FY 2007. (Effective January 1, 2006)
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2004 TAX LAWS

Laws 2004, Chapter 196 provided for partial conformity with the U.S. Internal Revenue Code and federal tax law
changes that became effective during 2003. The federal government enacted 3 tax bills during 2003: the Jobs and
Growth Tax Relief Reconciliation Act, the Military Family Tax Relief Act, and the Medicare Prescription Drug,
Improvement, and Modernization Act. The Legidature conformed to the tax law changes in these federal acts
except for the provisions related to additional bonus depreciation allowances and investment deductions by small
businesses. According to the Department of Revenue, the fiscal impact to the General Fund is estimated to be
$(800,000) in FY 2004, $(1,850,000) in FY 2005, and $(2,040,000) in FY 2006. (Various effective dates, including
an emergency clause)

L aws 2004, Chapter 289 made several changes to tax statutes:

1. Updated the income tax credit review schedule to add those credits that were reviewed in 2003 to the review
schedule for 2008.

2. Repealed the individual and corporate income tax credits for costs incurred in corrective actions for releases
from underground storage tanks. Since this credit was not being used, there was no related fiscal impact.

3. Allowed the enterprise zone job creation tax credits to be claimed for the second and third years of qualified
employment even if the credits for the first year were not claimed on the original tax return. The jobs must have
been created before January 1, 2002 and certified by the Arizona Department of Commerce. According to the
Department of Revenue, the fiscal impact of this provision could be $(200,000) to $(300,000) per fiscal year.

4. Clarified that a business may remain eligible for enterprise zone tax credits if retail sales accounted for less than
10% of the business conducted at the zone location. Thisislikely to have avery small fiscal impact.

5. Provided a retail sales tax exemption for sales of food, beverages and promotional items to employees and
occasional guests of businesses within enterprise zones. Thisisalso likely to have avery small fiscal impact.

6. Made technical and conforming changes and made the tax law amendments retroactive to tax years beginning
from and after December 31, 2003.

(Effective August 25, 2004)

L aws 2004, Chapter 326 provided for the state Department of Commerce to certify businesses that process and add
value to biomass from Arizona s forest areas. Qualified businesses are eligible for individual and corporate income
tax credits based on net increases in employment, and sales and use tax exemptions for qualified construction and
equipment. A business can claim a credit for up to 200 new jobs. The bill provides for income tax credits and sales
tax exemptionsto be forfeited, or “clawed back,” if abusiness’ certificate is revoked. The legislation’s fiscal impact
cannot be determined. This legislation may result in a reduction in revenue to the extent that businesses qualify for
the job creation tax credits and sales tax exemptions. However, the secondary impact would include the positive
effects from the jobs created and the related income and sales tax collections. (Effective June 3, 2004)

2003 TAX LAWS

Laws 2003, 1% Special Session, Chapter 1 appropriated $3,275,800 from the General Fund to DOR for a revenue
generating plan. See Laws 2003, Chapter 262 for a more complete explanation of this issue. The program is
projected to generate $5,838,000 in additional General Fund revenuesin FY 2003, of which $418,000 is attributable
to the corporate income tax. (Contained various effective dates)

Laws 2003, Chapter 61 eliminated the “Wheels to Work Program” and repealed the program’s motor vehicle
donation tax credit. (Effective September 18, 2003)

Laws 2003, Chapter 262 appropriated $6,552,000 from the Genera Fund to DOR for a revenue generating
program. The program is projected to generate new revenue through increased audit and collections activity. It is
expected to generate $53,249,000 in additional General Fund revenues in FY 2004, of which $9,130,000 is
attributable to the corporate income tax. This act represents the annualization of the revenue generating program
begun by Laws 2003, 1st Specia Session, Chapter 1. (Contained various effective dates)
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Laws 2003, Chapter 263 established a tax amnesty program, which allowed DOR to abate or waive al or part of
penalties and to impose reduced interest payments for tax liabilities for al qualifying taxpayers. To qualify for the
program, a taxpayer must pay at least one-third of the total amount due by October 31, 2003 and the entire balance
due by May 1, 2004. The amnesty program is projected to generate $25,000,000 in additional General Fund
revenues in FY 2004, of which $4,500,000 is attributable to corporate income tax. The actual amount of tax
amnesty monies reported for FY 2004 was $47,125,500, of which approximately $31,575,000 was attributable to
corporate income tax. The tax amnesty monies included $4,000,000 in on-going collections and $43,125,500 in
one-time revenues. The provision is repealed after June 30, 2004. The one-time revenue impact of the tax amnesty
program has not been included in the tax law changes table at the beginning of this section.

A listing of tax law changes prior to the 2003 legislative session is available on the JLBC Web site located at
www.azleg.gov/jl bc/09taxbook/09taxbk. pdf.
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CORPORATE INCOME TAX CREDITS CLAIMED BY TAX YEAR

Arizona Department of Revenue

2006 2005 2004 2003 2002 2001 2000 1999
Agricultural # of claims 0
Pollution credit available Data Not $0 |Data Not Data Not Data Not Data Not Data Not Data Not
Control credit used Releasable $0 |Releasable Releasable Releasable Releasable Releasable Releasable
Equipment carry forward $0
Agricultural # of claims 0 0 0 0 0
Preservation credit available $0 $0 $0 $0 $0
District credit used $0 $0 $0 $0 $0
REFUNDABLE credit refunded $0 $0 $0 $0 $0
carry forward
Agricultural # of claims 0
Water credit available $0 |Data Not Data Not Data Not Data Not Data Not Data Not
Conservation credit used $0 |Releasable Releasable Releasable Releasable Releasable Releasable
carry forward $0
Alternative # of claims 3 3 5 8
Fuel Delivery credit available Data Not Data Not $457,906 $642,337 $1,998,651 $2,441,075
System credit used Releasable Releasable $1,039 $184,431 $1,167,282 $1,377,215
NONREFUNDABLE carry forward $456,867 $457,906 $831,369 $1,063,860
Alternative # of claims 0 5
Fuel Delivery credit available $0 $679,992
System credit used $0 $314,676
REFUNDABLE credit refunded $0 $363,316
carry forward $0 $0
Alternative # of claims 3 5 7 7 13 24
Fuel credit available $659,570 $645,555 $678,479 $740,566 $1,116,853 $1,402,495
Vehicles credit used $2,837 $1,726 $32,924 $2,882 $342,351 $283,160
NONREFUNDABLE  carry forward $0 $643,829 $645,555 $737,674 $774,502 $1,119,335
Alternative # of claims 12 182
Fuel credit available $218,560 | $15,666,027
Vehicles credit used $25,200 $491,057
REFUNDABLE credit refunded $193,360 | $15,163,095
carry forward $0 $11,875
Clean # of claims 126 102 93 111 102 97 57 0
Elections credit available $784 $2,019 $597 $1,778 $646 $2,913 $13,911 $0
credit used $784 $2,019 $597 $1,773 $646 $2,913 $13,911 $0
carry forward
Commerical & # of claims
Industrial Solar  credit available Data Not
Energy Credit credit used Releasable
carry forward
Consolidated # of claims 41 28 32 34 32 35 42 48
Filer credit available $32,171,333 $36,852,226 | $39,159,738 | $41,459,037 | $43,667,809 $47,172,277 $50,602,546 | $53,566,563
credit used $0 $4,680,893 $2,307,512 $2,299,299 $2,208,772 $3,504,468 $3,430,269 $2,964,017
REFUNDABLE credit refunded $30,677,747
carry forward $1,493,586 $32,171,333 | $36,852,226 | $39,159,738 | $41,459,037 $43,667,809 | $47,172,277 | $50,602,546
Construction # of claims 3 3 4 7
Materials credit available Data Not Data Not $426,692 $426,792 $630,976 $1,161,103
credit used Releasable Releasable $100 $100 $204,184 $414,824
carry forward $426,592 $426,692 $426,792 $746,279
Office of Economic Research and Analysis
11/21/08




CORPORATE INCOME TAX CREDITS CLAIMED BY TAX YEAR

Arizona Department of Revenue

2006 2005 2004 2003 2002 2001 2000 1999
Contributions to  # of claims 53 4
School Tuition credit available $6,120,990 $529,000
Organizations credit used $5,818,438 $526,210
carry forward $302,552 $2,790
Correctional # of claims 0
Industries credit available $0
credit used $0
carry forward $0
Defense # of claims 3 4
Contracting credit available Data Not Data Not Data Not Data Not Data Not Data Not $43,361,299 | $47,790,421
credit used Releasable Releasable Releasable Releasable Releasable Releasable $1,859,951 $833,724
carry forward $32,832,511 | $36,297,743
Donation of # of claims 0 0 0 0
Motor Vehicles  credit available $0 $0 $0 $0
To Work credit used $0 $0 $0 $0
Program carry forward $0 $0 $0 $0
Employer # of claims
Dependent credit available
Day Care credit used
carry forward
Employing # of claims
National Guard  credit available Data Not
Members credit used Releasable
carry forward
Employment of  # of claims 8 13 14 9 8 7 7 5
TANF credit available $46,062 $124,397 $491,175 $472,478 $184,997 $99,360 $47,869 $49,653
Recipients credit used $34,304 $99,575 $485,190 $466,392 $173,600 $57,901 $27,648 $47,189
carry forward $11,758 $24,822 $5,985 $6,086 $11,397 $41,459 $20,221 $2,464
Enterprise # of claims 80 118 119 124 130 142 136 138
Zone credit available $8,625,351 $11,668,068 | $12,931,456 | $14,608,076 | $15,125,769 $18,137,283 $17,118,891 | $19,416,575
credit used $6,960,866 $7,620,213 $7,642,213 | $6,685,926 $6,509,250 $7,043,744 $8,747,723 | $12,621,497
carry forward $1,571,913 $3,568,964 $4,706,746 $7,866,218 $8,616,519 $11,093,539 $8,371,168 $6,795,178
Environmental # of claims 0 3 3 3
Technology credit available $0 |Data Not Data Not Data Not Data Not $37,088,205 | $36,766,914 | $36,836,791
Facility credit used $0 |Releasable Releasable Releasable Releasable $1,084,588 $26,658 $69,877
carry forward $0 $36,003,617 | $36,740,256 | $36,766,914
Gray Water # of claims
Plumbing Stub credit available
Outs credit used
carry forward
Healthy Forest  # of claims 0 0
Enterprises credit available $0 $0
credit used $0 $0
carry forward $0 $0
Military # of claims 3 3 3
Reuse credit available Data Not Data Not Data Not Data Not Data Not $131,312 $113,702 $175,336
Zone credit used Available Releasable Releasable Releasable Releasable $109,373 $97,440 $170,634
carry forward $21,939 $16,262 $4,702
Office of Economic Research and Analysis
11/21/08




CORPORATE INCOME TAX CREDITS CLAIMED BY TAX YEAR

Arizona Department of Revenue

2006 2005 2004 2003 2002 2001 2000 1999
Motion Picture # of claims
Production and  credit available Data Not
Infrastructure credit used Releasable
carry forward
Neighborhood # of claims 4 10 13 17 19 47 53
Electric Vehicles credit available Data Not $680,915 $791,263 $820,049 $903,497 $991,555 $2,431,532 $1,858,593
credit used Releasable $3,041 $11,380 $29,085 $60,175 $69,701 $1,368,929 $1,406,907
carry forward $677,874 $779,883 $790,964 $843,322 $921,854 $1,062,603 $451,686
Pollution # of claims 15 23 23 29 31 35 39 36
Control Device credit available $2,018,837 $6,797,788 $6,169,361 $7,554,913 $6,660,082 $7,041,120 $11,289,394 | $12,259,058
credit used $1,344,448 $2,100,899 $1,174,943 $2,412,182 $1,716,687 $2,696,972 $3,860,440 $6,879,188
carry forward $522,734 $4,144,624 $4,669,445 $4,989,084 $4,943,395 $4,344,148 $7,428,954 $6,362,017
Recycling # of claims 4 4 4 5 4
Equipment credit available Data Not Data Not $192,332 $197,477 $218,919 $238,422 $250,210
credit used Releasable Releasable $3,426 $5,145 $21,442 $15,626 $16,028
carry forward $188,906 $192,332 $197,477 $222,796 $234,182
Research & # of claims 141 180 185 168 155 145 128 140
Development credit available $208,304,493 | $195,381,898 | $120,949,126 | $88,439,855 | $50,992,744 $42,353,063 $24,812,543 | $20,552,034
credit used $46,676,231 $47,414,678 | $36,733,974 | $31,696,851 | $11,812,734 $11,088,820 $9,458,919 | $10,457,350
Itd carry forward. $404,464,102 | $516,738,487 | $531,442,391 |$534,322,933 | $527,738,348 | $482,291,261 | $427,234,696 | $295,172,070
unltd carry forward | $167,774,458 | $143,953,501 | $92,691,456 | $41,532,599
School Site # of claims 5 5 3
Donation credit available $2,401,469 $1,273,681 $616,473 |Data Not Data Not Data Not
credit used $2,400,337 $1,272,504 $616,473 [Releasable Releasable Releasable
carry forward $1,137 $1,177 $0
Solar Hot Water  # of claims 0 0 0 0 0 0 0
Plumbing Stub  credit available $0 $0 $0 $0 $0 $0 |Data Not $0
Outs & Electric  credit used $0 $0 $0 $0 $0 $0 |Releasable $0
Vehicle Recharge carry forward $0 $0 $0 $0 $0 $0 $0
Summer # of claims
School credit available
& Jobs credit used
carry forward
Taxes Paid for # of claims 3 3 3 3 3 3 3 4
Coal Consumed credit available $3,245,536 $3,051,885 $3,038,101 $3,145,343 $3,064,674 $2,755,471 $1,617,039 $1,305,513
In Generating credit used $929,098 $843,909 $908,990 $1,229,020 $1,504,851 $1,556,016 $778,015 $803,476
Electrical Power carry forward $1,956,070 $1,870,939 $1,799,254 $1,744,443 $1,559,823 $1,199,455 $839,024 $502,037
Technology # of claims 3 3 3 4 11
Training credit available $46,356 $39,963 $33,426 $41,083 $46,286
credit used $46,356 $36,268 $33,006 $30,000 $35,010
REFUNDABLE credit refunded $0 $3,695 $420 $11,083 $11,276
Underground # of claims 0 0 0 0 0
Storage credit available $0 $0 |Data Not $0 $0 $0
Tanks credit used $0 $0 |Releasable $0 $0 $0
carry forward
Office of Economic Research and Analysis
11/21/08




