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JOINT LEGISLATIVE BUDGET COMMITTEE
Thursday, December 19, 2002
9:30 am.
Senate Appropriations Room 109

AGENDA
Call to Order
Approva of Minutes of November 25, 2002.
DIRECTOR'S REPORT (if necessary).

EXECUTIVE SESSION - Arizona Department of Corrections - Report on Schofield v. State of
Arizona (On Call Duty Pay).

ARIZONA DEPARTMENT OF ADMINISTRATION

A. Consider Approva of Mileage Reimbursement for State Travel by Motor Vehicle.

B. Consider Approva of Lodging Reimbursement Rates.

C. Consider Approva of Self-Insurance for State Employee Health Insurance and Bimonthly
Report on the Implementation of Self-Insurance for State Employee Health Insurance.

SCHOOL FACILITIES BOARD - Consider Approva of Inflation Index.

COMMISSION FOR POSTSECONDARY EDUCATION - Consider Approval of Requested
Transfer of Appropriations.

OFFICE OF THE ATTORNEY GENERAL
A. Review Allocation of Settlement Monies.
B. Review of Expenditure Plan for Antitrust Enforcement Revolving Fund.

ARIZONA LEARNING SYSTEMS/COMMUNITY COLLEGES - Determine Disbursement of
Arizona Learning Systems Equipment.

ARIZONA DEPARTMENT OF ADMINISTRATION/GOVERNMENT INFORMATION
TECHNOLOGY AGENCY

A. Report on HRMS Replacement Project.

B. Review of Teecommunications Services Plan.
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7. STATE DEPARTMENT OF CORRECTIONS
A. Review of Pay Stipend and Hiring Bonus Program.
B. Review of Private Prison Request for Proposal.

8. AHCCCS - Report on Cost Sharing Measures.

9. STATE COMPENSATION FUND - Consider Approval of Calendar Y ear 2003 and 2004
Budgets.

10. REPORT ON RECENT AGENCY SUBMISSIONS

A.  Arizona Department of Administration - Semi-Annual Report on Health Insurance
Performance Standards.
Attorney General - Report on Model Court.
Arizona Criminal Justice Commission - Report on Crimina Justice Enhancement Fund.
Department of Economic Security - Bimonthly Report on Children Services Program.
Department of Economic Security - Report on Findings and Recommendations of the
Developmenta Disabilities Case Management Pilot Projects Committee.
State Land Department - Report on Fire Suppression Revolving Fund.
State Mine Inspector - Report on Abandoned Mines Safety Fund Expenditures and
Contributions.
Department of Revenue - Report on Ladewig Expenditures.
Arizona Department of Transportation - Report on Vehicle Registration Enforcement.

moow
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The Chairman reserves the right to set the order of the agenda.
12/12/02

Peoplewith disabilities may request accommodations such asinter preters, alternative formats, or assistance with physical accessibility.
Requestsfor accommodations must be madewith 72 hoursprior notice. |f you require accommodations, please contact the JLBC Office
at (602) 542-5491.
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MINUTES OF THE MEETING
JOINT LEGISLATIVE BUDGET COMMITTEE
November 25, 2002
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The Chairman called the meeting to order at 8:13 a.m., Monday, November 25, 2002, in Senate Appropriations Room 109.
The following were present:

Members: Senator Solomon, Chairman Representative Burton Cahill
Senator Arzberger Representative Gray
Senator Bee Representative Lopez
Senator Bennett Representative Pearce
Senator Brown Representative Pickens
Senator Cirillo
Senator Rios
Absent: Senator Bundgaard Representative Knaperek, Vice-Chairman
Representative Allen
Representative May
Staff: Richard Stavneak, Director Cheryl Kestner, Secretary
Gina Guarascio Bob Hull
Brad Regens Stefan Shepherd
Jill Young
Others: Cynthia Odom Attorney General’s Office
Vince Wood Assistant Director, DES
Bruce Liggett Deputy Director, DES
Bill Higgins ADOT
Catherine Eden Director, Department of Health Services
Mark Killian Director, Department of Revenue
Shawn Whiting Social Worker, General Assistance Program
David Bratteng Private Citizen
Tom Finnerty St. Vincent de Paul
Judy Bernas Director, Government Relations, Univ. of Arizona
Dr. Gary Passer President, Navajo County Community College District
Richard McNeely Director, Biomedical Communications
Monsignor Edward Ryle Private Citizen
APPROVAL OF MINUTES

Senator Solomon moved that the minutes of October 24, 2002 be approved. The motion carried.

EXECUTIVE SESSION

Senator Bee moved that the Committee go into Executive Session. The motion carried.
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At 8:14 a.m. the Joint Legislative Budget Committee went into Executive Session.

Senator Bee moved that the Committee reconvene into open session. The motion carried.

At 8:50 a.m. the Committee reconvened into open session.

A. ARIZONA DEPARTMENT OF ADMINISTRATION RISK MANAGEMENT SERVICES - Consideration of
Proposed Settlements under Rule 14.

Senator Bee moved that the Committee approve the recommended settlement proposal by the Attorney General's Office
in the case of Platte v. State of Arizona. The motion carried.

B. DEPARTMENT OF REVENUE - Consider Approval of Remaining Ladewig Expenditure Plan under A.R.S. §
38-431.03.

Senator Bee moved that the Committee approve the Department of Revenue’s (DOR) total estimated expenditure plan of
827,607,100 for their 5-year administrative costs for Ladewig, as required by Laws 2002, Chapter 321. A new statutory
allocation for administrative and settlement costs will be needed for each ensuing fiscal year beginning with FY 2004.
Each year the Committee will give final approval of DOR’s administration costs prior to the beginning of the next fiscal
year to allow for updated information.

The Committee also approved 37,497,000 for the remainder of the cost of DOR’s plan for administrative costs in FY
2003. This would fully fund DOR’s estimated administrative costs of $13,497,000 in FY 2003, when added to the
86,000,000 which the Committee approved at October’s meeting. The total of $13,497,000, includes the $866,400),
which was approved by the Committee in June for the first 3 months of FY 2003. The Committee requests that Personal
Services monies (including overtime) only be spent on staff directly working on Ladewig, and that DOR continue to
provide the Committee with monthly status and expenditure reports for the project. The motion carried.

DEPARTMENT OF ECONOMIC SECURITY (DES) - Determine Adjustments to General Assistance Program
(GA).

Mr. Stefan Shepherd, JLBC Staff, said that DES has requested that the Committee determine adjustments to the General
Assistance program due to a projected insufficiency of funds. They have made this request pursuant to A.R.S. § 46-207.
General Assistance is a program that provides financial assistance to persons who are unemployable because of a physical or
mental disability. The program is intended to be a bridge to the federal Supplemental Security Income (SSI) program. After
clients apply for GA the department is supposed to make an estimate as to whether or not the client is eligible for SSI. If
they think that they are eligible they then can be approved for GA. When GA clients are approved for SSI the federal
government will pay the state back for the GA benefits they paid out on behalf of those clients.

Senator Solomon asked how long it takes the federal government to reimburse the state for those clients. Mr. Shepherd said
he was not sure of the length of time for reimbursement. The state was more concerned about the length of time it took for
the federal government to determine if a client was SSI-eligible. It currently takes in excess of 1 year on average.

Senator Solomon stated that the state then carries a client for that period of time and then sometime after that if the client is
SSI eligible the payment is forthcoming. In the last budget bill DES was instructed to be vigilant about accepting GA clients
based on the belief that they would be accepted for SSI.

Mr. Shepherd said that is correct. Before the changes in the most recent legislative session the department was not required
to determine whether or not a client would be eligible for SSI. The budget for the program was reduced to about $2.1
million because of the legislation. At this point, the department’s best estimate for their projected deficit, should they
continue the program as is currently run, for the rest of FY 2003 is close to $3 million.

Senator Solomon asked if these clients have children and whether they are eligible for assistance through other programs,
such as food stamps.
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Mr. Shepherd said clients that have children would be eligible for AHCCCS, food stamps and those kind of programs. For
clients who do not have children there is no other formal program. They would have to get assistance from food banks and
other emergency shelters.

Senator Cirillo said if since these GA clients are more in crisis in the first few months of GA receipt, another option would
be to only have someone in the program for a certain number of months and then drop them. The new clients coming in
would be able to use up the money so that would take care of the people who are more in crisis.

Mr. Shepherd made a correction to the GA clients without children in that they are eligible for food stamps.

Senator Solomon asked how it is determined that the need is greater in the first few months than the need in the remaining
months. What are the changes in the clients’ profile that indicate a lesser need.

Mr. Shepherd said that he understands it is based on information DES receives from their case workers in the field.
Representative Lopez asked why there is such a discrepancy in the estimate and what the actual figures are.

Mr. Shepherd said the discrepancy is probably twofold. One is the number of clients was increasing at the time the estimate
was made. The base number of clients in the GA program was higher than the base number of clients that had been assumed
in the appropriation before the appropriation was reduced. Secondly, the department had made an estimate that they thought
about half of the clients on the GA program would no longer qualify under the new stricter eligibility rules. So far only
about 20% of the clientele did not qualify.

Mr. Shepherd mentioned that the department is not sure how it would use SSI recoupment. If the Committee were to
recommend shutting off the program DES would get additional SSI recoupments every month that reflect payments for GA
benefits earlier this year, last year or a couple of years ago. Whatever the Committee chooses to do regarding this program,
they may want to consider how to direct the department to spend additional SSI recoupments that it gets in, which is on the
order of anywhere between $100,000 and $150,000 a month.

Representative Pickens asked if the SSI recoupments could be used for the GA program. Mr. Shepherd said that they are
supposed to be used for the GA program.

Mr. Vince Woods, Assistant Director, DES, said the question regarding the timing of approval for SSI normally takes 12
months from the time the individual applies for SSI benefits to a decision being rendered. The amount of time for the
department to recoup benefits happens when the individual is approved for SSI. The check is then sent to the department,
not the recipient, for retroactive benefits, which is usually 12 months of back benefits. With regard to need being greater in
the first few months, the information that the department receives is from discussions with advocates in the community.

As to the number of GA clients with children, the program is mainly for adults. If they have minor children they are going
to receive TANF benefits. The average GA benefit is $153.00 a month.

Senator Rios asked if these clients have to have an address to receive benefits.

Mr. Woods said they do not. They need an address in order to receive correspondence. The department has agreements with
many homeless where their record of address is a shelter.

Mr. Woods said the department supports option 1 of the JLBC memo in the agenda book which is to keep the program
running until all funding has been exhausted.

In response to Senator Solomon, Mr. Woods said they expect to run out of funds in mid December. They will have to stop
taking applications from new clients after mid to late December. The program does not take a waiting list.

Senator Solomon said that this was a very painful process but felt the state has an obligation to protect their most vulnerable
people, and General Assistance clients are very vulnerable.

Representative Gray asked what would happen to the employees if the program is stopped. Mr. Woods said that they
actually have other responsibilities and their focus would be elsewhere, such as food stamps and TANF.
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Mr. Bruce Liggett, Deputy Director, DES, said that this has been a very difficult year with the budget problems and they did
consider requesting a supplemental appropriation, but with so many shortfalls in the department they are managing internally
right now. Even with tightened criteria for eligibility the numbers of clients did not drop. At this point, for the department
the options are limited.

Representative Lopez stated that the department recoups about $150,000 a month and asked what the monthly expenditure
for this population is. Mr. Liggett said that they are projecting about $500,000 per month in expenditures.

Ms. Shawn Whiting, Advocate for General Assistance, spoke in support of the General Assistance program.

Mr. David Bratteng spoke in support of the General Assistance program.

Mr. Tom Finnerty spoke in support of the General Assistance program.

Monsignor Edward Ryle spoke in support of the General Assistance program.

Senator Solomon said that she was going to hold this item.

ARIZONA LEARNING SYSTEMS/COMMUNITY COLLEGES - Disbursement of Arizona Learning Systems
(ALS) Equipment.

Ms. Jill Young, JLBC Staff, said that the Committee is required to direct the disbursement of ALS state-funded assets, which
include 10 sets of video and telecommunications equipment and hub equipment. The Committee has at least 3 options:

1. Allow the community college districts to retain all or part of the equipment as proposed by each community college
district.

2. Transfer possession of all or part of the ALS equipment to the University of Arizona Health Sciences Center for
collaborative use by the Arizona University System per their proposal.

3. Sell all or part of the equipment. We do not have a precise estimate of the current value of these assets, but the sale could
possibly generate $300,000. This is generally considered a last resort as articulated in the GITA letter.

JLBC Staff recommends that any equipment that cannot be utilized be sold and the funds returned to the General Fund, and
that the Director of ALS be retained for 90 days to carry out the decision of the Committee and that the Committee receive a
report within 75 days on that process.

Representative Pickens asked if the equipment could be utilized by itself or would further changes have to be made. Also
could the University of Arizona Health Sciences Center use it and would they have to add to it to make it functional.

Ms. Young said it is her understanding that the community college use plan varies by each district. Approximately half of
them would use the equipment to add an additional site to their currently existing networks. They would add it in without a
lot of change. The Arizona university system would put that equipment into their existing statewide network that is all
compatible with the ALS equipment. Each of the proposals would take some reconfiguration. There are plans on the part of
those community college districts that need additional hardware to purchase the equipment necessary to make it work within
their networks. None of the community college proposals included selling or giving up the existing ALS equipment.

Mr. Richard McNealy, Director, Biomedical Communications, University of Arizona, said that the equipment is identical to
the equipment they have put throughout Arizona and the Arizona Telemedicine Program at their sites. It is perfectly
compatible and gives them expansion capability into sites that they otherwise would not have funding for equipment. In
their proposal they have divided it up into a series of goals. Goal 1 basically places equipment in 2 Colleges of Nursing,
both at University of Arizona and ASU. This is very important because they are not on the statewide Telemedicine network
right now. They also have a growing role in the Phoenix area and the Phoenix campus has 1 video conference room and the
amount of activity for that room is such that they need a second location within that campus to video conference. The
Arizona Cancer Center is currently not on the network. They also propose the use of the equipment to begin
communications with the new translational genomics research institute that is being built in Phoenix. There is increased
video conferencing with the Department of Health Services, and one of the units would be placed there for their presence on
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Self-Insurance Progress Report
December 4, 2002

Chapter 328, 45" Legislature, 2" Regular Session, mandates the Arizona Department of Administration
(ADOA) to self-insure group health and dental benefits by October 1, 2003 and requires bi-monthly
reporting on the implementation progress. This is the second report to the Joint Legislative Budget
Committee and covers the period October 1, 2002-November 30, 2002. ADOA has developed a plan to
implement self-insurance by October 1, 2003. The following outlines the progress to date in key areas
of program implementation:

Project Budget

HB2708 appropriated $1.5 million in FY ‘03 for costs associated with the implementation of the self-
insurance program.

Identified expenditures are:

> Personal services and employee related expenditures for a Project Manager and Administrative
Assistant
»> Professional and outside services for consulting

T

> Communication costs

Anticipated Incurred as of 11/30/02 Appropriation
$ 1,500,000

Personal Services $ 91,700 $ 28,269
Employee Related Expenditures $ 19,300 $ 5,666
Professional and Outside
Expenditures

Mercer Consulting $ 1,239,000 $ 372311
Communication Costs’ $ 150,000
Total $ 1,500,000 S 411,246
REMAINING BALANCE $ 1,088,754

Proposed Legislation

While ADOA currently has statutory authority to establish a self-insurance program (A.R.S. §38-651),
statutory changes are needed to resolve or clarify several anticipated issues:

Language in A.R.S. § 36-651(D) would be amended to increase the State maximum paid towards
individual monthly premium payments. This is needed in view of the expected increases in health care
premiums for the plan year starting October 1, 2003.

