SUMMARY OF FY 2013 BASELINE ASSUMPTIONS

The Basdline provides an estimate of the General Fund shortfall for the current and upcoming budget year. The revenue
projections reflect the consensus economic forecast while the spending estimates represent funding formula requirements
and other obligations.

General Fund Balances

Given forecasted FY 2012 revenues of $8.91 hillion and spending of $8.33 hillion, the state has a projected FY 2012

balance of $583 million.

In terms of FY 2013, the Baseline revenue estimate is $8.79 billion, compared to Baseline spending of $8.36 billion. The

Baseline projected cash balance is $431 million.

The state is projected to have a shortfall of $(172) million in FY 2014 due to the expiration of the 1-cent salestax. This

estimate does not include the use of prior year balances.

Changing several key assumptions would significantly revise this outlook . Slightly lower economic growth and plaintiff

verdictsin budget lawsuits would create shortfalls of $(360) million in FY 2013 and $(1.0) billionin FY 2014.

The Baseline projections come with the following caveats:

= Any new permanent spending or tax reduction initiative would reduce the short-term balance and increase the
FY 2014 shortfall.

= Numerous factors could slow economic growth — such as the European debt crisis and unknown future political events
and natural disasters.

= Any serious effort to resolve the federal deficit would probably increase state costs by reducing the level of federal
assistance.

= Pending budget lawsuits could cost over $475 million if plaintiffs are successful. These lawsuits address issues such
as Medicaid coverage and provider rates along with K-12 inflation.

Asthe state is crafting afiscal policy in light of these uncertainties, the Legislature may want to consider:

= Given the loss of the 1-cent salesin FY 2014, JLBC Staff recommends that we track the impact of FY 2013 decisions
on the FY 2014 balance throughout the process.

= 3-year budget forecasts are inherently unreliable. If the revenue forecast has a 2% error, total annual revenues could
change by $500 million in the third year.

= The state's lack of budget reserves leaves no margin for error (and hampers the state’'s credit rating). Prior to the
recession, the Rainy Day Fund exceeded $600 million.

= The state is still annually suspending over $700 million in statutory funding formulas. If funded, the state would no
longer have any FY 2013 balance.

= While these General Fund issues are important, they are an increasingly smaller segment of the overall state budget.
The General Fund represents only 31% of the budget, down from 44% in 2000.

General Fund Revenues

The projected FY 2012 revenues of $8.91 billion are $578 million higher than originally forecasted due to:

= Not having to pay off a FY 2011 shortfall. The original budget assumed that $332 million of FY 2012 revenues
would pay off a FY 2011 shortfall of that amount. Due to higher than expected growth at the end of the prior fiscal
year, the state ran adight surplus at the end of FY 2011, thereby freeing up $332 million in the FY 2012 budget.

= The higher FY 2011 revenue base results in higher FY 2012 collections. After excluding all one-time and statutory
adjustments, the underlying FY 2012 base revenue growth has been adjusted from 5.6% in the enacted budget to 5.3%
in the current baseline.

While base revenues are forecast to grow in FY 2013, one-time factors would reduce FY 2013 collections by $(121)

million to $8.79 billion:

= Based on JLBC's 4-sector consensus, base revenues are projected to grow by $415 million, or 5.1%.

= The state set-aside for urban revenue sharing formula distributions would grow from $424 million to $514 million,
thereby reducing state revenue by $(89) million.

= Previously enacted legislative changes would reduce state revenue by $(91) million, primarily from ending the early
June sales tax payment of some businesses.

= Elimination of fund transfers and county cash contributions would reduce revenue by $(357) million.

General Fund Spending
FY 2013 General Fund spending is projected to be $8.36 billion, an increase of $30 million or 0.4% above FY 2012.
Excluding one-time adjustments, spending would grow by $109 million, or 1.3%.
The entire state budget, including both appropriated and non-appropriated funds, is projected to be approximately $28
billion.
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Education

Department of Education

ADE spending would decrease by $(27.8) million, or (0.8)%. The $(27.8) million includes:

= $(57.8) million for a(1.2) % prior year enrollment decline and a Homeowner's Rebate overage.

= $51.1 million for 0.4% Average Daily Membership (ADM) growth in FY 2013 as well as 3.7% special education
growth.

$7.2 million for a1.7% inflation adjustment for transportation and charter additional assistance. Prior to FY 2011, the
state had inflated the per pupil “base level” aswell. That adjustment would have cost another $74.3 million.

$(22.6) million net decrease for 1.4% new property growth.

$4.8 million to offset assessment ratio change for business personal property.

$35.0 million to restore Capital Outlay Revenue Limit (CORL) monies temporarily funded with federal monies.

$(8.1) million for continued Career Ladder phase out.

$(5.0) million to eliminate one-time funding for Student Accountability Information System (SAIS) replacement.
$(39.0) million for new restrictions on Homeowner's Rebate digibility.

$2.0 million to reimburse counties for new affidavit process.

$4.5 million for other adjustments.

U
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School FacilitiesBoard

SFB spending would increase by $9.3 million, or 5.7% due to increased debt service associated with past |ease-purchase
agreements.