CORPORATE INCOME TAX CREDITS CLAIMED BY TAX YEAR

2006 2005 2004 2003 2002 2001 2000 1999

Vehicle Refueling # of claims 4 7

Apparatus & credit available Data Not Data Not Data Not Data Not $8,712 $29,765

Infrastructure credit used Releasable Releasable Releasable Releasable $2,180 $13,630

NONREFUNDABLE carry forward $6,532 $16,135

Vehicle Refueling # of claims 0 12

Apparatus & credit available $0 $138,940

Infrastructure credit used $0 $46,332

REFUNDABLE credit refunded $0 $92,608
carry forward $0 $0

TOTAL # of claims 480 488 502 520 519 543 706 494
credit available $284,655,844 | $296,696,969 | $251,867,670 ($227,204,965 | $199,437,416 | $202,521,111 | $214,323,138 | $205,131,311
credit used $72,459,868 $64,610,435 [ $50,391,684 | $45,624,468 | $28,273,150 $27,994,624 | $32,294,394 | $38,625,512
credit refunded $30,677,747 $0 $3,695 $420 $11,083 $204,636 | $15,619,019
Itd carry forward $422,988,178 | $591,040,760 | $637,986,502 ($655,001,698 |$652,292,918 | $619,363,063 | $567,418,551 | $441,813,059
unltd carry forward | $167,774,458 | $143,953,501 | $92,691,456 | $41,532,599 $0 $0

Notes:

1. Shaded areas indicate that the credit was not in effect during the tax year.

2. "No Information" indicates that the Office of Economic Research and Analysis has no information that any taxpayers claimed the

credit during the tax year.

3. "Not Releasable" indicates that the credit information cannot be released due to confidentiality restrictions.

4. "Total" includes credits for which information was "not releasable" individually.

5. DATAIN ITALICS ARE PRELIMINARY.

Office of Economic Research and Analysis
Arizona Department of Revenue 11/21/08
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DESCRIPTION

Arizona has 2 distinct types of property taxes: primary and secondary. Primary property taxes are levied to pay for
the maintenance and operation of a taxing jurisdiction. Secondary property taxes are levied to pay for bond
indebtedness, voter-approved budget overrides, and special districts such as fire or sanitary districts. Although the
state property tax was repeadled in 1996, primary property tax collections in certain districts are still deposited in the
state General Fund. The monies deposited into the state General Fund are from taxes levied on property not located
within any school district, so-called unorganized districts [A.R.S. § 15-991.01], and on property in certain school
digtricts ineligible for state aid, sometimes referred to as minimum qualifying tax rate (MQTR) districts [A.R.S. §
15-992]. (For more details, see Tax Rate section.)

Property is listed in 2 categories. real property and personal property. Real property includes land, buildings, and
improvements to land. Personal property includes property used for commercial, industrial, and agricultural
purposes, such as office furniture, business equipment, and tools. In addition, most mobile homes in Arizona are
taxed as personal property.

Assessment duties are divided between the Department of Revenue (DOR) and the 15 county assessors. Generally,
geographically dispersed and complex properties, such as mines, utilities, airlines, and railroads, commonly referred
to as “centrally valued property,” are valued by DOR. All other properties are valued by the county assessors and
are, therefore, referred to as “locally assessed property.” (For more details, see Tax Base section.)

Property in Arizona is classified for assessment purposes into 9 legal classes, with sub-classifications in many of
those classes. The classification is based on the current use of the property by its owner, such as commercial,
agricultural, or residential. Each legal class has an assessment ratio, which is specified by statute. The assessment
ratio, which currently ranges from 1% to 23%, is used to calculate the assessed value of a property. (For more
details, see Tax Rate section.)

DISTRIBUTION
As mentioned previously, revenues from unorganized and MQTR districts are deposited in the state General Fund.

Otherwise, every taxing jurisdiction simply collects what it levies. (Please see Tax Rate section for more
discussion.) Property tax collected and deposited in the General Fund is shown in Table 1 below.

Tablel
STATE GENERAL FUND PROPERTY TAX COLLECTIONS
Fiscal Year General Fund Fiscal Year General Fund
FY 2009 $20,041,338 FY 1999 $36,121,502
FY 2008 $20,041,338 FY 1998 $38,136,020
FY 2007 $24,486,025 FY 1997 $51,211,398
FY 2006 $24,998,760 FY 1996 $188,296,312
FY 2005 $25,245,622 FY 1995 $178,657,831
FY 2004 $33,266,987 FY 1994 $186,193,174
FY 2003 $19,433,856 FY 1993 $203,240,399
FY 2002 $29,153,274 FY 1992 $179,858,169
FY 2001 $32,942,815 FY 1991 $169,251,570
FY 2000 $34,682,874 FY 1990 $130,199,755
SOURCE: Department of Revenue and State Treasurer’s Office.

Property tax in Arizonais primarily alocal revenue source as the state General Fund currently receives less than
0.5% of all taxeslevied in the state. Table 2 below shows the distribution of property taxes among local taxing
jurisdictions.
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Table?2
PRIMARY AND SECONDARY COMBINED PROPERTY TAX LEVIES

Jurisdiction FY 2009 FY 2008 FY 2007 FY 2006 FY 2005
State ¥ $20,315,435 $20,427,985 $28,598,308 $ 229,726,774 $219,257,315
Counties $1,314,798,367 $1,219,491,080 $1,109,777,038 $1,013,506,749 $930,149,677
Cities & Towns $ 669,894,083 $ 585,007,416 $ 477,666,274 $440,141,556 $401,628,757
School Districts $3,627,361,076 $3,453,670,969 $3,183,287,861 $2,941,648,887 $2,800,785,175
Specia Didtricts $ 454,657,720 $ 383,556,449 $317,032,610 $275,872,938 $205,953,808
Community Colleges $ 700,812,944 $ 637,813,033 $587,909,133 $527,682,509 $482,563,137
TOTAL $6,787,839,625 $6,299,966,932 $5,704,271,224 $5,428,579,413 $5,040,337,869

1/ Although the state equalization assistance property tax is technically a school district tax (see A.R.S. § 15-994),
ATRA listsit as a state tax for reporting purposes since the tax levy reduces Basic State Aid to schools by an equal
amount. Pursuant to Laws 2006, Chapter 354, the state equalization tax was not levied in FY 2007, FY 2008 and
FY 2009. Thus, al property tax revenues collected by the state in the period between FY 2007 and FY 2009 were
from unorganized and MQTR districts (for more details, see Tax Rate section.)

SOURCE: Arizona Tax Research Association (ATRA).

WHO PAYSTHE TAX

The owner of record, or the person who is the purchaser under a deed of trust or an agreement of sale, is liable for
the payment of thetax [A.R.S. § 42-15101].

Tribal Members

The Arizona Constitution provides that a property owned by an Indian tribal member is exempted from taxation if
such property is located within an Indian reservation or has been acquired under an act of Congress [Article 20,
Section 5]. Laws 2005, Chapter 276 provides that property outside an Indian reservation that is owned by an Indian
tribe or tribally designated housing authority is exempted from taxation if such property provides low income rental
housing for Indian tribal members[A.R.S. § 42-11131].

TAX BASE

Article 9, Section 18 of the Arizona Constitution provides for the limitation of increases in property values from
year to year. To implement the constitutional provision, the Legislature also adopted a set of statutes under which 2
separate tax bases are used to determine property taxes: full cash value (FCV) for secondary property tax purposes
and limited property value (LPV) for primary property tax purposes.

Full Cash Value. A property’s full cash value is the value determined as prescribed by statute. |f no statutory
method is prescribed, full cash value is synonymous with market value as determined by standard appraisal
methods. There are no restrictions or limitations on full cash value growth. For this reason, full cash value is aso
referred to as unlimited value [A.R.S. § 42-11001].

Although property values in Arizona are based on market value as represented by sales price, Arizona statutes set
sales ratio standards at 81% of nominal sales price for commercial and industrial properties and 82% for residential
and other properties. These standards allow for the exclusion of personal property items included in sales, financing
incentives, time on the market, and reasonable mass appraisal errors[A.R.S. § 42-11054(C)].

The Legislature has also mandated that specific types of property be appraised on a basis other than market value.
These property types are agricultural, shopping centers, certain golf courses, and most centrally valued properties,
such as electric and gas utilities [A.R.S. 88 42-13101 through 42-13206].

Limited Property Value. A parcel’s limited property vaue is the value determined as provided by the Arizona
Condtitution [Article 9, Section 18]. Arizona Revised Statutes further define the constitutional provision by
providing 2 specific methods by which a parcel’s limited property value can be increased from year to year [A.R.S.
§42-13302]. These methods are commonly referred to as“Rule A” and “Rule B.”
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e Rule A - For an existing property that has not been physically modified since the previous year’'s tax roll, the
limited property value is the greater of (1) the previous year’'s limited property value increased by 10%, or (2)
25% of the difference between the current year’s full cash value and the previous year’s limited property value.
The limited property value cannot exceed the full cash value [A.R.S. § 42-13301].

e Rule B - For a new property added to the current year's tax roll or for an existing property that has been
physicaly modified, split, subdivided, consolidated, or erroneously omitted since the previous year’s tax roll,
the limited property valueis established at alevel or percentage that is commensurate to the relationship of LPV
to FCV of other properties of the same or similar use or classification [A.R.S. § 42-13302].

The limit on increases in property values applies to rea property and improvements. Properties exempted from the
valuation limitation are: (1) personal property other than permanently affixed mobile homes and (2) most centrally
valued property, such as electric and gas utilities[A.R.S. § 42-13304].

Net Assessed Valuation. Although the limited property value constitutes the tax base for primary property taxes, the
actual amount to which primary tax rates are applied is less than that. This amount, referred to as primary net
assessed valuation (NAV), is obtained by multiplying a parcel’s limited property value by its assessment ratio. The
assessment ratio depends on the legal classification of the property as shown in Table 3. Likewise, secondary NAV
is determined by multiplying a property’s full cash value by its assessment ratio. Table 4 below shows the total
statewide primary and secondary NAV in the last few years.

The actual tax liability is calculated by multiplying the tax rate by the assessed value of the property divided by 100.
(Pursuant to A.R.S. 8 42-17151, the tax rate is determined per $100 NAV.) This means that the property tax liability
depends on 3 factors: (1) the full cash value as determined by the county assessor or the Department of Revenue, (2)
the assessment ratio contingent upon property usage, and (3) the tax rate as set by the taxing jurisdiction (see Tax
Rate section).

Table3
PROPERTY TAX CLASSESAND TAX YEAR 2009 ASSESSMENT RATIOS
Assessment
Class Ratio Property Usage

1 22% Properties of mining, utility, and telecommunication companies, standing timber, airport
fuel delivery, producing oil and gas property, pipeline property, shopping centers, golf
courses, manufacturers and most other commercial property. [A.R.S. § 42-12001]. Note
that Laws 2005, Chapter 302 reduced the assessment ratio by 0.5% in tax years 2006 and
2007. Laws 2007, Chapter 258 accelerated the reduction by decreasing the assessment
ratio afull 1.0% in tax years 2008, 2009, 2010, and 2011, when it will reach 20%.

2 16% Agricultural property, properties of nonprofit organizations, and vacant land. [A.R.S. §
42-12002].

3 10% Residential property not used for profit. [A.R.S. § 42-12003].

4 10% Leased or rented residential property and residential common areas. [A.R.S. § 42-12004].

5 18% Airlines, railroad and private car company property. [A.R.S. § 42-12005].

6 5% Noncommercial historic property, property located in aforeign trade, military reuse, or
enterprise zone, property of aqualified environmental technology manufacturing facility.
[A.R.S. § 42-12006].

7 22%or 1%  Property that meets the criteria for Class 1 property and also the criteria for commercial
historic property. [A.R.S. § 42-12007].

8 10%or 1%  Property that meets the criteria for Class 4 property and also the criteria for commercial
historic property. [A.R.S. § 42-12008].

9 1% Improvements on federal, state, county, and municipal property. [A.R.S. § 42-12009].
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Table4
STATEWIDE PRIMARY AND SECONDARY NET ASSESSED VALUATION
Tax Year Primary Net Assessed Valuation Secondary Net Assessed Valuation

2009 $ 74,780,095,377 $ 86,525,272,506
2008 $67,518,882,239 $ 86,090,579,647
2007 $58,327,768,286 $ 71,837,099,233
2006 $50,641,124,400 $54,394,761,521
2005 $ 46,046,108,597 $48,931,946,145

SOURCE: Arizona Tax Research Association (ATRA) and Department of Revenue (DOR).