1$215,517.96 incurred 7/1/02-9/30/02; $81,793.22 incurred for October 2002; $80,000 estimated for November 2002.
? Four direct-mail newsletters will be distributed to employees/reti-ees between the months of December and March
explaining the transition to self-insurance and necessary plan information.
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In order to facilitate the administration of the self-insurance program, it is proposed to add Section N to
A.R.S. § 38-651. This language proposes that, while ADOA must establish policies governing the
administration of the self-insurance program as well as the resolution of any disputes by an unbiased
third party medical panel, such policies are exempt from the requirements of the Administrative
Procedures Act (APA). Having to adopt rules each and every time a change is made to the State’s
benefits program is unworkable.

A.R.S § 38-654 would be amended to establish the HITF as an irrevocable trust, and to provide that
funds deposited in the HITF are irrevocably dedicated for employee health insurance purposes. This
will protect the fund from being placed in jeopardy during periods of revenue shortfalls.

ADOA proposes to strike the existing A.R.S. § 38-654 D (4) which sets a rate on the administration
costs per month and modify the section to add an additional use for the dedication of monies within the
HITF fund to be used for claim reserves required under self-insurance. The administrative amounts
have been established by legislative appropriation for some time rather than following the statute. This
simply modifies the statutes to recognize existing practice.

Background:

The Legislature has directed that ADOA self-insure employee health insurance by October 1, 2003.
While ADOA currently has statutory authority to establish a self-insurance program (A.R.S. § 38-651),
statutory changes are needed to resolve or clarify several anticipated issues:

A.R.S. § 38-651 (D) places a maximum on the State portion of the monthly premium payment for health
insurance. With the recent increase in premiums, the State portion of the out-of-state/out-of-network
premium for the PPO plan exceeded the maximum. In addition, the expectation of future increases in
health care costs means that current limits may no longer be sufficient. ADOA proposes to increase the
maximum amounts to bring the plan back within statutory compliance and to prevent future premiums
from exceeding the maximum. The Legislature always reviews the proposed decisions on benefits
contract awards and premium contribution strategies before adoption and announcement. That is not
changed under this proposal.

Section N has been added to A.R.S. § 38-651 to exempt the self-insured program from the
Administrative Procedures Act (APA):

» There is question as to whether policies relating to coverage, claims and other administrative matters
are subject to the rule-making provisions of the APA, A.R.S. § 41-1001 ef seq and may not be
applicable.

* The extensive and lengthy process involved with the APA would restrict the State/ ADOA from
changing or modifying necessary policies on an expedited basis to adjust for medical claim trends,
health care market adjustments and financial needs to maintain HITF Fund solvency.

» The APA provides that disputes must be resolved using the Office of Administrative Hearings
(OAH). ADOA proposes to use, under a self-insurance approach, a review panel of medical
specialists to adjudicate medical issues before a case is appealed to the Office of Administrative
Hearings. This will reduce the number of appeals to OAH for medical determinations. If the case is
eventually reviewed by OAH, the Administrative Law Judge will have additional medical evidence
to consider.
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A.R.S. § 38-654 establishes the Health Insurance Trust Fund to fund employee health insurance
programs. Currently, appropriated funds deposited in the HITF may be removed and redirected by the
Legislature for other purposes. It is vital with a new self-insurance program that the State maintain a
sufficient reserve to meet several months of anticipated claims until enough claims history is available to
accurately anticipate costs. It is necessary, therefore, to amend the statute to provide that reserve funds
may not be re-appropriated for other purposes. Funds would only be used for the purposes of paying
claims, administering and maintaining employee and retiree benefits.

A.R.S. § 38-654 establishes the HITF and specifically, Section D. (4), stipulates that not more than
$1.50 per employee per month shall be used for administrative purposes. There is and has been a
conflict between this wording and the amounts collected through provider contracts for administrative
and wellness purposes. The $1.50 wording was in statute prior to the appropriation of administrative
expenditures by the legislature and, thus served as a cap on administrative costs. Since FY 1999, the
administration budget has been appropriated, and the statutory language has been ignored, as
appropriations were made exceeding this cap. The current contract for medical insurance includes a
$4.10 per employee/per month surcharge, and the dental contract includes a $1.00 surcharge. With the
advent of appropriation status for the administrative portion of this fund, and particularly under self-
insurance, the wording ($1.50) can be eliminated from statute.

Modification of Section D (4) adds authorization for ADOA to utilize monies within the fund for claim
reserve purposes.

Fiscal Impact:
There is no fiscal impact related to above proposed changes. Since the administrative appropriation
supercedes the provider collection rate, the wording is no longer necessary.

Self-Insurance Advisory Council

The last meeting of the Council was October 24, 2002. Meetings were suspended until after the RFP’s
were released or a delay is granted by the legislature.

RFP Distribution

Program RFP’s will be released the week of December 2, 2002. A pre-proposal conference has been
scheduled for December 20, 2002. All proposals will be due to the State Procurement Office on January
20, 2002.

Technical review committees will be organized and will begin reviewing proposals on January 21, 2002.
ADOA will request to be on the JLBC agenda for the April or May meeting to discuss the contract
awards pursuant to ARS §38-658 in executive session.

Available FY 04 Options

A scope of work was distributed among the contracted Human Resources consulting firms to research
and recommend possible health insurance alternatives for the FY 04 plan year. During the consultant
interviews, it was apparent there were few options available due to limited claims data, budget
constraints, and the short time frame in which to implement any option. Therefore, the scope of work
was terminated.
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CIGNA Renewal

ADOA will continue with a dual track for FY ’04 to include a possible CIGNA renewal and
implementation of self-insurance. Pursuant to contract provisions, CIGNA submitted its introductory
renewal estimate on November 15, 2002. The final renewal request will be submitted on February 28,
2003 when additional claims data is analyzed by CIGNA. ADOA and CIGNA will be negotiating
throughout this period and anticipate finalization of rates in March, 2003. CIGNA has requested the
initial renewal rates be kept confidential until after February 28, 2003 due to proprietary concerns.

Project Developments

ADOA is continuing to research procedures for Medicare issues, Federal requirements for development
of Summary Plan Descriptions (SPDs), and independent review organizations. These issues will be
discussed in the next progress report when our research has been finalized.
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SCHOOL FACILITIES BOARD — CONSIDER APPROVAL OF INFLATION INDEX

The School Fecilities Board (SFB) reguests that the Committee approve an increase of 4.8% in the cost-
per-square foot factors used in its building renewal and new school construction financing formulas,
based on the Marshall Vduation Service (MVS) construction cost index for July 2002. The 4.8%
adjustment would take effect for new school construction in FY 2003. The adjustment for building
renewal would be scheduled to take place in FY 2004. Laws 2002, Chapter 330, however, suspended the
building renewal formulain that year. In February 2000, the Committee selected the MV Sindex as a
benchmark for adjusting the cost-per-square-foot figures each year.

At the August 2002 meeting, the Committee considered approva of an inflation index. The Committee
considered many options at the meeting, including 1) a 4.8% increase based on the MV S construction cost
index for July 2002; 2) a 1.0% increase, which is equa to the Gross Domestic Product (GDP) price
deflator for FY 2002; 3) a 0.6% increase, which is equal to the inflation increase that was adopted in

FY 2002; and 4) no inflation increase. The Committee did not take action at the August meeting, opting
instead to defer any decision until SFB had submitted to JLBC Staff its new school construction report for

FY 2004.

Recommendation

The Committee has at least four options:

1) Approve a4.8% increase in the cost-per-square-foot factors used in the building renewa and new
school construction financing formulas based on the MV Sindex. The index, which the Committee
has used in the past, would cost $9.4 million in FY 2004. A.R.S. § 15-2041D.3c requires the cost-
per-square-foot to be adjusted “for construction market considerations.”

(Continued)
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2) Approve a 1% increase in the cost-per-square-foot factors used in the building renewal and new
school construction financing formulas. Thisincrease is equal to the Gross Domestic Product (GDP)
price deflator for FY 2002. This option would cost $2 million in FY 2004, but is not based on a
construction-specific inflation index.

3) Approve a0.6% increase in the cost-per-square-foot factors used in the building renewal and new
school construction financing formulas based on the MV S index for the period July 1, 2000 to June
30, 2001. The Committee selected this as the adjustment for FY 2002 at the August 2001 mesting.
This option would cost $1.2 million in FY 2004.

4) Do not approve an increase in the cost-per-square-foot factors used in the building renewa and new
school construction financing formulas. This option, which would require the Legidature to
notwithstand the statutory indexing requirement in session law, would have no cost in FY 2004.

The Committee wanted to receive more information from the SFB new school construction report on
demographic assumptions, proposed construction schedule and new school construction costs before
approving an index. According to the report, SFB plans to spend about $391 million on new construction
projectsin FY 2003 and about $229 million in FY 2004.

Analysis
This section includes 1) background information regarding the SFB inflation index, 2) an explanation of
the options available for the current index, 3) a summary of the estimated impact of each option on the

state, and 4) a discussion of the new school construction report.

Background Information

The original Students FIRST legislation (Laws 1998, Chapter 1, 5" Special Session) established funding
amounts per square foot of space for new construction and building renewa (e.g., $90 per square foot for
Grades K-6). It required, however, that those amounts be adjusted periodically for inflation (A.R.S. §
15-2041D.3c). The latter provision states that the funding amount per square foot “shall be adjusted
annually for construction market considerations based on an index identified or developed by the Joint
Legidative Budget Committee as necessary but not less than once each year.”

At its February 2000 meeting, the Committee approved the MV S construction cost index for Class C
structures (masonry bearing walls) for Phoenix for the period from July 1 through June 30 of each year.
At that time, the rdlevant MV S index was 3.5%, so the Committee approved that index for the subsequent
budgetary period. Later that year (during September 2000), the Committee approved an additional 4.6%
“catch up” increase based on revised data from MVS.

At its August 2001 meeting, the Committee again used the MV S index for Class C dtructures. At that
time, the relevant MV S index was 0.6%.

Options for the Current Index

The MV S index for “Class C — Masonry Bearing Walls’ structures for Phoenix for the period from July 1,
2001 through June 30, 2002 is 4.8%. Approving this option would be consistent with past decisions of
the Committee. It would require, however, a greater increase in expenditures of the 2 options. In
addition, the MV S only provides information on buildings in the city of Phoenix. We do not have
information on the index for areas in Arizona outside of Phoenix. Therefore, we do not know how
accurate the index is statewide.

(Continued)
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A 1% increase would equal the GDP deflator for FY 2002. Though this option is not specificaly tied to a
construction index, it is a standard inflationary index and it is used to adjust K-12 maintenance and
operations funding.

It should be noted that both of the above options are based on inflation that has occurred in the past.
Neither of the measures is prospective.

The current cost-per-square-foot factors, and what those factors would become according to each of the
above two options, are presented in the table below.

SFB Cost Per Square Foot Factors
Current and Proposed
Rural Cost/Sq. Ft.
Urban Cost/Sg. Ft. (Urban * 1.05)
Grade Level Current Proposed Current Proposed |
4.8% 1.0% 4.8% 10%
Preschool w/Disabilities & K-6 $98.01 $102.71 $98.99 $102.91 $107.85 $103.94
Grades 7-8 $103.47 $108.44 $104.50 $108.64 $113.85 $109.73
Grades 9-12 $119.80 $125.55 $121.00 $125.79 $131.83 $127.05

In addition to the above 2 options, the Committee also considered a 0.6% increase at the August meeting,
which is equal to the previous year adjustment.

Affect on State Budget for K-12 Building Renewa

There would be no affect on the Building Renewal Fund in FY 2003 or FY 2004 no matter what index is
approved. Laws 2002, Chapter 330 suspended the building renewal formulain those years and
determined a building renewal distribution amount of $38,274,100 in FY 2003.

Affect on State Budget for New School Construction

The SFB assumes that an increase in the cost-per-square-foot factorswould affect costs for new school
construction during FY 2003. If a 4.8% increase were approved, the estimated fiscal impact for this
change for FY 2003 would be $495,600. SFB indicates that the new factors would increase the cost of
new school construction by approximately $9,912,800 to be spread over FY 2003 and FY 2004. Based
on the typical funding flow for new school facilities, only about 5% of that sumC$495,600Cwould be
expended in FY 2003. The remainder (estimated at $9,417,200) would be expended in FY 2004, with
some expenditure possibly dipping into FY 2005.

Assuming a 10% increase, the estimated fiscal impact for FY 2003 would be $103,300. The impact in FY
2004 (with again the possibility of some expendituresin FY 2005) would be $1,961,900 in this scenario.
The total impact, therefore, would be $2,065,200.

Laws 2002, Chapter 330 give SFB authority to conduct lease-to-own transactions in an amount not to
exceed $400 million. Because the costs arising from the new construction cost factor are small compared
with the total funding required for new construction in FY 2003, costs may be able to be absorbed within
the existing amounts set aside in the budget for thisyear. Either inflation adjustment, however, would
affect SFB’s FY 2004 estimated funding.

(Continued)



New School Construction Report

A.R.S. § 15-2002A.13 requires SFB to submit its demographic assumptions, proposed construction
schedule, and new school construction cost estimates for the following fiscal year to the Joint Committee
on Capital Review. Attachment 1 isthe JLBC Staff preliminary analysis associated with that report. As
the analysis indicates, SFB analyzes district enrollment figures on a case by case basis. The board,
therefore, did not include any statewide student enrollment projections in the report. Based on historical
data, JLBC Staff estimates statewide district enrollment to grow by 2.3% in FY 2003 and 2.4% in FY
2004. Thisis about equa to the FY 2002 growth rate of 2.4%. The growth rate for FY 2002 is dightly
inflated, however, due to the inclusion, for the first time, of Joint Technology Education District (JTED)
students in the data. Excluding those students, student enrollment grew by 1.8% in FY 2002.

Also included in the report is the board’ s projected funding of new school construction projects by year.
The board expects to spend approximately $391 million on new projectsin FY 2003 and about $229
millionin FY 2004. Asnoted in the andys's, however, SFB may be projecting some FY 2003
expenditures that will actually occur in FY 2004.

RS:JC:ss



Attachment 1

Analysis of New School Construction Report
Demographic Assumptions

The School Facilities Board (SFB) bases its demographic assumptions on its analysis of school district
forecasts of their Average Daily Membership (ADM), included in the Capital Plans submitted by districts to
the board. To conduct the analysis, SFB uses state population data, grade progression estimates, historical
ADM growth, and, if applicable, residential housing growth. Analysis of student enrollment growth is
performed on a district by district basis.

The SFB staff expects to recommend to the board for approval 23 new school construction projects for 20
school districts from December 2002 to March 2003. Only 13 of these districts, however, submitted a
Capital Plan to SFB by the September 1 deadline. For the districts that submitted data, SFB estimates

FY 2004 enrollment to grow in each district by an average of 9.8% for grades P-8 and by an average of
13.2% for grades 9-12. The 5-year average enrollment growth for these districts is 6.6% for grades K-8 and
6.2% for grades 9-12. The SFB, therefore, expects student enrollment in these districts to increase more
rapidly than the historical rates of growth. This is due to SFB often using district enrollment projections,
which rely more on projected residential housing development data than historical growth data.