The Baseline assumes no additional new construction is authorized in FY 2013. SFB has requested $165 million for 18
new schools, including $20 million for 7 schools expected to exceed capacity by FY 2013.

Universities

The Universities General Fund spending would remain unchanged.

University enrollment is projected to be 127,601 full-time equivalent students in FY 2013, an increase of 1,934 in-state
students, or 2.2% above FY 2012. University enrollment growth is not part of a statutorily-required formula. Enrollment
growth would have cost $21.8 million.

Community Colleges

Community College General Fund spending would decrease by $(5.2) million, or (7.4)%, primarily due to a $(7.4) million
statutory equalization aid formula decrease.
Enrollment is projected to increase by 9,681 full-time equivalent students, or 7.1%, for atotal enrollment of 145,470.

Health and Welfare

AHCCCS

AHCCCS' Genera Fund spending would increase by $43.5 million, or 3.2%. The $43.5 million includes:

= $41.7 million for alower federal match rate.

= $40.7 million for the loss of one-time FY 2012 savings offset by the annualization of FY 2012 waiver changes
associated with an enrollment freeze and provider rate reduction.

= $(47.0) million due to the increase in Prescription Drug Rebate Fund savings.

= $8.2 million to backfill tobacco settlement funds.

The traditional Medicaid caseload is projected to grow by 3.0% from June 2012 to June 2013, while the Proposition 204

caseload is forecast to decline by (9.5)% due to a Childless Adult enroliment freeze. The total enrolled population would

reach 1.3 million by June 2013. Lower than expected FY 2012 caseloads will allow AHCCCS to absorb the cost of FY

2013 caseload increases.

Department of Health Services

DHS Genera Fund spending would increase by $51.1 million, or 10.3%. The $51.1 million includes the following

Medicaid changes:

= $66.7 million for new FY 2013 Medicaid behavioral health formula growth, including $41 million to annualize higher
than budgeted FY 2012 provider rates.

= $10.6 million for alower federal match rate.

= $(26.2) million for the annualization of savings associated with the waiver plan to freeze enrollment and reduce
provider rates.

The traditional Medicaid behavioral health caseload is projected to increase 3.0% from June 2012 to June 2013, while the

Proposition 204 caseload is projected to decline by (10.0)% in that same time period. The total served population would

reach 116,000 by June 2013.

S7



Department of Economic Security

DES General Fund spending would increase by $4.7 million, or 0.8%. The $4.7 million includes the following Medicaid
changes:

= Anincrease of $11.8 million for new FY 2013 Developmentally Disabled (DD) Medicaid caseload growth.

= A decrease of $(14.8) million for the annualization of FY 2012 DD capitation and waiver changes.

= Anincrease of $7.7 million for alower federal match rate.

Criminal Justice

Department of Corrections

ADC Genera Fund spending would decrease by $(0.8) million to remove one-time FY 2012 leap year funding.

The Baseline does not include:

= Adjustmentsfor transferring prisoners with sentences of less than a year to the counties, pending further information.
= Funding for new beds, pending legisative review of ADC’s proposal to cancel a 5,000 private prison bed contract.

If the prisoner population remains flat, ADC would continue to have a bed shortfall of (1,321) in June 2013. ADC
manages this shortfall through the use of temporary beds.

Department of Juvenile Corrections

DJC General Fund spending would decrease by $(3.8) million, or (8.1)% due to the 2011 closure of the Catalina Mountain
School.

Financing and Payment Deferral

The Baseline includes an increase of $50.0 million from the General Fund for debt and lease-purchase payments in

FY 2013. Thisincreaseincludes:

= $35.1 million for the full annual payment for the $1.0 billion state building sale/lease-back issuance. The prior
payment in FY 2012 was interest only.

= $9.3 million due to increased debt service associated with past SFB new construction |ease-purchase agreements.

= $5.6 million related to financing payments for the expansion of the Phoenix Convention Center.

Increased debt service requirements would also reduce General Fund revenues by $(22.4) million:

= $16.8 million for the full annual payment on the $450 million of lottery revenue bonds issued in FY 2010. The prior
payment was interest only.

= $5.4 million for an increase in University SPEED bond debt service, which is funded by lottery profits which would
have otherwise gone to the General Fund.

The budget includes no net change in budgeted payment deferrals or “rollovers.” The budget continues to defer $1.3

billion in General Fund spending from FY 2012 to FY 2013, including:

= $953 million of school district payments.

= $200 million of payments to the University system.

= $118 million of AHCCCS payments.

= $35 million of DES payments.

State Employee | ssues

FTE Positions

The Baseline would decrease the Full-Time Equivalent (FTE) ceiling by (75.9) Positionsin FY 2013, mostly related to the
closure of a Department of Juvenile Corrections facility.

These adjustments would bring the total appropriated FTE Position ceiling to 52,128.4. As of mid-FY 2012,
approximately 43,460.4, or 83%, of authorized positions were filled.

Employee Pay and Salary | ssues

The Basdline includes a $(79) million one-time reduction in funding for a prior additional employee payday. There were
27 scheduled pay periodsin FY 2012, as opposed to the 26 that typically occur in other fiscal years.

The Baseline includes no change in funding for the employee or employer share of health insurance for existing state
employees, as surplus health insurance funds are expected to cover any cost increase.
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