Real Property versus Personal Property. Real property is generally synonymous with real estate and includes land,
buildings, and improvements to land. Personal property is property other than real estate and includes items such as
manufactured housing, office furniture, business equipment, and tools. Personal property is usually movable and not
permanently attached to real estate.

Centrally Valued Property. As noted previously, certain property is subject to valuation by the Department of
Revenue (DOR). Such property, commonly referred to as “ centrally valued property,” islisted below.

Mines, mills, and smelters[A.R.S. § 42-14051].

Qil, gas, and geothermal properties[A.R.S. § 42-14101].

Gas, water, electric, and sewer and wastewater utilities[A.R.S. § 42-14151].
Pipelines[A.R.S. § 42-14201].

Airline companies[A.R.S. § 42-14251].

Private car companies[A.R.S. § 42-14301].

Railroad companies[A.R.S. § 42-14351].

Telecommunications companies [A.R.S. § 42-14401].

Airport fuel delivery companies[A.R.S. § 42-14501].

Equalization of Valuations. The Department of Revenue is authorized by statute to examine property valuations for
inequities between or within counties and classifications and to issue equalization orders to ensure that al property
in the state is valued for tax purposes at its full cash value [A.R.S. § 42-13251]. To this end, DOR conducts sales
ratio studies to determine whether properties are valued fairly or not [A.R.S. § 42-13005]. County assessors affected
by an equalization order may appeal to the State Board of Tax Appeals[A.R.S. § 42-16159].

EXEMPTIONS

All property in Arizona is subject to taxation unless exempted by law. The exemptions are provided in Article 9,
Sections 2, 2.1, and 2.2 of the Arizona Constitution and are summarized in Table 5 below. Arizona Revised Statutes
further define the property tax exemptions provided by the Arizona Constitution. As a genera rule, under Arizona
law, property classification is based on the use of the property by the owner whereas property exemption is provided
based on the ownership of the property. All exemptions currently listed in statutes are displayed in Table 6 below.
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PROPERTY TAX EXEMPTIONSAUTHORIZED BY THE ARIZONA CONSTITUTION

Federal, state, county, and municipal properties

Property owned by non-profit educational, charitable, and religious organizations

Public debts (i.e., bonds of Arizona, its counties, municipalities, or other subdivisions)
Household goods owned by the user and used solely for non-commercia purposes

Inventory of materials, parts, and products owned by aretailer or wholesaler for resale purposes
The first $50,000 of full cash value for business and agricultural personal property ¥

Property of cemeteries

Property of widows

Property of widowers

Table5

Article Section Exemption

9 2
2
2
2
2
2
2
2
21
2.2

Property of disabled persons

1/ Pursuant to A.R.S. § 42-11127(B), the maximum amount of the exemption is increased each year to account for
inflation. For tax year 2009, the maximum amount of the exemption is $65,013.

Table6

PROPERTY TAX EXEMPTIONS FURTHER DEFINED BY ARIZONA REVISED STATUTES

Title  Section

Exemption

42 11102
11103
11104
11105
11106
11107
11108
11109
11110
11111
11112
11113
11114
11115
11116
11117
11118
11119
11120
11121
11122
11123
11124
11125
11126
11127
11128
11129
11130
11131
11132
11133

Government property

Government bonded indebtedness

Education and library property

Health care property

Apartments for elderly or handicapped residents
Institutions for relief of indigent or afflicted

Grounds and buildings owned by agricultural societies
Religious property

Cemeteries

Property of widows, widowers, and disabled persons
Observatories

Land and buildings owned by animal control and humane societies
Property held for conveyance as parkland

Property held to preserve or protect scientific resources
Property of arts and science organizations

Property of volunteer fire departments

Social welfare and quasi-governmental service property
Property of volunteer roadway cleanup and beautification organizations
Property of veterans organizations

Property of charitable community service organizations
Trading commodities

Animal and poultry feed

Possessory interests for educational or charitable activities
Inventory, materials, and products

Production livestock and animals

Personal property

Personal property in transit

Property of fraternal societies

Property of public library organizations

Property providing low income rental housing for Indians
Property of religious or charitable associations or institutions leased to an educational institution
Low income housing projects.
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As noted earlier, Article 20, Section 5 of the Arizona Constitution provides that property owned by Indians, when
such property is located within an Indian reservation or has been acquired under an act of Congress, is exempted
from taxation.

TAX RATE

The tax rates for primary and secondary property taxes are determined by each individual taxing jurisdiction.
According to DOR, there were 3,249 taxing authorities statewide in FY 2009, of which 410 were primary taxing
authorities and 2,839 secondary taxing authorities. (Under DOR’s tabulation, each bond that has been approved is
counted as a secondary taxing authority.) The tax rates among the taxing jurisdictions in the state tend to vary
considerably, as reflected in the total average tax rate by county shown in Table 7 below. (Note that a taxing
authority is required by statute to determine the tax rate, rounded to 4 decimal places, on each $100 dollars of net
assessed value (NAV) [A.R.S. § 42-17151)).

Table7
TOTAL COMBINED PRIMARY AND SECONDARY AVERAGE TAX RATE PER $100 NAV

County FY 2009 FY 2008 FY 2007 FY 2006 FY 2005 FY 2004 FEY 2003 FEY 2002
Apache $7.05 $7.69 $6.87 $7.47 $7.12 $7.17 $7.99 $8.22
Cochise $10.93 $12.16 $11.37 $12.40 $12.92 $12.85 $12.90 $13.09
Coconino $7.29 $7.37 $8.22 $8.76 $3.73 $9.17 $9.41 $3.98
Gila $11.08  $1144  $1199 $1293  $13.10 $1295 $13.14  $13.66
Graham $9.11 $9.41  $10.04 $10.33 $1049 $1060 $1052  $10.50
Greenlee $2.74 $3.90 $4.18 $4.93 $6.52 $7.23 $5.79 $5.50
Maricopa $8.64 $9.35 $1050 $1098  $11.27  $11.65 $11.95  $11.92
Mohave $7.98 $8.65 $9.11 $.94  $1049 $1095 $10.85 1144
Navao $8.31 $8.66 $9.10 $9.15 $8.87 $9.28 $9.88 $9.79
Pima $12.87 $13.82 $14.61 $15.52 $15.73 $16.30 $16.72 $17.29
Pinal $12.55 $14.49 $15.08 $15.77 $15.62 $15.98 $16.41 $16.60
Santa Cruz $11.66 $12.23 $12.23 $12.86 $12.99 $13.23 $13.14 $13.37
Y avapai $7.49 $8.62 $9.00 $9.81 $9.99 $10.06 $10.44 $10.75
Yuma $11.00 $12.35 $12.67 $13.70 $13.10 $13.34 $14.23 $14.04
La Paz $8.64 $9.37 $10.50 $11.87 $11.42 $11.41 $10.92 $11.27
State of Arizona $9.23 $10.04 $10.99 $11.56 $11.81 $12.18 $12.49 $12.55
SOURCE: Department of Revenue (DOR)

Unlike local government entities, the state does not levy property taxes due to the repeal of the state property tax in
1996 [Laws 1996, 7" Special Session, Chapter 2]. However, primary property taxes levied and collected in certain
districts are transmitted by the counties to the state in order to aid in school financial assistance.

The monies deposited into the state General Fund are from taxes levied on property not located within any school
district, so-called unorganized districts [A.R.S. § 15-991.01], and on property in certain school districts ineligible for
state aid, sometimes referred to as minimum qualifying tax rate (MQTR) districts [A.R.S. § 15-992]. The tax rates
in such districts are based on the qualifying tax rate (QTR) used in the basic state aid funding formula, which is
adjusted each year to comply with the truth-in-taxation provisions in statute. In addition, the basic state aid formula
also includes a state-mandated “ county equalization” tax collected by the counties [A.R.S. § 15-994]. This tax was
renamed as the “ State Equalization Assistance Property Tax” by Laws 2006, Chapter 354, which also set that rate at
zero for FY 2007 through FY 2009. The K-12 tax rates (after truth-in-taxation rate adjustments) used in the Basic
State Aid formula are shown in Table 8 below.
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Table8
K-12 TAX RATES PER $100 NAV
Qualifying Tax Rate (QTR) State Equalization Rate
Fiscal Year Unified School Districts Non-Unified School Districts All School Districts ¥
2010 $2.7452 $1.3726 $0.3306
2009 $2.9244 $1.4622 $0.0000
2008 $3.2040 $1.6020 $0.0000
2007 $3.4788 $1.73%4 $0.0000
2006 $3.6180 $1.8090 $0.4358
2005 $3.7862 $1.8931 $0.4560
2004 $3.9166 $1.9583 $0.4717
2003 $4.0592 $2.0296 $0.4889
2002 $4.1294 $2.0647 $0.4974
2001 $4.2530 $2.1265 $0.5123
1/ Note that pursuant to Laws 2006, Chapter 354, the state equalization rate is set at $0.0000 for FY 2007, FY
2008, and FY 2009 and has been renamed from the “ County Equalization Assistance for Education Property
Tax” to the “ State Equalization Assistance Property Tax.” As transmitted to the Governor, SB 1025 would
have permanently repealed this tax. The Governor vetoed the hill, thereby allowing the rate to come back
into effect as of thiswriting in September 2009.

A.R.S. 8 15-971. Equalization Assistance (“Basic Sate Aid’). The purpose of the basic state aid formula is to
establish a comparable funding amount per pupil in each school district. The funding formula consists of a local
share and a state share. The loca share represents the amount of budgeted expenditures financed by the district’s
own property tax. The state share is simply the amount of spending not covered by the district’s property tax. This
means that anything that causes the local share to decrease, such as a reduction in NAV or the QTR and/or State
Equalization rate, will cause the state share (i.e., basic state aid) to increase by the same amount.

A.R.S. § 15-972. Additional Sate Aid (“ Homeowner’s Property Tax Rebate”). In return for reducing the tax year
2009 school district primary tax levy for owner-occupied residential properties (Class 3) by 39%, the state
appropriates an amount equal to the tax rebate to the same districts. This aid, which isin addition to basic state aid,
is limited to $580 per parcel in tax year 2009. Pursuant to Laws 2005, Chapter 302, both the rebate percentage and
rebate cap will increase each year between tax years 2006 and 2010 (for more details, see section 2005 Tax Laws).
The tax rate levied by districts for primary property taxes is further reduced on individual parcels of residentia
property if the combined primary property tax levy exceeds 1% of the parcel’s limited property value (see Tax
Limitations section).

A.R.S. §41-1276. Truth in Taxation for Equalization Assistance. Barring atax rate reduction, a property owner’s
tax liability increases whenever the valuation of his property increases. The purpose of truth in taxation (TNT) isto
prevent such a tax increase by reducing the tax rate commensurately. Prior to the enactment of TNT (Laws 1998,
2" Regular Session, Chapter 153), the state received monies from a primary property tax rate of $2.20 per $100
NAYV levied in unorganized districts and up to $2.20 per $100 NAV in MQTR districts. The county equalization tax
rate was $0.53 per $100 NAV. However, starting in FY 2000, these tax rates have been lowered each year to offset
the statewide appreciation of property, as reflected in Table 8 above. Note that since these tax rates are used both
for collecting property taxes and for disbursing basic state aid, the TNT rate reductions result simultaneously in less
revenues and more costs to the state General Fund.

TAX LIMITATIONS
The following constitutional provisions limit property taxation in Arizona:

e Arizona Constitution, Article 9, Section 8. “ Local Debt Limits.” The amount of General Obligation (GO) debt
issued by a county, city, town, school district, or other municipal corporation is limited to 6% of the
jurisdiction’s secondary net assessed valuation (NAV). The voters of a county, elementary or high school
district may authorize additional debt for up to 15% of secondary NAV. (Pursuant Article X, Section 8.1,
unified school districts are allowed additional debt for up to 30% of secondary NAV.) The voters of a city or
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town may approve additional debt for up to 20% of secondary NAV for providing services such as water,
artificial lights, sewers, and for the acquisition and development of land for open space preserves, parks,
playgrounds, and recreational facilities. Proposition 104, which was approved by voters in November 2006,
added the following list of items to be included within a city’s or town’s 20% debt limit: public safety, law
enforcement, fire and emergency service facilities, and street and transportation facilities.

Arizona Constitution, Article 9, Section 18. “ The 1% Cap.” The total amount of taxes collected on residential
property (Class 3) for primary purposes is not allowed to exceed 1% of the parcel’s limited property value. For
this reason, the combined primary property taxes on a parcel of residential property exceeding this limit are
reduced through an increase in additional state aid to schools[A.R.S. § 15-972].

Arizona Congtitution, Article 9, Section 18. “Limited Property Valuation.” This constitutional provision
imposes a limitation on increases in the value of real property and mobile homes, as described in the Tax Base
section.

Arizona Constitution, Article 9, Section 18. “ The Senior Property Valuation Freeze.” Arizona residents who
meet the following requirements are eligible for a property vauation freeze on their home: (1) is 65 years of
age or older, (2) the homeistheir primary residence, (3) haslived in their home for at least 2 years, and (4) their
gross income does not exceed 400% of the supplemental security income benefit rate. If the homeowners meet
these requirements, they can apply for a“ property valuation protection option” from their county assessor. The
county assessor then fixes the value of the home at the full cash value in effect during the year the application
was filed. The value of the home will remain frozen for as long as the owner remains eligible for the protection
option. To be €eligible for the senior valuation protection option in 2008, the income could not exceed $30,576
for single owners and $38,220 for two or more owners.