Construction Schedule

The SFB estimates that it will oversee 64 new school construction projects in FY 2004. Of the total, SFB
estimates that 57 projects will be ongoing from a previous year and 7 projects will begin construction in FY
2004. This estimate, however, only includes projects that have already been given board approval. In
addition, SFB staff expects to recommend 23 new projects to the board for approval from December 2002 to
March 2003. Though SFB has provided total cost and yearly cash flow estimates for these 23 projects (see
Cost Estimates section below), SFB has not provided estimated plan review, bid, construction start, or
construction complete dates.

Cost Estimates

The board estimates it will provide total funding of $229,407,700 for 55 new school construction projects in
FY 2004. Of the total, SFB estimates providing $161,071,300 for 35 projects that have already been given
board approval and $68,336,400 for 20 projects that SFB staff will recommend to the board for approval
from December 2002 to March 2003. Of the $68,334.,400 for the 20 projects yet to be approved, $2,188,300
is due to design and architecture fees (5% of the total cost of the project) for 6 projects that SFB estimates
will actually begin construction in FY 2005.

The number of projects SFB estimates providing funding for in FY 2004 does not correspond to the number
of projects the board estimates will actually be scheduled for new school construction work in that year. For
board approved projects, SFB staff estimates construction work on 64 projects, but only estimates providing
funding for 55 projects. The reason for this is that SFB has cash flowed all of a project’s expenditures in FY
2003 for some projects the board believes will actually be completed within the first few months of FY 2004.
JLBC Staff, therefore, believes either that projects will be finished earlier than the board is currently
estimating or that some of the board’s estimated FY 2003 expenditures will actually occur in FY 2004.

In addition, the number of projects SFB staff plans to recommend to the board for approval (23) does not
correspond to the number of projects SFB estimates providing funding for in FY 2004 (20). This is due to
SFB’s assumption that 2 of those projects will be completely funded in FY 2003 and 1 project will be funded
in FY 2005. JLBC Staff believes that it is unlikely that projects approved in the latter half of FY 2003 could
also be completed and funded in the same year. It is more likely that the majority of the $14,161,500 in
estimated expenditures for these 2 projects will occur in FY 2004 and FY 2005.



STATE OF ARIZONA SCHOOL FACILITIES BOARD

MEMORANDUM
TO: SENATOR RUTH SOLOMON, CHAIR
REPRESENTATIVE LAURA KNAPEREK, VICE CHAIR
RICHABD-STAVNE CSTAFF DIRECTOR
FROM: ED BEOED DIRECTOR - =8

o
SUBJECT: INDEXING OF SCHOOL CONSTRUCTION COSTS

DATE: 8/8/C2

The School Facilities Board staff requests to placed on the August JLBC agenda for the purpose of
approving the cost of construction index factor.

“

ARS. 15-2041, Section D, Subsection 3(c), states in part “...The cost per square foot shall be
adjusted annually for construction considerations based on an index identfied or developed by the
joint legislauve budget committee as necessary but no less than once each vear.”

Last August, JLBC approved a 0.6 percent increase based on the Marshall Evaluation Service index
for class C (masonry bearing walls) construction in the Phoenix Market. The increase reflected
inflation berween July 2CCC and July 2001.

The Marshall index lists the July 2001 to July 2002 increase in building costs at 4.8 percent. The
impact of this increase on the dollars per square foot provided is reflected in Table 1. We
recommend using this figure to update the statutory cost per square foot.

Table 1
: Grade Level Current Amount ‘ Adjusted Amount
X6 | $98.01 ‘ 510271
; 7-8 | $103.47 ‘ $108.44
i 9-12 ” $119.80 ]l $125.55

The increase will affect both the building renewal and new construction programs. For building
renewal there is no impact for FY 2003, and the estimated FY 2004 impact is SO with the legislative
suspension of the formula. The new construction impact is estimated at §9,912,807.79. This impact
will be spread between FY 2003 and FY 2004.
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DATE: November 18, 2002

TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee

THRU: Richard Stavneak, Director

FROM: Jill Young, Fiscal Analyst

SUBJECT: COMMISSION FOR POSTSECONDARY EDUCATION — CONSIDER APPROVAL
OF REQUESTED TRANSFER OF APPROPRIATIONS

Request

The Commission for Postsecondary Education requests Committee approval to transfer appropriationsin
FY 2003. Specificaly, the Commission requests to transfer $52,500 as shown below:

TRANSFER FROM: TRANSFER TO:

Family College Savings Program SLI ~ $48,700 Personal Services $42,600

College and Career Guide SLI 3,800 Employee Related Expenditures 9,900
TOTAL $52,500 TOTAL $52,500

Recommendation

The JLBC Staff recommends that the Committee approve the agency request.
Analysis

The Commission’s budget format for FY 2003 is Modified Lump Sum by Agency with Specia Line
Items. Pursuant to A.R.S. 8§ 35-173E, this budget format requires the Committee to approve any transfer
to or from Persona Services and Employee Related Expenditures (ERE) from or to any other budget
program or expenditure class.

Thistransfer is necessary to offset a $(100,000) General Fund reduction in general administration enacted
in the last regular session and is consistent with the intent at the time of enactment. The monies being
transferred from the Family College Savings Program SLI are administration dollars that will be used on
that program as well as other programs.

RS.JY:ss



ARIZONA COMMISSION FOR POSTSECONDARY EDUCATION

2020 NORTH CENTRAL, SUITE 550
PHOENIX, ARIZONA 85004-4503
TEL: (602) 258-2435
FAX: (602) 258-2483
E-Mail: toni@azhighered.org
Website: http://www.acpe.asu.edu

November 12, 2002

The Honorable Laura Knaperek, Chair
Joint Legislative Budget Council

1716 West Adams

Phoenix, Arizona 85007

Dear Representative Knaperek:

As a modified lump sum agency, the ARIZONA COMMISSION for POSTSECONDARY EDUCATION
(the COMMISSION) is required to request JLBC approval in order to transfer funds from
Operations to Personnel Services.

Accordingly, the COMMISSION is requesting the Committee’s approval to transfer $52,500 for
personnel and ERE from the Arizona Family College Savings Program (AFCSP) and Arizona
College & Career Guide (ACCG) to the Postsecondary Fund as well as $47,500 for Professional
and outside Services and Other Operating Expenses, including College Goal Sunday (CGS)
and other Twelve Plus programs, totaling $100,000.

The cOMMISSION’S general administration from the State General Fund has been eliminated
for FY 2003; therefore, we have no alternative but to use the aforementioned Postsecondary
Funds from non-state funds to supplement this reduction.

Your consideration of this request is very much appreciated.

Respectfully,

Verna L. Allen
Executive Director

CC: Senator Ruth Solomon, Co-Chair, JLBC
JLBC Director
Jill Young, JLBC Budget Analyst
Dawn Nasary, OSPB Budget Analyst
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DATE: November 19, 2002
TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee
THRU: Richard Stavneak, Director
FROM: Kim Hohman, Fiscal Andyst
SUBJECT: ATTORNEY GENERAL —REVIEW ALLOCATION OF SETTLEMENT MONIES

Request

Pursuant to a footnote in the General Appropriation Act, the Office of the Attorney Genera (AG) has
notified the Committee of the allocation of monies to be received from 4 settlement agreements.

Recommendation

The JLBC Staff recommends that the Committee give afavorable review of the allocation plan for the
following 2 settlements. Sears, Roebuck Company and Household Finance Corporation.

In addition to the 2 above mentioned settlements, the AG has notified the Committee of settlement
agreements with Salton, Inc and with music distributors involved in antitrust litigation, but distribution
plans for these settlement monies have not yet been determined. Asthe intent of the General
Appropriation Act footnote is for the Committee to advise the AG on the distribution of settlement
monies, the JLBC Staff recommends that the Committee defer review of these 2 settlements until we have
more information on the specific distribution plans.

Analysis

The FY 2002 and 2003 General Appropriation Act contains a footnote that requires JLBC review of the
allocation or expenditure plan for settlement monies over $100,000 received by the Attorney General or
any other person on behaf of the State of Arizona, and specifies that the Attorney Genera shall not
allocate or expend these monies until the JLBC reviews the alocations or expenditures. Settlements that
are deposited in the General Fund pursuant to statute do not require JLBC review.

Consumer Fraud
The Office of the Attorney Genera recently settled 2 consumer fraud cases that will result in the receipt
of settlement monies over $100,000. Thefirst case involved violations of the Arizona Consumer Fraud

(Continued)
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Act by Sears, Roebuck and Co. related to a 1993 court order directing the company to clearly post
maintenance agreement signs in both English and Spanish. The original court order required the company
to specify that Sears' maintenance agreements cannot be obtained in Mexico, and can only be performed
in an authorized service center in the United States. In the settlement agreement, Sears agreed to pay a
total of $200,000 for investigative costs, attorneys fees, and civil pendlties. Pursuant to A.R.S. § 44-
1531.01, these monies will be deposited in the Consumer Fraud Revolving Fund. Moniesin thisfund are
used for consumer fraud education, investigations and enforcement operations.

The second settlement involved violations by Household Finance Corporation related to the company’s
aleged unfair and deceptive lending practices. The complaining states alleged that Household violated
state laws by misrepresenting loan terms and failing to disclose material information to borrowers. In the
settlement agreement, Household agreed to pay up to $484 million in restitution, of which approximately
$5.4 million represents restitution to Arizona consumers. These monies will be distributed directly to
consumers by a national administrator, utilizing a formula not yet determined. In addition to restitution,
Household Finance agreed to pay the participating states up to $10.2 million for attorney costs and fees.
The amount paid to Arizona has not been determined, but the AG’s Office estimates that it will be no less
than $200,000 and will be deposited in the Consumer Fraud Revolving Fund.

Antitrust

A third settlement involved violations by numerous music distributors and retailers related to illegal
practices intended to raise the price of prerecorded music. Pursuant to the settlement agreement, the
companies agreed to pay atotal of $67.4 million for the payment of attorneys fees and direct distribution
to consumers in each settling jurisdiction, and to provide approximately 5.5 million music CDs for
distribution by the state Attorneys Genera for the benefit of consumersin each state.

The court has not yet determined the amount each state will receive in recovered attorney expenses, but
the Arizona AG's Office estimates that the state will receive approximately 99,500 CDs for distribution to
nonprofit and government entities selected by the Arizona Attorney General. In addition, injured
consumers will be alowed to file claims for direct cash distribution. The amount of cash available to
Arizona consumers depends on the number of claimsfiled. If the number of claims exceeds the amount
of funds available, Arizona will receive $896,348 to be distributed in a manner to benefit consumers
throughout the state. In this scenario, the participating states will submit distribution plans for the court’s
approval. Any recovered attorney expenses will be deposited in the Arizona Attorney General’s Anti-
Trust Revolving Fund.

The JLBC Staff recommends that the Committee review this settlement when the AG can provide a
specific distribution plan for the 99,500 CDs. In addition, the JLBC Staff requests that the AG provide
the Committee with a cash distribution plan if the number of claims exceeds the funds available.

A fourth settlement involved violations of federal and state antitrust laws by Salton, Inc., which isthe
manufacturer of the “ George Foreman” indoor grill. The settling jurisdictions complained that Salton Inc.
arranged an illegal resale price maintenance scheme that prevented retailers from discounting prices, and
excluded rivals from the marketplace. Salton agreed to pay approximately $8.2 million over 3 years, of
which approximately $145,800 will be paid to the State of Arizona and distributed in a manner to benefit
consumers throughout the state. The participating states are required to submit a distribution plan for
approval by the courts, but a deadline for these plans has not yet been determined. Since the AG's Office
has not finalized a distribution plan for the settlement monies, the JLBC Staff recommends that the
committee review the plan as soon as it is available.

RS/KH:ck



JANET NAPOLITANO
ATTORNEY GENERAL

October 21, 2002

The Honorable Randall Gnant
President of the Senate

State Senate

1700 West Washington
Phoenix, Arizona 85007

The Honorable Jim Weiers
Speaker of the House
House of Representatives
1700 West Washington
Phoenix, Arizona 85007

The Honorable Ruth Solomon
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STATE OF ARIZONA

OFFICE OF THE ATTORNEY GENERAL
CONSUMER PROTECTION & ADVOCACY SECTION

1275 WEST WASHINGTON, PHOENIX 85007-2926

Chair, Joint Legislative Budget Committee

1700 West Washington
Phoenix, Arizona 85007

Re: Settlement with Sears, Roebuck and Co.

Dear Madam and Gentlemen:

MaIN PHONE: (602) 542-3702
TELECOPIER: (602) 542-4377

This Office will be filing today a Consent Judgment and an Assurance of Discontinuance with Sears,
Roebuck and Co. (Sears) regarding alleged violations of the Arizona Consumer Fraud Act (A.R.S.
§ 44-1521 et seq.) The Consent Judgment is based on Sears’ alleged violation of a 1993 Court order
which directed Sears to clearly and conspicuously post signs in English and Spanish advising that
service under Sears’ maintenance agreements cannot be obtained in Mexico and can only be
performed in an authorized service center in the United States. Pursuant to a separate Assurance of
Discontinuance, Sears also must comply with general advertising standards for all merchandise, as
well as standards for maintenance agreements.

Under the two agreements, Sears will pay a total of $200,000 for investigative costs, attorneys’ fees,
and civil penalties. Pursuant to A.R.S. § 44-1531.01, these funds will be deposited in the consumer



Settlement with Sears
October 21, 2002
Page 2

fraud revolving fund to be used for consumer fraud education, investigations and enforcement
operations.

Our notification to you of this settlement is made without prejudice to our Office’s longstanding
position that it is not under any legal obligation to provide notices of settlements to the Joint
Legislative Budget Committee. We are providing this notification to you as a courtesy so that you
will be aware of this important settlement.

Please call me at (602) 542-7701 if you have any questions regarding this matter.

Sincerely,

Robert Zumoff

Chief Counsel

Consumer Protection & Advocacy Section

(602) 542-7701
Fax: (602) 542-4377

ce: The Honorable Jack Brown
‘The Honorable Ken Cheuvront
Mr. Richard Stavneak
Ms. Kim Hohman
Mr. Michael Haener
Mr. John Stevens



STATE OF ARIZONA

OFFICE OF THE ATTORNEY GENERAL

JANET NAPOLITANO MaiN PHONE : (602) 542-5025
ATTORNEY GENERAL 1275 WEST WASHINGTON, PHOENIX, Az. 85007-2926 FACSIMILE : (602) 542-4085

October 11, 2002
VIA HAND-DELIVERY

The Honorable Randall Gnant
President of the Senate

1700 West Washington
Phoenix, Arizona 85007

The Honorable Jim Weiers
Speaker of the House
House of Representatives
1700 West Washington
Phoenix, Arizona 85007

The Honorable Ruth Solomon

Chair, Joint Legislative Budget Committee
1700 West Washington

Phoenix, Arizona 85007

RE:  Settlement with Household Finance Corp.
Dear Madam and Gentlemen:

This morning, our Office joined with 43 other states and the District of Columbia in
announcing a settlement with mortgage lender Household Finance Corp. (“Household™)
regarding Household’s alleged unfair and deceptive lending practices in the subprime market. (A
copy of the Agreement in Principle is attached.) The states alleged that Household violated state
laws by misrepresenting loan terms and failing to disclose material information to borrowers.
Consumers complained that Household charged far higher interest rates than promised, charged
costly prepayment penalties, or deceived consumers about insurance policies.

