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June 16, 2008 
 
 

The Honorable Janet Napolitano, 
Governor of the State of Arizona; 
Members of the Legislature; 
Ruth V. McGregor, Chief Justice of the Supreme Court; 
and Citizens and Taxpayers of the State of Arizona 
 
Ladies and Gentlemen: 
 
It is our pleasure to transmit to you the Comprehensive Annual Financial Report (CAFR) of the State of Arizona for the fiscal 
year ended June 30, 2007.  Responsibility for the accuracy of data, as well as the completeness and fairness of presentation, 
including all disclosures, rests with the State's management.  The data presented in this report, to the best of our knowledge and 
belief, is accurate in all material respects and is reported in a manner which fairly presents the financial position and results of 
operations of the major and non-major funds of the State.  All disclosures needed for the reader to gain a reasonable understanding 
of the State's financial activities have been included. 
 
U.S. generally accepted accounting principles (GAAP) require that management provides a narrative introduction, overview, and 
analysis to accompany the basic financial statements in the form of the MD&A.  This letter of transmittal is designed to 
complement the MD&A and should be read in conjunction with it.  The State’s MD&A can be found immediately following the 
Independent Auditors’ Report. 
 
INTERNAL CONTROLS 
 
The State is responsible for establishing and maintaining an internal control structure designed to ensure that the assets of the 
State are protected from loss, theft or misuse and to ensure that adequate accounting data are compiled to allow for the preparation 
of financial statements in conformity with U.S. GAAP.  Internal accounting controls are designed to provide reasonable, but not 
absolute, assurance that these objectives are met.  The concept of reasonable assurance recognizes that:  (1) the cost of a control 
should not exceed the benefits likely to be derived and (2) the valuation of costs and benefits requires estimates and judgments by 
management.  In the opinion of management, the State's internal controls are adequate to provide reasonable assurance that these 
objectives are met. 
 
INDEPENDENT AUDIT 
 
In compliance with State statute, an annual financial audit of the State Entity is completed each year by the State of Arizona, 
Office of the Auditor General in conjunction with other audit firms.  Their audit was conducted in accordance with U.S. generally 
accepted auditing standards and the standards applicable to financial audits contained in Government Auditing Standards, issued 
by the Comptroller General of the United States.  Their report on the basic financial statements has been included in the financial 
section of this report.  In addition, ARS §41-1279.03 requires at least a biennial single audit by the Office of the Auditor General.  
The Single Audit will be issued as a separate report at a later date. 
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PROFILE OF THE GOVERNMENT 
 
The State of Arizona was admitted to the Union as the 48th state in 1912.  Arizona is the sixth largest state, with 113,998 square 
miles.  Arizona is known for the Grand Canyon, one of the Seven Wonders of the World, and its cacti and other desert landscape.  
A number of national forests, four national parks, eighteen national monuments, and over 20.000 million acres of Native 
American reservations and tribal communities are located in Arizona.   
 
The State has three branches of government, Executive, Legislative, and Judicial.  The Executive branch is headed by a governor 
elected for a four-year term.  Arizona’s Legislative branch is bicameral, consisting of a thirty-member Senate and a sixty-member 
House of Representatives.  Legislators are elected for two-year terms.  The Judicial branch consists of the Arizona Supreme Court, 
Court of Appeals (with two divisions), superior courts,  justice of the peace courts and municipal courts.  The superior courts, 
justice of the peace courts, and municipal courts are excluded from the State’s reporting entity.  The Supreme Court is the highest 
court in the State and is an appellate court comprised of five justices. 
 
The services provided by the State are administered through various agencies, departments, boards, commissions, councils, 
administrations, offices and institutions of higher learning.  These services include: (1) General Government, (2) Health and 
Welfare, (3) Inspection and Regulation, (4) Education, (5) Protection and Safety, (6) Transportation and (7) Natural Resources. 
 