Arizona Congtitution, Article 9, Section 19. “ The 2% Levy Limit.” A city, town, county or community college
district is not allowed to levy primary property taxes on previously existing property in excess of a 2% increase
from the maximum allowable amount in the preceding tax year unless approved in an override €election, as
prescribed by A.R.S. § 42-17201 through 42-17203. Proposition 101, which was approved by voters in
November 2006, changed the base year used to calculate the levy limits of cities, towns, counties, and
community colleges from 1980 to 2005. By resetting the base year to 2005, Proposition 101 eliminated any
unused taxing capacity of such taxing jurisdictions as of tax year 2005. (Note that the 2% levy limit does not
apply to school districts.)

The following statutory provisions limit property taxation in Arizona:

Truth in Taxation Levy for Equalization Assistance to Schools. The qualifying tax rate (QTR) and the state
equalization tax rate, the 2 statutory K-12 tax rates used to determine basic state aid for school districts, are
required to be reduced each year to offset the statewide valuation increase of existing property. The statutory
K-12 tax rates cannot exceed the truth-in-taxation (TNT) rates provided under this statute unless the L egislature
overrides them by atwo-thirds vote [A.R.S. § 41-1276].

Truth in Taxation Base Limit for School Expenditures outside the Budget Limit. Each school district is required
to determine a truth-in-taxation (TNT) base limit for expenditures (desegregation, dropout prevention, excess
utilities, vocational education, and small school adjustments) not paid for by the statutory K-12 tax rates. Any
school district that budgets an amount that exceeds its TNT base limit (or levies any amount for adjacent ways
or liabilities in excess) is required to issue a special TNT notice that includes information on the resulting
property tax increase [A.R.S. § 15-905.01].

Truth in Taxation Levy for Counties, Cities, and Towns. Any county, city, or town that proposes a primary
property tax levy, excluding amounts attributable to new construction, which exceeds the preceding year’'s levy,
is required to issue a special TNT notice that includes information on the resulting property tax increase. If
such taxing jurisdiction fails to comply with the requirements under this statute, it is not alowed to levy an
amount that exceeds the preceding year's levy, except for amounts attributable to new construction [A.R.S. §
42-17107].

Truth in Taxation Levy for Community Colleges. Any community college district that proposes a primary
property tax levy, excluding amounts attributable to new construction, which exceeds the preceding year's levy,
is required to issue a special TNT notice that includes information on the resulting property tax increase. If a
district fails to comply with the requirements under this statute, it is not allowed to levy an amount that exceeds
the preceding year’' s levy, except for amounts attributable to new construction [A.R.S. § 15-1461.01].

Note that while a county, city, town, or community college district may exceed its TNT levy, it can never exceed its
congtitutional levy limit.
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TAX ADMINISTRATION

Valuation Year versus Tax Year. Under Arizona law, the valuation year for locally assessed rea property and
centrally valued property is the calendar year preceding the year in which the taxes are levied. In other words, the
tax year lags the valuation year by 1 year. By contrast, for locally assessed personal property, the valuation year is
the calendar year in which the taxes are levied [A.R.S. § 42-11001]. However, because of the payment schedule in
Arizona (see Payment Schedule section below), real and personal property taxes are always collected in the fiscal
year immediately following the tax year. For real property, this means that the valuation year precedes the tax year
by 1 year and the fiscal year by 2 years. The relationship of the valuation year and tax year to FY 2010 is
summarized in Table 9 below.

Table9
PROPERTY VALUATION AND TAXATION CALENDAR
Tvoe of Propert Valuation Year 2008 & 2009 Tax Year 2009 Fiscal Year 2010
~+ype ot Froperty (When Tax Base Is Determined) (When Tax Rate |s Determined) (When Tax |s Due and Payable
Locally Assessed Real October 1, 2009 and
Property (Old Construction) January 1, 2008 August 17, 2009 March 1, 2010
Locally Assessed Real October 1, 2007 through October 1, 2009 and
Property (New Construction) September 30, 2008 August 17, 2009 March 1, 2010
Locally Assessed Personal October 1, 2009 and
Property January 1, 2009 August 17, 2009 March 1, 2010
October 1, 2009 and
Centrally Vaued Property January 1, 2008 August 17, 2009 March 1, 2010

As shown in the table above, the valuation date for existing property is aways January 1 of the valuation year
[A.R.S. § 42-11001]. For new construction, the valuation date is between October 1 in the year preceding the
valuation year and September 30 of the valuation year [A.R.S. § 42-15105]. The property tax rates are always set on
or before the third Monday in August of the tax year.

DOR values al centraly valued properties such as utilities, mines, airlines, and railroads [A.R.S. § 42-14002].
DOR must notify the property owners by June 15 of theinitia full cash value established. The property owner then
has until July 15 to file an application to appear before DOR and be heard concerning the full cash value determined.
If the property owner is not satisfied with DOR'’s valuation, he can appeal to either the State Board of Equalization
[A.R.S. §42-16158] by October 1 or directly to the Superior Court [A.R.S. § 42-16201] by December 15.

The county assessors are responsible for the valuation of all properties not valued by the state. The assessor must
notify the real property owners by March 1 of the initial values of existing properties for the following tax year
[A.R.S. § 42-15101]. The taxpayer then has 60 days to appeal to the assessor [A.R.S. § 42-16051]. The assessor
must rule on these appeals by August 15 [A.R.S. § 42-16055]. The property owner then has 25 days to appeal to the
State Board of Equalization for property located in Maricopa or Pima County or the County Board of Supervisors
for property located in other counties [A.R.S. 8 42-16105]. The county or state board must rule on these appeals by
October 15 [A.R.S. § 42-16108]. If the taxpayers are till unsatisfied with the result, they may directly appeal to the
state tax court within 60 days after the mailing of the decision, or by December 15, whichever is later [A.R.S. § 42-
16202].

For new construction, the assessor establishes the initial value by September 30 [A.R.S. § 42-15105]. The taxpayer
has 25 days to appeal to the Board of Equalization, which must rule by November 15. The taxpayer then has 60
days to appedl to the tax court.

On or before February 10, each county assessor is required to provide the staff of JLBC and OSPB the property
values used to compute the Truth in Taxation (TNT) Rates for Equalization Assistance [A.R.S. § 42-17052C].

Collections. The lieu taxes on private car companies and airline flight property are collected by the Department of
Revenue [A.R.S. § 42-14308 and § 42-14255]. All other property taxes are collected by the county treasurers
[A.R.S. § 42-18001]. Property taxes collected by the county treasurers must be apportioned to the taxing districts at
the end of each month. Any property taxes apportioned to the state must be remitted to the State Treasurer by the
15" day of the following month [A.R.S. § 35-145].
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PAYMENT SCHEDULE

Normally, one-half of the tax on real and personal property is due and payable on October 1 of the tax year, unless
the total amount of the tax due is $100 or less, in which case the full amount of the tax is due and delinquent after
November 1. The remaining one-half of the tax is due on March 1 of the year following the tax year and delinquent
after May 1[A.R.S. § 42-18052]. Both of these paymentsfall in the same fiscal year.

IMPACT OF TAX LAW CHANGES

The following section is a summary by year of tax law changes that have been enacted by the Legislature since
2003. As noted previously, due to the repeal of the state property tax in 1996 (Laws 1996, 7" Special Session,
Chapter 2), the state no longer levies a property tax. For this reason, property tax legidation primarily affects the
state General Fund through its impact on Arizona Department of Education (ADE) expenditures. Under the K-12
funding formula, the state must offset any loss of local property tax revenue by a commensurate increase in ADE
state aid to schools.

2009 TAX LAWS

Laws 2009, Chapter 87 provides that property leased to any non-profit charter school be classified for property tax
purposes as class 9, with an assessment ratio of 1% of assessed value. (Effective September 30, 2009)

Laws 2009, Chapter 96 provides income and property tax incentives for qualifying renewable energy companies
that build headquarter or manufacturing facilities in the state from tax year 2010 to 2014. An income tax credit is
allowed for up to 10% of the capital investment, with an aggregate ceiling of $70.0 million annually. The credit is
refundable and must be received in 5 equal portions over a period of 5 consecutive tax years. Qualifying properties
will aso receive a class 6 property designation, which reduces the assessment ratio to 5% instead of the class 1
assessment ratio of 22% (declining to 20% over the next 2 years). The class 6 property designation remainsin effect
for 10 or 15 years, depending on the level of wages paid to employees of the facility in relation to the median wage
of the state.

Laws 2009, Chapter 101 modifies the existing guidelines for the standard appraisal of solar energy devices. The
act provides that energy efficient buildings components, renewable energy equipment, and combined heat and power
systems add no value to property. (Effective September 30, 2009)

Laws 2009, Chapter 118 establishes statutory levy limits for secondary property taxes levied by fire districts. The
amount of the levy islimited to the lesser of: (1) 8% greater than the amount levied in the preceding year and (2)
$3.25 per $100 net assessed valuation. For tax year 2010, fire districts are allowed to levy secondary property taxes
that are 16% greater than the amount levied in tax year 2008.

L aws 2009, Chapter 169 reduces the minimum value of personal property owned by telecommunications
companies from 20% to 10% of cost. The act also requires the Department of Revenue to compute the depreciation
of telecommunications property on a straight line basis. Chapter 169 is estimated to increase General Fund costs by
as much as $4.3 million beginning in FY 2011. (Effective retroactively from January 1, 2009)

2008 TAX LAWS

Laws 2008, Chapter 49 provided that up to 10 acres of land can be designated a homesite and assessed as Class 3
property. Additionally, if physical conditions or legal restrictions, including zoning, prevent a parcel from being
subdivided, the act expanded the homesite designation to include up to 40 acres of land. Beginning in FY 2010, the
act increases Arizona Department of Education (ADE) expenditures by an estimated $0.6 million. (Effective
January 1, 2009)

Laws 2008, Chapter 65 clarified that interest begins to accrue on tax liens on the first day of the month following
the purchase for both initial tax liens and subsequent tax liens. (Effective September 26, 2008)

Laws 2008, Chapter 83 clarified that historic private burial sites and historic private cemeteries are exempt from
property tax assessments. (Effective September 26, 2008)
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Laws 2008, Chapter 85 established financial mechanisms for a Flood Protection District to construct, reconstruct,
replace, renovate, repair or acquire a flood protection facility. The financial mechanisms include property
assessments and the authority to issue improvement bonds. (Effective September 26, 2008)

Laws 2008, Chapter 174 contained an emergency measure that allows a county board of supervisors to sell tax
deeds of delinquent property held by the state to the owner of the adjoining property, under certain conditions.
(Effective May 8, 2008)

Laws 2008, Chapter 178 increased the maximum number of rooms (from 4 to 6) that an owner-occupied bed and
breakfast establishment is allowed to operate to qualify for the Class 4 assessment ratio. The fiscal impact is
unknown. (Effective September 26, 2008)

Laws 2008, Chapter 252 clarified that property owned by a nonprofit charter school and used for educational
purposes is exempt from property tax beginning on the date that the nonprofit organization acquired the property.
(Effective September 26, 2008)

Laws 2008, Chapter 306 extended the valuation method for “renewable energy equipment” from 2011 to 2040.
Additionally, the act provided that for residential properties (Class 3 and 4) that produce energy primarily for on-site
consumption using “renewable energy systems,” such devices will not be considered to add value to the property.
(Effective September 26, 2008)

2007 TAX LAWS

Laws 2007, Chapter 37 increased the maximum per diem compensation from $150 to $300 for hearing officers
employed by the State Board of Equalization. (Effective September 19, 2007)

Laws 2007, Chapter 104 modified the appeal s process for agricultural land classification and changed the valuation
determination for land splits or consolidations resulting from a government action. (Effective September 19, 2007)

Laws 2007, Chapter 117 prescribed the process for allocating the taxes due on a property that was split or
consolidated after the tax roll was submitted to the county treasurer. (Effective September 19, 2007)

L aws 2007, Chapter 193 changed the requirements and process regarding the sale of land held by the state under a
tax lien. (Effective September 19, 2007)

Laws 2007, Chapter 203 provided that the value of land used by an electric generation facility is to be determined
by the Department of Revenue, as opposed to the county assessor, and that such value is the cost to the current
owner as of December 31 of the preceding calendar year. The bill defined “€electric generation facility” to include
al land, buildings, and personal property used for generation of electric power. (Effective retroactively from
January 1, 2007)

Laws 2007, Chapter 258 reduced property taxes paid by businesses by: (1) modifying the accelerated depreciation
schedule for persona property and (2) accelerating the assessment ratio reduction of Class 1 property originally
enacted under Laws 2005, Chapter 302.

Accelerated Depreciation of Business Personal Property

The new accelerated depreciation schedule under Laws 2007, Chapter 258, which is shown in the table below,
applies to persona property initially classified during or after tax year 2008. Beginning in FY 2009, this provision
of the act is expected to increase Arizona Department of Education (ADE) expenditures by an estimated $4.0
million.

Percentage of Scheduled  Percentage of Scheduled
Y ear of Depreciated Value Depreciated Value
Assessment Under Current Law Under Previous Law
1% 30% 35%
2 46% 51%
3 62% 67%
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4" 78% 83%
5 94% 100%
6" 100% 100%

The term “scheduled depreciated value” refers to a persona property item’s value after normal depreciation but
before applying additional (or “accelerated”) depreciation. For example, if DOR’s valuation table indicates that a
$2,000 personal computer has an economic life of 4 years and will depreciate by 50% in itsfirst year of use, then the
computer’s scheduled depreciated value in the first year of its assessment is $1,000. Laws 2007, Chapter 258
accelerates the depreciation of the computer by reducing its full cash value to $300 (30% of its scheduled
depreciated value of $1,000).