Household agreed to pay up to $484 million in restitution to consumers nationally.
Arizona consumers could receive up to $5,502,500 in restitution. This money will be distributed
directly to consumers by a national administrator, utilizing a formula to be determined later.
Household will also pay the administrator $110,050 for the costs associated with the distribution



Settlement with Household Finance Corp.
October 11, 2002
page 2

of funds to Arizona consumers. In addition, Household has agreed to pay the states up to $10.2
million for costs and attorneys fees. Arizona’s share has not been determined, but will be no less
than $200,000.

The states will file Consent Decrees in their respective states no later than December 15,
2002. On or about the date the Consent Decrees are filed, Household will pay the states their
costs and attorneys fees. Within 90 days of that date, Household will pay into a settlement fund
the up to $484 million, for distribution by the national administrator.

Our notification to you of this settlement is made without prejudice to our Office’s
longstanding position that it is not under any legal obligation to provide notices of settlements to
the Joint Legislative Budget Committee. We are providing this notification to you as a courtesy
so that you will be aware of this important settlement.

Please call me at (602) 542-7713 if you have any questions regarding this matter.

Very Truly Yours,

. YA
aul A. Bullis
Division Chief Counsel
Telephone: (602) 542-7713
Facsimile: (602) 542-8885

ook Hon. Jack Brown
Hon. Ken Cheauvront
Richard Stavneak
Kim Hohman
Michael Haener
John Stevens
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STATE OF ARIZONA

OFFICE OF THE ATTORNEY GENERAL

JANET NAPOLITANO MaIN PHONE : (602) 542-5025
ATTORNEY GENERAL 1275 WEST WASHINGTON, PHOENIX, Az. 85007-2926 FACSIMILE : (602) 542-4085

September 6, 2002

VIA HAND-DELIVERY
The Honorable Randall Gnant
President of the Senate

1700 West Washington
Phoenix, Arizona 85007

The Honorable Jim Weiers
Speaker of the House
House of Representatives
1700 West Washington
Phoenix, Arizona 85007

JOINT BUDGET

The Honorable Ruth Solomon

Chair, Joint Legislative Budget Committee
1700 West Washington

Phoenix, Arizona 85007

Re:  State of New York, ef al. v. Salton, Inc. (U.S. Dist.Ct. SD.N.Y.)
Dear Madam and Gentlemen:

This morning, our office joined with 44 other states, the District of Columbia and the
Commonwealth of Puerto Rico in settling antitrust claims against Salton, Inc. (“Salton”), the
manufacturer of the “George Foreman™ indoor contact grill. The settling jurisdictions, on behalf of
themselves and as parens patriae on behalf of natural persons residing in their borders, filed a
complaint alleging that Salton orchestrated an illegal resale price maintenance scheme that prevented
retailers from discounting prices and excluded rivals from the marketplace, in violation of federal
and state antitrust laws.

Salton has agreed to pay approximately $8,200,000 over three years to resolve the claims.
Settlement funds are to be divided among the settling jurisdictions to benefit consumer and
commercial interests. Arizonans’ estimated share will total approximately $145,800. This money
is for the benefit of Arizona consumers and will be distributed to consumers on a ¢y pres basis as
described in the agreement. A draft of the settlement terms is attached.



Hon. Randall Gnant
September 6, 2002
Page 2

Our notification to you of this settlement is made without prejudice to our office’s long
standing position that it is not under any legal obligation to provide notices of settlements to the Joint
Legislative Budget Committee. We are providing this notification to you as a courtesy so that you
will be aware of this important settlement.

Please call me at (602) 542-7713 if you have any questions regarding this matter.

Sincerely,

%/%M

Paul A. Bullis
Public Advocacy Division Chief

Enclosures

oL Hon. Jack Brown
Hon. Ken Cheuvront
Richard Stavneak
Kim Hohman
Michael Haener
Timothy Nelson
John Stevens
(w/ out enclosures)
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STATE OF ARIZONA

OFFICE OF THE ATTORNEY GENERAL

JANET NAPOLITAND MAIN PHONE : (602) 542-5025
ATTORNEY GENERAL 1275 WEST WASHINGTON, PHOENIX, Az, 85007-2926 FACSIMILE : (602) 542-4085

September 30, 2002

VIA HAND-DELIVERY

The Honorable Randall Gnant
President, Arizona State Senate
1700 West Washington
Phoenix, Arizona 85007

The Honorable Jim Weiers
Speaker of the House
House of Representatives
1700 West Washington
Phoenix, Arizona 85007

The Honorable Ruth Solomon

Chair, Joint Legislative Budget Committee
1700 West Washington

Phoenix, Arizona 85007

Re: Compact Disc Antitrust Litigation
Dear Madam and Gentlemen:

Earlier today, our office joined 39 other states and three territories in settling antitrust
litigation against eight defendants in the United States District Court for the District of Maine.
The litigation alleges that several music distributors (i.e. BMG Music and Bertelsmann Music
Group, Inc., EMI Music Distribution, Warner-Elektra-Atlantic Corporation, Sony Music
Entertainment, Inc., Universal Music Group, Inc., Universal Music & Video Distribution Corp.
and UMG Recordings Inc.) and large music retailers (i.e. Trans World Entertainment
Corporation, Tower Records, Musicland Stores Corporation) entered into illegal conspiracies
intended to raise the price of prerecorded music to consumers.



The Honorable Randall Gnant
The Honorable Jim Weiers
The Honorable Ruth Solomon
September 30, 2002

Page 2 of 3

The settlements have three major components:

1. Sales Practice Changes. Defendants have agreed to an injunction preventing them
from forcing retailers to increase CD prices, thereby ensuring strong price
competition between defendants.

2 Cash Component. Defendants have agreed to pay $67,375,000 in cash. A portion
of this amount will be used, subject to court approval, to pay attorney’s fees and
costs, as well as costs of administering the settlement. The remainder will be
directly distributed to consumers.

. Attorneys’ fees and costs. Our office will receive attorneys’ fees for time
expended on this matter. The amount, which has not yet been determined,
must be approved by the court. Additionally, we will be reimbursed for all
payments to the multi-state cost share fund, which was used for expert
witness fees and other litigation expenses.

. Direct distribution. Injured consumers will be provided the opportunity to
file claims for direct cash distribution. Consumers will be told how to file
a claim at a later date. The amount of cash to be provided to Arizona
consumers depends upon how many such consumers file the appropriate
claim. Importantly, in the event that the direct distribution claim rate
exceeds the amount of funds available, the entire settlement amount will
be rolled into a cy pres distribution. Under this scenario, $896,348 will be
made available for cy pres distribution to benefit Arizona consumers.

3 Product Component. Defendants have agreed to provide approximately 5,541,000
music CDs (valued at $75,500,000) for distribution by the state attorneys general
to not-for-profit corporations, charitable groups and governmental entities (e.g.
schools and libraries) for the benefit of all consumers in each state. Arizona will
receive 99,532 CDs (valued at $1,359,791) for distribution to these entities.

A copy of each settlement agreement is attached for you convenience.



The Honorable Randall Gnant
The Honorable Jim Weiers
The Honorable Ruth Solomon
September 30, 2002

Page 3 of 3

Our notification to you of this settlement is made without prejudice to our office’s long
standing position that it is not under any legal obligation to provide notices of settlements to the
Joint Legislative Budget Committee. We are providing this notification to you as a courtesy so
that you will be aware of this important settlement.

Please contact me if you have any questions.

Sincerel

David D. Weinzwei
Assistant Attorney General
Antitrust Unit

Telephone (602) 542-7578
Facsimile: (602) 542-9088

DDW:se

ce: Hon. Jack Brown
Hon. Ken Cheuvront
Richard Stavneak
Kim Hohman
Michael Haener
Timothy Nelson
John Stevens
(w/out enclosures)
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DATE: November 19, 2002
TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee
THRU: Richard Stavneak, Director
FROM: Kim Hohman, Fisca Anayst
SUBJECT: ATTORNEY GENERAL —REVIEW OF EXPENDITURE PLAN FOR ANTITRUST

ENFORCEMENT REVOLVING FUND
Request

Pursuant to a footnote in the General Appropriation Act (GAA), the Office of the Attorney Genera (AG)
has notified the Committee of the alocation of monies to be received from a recent antitrust settlement
agreement. Pursuant to a second GAA footnote, the AG requests Committee review of its expenditure
plan to spend an additional $266,200 from the Antitrust Enforcement Revolving Fund in FY 2003.

Recommendation

The JLBC Staff recommends that the Committee give a favorable review of the alocation plan for the
recent settlement with Stericycle, Inc., as well as the request to spend additiona revenue from the
Antitrust Enforcement Revolving Fund in FY 2003. The expenditure plan follows the use of monies
outlined in statute and will enable the agency to fulfill its payroll and operating obligations through FY
2003.

Analysis

The FY 2002 and 2003 General Appropriation Act contains a footnote that requires JLBC review of the
alocation or expenditure plan for settlement monies over $100,000 received by the Attorney Genera or
any other person on behaf of the State of Arizona, and specifies that the Attorney Genera shall not
alocate or expend these monies until the JLBC reviews the alocations or expenditures. Settlements that
are deposited in the General Fund pursuant to statute do not require JLBC review.

The Office of the Attorney General recently settled a case that will result in the receipt of settlement
monies over $100,000. The case involved violations of state antitrust laws by Stericycle, Inc., related to
the company’ s anti-competitive practices in the transportation of chemotherapy waste. 1n the settlement
agreement, Stericycle Inc. agreed to pay the State of Arizona $320,000 in civil penalties and attorneys
fees over 3 years. Of this amount, the AG estimates that approximately $120,000 will be deposited in the
Antitrust Enforcement Revolving Fund and $200,000 will be deposited in the General Fund.
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Pursuant to A.R.S. 8 41-191.01, any monies received as cost reimbursement of antitrust litigation are
deposited in the Anti-Trust Enforcement Revolving Fund. The first installment of $75,000 was deposited
in the fund on September 27, 2002. The AG estimates an additiona $45,000 will be deposited before the
end of FY 2003. Statute also requires any monies received in addition to the reimbursement of legal
expenses to be deposited in the General Fund, unless the settlement agreement specifies otherwise. The
AG's Office estimates that the remaining $200,000 of the settlement amount will be deposited in the
Genera Fund over 3 years.

Pursuant to a footnote in the FY 2003 General Appropriation Act, before the expenditure of any Antitrust
Enforcement Revolving Fund receipts in excess of $138,800 in FY 2003, the AG must submit an
expenditure plan for review by the Committee. The footnote specifies that any moniesin excess of
$138,800 are appropriated, but the expenditure plan for the additional revenue must be reviewed prior to
any expenditures. In FY 2003, the agency estimates that the Antitrust Enforcement Revolving Fund will
receive approximately $157,800 in revenue (the Stericycle, Inc. agreement is included in this estimate).
In addition to new revenue, the agency has requested to spend an additional $108,400 from the existing
fund balance, for an increase of $266,200 over the fund’'s original FY 2003 appropriation of $138,800.
The agency is now estimating total Antitrust Enforcement Revolving Fund expenditures of $405,000 for
FY 2003. (Seetable below for comparison of FY 2002 and FY 2003 expenditures from the fund.)

Pursuant to A.R.S. § 41-191.02, monies in the Antitrust Enforcement Revolving Fund are used for court
costs and investigative expenses related to the enforcement of antitrust laws, except moniesin the fund
cannot be used for attorney compensation. The AG plans to expend $405,000 for personnel costs,
operating expenses, investigative and court costs, and a statutorily required report on fuel pricesin the
Phoenix and Tucson areas. The AG is required to compile and save data on average rack fuel prices for
the Phoenix and Tucson petroleum pipeline terminas as well as the average dealer tank wagon prices for
Phoenix and Tucson on a weekly basis.

The following is a breakout of the agency’s FY 2002 expenditures from the fund as well as the intended
expenditures for FY 2003:

Antitrust Enforcement Revolving Fund Expenditures

FY 2002 FY 2003

FTE Positions® 5.0 6.0
Personnel Costs $214,400 $265,200
Investigative/Court Costs for 45,000 45,000

Multi-State Cases

Automotive Report Z 34,000 34,200
Operating Expenses 68,200 60,600
$361,600 $405,000

1/ Includes the following positionsin FY 2003: Economist, Financial
Investigator, Legal Assistant 111, Legal Assistant |1, and 2 Legal Secretaries.
2/ Required by Statute.

The additional monies will provide the AG with the resources to pay investigative and court costs
associated with future antitrust cases, as well as fulfill its payroll and operating obligations through FY
2003. This expenditure plan follows the intent of monies appropriated to the Antitrust Enforcement
Revolving Fund and the JLBC Staff recommends a favorable review.

RYKH:ck
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STATE OF ARIZONA

OFFICE OF THE ATTORNEY GENERAL

JANET NAPOLITANG MaIN PHONE : (602) 542-5025
ATTORNEY GENERAL 1275 WEST WASHINGTON, PHOENIX, Az, 85007-2926 FACSIMILE : (602) 542-4085

September 18, 2002
VIA HAND-DELIVERY
The Honorable Randall Gnant -
President of the Senate P GY e
1700 West Washington i > (0 :
Phoenix, Arizona 85007 3/ ™ = 9\ \

The Honorable Jim Weiers "
Speaker of the House N IR
House of Representatives ' ' NG
1700 West Washington T~
Phoenix, Arizona 85007

The Honorable Ruth Solomon

Chair, Joint Legislative Budget Committee
1700 West Washington

Phoenix, Arizona 85007

Re:  Stericycle, Inc. Antitrust Settlement
Dear Madam and Gentlemen:

On September 18, 2002, the Office of the Arizona Attorney General (“Attorney General”)
filed a Complaint and Consent Decree in Maricopa County Superior Court that settled an antitrust
investigation against Stericycle, Inc. (“Stericycle”). The investigation involved allegations that
Stericycle violated the Arizona Uniform State Antitrust Act by: (1) unlawfully obtaining and/or
maintaining its monopoly in the market for transporting chemotherapy waste by engaging in
anticompetitive conduct that eliminated or delayed the ability of potential competitors to offer
alternative services; and (2) unlawfully agreeing to divide geographic markets and customer bases
with a competitor in the medical waste management industry.

Stericycle agreed to settle the allegations by paying the State of Arizona (“State™) civil
penalties and attorneys' fees totaling $320,000, and has agreed to change its business practices in
Arizona by, among other things, opening its Chandler, Arizona incineration facility to other medical
waste transporters and paying rebates to certain transporters that were excluded in the past. The
settlement terms are outlined in a copy of the Consent Decree attached hereto. The attached Consent
Decree has only been signed by the parties.



Hon. Randall Gnant
September 18, 2002
Page 2

Our notification to you of this settlement is made without prejudice to our office’s long
standing position that it is not under any legal obligation to provide notices of settlements to the
Joint Legislative Budget Committee. We are providing this notification to you as a courtesy so that

you will be aware of this important settlement.
Please contact me if you have any questions.

Sincerely,

Divid D. Wemzweig
Assistant Attorney General
Antitrust Unit

Telephone: (602) 542-7578
Facsimile: (602) 542-9088

DDW:nac
Enclosures

(6] bk Hon. Jack Brown
Hon. Ken Cheuvront
Richard Stavneak
Kim Hohman
Michael Haener
Timothy Nelson
John Stevens
(w/ out enclosures)
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ATTORNEY GENERAL

AN PHONE: 542-4266
Fax: 542-4085

November 12, 2002

The Honorable Ruth Solomon

Chair, Joint Legislative Budget Committee
1700 W Washington

Phoenix, AZ 85007

Dear Senator Solomon:

This letter is written to report the intended use of expenditures from the Antitrust
Enforcement Revolving Fund (ATRF). All revenues received by the ATRF are appropriated.
However, a footnote to the general appropriations act states, “Before the expenditure of any Antitrust
Enforcement Revolving Fund receipts in excess of $138,800 in FY 2003, the Attorney General shall
submit the intended uses of the monies for review by the Joint Legislative Budget Committee.”

With the recent Stericycle, Inc. antitrust settlement agreement, the estimated funds available
for FY03 will exceed $405,000. The Office of the Attorney General estimates that the FY 2003
expenditures will be $405,000 for the following purposes:

. Personnel costs - $265,200

. Multi-state cases - $45.000

. Automotive report (legislatively mandated) - $34.200
. Operating costs - $60,600

These expenses represent the costs allowed by § 41-191.02. They include such items as filing
fees, court costs, travel, depositions, transcripts, reproduction costs, expert witness fees, and
investigations expenses.

If additional information would be helpful, please let me know.

Yours very truly,

Janet Napolitano
Attorney General

cc: The Honorable Laura Knaperek, Vice Chair, Joint Legislative Budget Committee
Richard Stavneak. JLBC
Kristine Ward. OSPB
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DATE: November 18, 2002
TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee
THRU: Richard Stavneak, Director
FROM: Jill Young, Fiscal Analyst
SUBJECT: ARIZONA LEARNING SYSTEMS/COMMUNITY COLLEGES-DISBURSEMENT

OF ARIZONA LEARNING SYSTEMS EQUIPMENT

Request

Pursuant to a footnote in the General Appropriation Act (Laws 2002, Chapter 327), Arizona Learning
Systems (ALS) terminated at the end of August 2002 and the JLBC is responsible to direct the
disbursement of ALS state-funded assets. State-funded assets include video and telecommunications
equipment at one site in each of the 10 community college districts and hub equipment housed at Rio
Salado Community College in the Maricopa County Community College District (MCCCD).

At its meeting held on August 22, 2002, the Joint Legidative Budget Committee (JLBC) deferred action
on the disbursement of AL S state-funded assets until it received additiona information. The JLBC has
received reports from the 10 community college districts, the Arizona University System, and the
Government Information Technology Agency (GITA).

Recommendation

The Committee is required to direct the disbursement of ALS state-funded assets, which include 10 sets
of video and telecommunications equipment and hub equipment. In this, the Committee has at least 3
options:

1. Allow the community college districtsto retain al or part of the equipment as proposed by each
community college district.

2. Transfer possession of al or part of the ALS equipment to the University of Arizona Health
Sciences Center for collaborative use by the Arizona University System per their proposal.

(Continued)
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3. Sdl dl or part of the equipment. We do not have a precise estimate of the current value of these
assets, but the sale could possibly generate $300,000. Thisis generally considered alast resort as
articulated in the GITA letter.

In any of the options before the Committee, there may be equipment that cannot be utilized. JLBC Staff,
therefore, recommends that any equipment that cannot be utilized be sold and the funds returned to the
Generd Fund.

JLBC Staff further recommends that the AL S Executive Director be retained for 90 days to carry out the
disbursement decision of the Committee and any related activities necessary to dismantle the network and
that the director submit a follow-up report within 75 days on the transition process, expenditures, and
remaining funds from ALS appropriations to be reverted to the General Fund.

Analysis

The Committee heard this item at its August meeting and deferred action on the disbursement of the state-
funded assets of ALS until they received additiona information. JLBC Staff sent a letter to the
community colleges, the University of Arizona Health Sciences Center (AHSC), the Arizona Board of
Regents (ABOR), the Arizona Telemedicine Program, and GITA requesting use plans by the community
colleges, proposals on uses for the ALS equipment, and any other input or interest by October 21, 2002.
We received use plans from the 10 community college districts, a collaborative proposal by the Arizona
University System through AHSC, an informationa letter from GITA, and an additional request from the
Maricopa County Community College District.

Below you will find summaries of the information received. Copies of the complete proposals and letters
submitted to JLBC and afull equipment list are available upon request. We have attached the August
JLBC memo on AL S for additional background information.

Community College District Use Plans

The 10 community college districts submitted use plans for the ALS equipment physicaly in their
possession. This equipment includes one set of identical video and telecommunications equipment at a
site within each district. 1n genera, the community college districts intend to redirect the ALS video
equipment for a different use within their intra-district networks. The additiona equipment would either
allow them to extend distance learning to a new location or add a second classroom at a central location to
increase course offerings. Approximately half of the districts will move the equipment to another location
as part of their proposal and some of the plans require the purchase of additiona equipment to utilize the
ALS state-funded equipment. The individual district use plans did not address the use of the centrally
located hub equipment. A brief synopsis of each proposal is outlined below.

District Use Plan for AL S Equipment
Cochise County Community College District Add asecond classroom to their current ITV network at their
(Cochise College) Sierra Vista campus and purchase additional hardware for the

Douglas campus and eventually the Willcox Center so the
systems could communicate with each other.
Coconino County Community College District | Moveit to the Page campus as asecond ITV
(Coconino Community College) classroom at that location to meet the high demands of
studentsin the area.

Graham County Community College District Add a second classroom at the Thatcher campusto
(Eastern Arizona College) their existing distance education delivery system to
increase course offerings.

Maricopa County Community College District | Utilize equipment inits current capacity as part of it
(Maricopa Community Colleges) multimedia room at its Rio Salado campus primarily
for classes, videotaping, and workforce development.

(Continued)
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District Use Plan for AL S Equipment
Mohave County Community College District Utilize at one sitein their intra-district ITV network
(Mohave Community College) (which is scheduled to be operational January 2003)

for classes, meetings, and community use.
Navajo County Community College District Add another siteto their current district-wide ITV

(Northland Pioneer College) network in either Ganado or Sanders (both
communities have requested accessto I TV courses).
Pima County Community College District Keep the AL S equipment at their Community Campus
(Pima Community College) to communicate with and offer coursesin therural
districts with which they have contracts for service.
Pinal County Community College District Integrate the AL S equipment into their recently
(Central Arizona College) purchased intra-district network. It isunclear with

which systems this equipment would communicate.
Yavapai County Community College District | Discussed 3 different initiativesto utilizethe ALS
(Yavapai College) equipment in their proposal. In general, they plan to
integrate the AL S equipment into their existing intra-
district ITV network.

Y uma/La Paz Counties Community College Integrate the AL S equipment into their internal
District (Arizona Western College) network to increase their distance |earning capacity.

Maricopa County Community College District Office Proposal

Under separate cover, MCCCD requested 2 specific pieces of the hub equipment, a Cisco Lightstream
switch and a Cisco 7200 series router (the purchase price of these itemsin 2000 was $123,800). This
equipment would alow for videoconferencing capabilities between the Maricopa colleges and replace an
obsolete component of their existing system.

The hub equipment ran the ALS network and is currently located at Rio Salado Community Collegein
the MCCCD system. The Arizona University System proposal also includes the use of the hub
equipment; however, the community college district use plans outlined above did not address the
disbursement of the hub equipment.

Arizona University System Proposal

The University of Arizona Hedlth Sciences Center (AHSC) submitted a proposal to make use of al or
part of the ALS equipment collaboratively with Arizona State University (ASU), Northern Arizona
University (NAU), and the newly established Trandational Genomics Research Consortium. They
propose to utilize the equipment to expand educational programs to address critical shortages in nursing,
pharmacy, medicine, and public hedlth, as well as improve statewide communication for health and
sciences faculty. The ABOR submitted a letter in support of this proposal. Their joint goals are outlined
below.

Installation Location for Equipment Goal

UA and ASU Colleges of Nursing Increased presence of nursing educational opportunitieson the
network to facilitate video-based courses and meetings.

UA College of Pharmacy College of Pharmacy participation in statewide healthcare
education/emergency response activities.

AHSC Phoenix Programs Office Addition of asecond videoconference capability from AHSC
Phoenix office to increase classes offered and statewide meeting
participation.

Arizona Cancer Center (Phoenix) Establishing a video-based networking capability for the
Arizona Cancer Center to allow more active involvement in
statewide educational and clinical matters (they currently do not
have videoconferencing capabilities on-site).

(Continued)




Installation Location for Equipment Goal

Translational Genomics Research Institute Videoconference capability for the institute at the temporary
headquarters and later their permanent facility to facilitate the
statewide planning process and on-going research efforts.

Arizona Department of Health Services Videoconference capability for ADHS to serve cooperative
(ADHS) programs among the universitiesin the educational, research,
and public health arenas.

NAU College of Health Professions, AHSC Replace video equipment at the AHSC Phoenix office and NAU
Phoenix office, ArizonaTelemedicine College of Health and replace “Hub equipment” at AHSC in
Network Operations Center Tucson. Any remaining equipment would be utilized to upgrade
network components of the Arizona Telemedicine Network.

The af orementioned upgrades would enhance network

reliability.

Government Information Technology Agency Letter

GITA made attempts to see if other agencies could utilize the ALS equipment and network. Dueto
concerns about having the necessary staff and funds to install, support, and maintain the equipment and
network, there was no definite interest in the system.

GITA further expressed that the state should attempt to maximize the use of the highly underutilized
equipment since the resale value of the technology will be minimal in the current economy. Asalast
resort, they recommend the equipment be sold.

Logistical Issues

The ALS network has been maintained and is still connected in accordance with the Committee’s
previous decision at its August meeting. The network needs to be shut down as none of the proposas
before the Committee would utilize the existing network. 1f the community college districts retained the
equipment, they would run it through their own intra-district networks and if the Arizona University
System obtained the equipment, they would utilize their existing statewide network. According to the
ALS Executive Director, the contractor is being cooperative in alowing ALS to end its contract before
the original terms expire. They estimate that it will take approximately 60 days to shut down the network
and resolve any contract issues.

If the Committee decides to transfer AL S state-funded assets from one entity to another, arrangements
must be made. One option isto utilize professiona de-instalers to move equipment as this program has
done in the past. In addition, there may be equipment that cannot be utilized by either the community
colleges or the universities. In this situation, selling any equipment that cannot be utilized remains an
option to recoup funds.

In order to carry out the Committee’ s decision and shut down the network, we recommend that the
Executive Director of ALS be retained for 90 days. We aso recommend that the Executive Director
submit a follow-up report to the JLBC within 75 days on the transition process, expenditures, and
remaining funds from ALS appropriations to be reverted to the Genera Fund.

RSJY :ss
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DATE: November 18, 2002
TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee
THRU: Richard Stavneak, Director
FROM: Paul Shannon, Senior Fiscal Analyst
SUBJECT: ARIZONA DEPARTMENT OF ADMINISTRATION/GOVERNMENT

INFORMATION TECHNOLOGY AGENCY —REPORT ON HRMS REPLACEMENT
PROJECT

Request

As part of the favorable review of the expenditure plan for the Human Resources/Payroll System,
formally known as the Human Resources Information Solution (HRIS), the Arizona Department of
Adminigtration (ADOA) and the Government Information Technology Agency (GITA) are required to
report back quarterly to provide information on the project.

Recommendation

Thisitem is for information only and no Committee action is required. ADOA and GITA have submitted
separate reports on the progress of the project. ADOA reports the project is “on time and on budget.”
GITA concurs with this assessment and will continue to closely monitor the project.

Analysis

The HRIS project is monitored by the project staff and GITA for progressin severa different functional
areas, which are assigned to the following:

Project Administration group provides oversight of the implementation of the system and
communication with the client agencies within the system. Functionality issues with the Department
of Public Safety are reported to have been resolved. Similar issues with the Legidature and its
component agencies are being resolved during November. This group is also researching the use of
the current payroll and benefits data into the new system.

(Continued)
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The Business Functionality group implements the business process foundation for the operation of the
system. This unit is preparing for integration testing and has successfully smulated the hiring and
compensation of a hypothetical employee.

The Technology group provides the technical foundation for the project. This group incorporates the
various components of the system into a functiona business product. Currently, thisgroup is
conducting increasingly comprehensive integration testing as well as preparing technical
documentation.

The Training Management group develops and implements the training curriculum for the project.
Every state agency using the system has a designated Agency Training Fecilitator (ATF), who will
train their agency personnd in the use of the system. The process of training these individuals was
begun over the summer. Agencies are monitored for their completion of these tasks and are notified
when they are not on schedule.

The Change Management group investigates and implements the steps necessary to implement
changes from the current system into the new system. This group has delivered a document that
outlines the prospective organization of payroll and benefits roles, both within ADOA and at the
agencies, for review by the project management; this document is further reviewed by payroll and
benefits consultants hired by the project. When approved, this document will be used to determine
the training needs of the agencies. This group also notes those areas where solutions have not been
agreed upon (“gaps’), which are monitored until resolution is achieved. This gap analysis will be
further reviewed over the fall, with completion set for this December. A newsdletter distributed by this
group provides project information to agency personnel and, in a summarized form, to agency heads.

The project received a letter grade from the project contractor (IBM) of “B.” The project is not
encountering unforeseen problems. ADOA has not changed any of the implementation dates. The first
phase of the project, generating paychecks with the new system, is scheduled to “go live’ on April 14,
2003. Additional components of the system will be implemented in the first quarter of FY 2004.

GITA provided a separate update on the project’s progress. GITA aso believes that the project is on time
and on budget. GITA indicates that the next phase of the project, integration testing, will take the most
time and is the most complex series of tasks undertaken by the project to date. These tasks are shorter
term in nature, but are more tedious and time sensitive.

According to GITA, the next phase of the project will involve the development of features and functions

that are not currently available. To realize the efficiency gains of these new features, the HRIS project
will need a marketing/educational plan that informs agencies about the capabilities of the new system.

In summary, GITA states that the project is “getting back on target” and that considerable progress has
been made. GITA will continue to closely monitor the progress of the project.

RS.PS.ss
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DATE: November 20, 2002
TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee
THRU: Richard Stavneak, Director
FROM: Paul Shannon, Senior Fiscal Analyst
SUBJECT: ARIZONA DEPARTMENT OF ADMINISTRATION/GOVERNMENT

INFORMATION TECHNOLOGY AGENCY —REVIEW OF
TELECOMMUNICATIONS SERVICES PLAN

Request

Laws 2002, Chapter 327 requires the Arizona Department of Administration (ADOA) and the
Government Information Technology Agency (GITA) to submit areport for review by the Committee on
any options, including privatization and allowing agencies to procure their own telecommunications
services, that would increase the fiscal efficiency of Arizona telecommunication services.

Recommendation:

The JLBC recommends a favorable review of ADOA/GITA’s recommendation to privatize state
government’ s telecommunication system, pending private sector input into possible methods of
conversion.