Acceleration of Class 1 Property Assessment Ratio Reduction

Laws 2005, Chapter 302 reduced the assessment ratio for Class 1 (commercial and industrial) property from 25% to
20% over 10 years. Laws 2007, Chapter 258 accelerates the scheduled Class 1 assessment ratio reduction by 4
years. Thus, the Class 1 assessment ratio phase-down will be completed in tax year 2011 as opposed to in tax year
2015, as shown in the table below. Beginning in FY 2009, this provision of the bill is expected to increase ADE
expenditures by an estimated $3.0 million.

Class 1 Class 1
Assessment Ratio Assessment Ratio
Tax Year Under Current Law Under Previous Law

2005 25.0% 25.0%
2006 24.5% 24.5%
2007 24.0% 24.0%
2008 23.0% 23.5%
2009 22.0% 23.0%
2010 21.0% 22.5%
2011 20.0% 22.0%
2012 20.0% 21.5%
2013 20.0% 21.0%
2014 20.0% 20.5%
2015 20.0% 20.0%

2006 TAX LAWS

Proposition 101, which was approved by voters in the November 2006 General Election, changed the base year
used to calculate the levy limits of cities, towns, counties, and community colleges from 1980 to 2005. By resetting
the base year to 2005, Proposition 101 eliminated any unused taxing capacity of such taxing jurisdictions as of tax
year 2005. This measure was not expected to have any direct impact on the state General Fund.

Laws 2006, Chapter 38 required the Department of Revenue to consider obsolescence in the valuation of
telecommunications property. (Effective September 21, 2006)

Laws 2006, Chapter 134 provided several changes to the procedures of county treasurers, including clarifying the
legal interest rate the treasurer must pay on tax corrections, requiring electronic transmission of taxes for certain
taxpayers and allowing personal property to be subject to abatement. (Effective September 21, 2006)

Laws 2006, Chapter 143 made several clarifications and changes regarding property valuation and appeals. For
example, the bill clarified that county assessors cannot change the property values used for the calculation of levy
limits and tax rates after February 10 without the approval of the Property Tax Oversight Commission. In addition,
the bill established an Elderly Assistance Fund in Maricopa County for the purpose of reducing the primary property
tax rates of all taxpayers who live in an organized district and are approved for the senior property valuation freeze.
(Effective September 21, 2006)

L aws 2006, Chapter 170 required the county assessor to use the valuation or change in classification of a property
for the next year's valuation if, upon judicial appeal, the property valuation is reduced. The assessor was already
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required by statute to use the reduced valuation or change in classification upon administrative appeal. (Effective
September 21, 2006)

Laws 2006, Chapter 285 required county assessors to include a separate statement as an addendum to the
assessment notice informing property owners that if a property is used for residentia rental purposes, the property
must be listed as a class 4 and be registered with the county assessor or the owner may be subject to a penalty.
(Effective September 21, 2006)

L aws 2006, Chapter 322 allowed county assessors to enter into intergovernmental agreements with the Department
of Revenue (DOR) for a coordinated and comprehensive review of information regarding identification of properties
that may be misclassified as Class 3 (owner-occupied residential) instead of Class 4 (rental residential). The bill
required DOR to monitor and review procedures and practices used by the county assessors for the verification of
Class 3 properties and to issue a report of its findings to the Governor and Legislature by November 15 each year.
(Effective September 21, 2006)

Laws 2006, Chapter 323 provided a property tax exemption for permanent improvements constructed on property
owned by and leased from an agricultural improvement district. The fiscal impact of this bill is unknown.
(Effective September 21, 2006)

L aws 2006, Chapter 327 clarified the exemption for non-profit property used for health care and provided that the
exemption is retroactive from January 1, 2000. The bill was estimated to result in increased Arizona Department of
Education (ADE) expenditures of $60,000 in FY 2007. (Effective retroactively from January 1, 2000)

Laws 2006, Chapter 332 increased the membership of the State Board of Equalization (SBOE) from 17 to 33
members. The hill also prohibits a member of SBOE, other than the chairperson, from having been employed by a
county assessor, county attorney, the Department of Revenue, or the Attorney General’s Office within the last 2
years. (Effective September 21, 2006)

Laws 2006, Chapter 333 stipulated that solar energy devices are to be considered as adding no value to property.
The amount of property tax revenue that will be foregone by state and local governments under this provision is
unknown. The bill also contained provisions that will affect income tax and prime contracting tax revenues.
(Effective retroactively from January 1, 2006)

Laws 2006, Chapter 354 suspended the state equalization assistance for education property tax for tax years 2006
through 2008. It also changed the base year for computing levy limits for primary property taxes from 1980 to
2005. This eliminated any unused growth in levy limit taxing capacity that had accumulated since 1980. In
addition, Chapter 354 eliminated the use of “special elections’ that are scheduled at times other than the November
general election to authorize secondary property taxes and required publicity pamphlets for bond elections to
provide an estimate of the tax impact of the bond both per year and also over the life of the bond (versus only per
year currently). The act renamed the county equalization assistance for education tax rate as the “ state equalization
assistance property tax rate.” (Contained various effective dates) See Individual Income Tax section for other
changes.

The provision that suspended the state equalization property tax for 3 years was expected to increase Arizona
Department of Education (ADE) expenditures by $215.2 millionin FY 2007, $226.0 million in FY 2008, and $239.6
million in FY 2009.

Laws 2006, Chapter 387 extended the Enterprise Zone Program until June 30, 2011 and modified some of its
qualification requirements. The fiscal impact of thisbill is unknown. (Effective retroactively from July 1, 2006)

L aws 2006, Chapter 388 classified real and personal property and improvements used to produce bio-diesel fuel as
Class 6 property, which qualifies for a 5% assessment ratio versus 25% for most commercial property. (Class 6 also
includes properties such as noncommercial historic property, foreign trade zone property, and qualifying
environmental remediation property.) The fiscal impact of this provision of the hill is unknown. (Effective January
1, 2007)

Laws 2006, Chapter 391 established a public hearing committee process for property tax guidelines, tables and
manuals drafted, amended, or modified by the Department of Revenue. (Effective January 1, 2007)
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Laws 2006, Chapter 392 exempted the following property from taxation: (1) property owned by a non-profit
religious or charitable organization that isleased to a non-profit educational organization and is used for educational
instruction in any grade or program through grade 12, and (2) rental property owned and operated by a non-profit
organization that is used as an assisted living facility for low-income elderly residents. The fiscal impact of the 2
property tax exemptions is unknown. (Effective September 21, 2006)

2005 TAX LAWS

Laws 2005, Chapter 40 provided that the State Board of Equalization must review and consider all evidence,
including similar property values, when hearing an appeal on ataxpayer’s property valuation. (Effective August 12,
2005)

Laws 2005, Chapter 66 provided that DOR will exclude contributions in aid of construction (CIAC) when
establishing the valuation of electric and gas utilities. CIAC isthe amount an entity pays (e.g., aland developer) to a
utility to cover the difference between what the construction cost would be for the utility, as directed by federal
rules, and the construction cost actually incurred by the entity. (Effective retroactively from January 1, 2005)

Laws 2005, Chapter 131 provided several changes to county treasurers procedures including clarifying that the
county treasurer or board of supervisors will act as the agent for the state for the collection of property tax liens that
are assigned to the state. (Effective August 12, 2005)

Laws 2005, Chapter 186 provided several changes to the application process for widows, widowers, and disabled
persons to receive a property tax exemption. For example, the act eliminated the requirement that an applicant
resubmits an annual affidavit for continued eligibility for the exemption. (Effective August 12, 2005)

L aws 2005, Chapter 276 provided a property tax exemption for property located outside an Indian reservation that
is owned by an Indian tribe or tribally designated housing authority and that is used to provide low income rental
housing for tribal members. (Note that property located within a reservation that is owned by Indian tribal members
is currently exempted from taxation under Article 20, Section 5 of the Arizona Constitution.) The fiscal impact of
thishill is unknown. (Effective August 12, 2005)

Laws 2005, Chapter 278 changed the requirements for a business to qualify for tax incentives relating to healthy
forest enterprises, reduced the tax on fuel used in vehicles transporting forest products, and provided a property tax
reduction for real and personal property used for qualified forest product harvesting and processing. The assessment
ratio for such property was reduced from 25% to 5% for valuation years 2005 through 2010. The fiscal impact of
the property assessment ratio reduction provision is not known.

Laws 2005, Chapter 302 reduced the assessment ratio for Class 1 (commercial and industrial) property from 25%
to 20% over 10 years. The hill increased the “Homeowner's Rebate” from 35% to 40% of the primary school
district tax levy while simultaneously raising the rebate cap from $500 to $600 over 5 years. In addition, the act
updated the truth in taxation statutes regarding the qualifying tax rate and the state equalization tax rate to reflect the
JLBC calculation for FY 2006. The bill also provided for county jail districts and county juvenile detention
facilities to levy the same amount of secondary property taxes in 2006, 2007, and 2008 as in 2005. Starting in FY
2007, the bill would adversely affect the General Fund by increasing the expenditures for the Arizona Department of
Education (ADE) by an estimated $12 million. In FY 2016, when the bill is fully phased in, the General Fund cost
is expected to have grown to $140 million. (Effective August 12, 2005)

The table below summarizes the main changes under the bill by tax year.
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Class 1
Assessment Homeowner's  Homeowner’'s
Tax Year Ratio Rebate Rebate Cap
2005 25.0% 35% $500
2006 24.5% 36% $520
2007 24.0% 37% $540
2008 23.5% 38% $560
2009 23.0% 39% $580
2010 22.5% 40% $600
2011 22.0% 40% $600
2012 21.5% 40% $600
2013 21.0% 40% $600
2014 20.5% 40% $600
2015 20.0% 40% $600

Laws 2005, Chapter 309 nearly doubled the income limits that are allowed for widows, widowers, and disabled
persons to qualify for a property tax exemption. The bill also provided that the property tax exemption amount and
income limits will be indexed to inflation. The fiscal impact of the bill is unknown. (Effective August 12, 2005)

2004 TAX LAWS

L aws 2004, Chapter 15 provided that county assessors are alowed to send a notice of an error that occurred during
the current tax year and the 3 immediately preceding tax years regardless of what time of the year the notice was
mailed or filed. (Effective August 25, 2004)

Laws 2004, Chapter 295 provided a property tax exemption for non-profit library organizations that provide
supplemental financial support to public libraries. The act expanded the property tax exemption for charitable
institutions that serve the “indigent or afflicted” to also include property used for the administration of relief. The
act also amended statutes related to the appeals process, changes and corrections in the tax roll, and designation of
taxpayer agents. The impact on the Genera Fund is unknown. (The effective date varies by the provisions of the
act.)

Laws 2004, Chapter 329 increased the assessed valuation limit to qualify for the property tax exemption for
widows, widowers, and disabled persons from $10,000 to $20,000. The act also requires the threshold amount to be
adjusted annually to account for inflation as measured by the Gross Domestic Product (GDP) price deflator. The
fiscal impact of thisbill isunknown. (Effective August 25, 2004)

2003 TAX LAWS

Laws 2003, Chapter 16 raised the small claims ceiling for property tax appeals and the threshold at which the
number of hearing officers must increase. (Effective September 18, 2003)

Laws 2003, Chapter 37 created a permanent method for alocating electric transmission, distribution, and
generation values among taxing jurisdictions. The bill also provided statutory methods for valuing both new and
existing generation facilities. The JLBC Staff estimated that this legislation would increase the cost for Arizona
Department of Education Basic State Aid to schools by an amount between $0 and $12,921,000 in FY 2005. The
impact on property tax General Fund revenues could not be determined, however.

Laws 2003, Chapter 41 provided that the purchaser of a tax lien agrees to acquire all outstanding certificates of
purchase previously issued on the property as a condition of the sale. The hill also established a 10-year expiration
date for tax liens purchased by August 31, 2002. (Effective September 18, 2003)

Laws 2003, Chapter 105 provided technical, clarifying and conforming changes to Arizona tax statutes. The

changes were non-substantive, technical corrections intended to clean up the language in the tax statutes, as
recommended by DOR and L egislative Council. (Effective September 18, 2003)
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Laws 2003, Chapter 240 prohibited a community college district, county, city or town governing board to levy or
assess primary property taxes higher than the prior year if the governing board failed to comply with truth in
taxation noticing and hearing requirements. (Effective September 18, 2003)

A listing of tax law changes prior to the 2003 legidlative session is available on the JLBC Web site located at
www.azleg.gov/jl bc/09taxbook/09taxbk.pdf.
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L UXURY TAX ON CIGARETTESAND TOBACCO

DESCRIPTION

The luxury tax on cigarettes and tobacco is imposed on cigarettes, cigars, cavendish, and chewing tobacco. A
luxury tax is atax levied on items that are normally considered a luxury rather than a necessity. The tax rate varies
by product, with the rate for the largest revenue producer, cigarettes, set at $2.00 per pack of 20. The majority of
revenues from thistax are dedicated to health care programs.

DISTRIBUTION

Revenues from the luxury tax on cigarettes and tobacco are distributed as follows:

Tax on Cigarettes

Of the $2.00 tax, 18¢ isdistributed for the following purposes:

Corrections Fund. 2¢ of the 18¢ general tax rate per pack of 20 cigarettes is deposited in the Corrections Fund
[A.R.S. §42-3104].

General Fund. The remaining 16¢ of the 18¢ general tax rate per pack of 20 cigarettes is deposited in the
General Fund [A.R.S. § 42-3102].

Sate School Aid. 19.44% of general cigarette tax collections is allocated to state school aid. The 16¢ General
Fund distribution described above is presumed to contribute to the existing General Fund appropriation for state
school aid [A.R.S. § 42-3103].

$1.00 of the $2.00 cigarette tax is dedicated to health care and distributed to the following funds and their
subaccounts:

Tobacco Tax and Health Care Fund. 40¢ is distributed to the following accounts of the Tobacco Tax and
Health Care Fund [A.R.S. § 36-771, § 42-3251, § 42-3252, § 42-3302]:

a. Medicaly Needy Account — 70% of revenues, to provide health care services for those who cannot afford
these services[A.R.S. § 36-774].

b. Health Education Account — 23% of revenues, for the prevention and reduction of tobacco use [A.R.S. §
36-772].

c. Heath Research Account — 5% of revenues, for research on preventing and treating tobacco-related disease
and addiction [A.R.S. § 36-773].

d. Corrections Fund Adjustment Account — 2% of revenues, to compensate the Corrections Fund for decreases
in general cigarette tax revenues resulting from the levy of the cigarette tax dedicated to health care [A.R.S.
§ 36-775].

Tobacco Products Tax Fund. 60¢ is distributed to the following accounts of the Tobacco Products Tax Fund
[A.R.S. § 36-770, § 42-3251.01, § 42-3302):

a. Proposition 204 Protection Account — 42% of revenues, to implement and fund the programs established by
Proposition 204 in the 2000 General Election [A.R.S. § 36-778].

b. Medically Needy Account —27% of revenues, to provide health care services for those who cannot afford
these services[A.R.S. 8 36-774].

c. Emergency Health Services Account — 20% of revenues, to provide reimbursement of uncompensated care,
primary care services, and trauma center readiness costs[A.R.S. 8 36-776].

d. Health Education Account — 2% of revenues, for the prevention and early detection of the 4 leading causes
of death in Arizona[A.R.S. § 36-772].

e. Health Research Fund — 5% of revenues, for health research [A.R.S. § 36-275].

f. Health Care Adjustment Account — 4% of revenues, to compensate the subaccounts of the Tobacco Tax and
Health Care Fund for decreases in cigarette tax revenues resulting from the levy of this portion of the
cigarette tax [A.R.S. § 36-777].
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Of the $2.00 cigarette tax, 80¢ is dedicated to childhood development and health, which is deposited into the
following fund and its subaccounts:

e Early Childhood Development and Health Fund. Monies are distributed to the following accounts of the Early
Childhood Development and Health Fund [A.R.S. § 42-3371, A.R.S. § 8-1181]:

a. Program Account — 90% of revenues, to improve the quality and availability of health and education
programs for pre-kindergarten children and their families who otherwise have limited access to such
services[A.R.S. §8-1181, A.R.S. § 8-1171].

b. Administrative Costs Account — 10% of revenues, to cover the administrative costs of the Arizona Early
Childhood Development and Health Board [A.R.S. 8 8-1181].

The remaining 2¢ of the $2.00 tax is distributed for the following purpose:
o Smoke-Free Arizona Fund. Revenues are used to enforce the provisions of the Smoke-Free Arizona Act with
any unexpended monies being deposited in the Tobacco Products Tax Fund to be used for education programs

to reduce and eliminate tobacco use [A.R.S. § 42-3251.02, A.R.S. § 36-601.01].

Tax on Tobacco, Cavendish, and Cigars

e Corrections Fund. 50% of all general tax rate collections from the tax on tobacco products is deposited in the
Corrections Fund [A.R.S. § 42-3104].

e General Fund. The remaining general tax rate collections from the tax on tobacco products is deposited in the
General Fund [A.R.S. § 42-3102].

Separate from the above distributions, al monies collected from the tobacco tax rates dedicated to health care are
distributed as follows:

e Tobacco Tax and Health Care Fund. 40% is deposited in the Tobacco Tax and Health Care Fund. [A.R.S. §
36-771, § 42-3252, § 42-3302].

e Tobacco Products Tax Fund. 60% is deposited in the Tobacco Products Tax Fund. [A.R.S. § 36-770, § 42-
3251.01, § 42-3302].

Also separate from the above distributions, al monies collected from the tobacco tax rates dedicated to early
childhood devel opment and health are distributed as follows:

e Early Childhood Development and Health Fund. 90% is deposited in the Program Account and 10% of the
revenues are deposited in the Administrative Costs Account [A.R.S. 8§ 42-3371, A.R.S. § 8-1181].
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Tablel
CIGARETTE AND TOBACCO TAX COLLECTIONSAND DISTRIBUTION

Generdl Corrections
Fiscal Year Fund Fund TTHCFY TPTF? ECDHF ¥ SFAF ¥ Total
FY 2009  $29,080,647 $5,129,852  $76,972,057 $108,934,079 $151,363,815 $2,868,990 $374,349,440
FY 2008  $32,467,344 $6,206,674  $83,868,465 $116,127,254 $164,805,113 $3,946,308 $407,421,158

FY 2007  $37,558,776 $6,206,673 $100,500,062 $137,624,178 $74,445246 $1,778,847 $358,121,881

FY 2006  $39,578,709 $6,206,674 $106,821,045 $145,399,774 $298,006,202
FY 2005  $38,360,552 $6,206,608 $102,310,127 $138,521,611 $285,398,898
FY 2004  $36,757,081 $6,206,674 $ 98,163,310 $133,563,168 $275,104,562
FY 2003  $41,174,667 $6,206,674 $105,027,137 $ 59,938,321 $212,346,799
FY 2002  $43,206,460 $6,206,674 $108,177,154 $157,590,288
FY 2001  $43,124,883 $6,206,674 $108,709,176 $158,040,733
FY 2000  $43,446,233 $6,196,674 $109,786,025 $159,428,932
FY 1999  $43,895,551 $6,206,674 $112,735,957 $162,838,182
FY 1998  $44,443,108 $6,206,674 $114,104,507 $164,754,289
FY 1997  $43,676,616 $6,206,675 $115,961,006 $165,844,297
FY 1996  $45461,621 $6,206,673 $119,127,689 $170,795,983
FY 1995  $47,728,667 $6,837,337 $ 54,623,325 $109,189,329
FY 1994  $46,870,529 $6,206,674 $ 53,077,203
FY 1993  $47,385,665 $6,261,724 $ 53,647,389
FY 1992  $46,419,433 $6,128,751 $ 52,548,184
FY 1991  $45,474,466 $6,321,584 $ 51,796,050
FY 1990 $ 46,942,200

1/ Tobacco Tax and Health Care Fund (November 1994).

2/ Tobacco Products Tax Fund (December 2002).

3/ Early Childhood Development and Health Fund (December 2006).
4/ Smoke-Free Arizona Fund (December 2006).

Note: Distribution amounts are not available for FY 1988 - FY 1990.

SOURCE: Department of Revenue, Luxury Tax Section.

WHO PAYSTHE TAX

Licensed distributors of cigars and other tobacco products besides cigarettes submit tax payments together with a
monthly return [A.R.S. 8§ 42-3208]. Licensed distributors of cigarettes pay the tax through the purchase of tax
stamps from the Department of Revenue.

Every pack of cigarettes sold in Arizona must bear a stamp as a method of providing proof that a retailer or
distributor is in compliance with Arizona's luxury tax laws [A.R.S. § 42-3201 and § 42-3202]. There are 3
categories of stamps that are sold by the Department of Revenue to distributors, each with a different tax rate: Blue
stamps are $2.00 and include all cigarette taxes; Red stamps cost $1.00 and include only the 40¢ and 60¢ health care
taxes; and Green stamps cost $0.00. Green and Red Stamps are used only on tribal reservations.

The 40¢ tax (per package of 20 cigarettes) and the 60¢ tax per package are direct taxes on the consumer and are to
be collected and paid to the Department of Revenue by the distributors [A.R.S. § 42-3303]. The 18¢ general tax rate
per package is considered to be a tax on the seller. Every pack of cigarettes sold, except for those sold on Tribal
Reservations, bears a Blue stamp.

The type of stamp sold to distributors on Tribal Reservations varies depending on two factors. 1) whether the
consumer is an enrolled member of the Indian Tribe or the consumer is a member of the general public; 2) whether
the seller isatribal member of the reservation in which it is conducting business or the seller is a non-tribal member
licensed by the federal government to sell goods and services on the reservation.
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Cigarette purchases by tribal members on their own reservations are exempt from state taxes, regardiess of seller
classification. These sales require a Green stamp. Statute gives Indian tribes the ability to levy their own tax on
tobacco sales. This provision alows the tribe to retain the funding collected from the optional tax and does not
specify how the tribe should spend the revenues collected. If the tribe voluntarily elects to impose its own tax, a Red
stamp purchase is required, with the purchase reimbursed to the tribe by the Department of Revenue.

Cigarette sales on Tribal Reservations to non-members require either a $2.00 Blue or $1.00 Red stamp, depending
on the seller. Federally-licensed, non-tribal member sellers are required to purchase Blue stamps, meaning all $2.00
in state taxes are applied to packs of cigarettes sold by these vendors. Tribal member sellers are required to
purchase Red stamps, meaning only $1.00 in state health care related cigarette taxes are included. If the tribe has
elected to impose its own tobacco tax, the amount of the tax collected (up to $1.00) is retained by the tribe and not
deposited into the state health care accounts. Tribal member sellers are exempt from paying the 18¢ general, the 80¢
Early Childhood Development, and 2¢ Smoke-Free Arizona tax rates when selling to non-tribal members. A
December 2006 Attorney General Legal Opinion determined that the Early Childhood Development and Smoke-
Free Arizona taxes could be levied on tribal reservation cigarettes sold only by federaly-licensed, non-tribal
member sellers, in addition to the general cigarette tax rate. Table 2 displays the stamp assignments by customer
and seller classifications.

Table2
CIGARETTE STAMP ASSIGNMENTS
Seller Indian Tribe Member All Other Consumers
All Vendors not on a Reservation $2 Blue Stamp $2 Blue Stamp
Tribal Member Retailer $0 Green or $1 Red Stamp” $1 Red Stamp”
Federally-Licensed Non-Tribal Seller $0 Green or $1 Red Stamp® $2 Blue Stamp
1/ If the tribe has elected to impose its own tobacco tax, the amount of the tax collected (up to $1.00) is
retained by the tribe and not deposited into the state health care accounts.

If the tribe imposes its own tax on cigarettes, the taxes collected by the state for cigarette sales on reservations will
be levied at arate that is the difference between the rate the state would otherwise levy and what the tribe imposes
[A.R.S. § 42-3302]. The offset applies only to the $1.00 in taxes collected for each pack sold that are dedicated to
the Tobacco Tax and Health Care Fund (40¢) and to the Tobacco Products Tax Fund (60¢) [A.R.S. § 42-3302]. To
date, 5 reservations have not enacted a tribal tax on cigarettes and 14 reservations have enacted taxes that offset all
or apart of the $1.00 per pack of state cigarettes taxes dedicated to health care.

The tax treatment of other tobacco products is similar to the treatment of cigarettes described above, with the tax
rates detailed below in Table 3.

TAX BASE AND RATE
The tax base consists of the following products [A.R.S. 8 42-3052]:

o Cigarettes.

Taobacco. Includes smoking tobacco, snuff, fine cut chewing tobacco, cut and granulated tobacco, shorts and
refuse of fine cut chewing tobacco, and refuse, scraps, clippings, cuttings, and sweepings of tobacco.

Cavendish. Includes plug or twist tobacco.

Small cigars. Not weighing more than 3 pounds per 1,000.

Largecigars 5¢ or less. Weighing more than 3 pounds per 1,000 and retailing at 5¢ or less.

Large cigars more than 5¢. Weighing more than 3 pounds per 1,000 and retailing at more than 5¢ each.

The tax rates are as follows [A.R.S. § 42-3052, § 42-3251, § 42-3251.01, § 42-3251.02, and § 42-3371]:
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Table3
TOBACCO PRODUCT TAX RATES
Tax Rates Dedicated to Health Care
Genera Tota

Item Tax Rate TTHCF TPTFE ECDHF SFAF  Tax Rate
Cigarettes (per pack of 20) 18¢ 40¢ 60¢ 80¢ 2¢ $2.00
Tobacco per ounce 2¢ 45¢ 6.75¢ 9¢ -- 22.25¢
Cavendish per ounce 0.5¢ 1.1¢ 1.65¢ 2.2¢ -- 5.45¢
Small Cigars per 20 4¢ 8.9¢ 13.35¢ 17.8¢ - 44.05¢
Large cigars 5¢ or less (per 3) 2¢ 4.4¢ 6.6¢ 8.8¢ - 21.8¢
Large cigars more than 5¢ 2¢ 4.4¢ 6.6¢ 8.8¢ -- 21.8¢

Taobacco powder or tobacco products used exclusively for agricultural or horticultural purposes and unfit for human
consumption are exempt from thistax [A.R.S. § 42-3052].

PAYMENT SCHEDULE

Licensed distributors of cigarettes pay the luxury tax on cigarettes when they purchase a stamp from the Department
of Revenue [A.R.S. § 42-3202]. Licensed distributors of cigars or tobacco products other than cigarettes must pay
the tax to the Department of Revenue monthly on or before the 20th day of the next month succeeding the month in
which the tax accrues. Failure to pay the tax within 10 days of the due date will result in penalty and interest
charges from the time the tax was due until paid [A.R.S. § 42-3208].