The JLBC has dso identified 3 policy issues within the report: ADOA has recommended a centralized
governance and funding model, and state ownership of the telecommunications assets. GITA concurs
with the centralized governance and funding model, but recommends private ownership of
telecommunication assets. The policy issues are: whether or not to centralize governance of the system,
whether or not to centralize funding for the system, and whether or not the state should own the
telecommunication assets.

The Appropriations Committee Chairs have proposed legidation for the November Speciad Session that
requires GITA to prepare a Request for Proposal that would privatize state government’s
telecommunication system.

(Continued)



Background

Arizona Telecommunications Services (ATS) was established in 1951 to negotiate long distance rates for
the state. In 1988, the state began installing state-owned centralized telephone systems in Phoenix and
Tucson. In 1997, ATS s authority was expanded to allow the transmission of data, video, and graphic
images.

ATS currently isadivison of ADOA’s Information Technology Division (1SD), with 57.5 FTE Positions.
There are 3 subdivisions within ATS: the Projects Group, which is responsible for the devel opment of
services, architecture and oversight of project management and vendor led projects; the Operations
Group, which provides network engineering, wide area network (WAN) support, and voice engineering;
and the Service Center, which provides direct customer service. Additionaly, ATS has a Finance &
Planning group that provides accounting and budgeting support, and aso a switchboard for the Phoenix
Capitol Mall and Tucson state offices. ATS provides approximately 14,000 subscriber lines on the
Capitol Mdl and in Tucson. Capitol Mall telephone services are provided by a switching mechanism that
is capable of handling Voice Over Internet Protocol Telephone (VOIP) services over data networks.

ATS dso provides a fiber optic data network (MAGNET) that connects 31 buildings in Phoenix and
Tucson. This network provides high-speed data and Internet connectivity. ATS aso provides toll bypass
long-distance services to the Department of Corrections and the Game and Fish Department.

Toll bypass refers to the avoidance of toll charges assessed by tel ephone companies for long-distance
telephone calls. Currently, toll bypassis achieved by some state agencies through the leasing of dedicated
network lines that link 2 geographically removed locations. Toll bypass can aso be achieved by
digitizing voice communications and transmitting those digital signals over dedicated data network lines
that are similar to, but separate from, Internet lines. The most common method of sending digital voice
signals uses a technology known as VOIP. For a VOIP telephone cal to achieve toll bypass savings,
there must be a state owned V OIP connection in the remote |ocation.

Analysis

The ADOA/GITA report identified 2 areas for cost savings. The most significant of these was through
VOIP toll-bypass. Some toll bypass savings are already being realized by purchasing dedicated circuits
between locations where long distance calls are common (e.g. in the Department of Corrections.)
Utilizing VOIP technology can significantly increase those savings by creating what is essentially a
private, digita telephone network. This network would provide toll bypass savings for calls within the
state where the private network is established. VOIP technology aso makes traditional voice
communications systems unnecessary, generating additional savings by eliminating redundant traditional
voice systems.

The ADOA/GITA report team utilized atotal cost of ownership (TCO) methodology to analyze the

state' s telecommunication systems. The 14 largest state agencies, not including the universities or the
courts, representing 80% of the total state telecommunication costs, provided detailed financial
information on their telecommunications costs. From that data, the report estimated the other 20% of the
state's costs (excluding the universities and the courts). The report team also created a detailed inventory
of data and voice equipment and conducted interviews and meetings with agency personnel.

There were 4 models described in the report: As|s, Decentralized, Shared Services, and Privatized. The
report provides 2 options in each model. All 4 models assume that the state will move to VOIP
technology in some form over a5 year span. Thefirst option, Data Network Upgrade, is a basic move
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towards VVOIP services where toll-bypass opportunities are available. This option creates a state-owned
telephone network that digitizes voice communications between cities, but still uses existing traditional
telephone equipment. The second option, Full VOIP Implementation, assumes that VOIP is implemented
in every agency, with every desktop enabled with a VOIP telephone handset that creates fully digitized
signal from user to user. Because this option involves a much more extensive purchase of equipment for
every state agency building around the state, many of which are not prepared for this technology, Full
VOIP Implementation requires a significant capital investment that would need to be financed over a9
year period. The differences between the models lie in how that transition is implemented:

The As Is model maintains the status quo. In this modd, the VOIP transition is implemented by
ATSfor ATS customers and by the agencies themselves in those cases where agencies currently
provide their own telecommunications systems.

The Decentralized model removes ATS from the management of the telephone and data systems,
with agencies contracting, managing, and delivering their own telecommunication systems.

The Shared Services modd provides al telecommunication services centrally through a
public/private partnership, with the exception of agency-specific Local Area Networks (LANS),
which will continue to be managed by the agencies.

The Privatized model assumes that the private sector will provide a wide spectrum of options for
the delivery of voice and data communications services. This model would result in reductionsin
FTE Positionsin ADOA and at agencies with their own telecommunications systems. This could
be accomplished with either state or private ownership of the telecommunications assets.

ADOA/GITA Telecommunication Models
Costs/(Savings) Compared to Current Expenditures
Over a5-Year Period (in millions of dollars)

Data Network Upgrade Only Full VOIP Implementation

(no financing required) (requires financing)
As s Modéd $(35,662.8) $44,330.1
Decentralized Model 3,700.7 49,550.6
Shared Services Model (39,263.8) 40,728.9
Privatized Model (41,218.6) 38,774.1

Currently, the total annual cost of ownership (TCO) for the state’ s telecommunications system is
$66,368,700 (excluding the universities and the courts). Of this amount, approximately $11 million is
assumed to be base equipment funding. The report bases its savings as a comparison to that TCO
amount, which is assumed stable for a five-year period. This also assumes that agencies would continue
to receive equipment funding at the same level of FY 2002. With those assumptions, the chart above
demonstrates that the greatest savings are available with a privatized data network upgrade, which will
result in savings of $(41,218,600) over 5 years. Significantly, full VOIP implementation increases the
cost of telecommunication services due to the high capital investment and resulting financing costs. The
report estimates the capital investment associated with the implementation of Full VOIP at over $90
million. VOIP isarelatively new technology that could present unanticipated problems, especialy as
riva standards are developed. Thereisarisk that the technologies implemented could become obsolete
more quickly than anticipated.

For reference, the first year savings of the various models are listed below:

(Continued)
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ADOA/GITA Telecommunication Models
Costs/(Savings) Compared to Current Expenditures
First Year Only (in millions of dollars)

Data Network Upgrade Only Full VOIP Implementation

(no financing required) (requires financing)
As s Modéd $(1,053.2) $(6,214.7)
Decentralized Mode 36,186.7 2,209.2
Shared Services Model (1,053.2) (6,214.7)
Privatized Model (1,670.5) (6,832.0)

The savingsin the first year of the project in the Full VOIP Implementation can be mideading as the costs
of financing escalate in the remaining 4 years. ADOA/GITA have prepared an amortization schedule that
details the costs of financing:

Full VOIP Implementation Financing
Proposed Amortization Schedule
Year Principal Payment I nterest Payment Totd Financing Cost

Year 1 $5,108,700 $851,500 $5,960,200
Year 2 8,440,500 1,200,900 9,641,300
Year 3 11,837,800 1,538,100 13,264,900
Year 4 15,207,700 1,511,800 16,719,500
Y ear 5* 18,547,600 1,455,700 20,003,300
*The principal and interest due Y ear 6 through Y ear 9 totals $34,427,200

As mentioned in the Recommendation Section of this memo, the Committee is presented with two
unresolved policy issues. Both ADOA and GITA recommend centralizing both the management of the
privatization contracts and centralization of the telecommunications budget. Centralized management of
the privatization contracts is a significant departure from current practice, where many larger agencies
maintain control over their voice and data networks. Similarly, every agency is currently provided with a
telecommunications budget that is used to purchase equipment, services from ADOA and/or private
vendors and to hire technical telecommunications staff. Under the centralized budget model, the
telecommuni cations budget for the state would be alocated to one centralized telecommunications agency
that would provide telecommunications services for al State agencies. To implement a centralized
telecommuni cations budget, all telecommunications budgets and related personnel would be removed
from the various agencies and appropriated to the centralized agency. Thiswould require a detailed
understanding of the agencies' telecommunications budgets to achieve the savings outlined above. Since
the agencies would no longer be accountable for their telecommunications budgets, there could also be
conflict between agencies perceived telecommunications needs and the services provided by the
centralized agency.

Finally, the report identified short-term operational savings totaling $1,523,600 that are being
implemented in FY 2003.
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STATE DEPARTMENT OF CORRECTIONS —REVIEW OF PAY STIPEND AND

HIRING BONUS PROGRAM

The State Department of Corrections (ADC) requests Committee review of apay stipend for the Arizona
State Prison Complex (ASPC) — Lewis Rast Unit and a hiring bonus program for the ASPC — Lewis,
Eyman, and Florence prisons. The Committee is not required to review thisitem, however, ADC is
requesting Committee review of the pay stipend and hiring bonus programs. While they have sufficient
funding in FY 2003 to implement both programs, the department will only proceed if they have
assurances that the Legidature will annualize the funding in the FY 2004 budget. ADC believesthat a
favorable review will establish alegidative commitment to annualize the cost. In the past, ADC has
implemented pay stipends and hiring bonuses to address vacancies without legidative review or
additiond funding.

Recommendation

The Committee has at |east three options:

1. The Committee may choose to favorably review the pay stipend for 125 correctional officers at ASPC
— Lewis (10% of base salary) at an annual cost of $353,000. The department has indicated the pay
stipend costs could be absorbed in FY 2003, however, funding would need to be provided for FY
2004 and beyond. The Committee may also choose to defer discussion on the pay stipend until the
FY 2004 appropriations process.

2. The Committee may choose to favorably review the hiring bonus program for approximately 3,000
correctiona officers ($5,160 per position) for ASPC — Lewis, Eyman, and Florence at an annual cost
of approximately $7.7 million. The Committee may also choose to defer discussion on the hiring
bonus program until the FY 2004 appropriations process.

(Continued)
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3. The Committee has a third option to consider instead of option 1 and/or option 2 for the pay stipend
and hiring bonus program. The Committee may choose to recommend that the department privatize
the 350 beds at ASPC — Lewis Rast Unit. The department’s FY 2003 appropriation includes
$7,749,100 in Corrections Fund monies to operate the final 350 beds at the ASPC — Lewis. Based on
the most recent private prison contract entered into by the department, this option would have a total
cost of $4,886,400 ($38.25 per diem per bed) and create an annual savings of $2,862,700.

Analysis

Pay Stipends

The ADC has utilized pay stipends and hiring bonuses to attract and retain correctiona officers at prisons
located in geographical areas that have proven difficult to staff. Since the mid 1980's, the Arizona
Department of Administration has approved pay stipends and hiring bonuses for certain correctiona
officer positions. The most recent pay stipends and hiring bonuses offered were in FY 2000 and FY
2001, respectively. No funding was provided for the stipends or bonuses in the appropriations process.

ADC was appropriated $7.7 million in FY 2003 from the Corrections Fund to open 350 state-operated
beds at Lewis, however, to date the department has been unable to open these beds due to unsuccessful
recruitment efforts for correctional officers. Under the department’s proposal, 10% pay stipends would
be offered to approximately 125 correctiona officers at the ASPC — Lewis Rast Unit. Providing a10%
pay stipend to the officers would have an annual cost of $353,000, which the department can absorb in
FY 2003 utilizing savings from the delayed opening of the Rast Unit (funded for operation since July
2002). The department believes it cannot continue to absorb this cost in FY 2004 and would require
additional funding to cover the costs in future years. The department currently provides stipends to
correctiona officers at Eyman, Florence, Lewis, and Window at an annual cost of $14.0 million. To
date, the department has not received an appropriation for the stipends.

Hiring Bonus Program

The department is aso proposing a hiring bonus program for ASPC — Lewis, Eyman, and Florence. The
hiring bonus program consists of $5,160 per new hire for a two-year commitment to one of these prisons
or $100 per pay period for two years for incumbent personnel, which provides hiring bonus parity. The
program would have atotal annual cost of approximately $7.7 million in FY 2003 and provide bonus pay
for 2,966 authorized positions. The costs of the hiring bonus program could be absorbed in FY 2003
using vacancy savings, however, there is the potential that these costs would need to be funded in

FY 2004. These costs would be in addition to the pay stipend offered at the Lewis Rast Unit.

Privatization

Instead of addressing pay stipends and hiring bonuses, the Committee could recommend the 350 state-
operated beds at the ASPC — Lewis Rast Unit be privatized using a portion of the funds appropriated to
open the state-operated bedsin FY 2003. A.R.S. § 41-1609 authorizes ADC to contract with private
institutions located inside or outside the state dedicated to the confinement of persons who are committed
to the department. On publication, any request for proposals for private prison contracts must be provided
to the Committee for review. Using the most recent contract rate of $38.25 per bed for 350 beds, an
annua savings of $2,862,700 could be achieved on the department’ s current appropriation of $7,749,100
for the Lewis Rast Unit.
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ARIZONA DEPARTMENT OF CORRECTIONS—REVIEW OF PRIVATE PRISON

REQUEST FOR PROPOSAL

The Arizona Department of Corrections (ADC) requests Committee review of arecently issued Request
for Proposa (RFP) for 2,200 female beds. The 2,200-bed private prison will house Levels 2, 3, and 4
female inmates (minimum to high-medium security) and be ready for occupancy by August 2004. The
project would increase ADC' s bed capacity by 2,200. The beds vacated by the female inmate population
would continue to be operated by the department and would be backfilled with mae inmates. The RFP
also contains an option to expand bed capacity by an additional 1,000 beds. A.R.S. § 41-1609.01 requires
that, on publication, any RFP issued by ADC pertaining to an adult incarceration contract be provided to
the Committee for review. The Committee may suggest modifications to the RFP but does not review the
bids or the fina contract.

Recommendation

The Committee has at least 3 options regarding this item:

The Committee may choose to favorably review the ADC private prison RFP, including the

expansion option. A favorable review would alow the department to privatize nearly al of the
female inmate population, including Level 5 inmates, with the exception of Death Row inmates and
Reception and Diagnostic inmates. There are no moniesin ADC's current budget for this project and
funding would be addressed when the Legidature considers the FY 2005 budget. Once operationd,, it
will annually cost the department at least an additional $35 million to house 2,200 female inmates at
the private prison. Even with afavorable review, the project could be stopped prior to August 2004 at
no financial cost to the state. Canceling the project after awarding the contract, however, would
probably create future problems with our private prison vendors.

(Continued)
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The Committee may choose to favorably review the RFP for only the 2,200 non-Level 5 beds (the
part of the RFP which corresponds to the population size and security level inmates identified in the
Genera Appropriation Act). The Committee could further choose to direct ADC to amend the RFP
to alow expansion contingent on approval from the full Legidature. Adoption of this option would
alow the department to proceed with the project and should not impact the opening date of the beds.
The Committee may choose to defer review of the RFP and enable the next Legidature to consider
privatization of the female inmate population as one complete issue. Adoption of this option would
prevent the department from proceeding and may delay the opening date of the beds. A private
prison RFP, for this number of beds, typicaly requires at least 18 months from JLBC review to
opening. Therefore, deferring review more than 1 or 2 months will most likely impact the facility’s
opening date.

If either options 1 or 2 are selected by the Committee, JLBC Staff recommends the Committee direct
ADC to amend the RFP to change the annual per capita costs stated in the proposal to reflect the most
recent “ Operating Per Capita Cost Report” published by the department.