IMPACT OF TAX LAW AND REVENUE CHANGES

The following section is a summary by year of tax law changes that have been enacted by the Legislature since
2003.

There were no changes enacted to thistax in 2003, 2007, and 2009.
2008 TAX LAWS

Laws 2008, Chapter 38 provided clarification regarding the proper method for stamping cigarette packages. This
law allows cigarette packs that do not have an affixed stamp but have legible serial numbers, are part of an unopened
pallet or carton that contains properly stamped packets, or are accounted for through records to be in compliance
with the law so long as the distributor is found to be substantially in compliance with the other provisions of Chapter
42 of the Arizona Revised Statutes.

2006 TAX LAWS

Proposition 201, passed by voters in the 2006 General Election, levied an additional tax on all cigarettes equivalent
to 2¢ per pack of 20 cigarettes. The Proposition directed that revenue be deposited in the Smoke-Free Arizona Fund
to be used by the Department of Health Services to enforce the Smoke-Free Arizona Act. Any unexpended monies
from the Smoke-Free Arizona Fund are to be deposited in the Tobacco Products Tax Fund to be used for education
programs to reduce and eliminate tobacco use. See Table 1 for deposits into the Smoke-Free Arizona Fund since the
implementation of this tax in December 2006. A subsequent Attorney General Opinion determined in December
2006 that the 2¢ per pack tax could be levied on tribal reservation cigarettes sold only by federally-licensed, non-
tribal member retailers, thereby exempting tribal member sellers from the tax.

Proposition 203, passed by voters in the 2006 General Election, levied an additional tax on al cigarettes and
tobacco equal to twice the tax prescribed in A.R.S. § 42-3251, paragraphs 1 through 5. This additional tax is equal
to 80¢ per pack of 20 cigarettes. The Proposition directed that the revenues be deposited into the Early Childhood
Development and Health Fund and its 2 subaccounts for the purpose of improving the quality and availability of
health and education programs for pre-kindergarten children and their families who otherwise have limited access to
such services. The revenues also cover the administrative costs of the newly-established Arizona Early Childhood
Development and Health Board. See Table 1 for deposits into the Early Childhood Development and Health Fund
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since the implementation of this tax in December 2006. A subsequent Attorney General Opinion determined in
December 2006 that the 80¢ per pack tax could be levied on tribal reservation cigarettes sold only by federally-
licensed, non-tribal member retailers, thereby exempting tribal member sellers from the tax.

Laws 2006, Chapter 278 strengthened administrative and enforcement provisions of tobacco tax laws. The act
increased civil penalties and elevated the severity of criminal offenses for tobacco tax evasion and fraud. The act
likewise expanded the procedures governing the seizure and forfeiture of untaxed tobacco products, adding new
license and license renewal requirements as well as expanding cigarette distributor, manufacturer and importer filing
obligations and created requirements for maintaining storage and transaction records. The act aso exempted the
imposition of tobacco taxes on sales of tobacco products to the U.S. Veterans' Administration, U.S. military
exchanges and commissaries, law enforcement agencies for use in criminal investigations, and common carriers
engaged in foreign passenger service. (Effective September 30, 2006)

2005 TAX LAWS

Laws 2005, Chapter 11 eliminated a statutory conflict in the language of A.R.S. § 42-3251 which states how the
State Treasurer receives tobacco tax proceeds. This act has no fiscal impact.

Laws 2005, Chapter 300 further extended the distribution of some luxury tax revenues to the Corrections Fund
beyond the scheduled expiration date of June 30, 2005. The hill extended the lapsing date to June 30, 2010.
(Effective retroactively from June 30, 2005)

2004 TAX LAWS

Laws 2004, Chapter 311 established requirements for tobacco product delivery sales. These are defined as salesin
which the tobacco purchase order is placed remotely via telephone, Internet, mail, etc. and the product is delivered
by mail or delivery service. The act requires sellers to verify the age of the purchaser and to collect and remit
tobacco product taxes to the Department of Revenue. There is an indeterminate positive fiscal impact from this act
due to the increased collection of taxes on tobacco product delivery sales. (Effective August 25, 2004)

. See Table 1 for deposits into the Tobacco Products Tax Fund since the implementation of this tax.

A listing of tax law changes prior to the 2003 legidative session is available on the JLBC Web site located at
www.azleg.gov/jlbc/09taxbook/09taxbk.pdf.
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L UXURY TAX ON LIQUOR

DESCRIPTION

The luxury tax on liquor islevied on wholesalers of spirituous, vinous, and malt liquors.
DISTRIBUTION

Revenues from this tax are distributed among several funds, including:

Sate School Aid. 1.17% of spirituous liquor tax collections and 14% of tax collections from vinous liquor with a
high alcohol content (over 24%) are alocated for state school aid. In practice, these monies are deposited in the
General Fund, which in turn funds state school aid. [A.R.S. § 42-3103]

Corrections Fund. 20% of the monies collected from spirituous liquor, and 50% of the monies collected from
vinous and malt liquors are deposited in the Corrections Fund, effective through June 30, 2010 [A.R.S. § 42-3104].

Wine Promotional Fund. The statute establishing this fund was repealed by Laws 2005, Chapter 11. (Effective
August 12, 2005). Prior to that, the first $100,000 of monies collected from vinous liquor with low alcohol content
attributable to domestic farm wineries or an in-state producer was deposited into the Wine Promotional Fund
[A.R.S. §42-3105].

Drug Treatment and Education Fund. 7% of the monies collected from spirituous liquor and 18% of the monies
collected from vinous and malt liquors are deposited in the Drug Treatment and Education Fund of the Arizona
Judiciary [A.R.S. § 42-3106A].

Corrections Revolving Fund. 3% of the monies collected from spirituous liquor and 7% of the monies collected
from vinous and malt liquors are deposited in a revolving fund of the Department of Corrections [A.R.S. § 42-
3106B].

General Fund. All remaining tax monies are deposited in the General Fund [A.R.S. § 42-3102].
WHO PAYSTHE TAX
The luxury tax on liquor is added to the sales price of liquor items and is paid by:

¢ Wholesalers who purchase malt liquors for resale within Arizona[A.R.S. § 42-3353A].

e Wholesalerswho sell spirituous liquors within Arizona[A.R.S. § 42-3354 A].

o Every domestic farm winery or microbrewery that sells vinous or malt liquor at retail or to certain licensees.
[A.R.S. § 42-3355].

e Wholesalers who purchase vinous liquors for resale within Arizona before Jan. 1, 2007, and wholesalers who
sell vinous liquors within Arizona beginning Jan. 1, 2007 [A.R.S. § 42-3353B and § 42-3354B].

TAX BASE AND RATE

The following is the tax base and rate for each liquor type [A.R.S. § 42-3052]. A proportionate rate is applied to
each liquor type for greater or lesser quantities:

e Spirituousliquor. $3 per gallon. Examples of spirituous liquor include whiskey and vodka.

e Vinous Liquor with High Alcohol Content. $0.25 on each container of 8 ounces or less of vinous liquor having
an alcohol content of greater than 24%. Containers exceeding 8 ounces are taxed a a rate of $0.25 per 8
ounces. An example of vinous liquor at this alcohol content level is brandy. According to the Department of
Revenue, no revenue has been collected from this tax in recent years.

e Vinous Liquor with Low Alcohol Content. $0.84 per gallon on each container of vinous liquor with an acohol
content of 24% or less, except cider. An example of vinous liquor at this alcohol content level iswhite wine.

e Malt Liquor. $0.16 on each gallon of malt liquor or cider. Examples of malt liquor are beer and cider.
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Tablel
TAX COLLECTIONSAND DISTRIBUTION
Judiciary
Wine Drug Treatment
Genera Corrections Promotional Corrections & Total
Fiscal Year Fund ¥ Fund Fund® Revolving Fund  Education Fund Collections
FY 2009 $28,797,539 $23,587,644 $0 $3,358,868 $8,434,654 $64,178,705
FY 2008 $28,562,812 $23,976,492 $29,003 $3,411,936 $8,576,309 $64,556,552
FY 2007 $28,277,919 $23,273,991 $35,965 $3,313,708 $8,323,288 $63,188,906
FY 2006 $27,192,240 $22,636,747 $38,481 $3,221,929 $8,096,444 $61,147,360
FY 2005 $26,085,548 $22,068,568 $34,667 $3,139,770 $7,894,513 $59,223,067
FY 2004 $24,543,937 $20,938,588 $27,995 $2,978,318 $7,490,976 $55,979,814
FY 2003 $23,412,284 $20,419,376 $25,497 $2,902,721 $7,306,966 $54,066,844
FY 2002 $22,863,127 $19,836,567 $23,391 $2,820,269 $7,098,014 $52,641,368
FY 2001 $22,443,910 $19,294,778 $21,278 $2,743,924 $6,903,464 $51,407,354
FY 2000 $21,989,911 $19,274,703 $21,197 $2,739,633 $6,897,717 $50,923,161
FY 1999 $20,874,947 $18,176,293 $14,595 $2,583,453 $6,502,823 $48,152,111
FY 1998 $19,986,517 $17,435,389 $ 9,306 $2,477,227 $6,235,814 $46,144,253
FY 1997 $23,663,919 $17,051,956 $ 9,542 $1,242,158 $3,124,761 $45,092,336
FU 1996 $27,791,380 $16,947,743 $10,233 $44,749,356
FY 1995 $26,311,189 $15,714,326 $ 8,299 $42,033,814
FY 1994 $26,462,911 $15,792,486 $ 7,536 $42,262,933
FY 1993 $25,684,226 $15,166,158 $40,850,384
FY 1992 $25,839,029 $15,252,220 $41,091,249
FY 1991 $24,929,069 $14,880,014 $39,809,083
FY 1990 ¥ $40,305,323
1/ Includes funds to be used for state school aid.
2/ Monies collected for this fund were transferred quarterly by the Government Accounting Office to the Department of Commerce

@

to pay back an outstanding loan the now defunct Wine Commission had taken from the Commerce Economic Development
Fund.
Distribution amounts are not available for FY 1988-FY 1990.

SOURCE: Department of Revenue, Annual Reports.

PAYMENT SCHEDULE

Wholesalers, domestic farm wineries, and domestic microbreweries must submit a return and pay the luxury tax on
liquor to the Department of Revenue monthly on or before the 20th day of the month following the month in which
the tax accrues. The tax must be paid within 10 days of the due date to avoid penalty and interest charges [A.R.S. §
42-3353 and § 42-3354].

IMPACT OF TAX LAW AND REVENUE CHANGES

The following section is a summary by year of tax law changes that have been enacted by the Legislature since
2003.

There were no changes enacted to this tax in 2003, 2007, and 2009.
2008 TAX LAWS
Laws 2008, Chapter 60 amends A.R.S. § 4-205.08 to state that microbreweries will be responsible for paying the

relevant luxury tax on the liquor that is produced. This law clarifies A.R.S. § 42-3355, which requires
microbreweriesto pay luxury tax.
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2006 TAX LAWS

Laws 2006, Chapter 302 bifurcates domestic microbrewery and farm winery regulatory provisions in statute. The
licensing conditions and requirements for domestic microbreweries and farm wineries were previously contained in
the same section of statute, A.R.S. § 4-205.04. The act deleted all references to domestic microbreweries in that
section and added A.R.S. § 4-205.08 to specifically address domestic microbreweries. Within A.R.S. § 4-205.08
the act also amends regulatory provisions to allow domestic microbreweries licensed in Arizona to sell and deliver
beer to entities licensed in other states and licensed retailersin Arizona. The act aso haves the minimum amount of
beer a microbrewery must produce annually to possess a microbrewery license and doubled the maximum amount of
beer a microbrewery may produce without having to apply for a producer’ s license.

Laws 2006, Chapter 310 amended domestic farm winery regulations. The act eliminated the requirement that
licensed domestic farm wineries produce wine containing 75% of grapes and other agricultural products grown in
the state, allowing wineries to acquire agricultural ingredients from anywhere. The act reduced by almost half the
annual amount of wine a domestic farm winery may produce without having to apply for a producer’s license. The
act also permits wineries that produce less than 20,000 galons of wine a year to make sales and deliveries to
retailers and consumers.

2005 TAX LAWS

Laws 2005, Chapter 11 repealed A.R.S. § 42-3105, which established the Wine Promotional Fund and directed the
Department of Revenue to deposit the first $100,000 collected from domestic farm wineries or in-state wine
producers to the Fund. These monies will now be distributed the same way that all remaining vinous liquor tax
collections are distributed.