Analysis

The FY 2003 Genera Appropriation Act includes a footnote that permits ADC to issue an RFP proposal
to privatize the non-level 5 female inmate population by contracting for 2,200 privately operated beds to
be opened in August 2004. Funding for these beds is not provided in the department’s FY 2003
appropriation and no funding is required in FY 2004 because the beds would not come on-line until FY
2005. While operating monies are not needed until FY 2005, the department has released the RFP now to
provide sufficient time for the private prison industry to construct a 2,200 to 3,200 bed facility. The RFP
also contains a provision that would allow for expansion of 1,000 beds due to a population forecast by the
department that projects a female inmate population of 3,200 at the beginning of FY 2005. The 1,000-bed
option to expand would also include the Level 5 femae inmate population, which the current footnote
excludes, aswell as Levels 2, 3, and 4 inmates.

A.R.S. § 41-1609.01 requires that, on publication, any RFP issued by ADC pertaining to an adult
incarceration contract be provided to the Committee for review. The department is charged with
evaluating the private prison proposals to ensure they comply with statute, including the requirement that
privately-operated prisons must provide comparable services at a reduced cost, and the Office of the
Attorney Genera reviews the contract to confirm it follows statute.

The statutory requirements include, but are not limited to:

The private prison vender must provide at least the same quality of services as the state at a lower
cost or superior quality of service at the same cost.

The department must conduct a biennial comparison of the services provided by the private
contractor compared to services provided at state-operated facilities. The Committee has review
responsibility for the service and cost comparison studies.

The department retains the task of awarding earned release credits and calculating inmate release
dates.

The private vendor is ligble for the costs of any emergency, public safety or security services
provided to the private prison by the state or political subdivision.

The department can enter into a contract for new beds; however, ADC cannot bind the Legidature to
provide future funding for the beds. Asrequired by statute, the contract requires an annual appropriation
by the Legidature and includes a clause that the state incurs no lega liability if monies are not

(Continued)
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appropriated and the contract is cancelled. Even with afavorable review, the Legidature could decide not
to appropriate the monies and cancel the contract before FY 2005 begins.

While the state may legally end the contract without paying for the construction of the private beds, such
a practice would most likely impact the state’ s relationship with the private prison community and
negatively impact future attempts to contract for private beds.

JLBC Staff recommends amending the RFP to change the annual per capita costs because the figures used
in the RFP are lower than ones from the department’ s most recent analysis of operating costs. Using rates
lower than those published in the most recent “ Operating Per Capita Cost Report” could limit the number
of responders to the RFP.

A favorable review of the ADC RFP is recommended as the RFP meets the intent of statutes related to
privatized prison beds.

The Table of Contents and Introduction for the RFP is attached. The entire RFP is available upon
request.
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DATE: October 16, 2002
TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee
THRU: Richard Stavneak, Director
FROM: Jennifer Vermeer, Assistant Director
SUBJECT: AHCCCS - REPORT ON COST SHARING MEASURES

Request

Pursuant to a footnote in the General Appropriation Act, AHCCCS has submitted a report on cost sharing
measures that could be added to the AHCCCS program.

Recommendation

Thisitem isfor information only and no Committee action is required. AHCCCS estimates a total
maximum state savings of $14 million to $17.3 million if @l of the cost sharing strategies are
implemented. Federal approval of waiversisrequired in severd instances, however, so any savings
would not likely be realized until FY 2004.

While no Committee action is required, AHCCCS is requesting guidance on how to proceed with the cost
sharing measures.

Analysis

A footnote in the Genera Appropriation Act requires AHCCCS to report by October 1, 2002 on savings
that could be achieved if applications fees and other cost sharing measures were implemented. The report
shall detail the saving associated with each option by program and any administrative costs associated
with each option. AHCCCS s report includes increasing the amounts and types of copayments,
implementing monthly premiums, and enrollment fees.

AHCCCS notes several important caveats on implementing any of the cost sharing arrangements.

Federal Medicaid law and regulations limit the types of cost sharing options that can be implemented,
the populations that can be charged, and the amounts that can be charged.
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Any revenue collected must be shared with the federal government at the Federal Matching
Assistance Percentage (FMAP).

Waivers are required to implement some of the cost sharing strategies discussed in the report.
AHCCCS reports that waiver approva through the federal Centers for Medicare and Medicaid
Services (CMS) would likely take 4-6 months. As aresult, they project it may take until October 1,
2003 to implement these strategies.

Under AHCCCS s current structure, any revenues collected through these strategies are retained by
the providers. These payments are then deducted from the amount they receive in reimbursement or
capitation rates. Asaresult, increasing cost sharing would not directly benefit the state. The savings
would come through future decreases to capitation rates due to the increased revenue at the providers.
Therefore, in order to generate immediate savings to the state, the capitation rates would need to be
decreased prospectively. Otherwise, any savings would not be generated until some point in the
future.

The following table summarizes the revenue estimates and important caveats for each of the cost sharing
options.

Cost Sharing Maximum
Arrangement  Potential Revenue Comments

Copayments ~ $7 - $10.3 million - Federal law requires copays on the traditional Medicaid population
(State Share) to be nominal and must be waived if the enrollee cannot pay.

AHCCCS currently requires copays on some services. The
experiencein AZ and other statesis a collection rate of 2%.
Copays cannot be imposed on certain services.
There is more flexibility for expansion populations (such as
Proposition 204).
Federal law limits the amount that can be charged for copays.
A waiver would be required to deny servicesif copays are not
paid. To date, CMS has not approved this type of waiver.
(See page 4 of the report for detail on each proposed copay).

Monthly $3.9 million AHCCCS

Premiums (State Share) - No premium can be charged on traditional Medicaid populations.
Monthly premiums are currently charged in the KidsCare program
and are allowed for adultsin the KidsCare program (also known as
HIFA parents) up to certain limits.
Thereis some flexibility to charge premiums on expansion
populations (see page 5 of the report for more detail).

$1.8 million DD-ALTCS:

(State Share) - Parental incomeis not counted toward eligibility in the
Developmentally Disabled Long-Term Care program. Monthly
premiums could be charged to this population.

A waiver isrequired (see page 7 of the report for more detail).
Enrollment $1.3 million - An enrollment fee would be charged to applicants when they are
Fees (State Share) initially enrolled in the program.

The fee can apply to the Proposition 204 and KidsCare programs

(children and adults).

This could result in people not applying when they are healthy and

only enrolling when they become sick. This could have unknown

consequences for providers and the AHCCCS program.

(see page 7 of the report for more detail)

Total $14 —-17.3 million  (See page 8 of the report for more detail)
Collections (State Share)
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DATE:; December 12, 2002
TO: Senator Ruth Solomon, Chairman
Members, Joint Legidative Budget Committee
THRU: Richard Stavneak, Director
FROM: Steve Grunig, Fiscal Analyst
SUBJECT: STATE COMPENSATION FUND — CONSIDER APPROVAL OF CALENDAR YEAR

2003 AND 2004 BUDGETS
Request

In accordance with A.R.S. § 23-981E, the State Compensation Fund (SCF) budgets for Calendar Year (CY)
2003 and CY 2004 are submitted for review and approval by the Joint Legidative Budget Committee. Unlike
state agencies, the State Compensation Fund is budgeted on a calendar year basis rather than afisca year
basis.

As detailed in Attachment 1, the SCF requests a budget of $70,370,000 for CY 2003. Thisincludes an
operating budget of $47,000,000 and Special Line Items (SLI) that total $23,370,000. The SLIs are largely
driven by market forces.

The SCF requests a budget of $74,480,000 for CY 2004. Thisincludes an operating budget of $48,600,000
and SLIs that total $25,880,000. The request represents a net increase of 5.8% above the CY 2003
recommended budget.

The requested amounts do not include any dividend or claims paid by the SCF. No request for Capital Outlay
has been made.

Recommendation

Prior to discussing a potential CY 2003 budget, SCF s budgeting practices have araised a concern. SCF
expenditures in both CY 2001 and CY 2002 exceeded amounts approved by the Committee. In CY 2001,
actual operating expenditures were $3.4 million or 9% higher than the approved amount for CY 2001 and
Special Line Item expenditures were $5.3 million or 78% higher than the approved amount. In CY 2002,
actual operating expenditures will be $3.2 million or 8% higher than the approved amount for CY 2002 and
Special Line Item expenditures will be $11.6 million or 135% higher than the approved amount.

Some of the components of the SCF budget, such as number of policy holders, claims and management fees,
are workload and market driven, and as a result may be difficult to predict. However, the administrative

(Continued)
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component of the SCF budget has also been increased above the amount approved by the Committee,
primarily for salary increases. The Fund did not notify the Committee before exceeding its authorized
spending limits. The Fund does not believe that Committee action binds them. To strengthen budgetary
controls, the Committee may want to recommend the introduction of legislation to require future SCF budgets
be subject to full legislative appropriation.

Aslong as the JLBC retains final control of the SCF budget, the Committee could strengthen its budget
oversight by :
Approving only the CY 2003 budget at this time;
Requiring any increases above the approved amount be submitted to the Committee for approval prior
to expenditure;
Requiring quarterly expenditure reports to track that SCF remains within budget.

The JLBC Staff recommends a CY 2003 operating budget amount of $67,478,300. This represents an increase
of $19,644,900 or 41%, above CY 2002 (See Attachment 1). Of the recommended amount, $14,773,700 is for

Specia Line Item increases in claim adjustment services, rating bureau fees, premium taxes and administrative
fees.

The recommendations include increased funding of $4,871,200 for the operating budget. This amount
includes Personal Services and Employee Related Expenditures associated with the addition of one-time 20
FTE Positions, funding for upgrading the automation system including desktop software, and technical
adjustments related to retirement rate and health insurance increases. While premium rates declined in both
CY 2001 and CY 2002, increases in premium revenues and assessments will require operational expenses to
increase due to the greater volume of activity. SCF s market share of workers' compensation premiums has
increased from 32% in CY 2000 to an estimated 55% market share in CY 2002.

Salary isapolicy consideration for the Committee not addressed in the staff’s recommendation. SCF has
requested $2.8 million for salary adjustments in excess of the Committee's origina approval for CY 2002 plus
anew 5.2% increase in CY 2003. State employees received a $1,450 increase in June. Traditionally, the
Committee has aligned SCF salary increases with state employee pay. Inthe CY 2000 — CY 2001 biennium,
however, JLBC allowed higher increases because SCF chose to redllocate aready approved Personal Services
dollarsto pay for the increases.

Table 1 shows the historical changes in premium and investment income, and the number of policyholders and
claims.

STATE COMPENSATION FUND
Growth in Premium Income, I nvestment I ncome, Policyholders and Claims Processed

Tablel Actual Estimated Estimated
2001 2002 2003
Premium Income 227.1 252.6 268.0
Actual Increase 417 255 154
Percentage Increase 22.5% 11.2% 6.1%
(in Millions)
Investment Income 119.3 135.7 140.2
Actual Increase (27.2) 16.4 45
Percentage Increase -18.6% 13.7% 3.3%
(in Millions)
Policyholders 49,952 50,100 51,500
Actual Increase 1,434.0 148.0 1,400.0
Percentage Increase 3.0% 0.3% 2.8%
Claims Processed 43,398 48,500 52,000
Actual Increase 6,741.0 5,102.0 3,500.0
Percentage Increase 18.4% 11.8% 7.2%
RS/SG:jb
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Attachment 1
State Compensation Fund

JLBC: Steve Grunig
OSPB: Keith Fallstrom

CY 2001 CY 2002 CY 2003

DESCRIPTION ACTUAL APPROVED Recommend.
PROGRAM BUDGET
State Compensation Fund 39,745,000 39,237,100 44,108,300

Claim Adjustment Services SLI 6,555,000 1,905,000 10,900,000

Rating Bureau Fees SL| 907,000 510,000 1,150,000

Premium Tax SLI 4,777,000 4,450,000 5,620,000

Administrative Fees SL| 2,896,000 1,655,000 5,700,000

Personal Property Tax SLI 0 76,300 0
AGENCY TOTAL 54,880,000 47,833,400 67,478,300
OPERATING BUDGET
Full Time Equivalent Positions 552.0 559.0 579.0
Personal Services 19,800,000 20,391,000 20,991,000
Employee Related Expenditures 6,000,000 5,068,000 6,368,000
Professional and Outside Services 3,800,000 2,777,500 4,200,000
Travel - In State 160,000 337,300 337,300
Travel - Out of State 85,000 112,000 112,000
Other Operating Expenditures 9,700,000 9,027,300 11,700,000
Equipment 200,000 1,524,000 400,000
OPERATING SUBTOTAL 39,745,000 39,237,100 44,108,300
Special Line Items (SLI) 15,135,000 8,596,300 23,370,000
AGENCY TOTAL 54,880,000 47,833,400 67,478,300
FUND SOURCES
State Compensation Fund 54,880,000 47,833,400 67,478,300

TOTAL 54,880,000 47,833,400 67,478,300
CHANGE IN FUNDING SUMMARY CY 2002 to CY 2003 JLBC

$ Change % Change
State Compensation Fund 19,644,900 41%

AGENCY DESCRIPTION — The State Compensation Fund insures employers against liability for workers’ compensation,
occupational disease compensation, and medical, surgical, and hospital benefits pursuant to the provisions of Arizona and
federal statutes. The JLBC approves the State Compensation Fund’s biennial operating and capital outlay budget each even-
numbered year. At the November 28, 2000 meeting, the JLBC approved the board’s Calendar Year 2001 and 2002 budgets.

CY 2001 CY 2001 CY 2002 CY 2003
PERFORMANCE MEASURES Appropriated Actual Appropriated Recommend.
- Number of policyholders 50,000 49,952 53,000 51,500
- Number of claims processed 39,500 43,398 43,500 52,000
- Premium income (dollars in millions) $200.0 $227.1 $212.0 $268.0
- Investment income (dollars in millions) $148.1 $119.3 $153.5 $140.2

Calendar Year 2003 and 2004 JLBC Budget B-1 State Compensation Fund



RECOMMENDED CHANGES FROM CY 2002
CY 2003

Staffing Changes OF 600,000
The JLBC recommends a State Compensation Fund (SCF)
increase and an additional one-time 20 FTE Positions for
market driven staffing changes. As a result of reduced
premium writing by private insurers, SCF' s market share
has increased from 32% of tota Arizona workers
compensation premiums written in CY 2000 to an
estimated 55% market share in CY 2002. SCF's premium
income and number of claims processed both grew by
approximately 20% in CY 2001. Similar growth patterns
have occurred in CY 2002 and are projected to continue
through CY 2003. As a result, SCF will require an
additional 20 full-time customer service representatives in
CY 2003. This represents a 3.5% increase for the staff asa
whole.

Employee Related

Expenditures OF 1,300,000
The JLBC recommends a SCF increase for the 3.21%
increase in ASRS pension contribution rates and an
estimated average increase of $1,100 per FTE for
increased health insurance rates. SCF does not participate
in the state health insurance plan.