Laws 2005, Chapter 94 provided an exemption from the liquor tax for wine that is used in connection with a
religious service or practice recognized by the United States Internal Revenue Service Code as a nonprofit religious
organization. The fiscal impact of this provision is unknown. The bill also levies the tax on wine at the point of
sale, rather than upon delivery from the wholesaler, which will tax wine in the same manner as other spirituous
liquor. The estimated fiscal impact is to shift approximately $(1,142,000) in liquor tax collections from FY 2007 to
FY 2008. (Effective January 1, 2007)

Laws 2005, Chapter 300 extended the distribution of revenues from luxury taxes on alcohol and tobacco products
from June 30, 2005 to June 30, 2010. (Effective July 1, 2005)

2004 TAX LAWS

Laws 2004, Chapter 77 extended the hours that liquor can be sold at retail locations until 2:00 am and permitted
on-site consumption until 2:30 am. Currently, liquor retailers must stop serving alcohol at 1:00 am and on-site
consumption must stop by 1:15 am. This act is estimated to annually increase luxury tax collections by at least
$250,000, which would offset the new regulatory requirements at the Department of Liquor Licenses and Control.
(Effective August 25, 2004)

A listing of tax law changes prior to the 2003 legidlative session is available on the JLBC Web site located at
www.azleg.gov/jlbc/09taxbook/09taxbk.pdf.
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ALCOHOLIC BEVERAGE LICENSE FEES

DESCRIPTION

Alcoholic beverage license fees are charged to sellers and producers of acoholic beverages in Arizona as a means
for the state to regulate the sale of such beverages. Fees are charged for original licenses, license renewals, and
transfers of licenses. There is also an additional issuance fee for each original license issued. The number of
original licenses granted per county is restricted according to county population. Fee amounts vary by type of fee
and type of seller or producer (e.g., restaurant, hotel, microbrewery, etc.). The revenues from the license fees are
distributed among several recipients.

DISTRIBUTION

Club Licenses and Applications. The revenues derived from club licensing and applications are dedicated to the
Department of Economic Security's Department of Mental Retardation, Capital Investment Fund [A.R.S. § 4-116].

Secial Event Licenses. Collections are dedicated to the Department of Health Services for use in the evaluation and
treatment of alcoholics [A.R.S. § 4-203.02A].

Restaurant License. 5% of Revenues collected from fees related to the issuance of a maximum of 15 restaurant
licenses in any fiscal year through FY 2013 to licensees who do not meet the definition of a restaurant are to be
deposited into the Driving Under The Influence Abatement Fund [A.R.S. § 4-213J] with the remainder being
deposited into the General Fund [A.R.S. 8 4-213E]. Monies collected from all other restaurant issuance fees and
annual license fees are deposited as outlined in the All Other Licenses explanation.

All Other Licenses. Except for the above club, special event, and some restaurant license fees, two-thirds of license
fees are deposited in the state General Fund. One-third of the license fees collected in counties with a population of
500,000 or less are to be paid monthly by the director of Liquor Licenses and Control to the treasurer of those
counties. For each county with a population of over 500,000, the director is to pay the county treasurer from the
remaining one-third of license fees the amount of $3,000 for each new license issued for premises in unincorporated
areas of that county, up to a maximum of $150,000. The remainder of the one-third of license fees collected in
counties with a population of over 500,000 is deposited in the state General Fund [A.R.S. § 4-115].

WHO PAYSTHE TAX

The tax is paid by manufacturers, wholesalers, out-of-state producers, exporters, importers or rectifiers, retailers of
alcoholic beverages, businesses authorized by local governments to sell liquor, and domestic farm wineries or
microbreweries. All sellers of alcoholic beverages, including Indian tribal members on reservations, are required to
pay the license fees[A.R.S. § 4-209].

TAX BASE AND RATE

License and Permits. A flat fee is charged for an original license, annual license renewals, transfers of licenses,
assignments of agents, and interim permits. Every license expires annualy. In addition, for each additional original
license issued there will be levied a separate issuance fee equa to the license's fair market value which will be
deposited in the state General Fund [A.R.S. § 4-209, A.R.S. § 4-203.01, .02, and .03, and A.R.S. § 42-206.01].

Surcharges. Certain licenses are assessed various surcharges as part of the annual license renewa fee. The
revenues from these surcharges are dedicated to costs associated with audit and support staff activities, and costs
associated with an enforcement program to investigate licensees who have been the subject of multiple complaints
to the department [A.R.S. § 4-209J&K].

Maximum Additional Licenses Per County. With the exception of bar, beer and wine bar, liquor store and some
restaurant licenses issued pursuant to A.R.S. § 4-213E, there is no maximum number of licenses that can be issued.
Restaurant licenses that do not meet the definition of a restaurant and receive permission from the Department of
Liquor Licenses and Control to continue to operate as a restaurant are limited to a maximum of 15 restaurant
licensesin any fiscal year. In FY 2013 and beyond, no additional licensees will be granted permission to continue to
operate under A.R.S. § 4-213E.
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The total number of bar, beer and wine bar or liquor store licenses are limited in a single county through FY 2009 to:
¢ 1 license, of each type, in counties with a population of less than 100,000 persons.
e 3licenses, of each type, in counties with a population of 100,000 or more persons but less than 500,000 persons.
o 5licenses, of each type, in counties with a population of 500,000 or more persons but less than 1,000,000
persons.
¢ 10 licenses, of each type in counties with a population of 1,000,000 or more persons.

Beginning July 1, 2010, the Department of Liquor Licenses and Control shall issue 1 bar, 1 beer and wine bar and 1
liquor store license in each county for each 10,000 person increase over the population in that county as of July 1,
2010.

Exemptions:

Drug stores selling spirituous liquors only upon prescription.

Any confectionery candy with less than 5% by weight of alcohol.

Manufacturers, wholesalers and retailers of ethyl alcohol used for scientific, chemical, mechanical, industrial,
medicinal or other nonbeverage purposes.

Individuals and establishments authorized by Congress to procure spirituous liquor or ethyl alcohol tax-free.

e Manufacturers of denatured alcohol produced under provisions established by acts of Congress [A.R.S. § 4-226].

Tablel
COLLECTIONSAND DISTRIBUTION
Department Department
Fiscal General  of Economic of Health Audit  Enforcement Liquor
Year Total Fund Security Services  Counties Surcharge Surcharge Department ¥

FY 2009 $6,559,069 $5,040,087  $56,400 $49,175  $530,252 $158,730 $724,425 -
FY 2008 $6,333,680 $4,871,121  $49,600 $45,775  $483,938 $162,186 $721,060 -
FY 2007 $6,042,559 $4,661571 $47,750 $45975  $448,928 $155,040 $683,295 -
FY 2006 $5,903,308 $4,431,909 $49,275 $51,250  $446,672 $152,580 $673,290 $98,332
FY 2005 $5,581,198 $4,206,281  $48,850 $47,775  $458,487 $151,650 $668,155

FY 2004 $5/473,828 $4,219,995  $49,100 $44500 $369,358 $147,180 $643,695

FY 2003 $5,018,445 $3,826,968 $53,800 $42,350 $327,837 $143,480 $624,010

FY 2002 $4,746,146 $3,776,390  $54,850 $40,100 $333901 $97,380 $443,525

FY 2001 $4,933,818 $3,876,428 $44,175 $47,950 $346,375  $93,840 $525,050

FY 2000 $4,278,445 $3,323,418 $50,975 $41,050 $347,272  $93,080 $422,650

FY 1999 $4,293,893 $3,365,016  $53,075 $39,550 $349,182  $83,520 $403,550

FY 1998 $4,453507 $3,698,779  $53,050 $38,500 $358,598  $88,880 $215,700

FY 1997 $4,398,612 $3,634,188  $59,200 $40,150 $369,524  $86,600 $208,950

FY 1996 $3,222,863 $3,222,863 $58,675 $38,425  $311,742  $82,920 $198,650

FY 1995 $3,639,600 $2,404,500 $57,100 $34,400  $337,700

FY 1994 $3,426,400 $2,577,500 $54,900 $36,100  $343,100

FY 1993 $3,092,600 $2,034,000 $51,400 $33,400 $762,700

FY 1992 $3,108,308 $2,166,604  $70,130 $30,575  $840,999

FY 1991 $3,304,200 $2,385,400  $39,000 $29,300  $850,500

FY 1990 $3,249,311

v See Laws 2005, Ch.284 — department may retain costs associated with randomly selecting additional licensees.

Note: Distributions are not available for FY 1985 —FY 1990.

Note: From FY 1993 — FY 1995 some license fees were distributed to the “ Automated File and Retrieval Fund” and
“Surcharge on Renewals.” These distributions no longer exist.

Note: 5% of the revenues generated from licensees that are permitted to continue operation as a restaurant pursuant to
A.R.S. 8§ 4-213E will be deposited into the Driving Under the Influence Abatement Fund beginning in FY 2009.

SOURCE: Department of Liquor Licenses and Control.
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Application Fees:

e Origind license B $100
e Transfer of license B $100 [A.R.S. § 4-209A]

Issuance fees for original licenses:

Table2
1 In-state producers of spirituous liquors $1,500
2. Out-of -state producer’s, exporter’s, importer’s, or rectifier's license, except an out-of-state 200
winery selling 50 or fewer cases of winein acaendar year
3. Domestic microbrewery license 300
4, Wholesalers of spirituous liquors 1,500
5. Local government licenses 100
6. On-saleretailers on all spirituous liquors and bar license 1,500
7. On-saleretailers beer and wine bar license 1,500
8. Railroads, airlines or boats, conveyance licenses 1,500
9. Off-saleretailers on al spirituous liquors, liquor store license 1,500
10. Off-saleretailers beer and wine store license 1,500
11. Hotelsand motels 1,500
12.  Restaurants 1,500
13. Domestic farm winery 100
14.  Clubs 1,000
15. Out-of-state winery selling 50 or fewer cases of winein a calendar year 25
[A.R.S. §4-209B]
Annual License Fees:
Table3
1 In-state producers of spirituous liquors $50
2. Out-of -state producer’s, exporter’s, importer’s, or rectifier's license, except an out-of-state 50
winery selling 50 or fewer cases of winein acalendar year
3. Domestic microbrewery license 300
4. Wholesalers of spirituous liquors 250
5. Local government licenses 100
6. On-saleretailers on all spirituous liquors and bar license 150
7. On-saleretailers beer and wine bar license 75
8. Railroads, airlines or boats, conveyance licenses 225
9. Off-saleretailers on al spirituous liquors, liquor store license 50
10. Off-sderetailers beer and wine store license 50
11. Hotelsand motels 500
12.  Restaurants 500 ¥
13. Domestic farm winery 100
14.  Clubs 150
15.  Out-of-state winery selling 50 or fewer cases of winein a calendar year 25

1 If therestaurant is continuing to operate under A.R.S. § 4-213(E), an additional fee, to be determined by the Department of Liquor Licenses
and Control will belevied. (Please see 2006 Tax Laws section for additional information)

Note: The Department of Liquor Licenses and Control may issue such licenses with staggered renewal dates. A

license issued less than 6 months before the scheduled renewal date shall be charged only one-half of the

annual licensefee [A.R.S. § 4-209C].

equal to half the annual rate [A.R.S. § 4-209E].

Note: Establishments operating on a seasonal basis not exceeding 6 months in any year are subject to license fees

[ARS.

§ 4-200D]
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Transfer Fees for Spirituous Liquor Licenses:

(1) From Person to Person $300
(2) From Location to Location 100
[A.R.S. §4-209F-CG]

Transfer of Licenses. Bar, beer and wine bar and liquor store licenses may temporarily be transferred from counties
with a population of 500,000 or more persons to counties with a population of 500,000 or less persons between July
1, 2006 and December 31, 2007.

Assignment Fees. A $100 feeis charged for a change of agent. For aholder of multiple licenses, the fee is $100 for
the first license and al remaining licenses transferred to the same agent shall be $50 each, with a maximum fee of
$1,000 [A.R.S. § 4-209H].

NOTE: License transfers are not permitted for restaurants, hotels, motels, clubs or domestic farm wineries or
microbreweries, except that clubs may transfer alicense from location to location.

Interim Permit Fees. For original license pending or license transfer pending, the fee is $100 [A.R.S. § 4-203.01].

Other Licenses. In addition, special event licenses are issued on adaily basis at afee of $25 per day. The domestic
wine festival license feeis $15 per event [A.R.S. § 4-203.02 and § 4-203.03].

PAYMENT SCHEDULE

Original license fees, interim permit fees, and transfer fees are due upon application. Payments for annual license
renewal are due in advance. A system of staggered renewal dates may be implemented by the Department.
Licenses that are not renewed on the due date are subject to a penalty equal of $150 [A.R.S. § 4-209A].

The Department of Liquor Licenses and Control collectsthetax [A.R.S. § 4-112].
IMPACT OF TAX LAW AND REVENUE CHANGES

The following section is a summary by year of tax law changes that have been enacted by the Legislature since
2003.

There were no changes enacted to this tax in 2003, 2004, 2007 and 2009.
2009 TAX LAWS

Laws 2009, Chapter 50 allows the consumption of wine and beer from broken packages in public places where an
event or festival istaking place aslong as a special license has been obtained.

Laws 2009, Chapter 81 increases the amount of beer a microbrewery may produce in a calendar year from 620,000
to 1,240,000 gallons.

2008 TAX LAWS

Laws 2008, Chapter 256 extended the lapsing date of FY 2008 (Laws 2006, Chapter 383) to FY 2013 for the
Department of Liquor Licenses and Control to permit up to 15 restaurant licensees to continue to operate as a
restaurant, if: 1) the department has determined, either through audit or consent agreement, that the establishment’s
food sales to total sales are at least 30% but less than the statutory requirement of 40% required to be considered a
restaurant; 2) a licensee requests to continue to operate and meets additional criteria established by the Laws 2006,
Chapter 383; and 3) the licensee pays an additional annual fee, which is to be determined by the department, for the
specia license. Those receiving approval may continue to operate beyond FY 2013 should the establishment
continue to meet the criteria established by this chapter. Prior to Chapter 383, if an audit revealed that the licensee
did not meet the definition of a restaurant, the department would revoke the license. The establishment could then
have attempted to secure a spirituous liquor license, which does not have the food sale requirement of a restaurant
license.
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