Professional and Outside

Services OF 1,422,500
The JLBC recommends a SCF increase for asset
management expenses. This represents a 51.2% increase.
SCF has increased its use of outside professional asset
managers for management of its investment portfolio.
Previously SCF used internal staff in concert with outside
advisors. SCF evaluates the performance of equity
managers using the S&P 500 Index and evaluates the
performance of fixed income portfolio managers using the
Lehman Brothers indices. Since early 2001, SCF began
using 6 different outside asset managers to handle its
equity portfolio. While the previous equity managers had
under-performed the S&P 500 Index, the new managers
have outperformed the S& P 500 index by approximately
4%, net of fees, since their engagement. On an initial
investment of approximately $200 million of equities, this
has resulted in a reduction of losses of approximately $8
million. External managers for the fixed income portfolio
have only been used since the end of the first quarter of
2002 and it is difficult to assess their performance at this
time.

Other Operating

Expenditures OF 2,672,700
The JLBC recommends a SCF increase for administrative
system upgrades and facilities maintenance. SCF is
continuing the implementation of a new administrative
system and planned upgrade of existing desktop software.
Because SCF does not meet the definition of a budget unit,
it is not regquired to comply with Government Information
Technology Agency (GITA) guidelines. GITA agreed to

informally review the SCF plan for technology
expenditures for CY 2003. The GITA analysis concluded
that the planned expenditures were justified, low-risk, and
appeared to be needed to perform SCF functions.

Elimination of One-Time

Equipment OF (1,124,000)
The JLBC recommends a SCF decrease for elimination of
one-time equipment. For CY 2002, SCF received approval
for one-time funds to upgrade its computer network by
replacing its mainframe system with a client-server based
platform.

Below the Line

Expenditures OF 14,773,700
The JLBC recommends a SCF increase for claim
adjustment services, rating bureau fees, premium taxes and
administrative fees. Claim adjustment services represents
a reserve set aside for ongoing claims. The amount is
adjusted as a result of changes in claims volume and
changing trends in the cost of settling each individual
claim. Rating bureau charges are fees imposed by the
National Council on Compensation Insurance and are
related to premium volume. SCF premium rate levels have
declined during 2001 and 2002. Aggregate rates decreased
1.5% for 2001 and 1% for 2002. This is reflected in a
lower cost per $100 of payroll for businesses, but because
SCF has had a greater volume of activity, total premium
revenue and premium tax assessments have increased.
Administrative fees are amounts paid to association groups
in exchange for enrollment and loss control services. SCF
contracts with various association groups operating in
Arizona for workers' compensation policy enrollment and
loss control services. Currently, each association group
receives 1.5% of association premium for administrative
services, 1.5% premium for loss control services and a
bonus of up to 1% based on the loss ratio of the association
group. These expenses are primarily driven by premium
volume, while the bonus amount is based on premium
volume, it is also loss sensitive. In most cases, SCF has
little discretionary ability to control these costs.

OTHER ISSUES FOR LEGISLATIVE
CONSIDERATION

Salary Increases

SCF has also requested $2,841,000 in CY 2003 for salary
increases. SCF has completed a salary survey, which
indicates compensation levels are an average of 9% below
market. SCF is attempting to bring salaries for all
positions within 5% of market.  This will require
$1,100,000 for salary increases in CY 2003. The amounts
requested also include prior promotional increases and
ERE adjustments of $1,741,000 above the amount
originally approved by the Committee for CY 2002.

Calendar Year 2003 and 2004 JLBC Budget

State Compensation Fund



BELOW THE LINE EXPENDITURES

CY 2003 CY 2004

Increase over Percent Increase over Percent
Expenditure Classification est. CY 2002 Increase CY 2003 Increase
- Claim Adjustment Services $8,995,000 472% 1,400,000 13%
- Rating Bureau Fees $640,000 125% 350,000 30%
- Premium Tax $1,170,000 26% 260,000 5%
- Administrative Fees $4,045,000 244% 500,000 o
- Personal Property Tax $(76,000) NA 0 NA
SUMMARY OF FUNDS CY 2001 CY 2002
* Represents Calendar Y ears Actual Estimate
State Compensation (TRA9002/A.R.S. § 23-981) Non-Appropriated

Sour ce of Revenue: Workers' compensation insurance premiums; investment income, including capital gains; other income.
Purpose of Fund: To insure employers against liability for workers' compensation, occupational disease compensation and medical,
surgical and hospital benefits pursuant to the provisions of Arizona and federal statutes.

Funds Expended-Operating 54,900,000 62,600,000
Funds Expended-Dividends and Claims 207,200,000 274,400,000
Year-End Fund Balance 470,000,000 510,900,000

Calendar Year 2003 and 2004 JLBC Budget B-3 State Compensation Fund
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FROM: Richard Stavneak, Director
SUBJECT: REPORT ON RECENT AGENCY SUBMISSIONS

Request

The JLBC has received a number of statutorily required reports during the past month. Each report is
briefly described below.

Recommendation

The reports are for information only and no Committee action is required. We do not intend to discuss
the reports at the JLBC meeting unless a member has a question. 1f any member knows in advance that
they will have questions, we would appreciate knowing that before the meeting so as to ensure the
relevant agency is available.

Reports

A. Arizona Department of Administration - Semi-Annual Report on Health |nsurance Performance
Standards.

Pursuant to A.R.S. 8 38-658B, the Director of the Arizona Department of Administration (ADOA) shall
report to the Committee at least semi-annually on the performance standards for health plans, including
indemnity health insurance, hospita and medical service plans, denta plans, and health maintenance
organizations. ADOA reports that Cigna, the health insurance provider, met 6 of their 8 contract
standards. Cigna missed a portion of their “customer satisfaction” standards and al of their “accessto
provider” standards. ADOA isin the process of assessing $20,000 in liquidated damages for the unmet
standards. All 4 dental insurance providers met al performance standards.

B. Attorney General - Report on Modd Court.

Laws 2001, Chapter 238 requires the Office of the Attorney General to submit a quarterly report
summarizing program information related to Model Court. The agency’s summary for the I Quarter of
FY 2003 reports total expenditures at approximately $603,200. As of January 1, 1999 there were
approximately 6,000 open dependency cases (cases open before statewide implementation of Model
Court). By the end of the 1% Quarter of FY 2003, 702 of the original 6,000 remain.
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The total number of children (both new and existing) placed during the 1* Quarter of FY 2003 was 531.
Of this amount, 65 children represent backlog cases. A caseis considered a“backlog” caseiif it was open
before January 1, 1999, or before statewide implementation of Model Court. The number of cases does
not correspond directly to the number of children (i.e. each case may involve more than one child). Of
the 531 children placed, 36 were adopted by arelative, 77 were adopted by a non-relative, 38 were placed
with a guardian related to the child, 22 were placed with a guardian not related to the child, and 358 were
reunited with a parent. The agency reports atotal of 7,331 children still awaiting placement. Of this
amount, 1,311 children (or 702 cases) represent backlog cases. In the 4" Quarter of FY 2001, there were
approximately 7,500 children still awaiting placement. Of this amount, approximately 1,700 children (or
1,175 cases) represent cases open prior to January 1, 1999.

C. Arizona Crimina Justice Commission - Report on Criminal Justice Enhancement Fund.

Pursuant to A.R.S. 8§ 41-2401C, the Arizona Crimina Justice Commission (ACJC) is required to report by
December 1, 2002 on the receipt and expenditures of Criminal Justice Enhancement Fund (CJEF) monies
distributed to law enforcement agencies. CJEF consists of a 47% assessment on certain fines, pendties,
and forfeitures imposed and collected by the courts. CJEF monies are statutorily distributed to various
law enforcement agencies for crimina justice related activities. Agencies utilize CJEF funds to support
law enforcement, prosecutorial, judicial, and correctional projects. A portion of CJEF monies are
appropriated with the remainder distributed to agencies as non-appropriated. In FY 2002, CJEF revenues
totaled $34,604,100 and the total funds available (including the beginning balance and adjustments) for
the fiscal year was $46,481,100. Total CJEF expenditures were $35,198,300 in FY 2002, leaving an
ending balance of $11,282,800.

D. Department of Economic Security - Bimonthly Report on Children Services Program.

Pursuant to a General Appropriation Act footnote, the Department of Economic Security (DES) has
submitted the bimonthly Children Services report for December 1. The report includes actua expenditure
and caseload data through October 2002. Y ear-to-date expenditures total $25,169,600. This amount isa
decrease of (0.7)% below October 2001 year-to-date expenditures of $25,335,200. DES currently
projects a FY 2003 General Fund deficit of $(9,107,200), which is lower than the $(9,597,200) deficit
projected in the last bimonthly report. October 2002 client counts are (6.4)% (1,004 children) lower than
October 2001 client counts.

DES was not able to provide data on residential placement clients and expenditures in time for this report.
The Committee requested this data at its August meeting and was incorporated in DES' last bimonthly
Children Services report.

E. Department of Economic Security - Report on Findings and Recommendations of the Devel opmental
Disabilities Case Management Pilot Projects Committee.

Pursuant to a provision in Laws 1999, Chapter 292, the Department of Economic Security (DES) has
submitted a report of the findings and recommendations from the Developmental Disabilities Case
Management Pilot Projects Committee. Chapter 292 established a pilot to provide Division of
Developmental Disabilities (DDD) clients a range of case management options beyond DDD case
management. DDD established 3 pilot sitesin which 248 clients participated. Of the 248 clients, 9
families or individuals became their own case managers, while the other 239 families received case
management services from contracted agencies. Based on the pilot’s satisfaction survey, the Projects
Committee recommends expanding the range of case management options statewide. DES supports the
Projects Committee’ s recommendations but has said that statewide expansion would be based on cost-
neutraity. Some members of the Projects Committee also recommending paying families or individuals
who are their own case managers, DES will evauate this recommendation based on cost-neutrality as
well.
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F. State Land Department - Report on Fire Suppression Revolving Fund.

A.R.S. § 37-623.02E requires the State Land Commissioner to submit a report by December 31 of each
year on the uses of monies authorized to be expended from the Fire Suppression Revolving Fund, and any
additional monies authorized by the Governor to prepare for periods of extreme fire danger. The Fire
Suppression Revolving Fund is a non-appropriated fund consisting of legidative appropriations,
reimbursements, and monies authorized through statutory emergency provisions. In FY 2002, there was a
total of $12,521,032 in liability incurred for the fund for a variety of authorized purposes.

In terms of fire fighting activity, Fire Suppression Revolving Fund monies were used to fight a total of
844 fires, resulting in a paid liability of $3,809,048 and an unpaid liability of $1,467,217 as shown in the
table.

L ocation of Fire Number Paid Liability Unpaid Liability
State & Private Land 515 $1,523,620 $ 761,811
Federal Land - Out of State 60 1,389,961 36,321
Federa Land - In State 269 895,467 669,085
Total 844 $3,809,048 $1,467,217

The remaining monies were expended as follows:

- $4,580,604 for the state' s share of costs for severd large fires under the jurisdiction of the Federal
Emergency Management Agency (FEMA), including the Rodeo-Chedeski fire which burned over
468,000 acres (47.2% of total liability).
$617,972 to pre-position resources to prepare for potential fires (8% of total liability).
$174,143 to pay for severd Type 1 Management teams sent to assist in the emergency response to the
9/11 terrorist attacks and to assist in 2 Department of Emergency Management emergency responses
(1.4% of liability).
$141,685 to respond to 319 fase alarms (1.4% of totd liability).

Due to the complex billing arrangement created by the interagency cooperative agreements used by the
State Land Department’ s Fire Management Division, not all of ayear’s liabilities are paid in the current
year. These unpaid liabilities are paid in future years with monies remaining in the fund as well as
reimbursements to the fund, such as payments from the federal government for fires that occurred on
federa land. After subtracting the amount of paid liability from the fund stotal liability, atotal unpaid
liability of $3,197,575 remains.

G. State Mine Inspector - Report on Abandoned Mines Safety Fund Expenditures and Contributions.

The State Mine Inspector has a statutory responsibility to establish a program to locate, inventory,

classify, and diminate public safety hazards at abandoned mines. To this end the Abandoned Mines
Safety Fund (AMSF) was created. The Mine Inspector must submit an annual report to JLBC on or before
December 1 detailing the contributions to the AM SF and the expenditures by the fund during the
preceding fiscal year.

Because of limited funding in the AMSF, the Mine Inspector completed only one project during FY 2002.
That project involved reconstruction of the main gate at the Tonopah Belmont Mine. The gate was
originaly installed as part of the Tonopah Belmont Bat-Gating Project that was completed in June 2001.
In June 2002, an individud fell to his death after entering the mine through a vandalized section of the
gate. The Mine Inspector immediately contracted for the construction of a sturdier, more substantial gate.

After $10,000 in expenditures for gate reconstruction, the fund had a FY 2002 ending balance of $4,800.
No General Fund contributions are appropriated to the fund in FY 2003. Over the next two years the
Mine Inspector has identified 11 projects totaling $194,000.
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H. Department of Revenue - Report on Ladewiq Expenditures.

In November 2002, the Committee approved $27,607,100 for the Department of Revenue's (DOR) total
estimated 5-year administrative requirement expenditure plan. The Committee also approved atotal of
$13,497,000 to fully fund DOR’s estimated administrative costs in FY 2003, including $7,497,000 for a
technology project for data conversion which was contingent upon Information Technology Authorization
Committee (ITAC) approval. ITAC approved this project at their November 27, 2002 meeting.

During November, DOR reports that they met all deadlines for public mailings and naotifications, and
began using a vendor to handle their Ladewig mail. The department pursued their tape data recovery and
microfiche digitization project. The tax court has scheduled a fairness hearing for December 16 at which
time the preliminary settlement may be made final. DOR’s monthly status report shows expenditures of
$39,700 for Ladewig in November 2002, making total expenditures of $407,500 for the first 5 months of
FY 2003.

I.  Arizona Department of Transportation - Report on Vehicle Registration Enforcement.

The Genera Appropriation Act requires the Arizona Department of Transportation (ADOT) to develop
performance measures, to identify the return on investment for vehicle registration enforcement, and to
report to the Committee on their status by December 1, 2002. ADOT’ s report includes 37 performance
measures for vehicle registration enforcement, which are summarized in the following table. ADOT
reports that vehicle registration enforcement activities produced 1,248 registrations and $216,600 of
revenue at a cost of $37,800, for the first 4 months of FY 2003. The $216,600 includes revenue directly
resulting from the 1,248 registrations. ADOT reports that they are testing a formula, which they believe
would produce an estimate for the amount of indirect revenues attributabl e to the deterrent effect of
having and publicizing a vehicle registration enforcement program. ADOT plans to report both direct
revenue and their estimates of indirect revenue, in the department’ s future monthly performance measure
reports. The return on investment was $5.73 of revenue for each $1 spent on vehicle registration
enforcement, for the first 4 months of FY 2003.

Summary of ADOT’s Vehicle Registration Enforcement Performance M easur es

FY 2003
FY 2002

Performance M easur es Total ¥ July Aua. Sept. Oct. EYTD
Vehicle Registration Enforcement Leads 2,669 6717 535 432 8,741 10,379
Leads Closed 2,171 426 625 331 1,204 2,586
Vehicle Registrations 794 152 264 242 590 1,248
Revenues ¥ $261,100 $16,600 $16,600 $31,000 $152,400 $216,600
Expenditures N/A $7300 $6400 $7900 $ 16200 $ 37,800
Return on Investment ($ Revenue per $

Expenditure) N/A $ 227 $259 $ 392 $ 941 $ 573
1/ Represents activity from January 1, 2002 through June 30, 2002.
2/ Includes 498 vehicle registration enforcement leads carried over from FY 2002.
3/ Includes revenue from vehicle license tax, registration fee, air quality compliance fee, and postage.
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