FINANCIAL REPORTING ENTITY 
 
The accompanying CAFR includes all funds of the State of Arizona (primary government), as well as its component units.  
Blended component units, although legally separate entities, are in substance part of a government’s operations.  Therefore, data 
from these units is combined with data of the primary government.  Discretely presented component units are shown separately to 
emphasize that they are legally separate from the primary government and to differentiate their financial position and results of 
operations from those of the primary government.  Discretely presented component units prepared in accordance with the 
Governmental Accounting Standards Board (GASB) are reported in a separate column in the government-wide financial 
statements.  Discretely presented component units prepared in accordance with the Financial Accounting Standards Board are 
presented as separate financial statements immediately following the government-wide financial statements to emphasize that they 
are prepared in accordance with accounting standards other than those promulgated by the GASB. 
 
The criteria for inclusion in the reporting entity and presentation are defined by the Codification of Governmental Accounting and 
Financial Reporting Standards, issued by the GASB, (Section 2100).  Note 1 of the Notes to the Financial Statements explains 
which component units are included in the Financial Reporting Entity of the State. 
 
BUDGETARY CONTROLS 
 
Budgetary control is maintained through legislative appropriation and the executive branch allotment process.  The Governor is 
required to submit an annual budget to the Legislature.  The budget is legally required to be adopted through passage of 
appropriation bills by the Legislature and approval by the Governor.  The appropriated funds are controlled by the executive 
branch through an allotment process.  This process generally allocates the appropriation into quarterly allotments by legal 
appropriation level.  The State also maintains an encumbrance accounting system to further enhance budgetary control.  
Encumbered amounts generally lapse as of the end of the fiscal year, with the exception of capital outlay and other continuing 
appropriations.  These appropriations and their encumbrances continue from year to year.  The State's budgetary policies are 
explained in detail in the Required Supplementary Information. 
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GENERAL FUND BALANCE 
 
Graph 1 details the General Fund revenues and expenditures for the last five fiscal years.  This graph does not include transfer 
amounts relating to other fund types and other financing sources (uses), which affect the ending fund balance. 
 
 
                                                 Graph 1 
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The General Fund ended the June 30, 2007, fiscal year with $1.1 billion in unreserved fund balance and a $841.391 million 
reserved fund balance for a total fund balance of $1.9 billion.  This compares to the previous year’s total fund balance of $2.3 
billion.  Included in the $841.391 million reserved fund balance is $673.531 million for the Budget Stabilization Fund.  The 
Budget Stabilization Fund is a form of Rainy Day Fund established by the Legislature in 1991. 
 
Graph 2 details the General Fund Balance for the last five fiscal years: 
                                                        
 
                                                     Graph 2 
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ECONOMIC CONDITION AND OUTLOOK 
 
The following economic summary is excerpted from the Arizona Department of Economic Security’s Arizona’s Workforce, 
released on September 6, 2007. 
 
The Arizona Department of Economic Security, Research Administration’s (RA’s) forecast update for 2007-08 shows Arizona’s 
economy is expected to continue adding jobs over the two-year period.  This forecast update calls for growth of 113,700 nonfarm 
jobs, with growth rates of 2.40% in 2007 and 1.70% in 2008. This suggests that the economy is slowing more than RA’s earlier 
forecasts had predicted.  RA’s forecast in April was 3.70% for 2007 and 3.00% for 2008.  Arizona’s economy is nevertheless 
expected to perform better than the national economy over the two-year period.  Global Insight forecasts that the nation’s nonfarm 
jobs will grow by 1.40% in 2007 and by 1.10% in  2008. 
 
Economic expansion outside of the United States helps maintain growth in Arizona industries dependent on exports, such as 
natural resources and mining and tourism-related industries.  Arizona’s population growth is expected to continue at about the 
same pace of 6.10% over two years, according to RA’s Population Statistics Unit. 
 
While job growth rates are projected to decrease during 2007-08, Arizona’s economy is expected to experience improving growth 
trends as some of the affects subside in the housing and finance (mortgage) industries.  Population growth will eventually remove 
the surplus of unsold homes on the current market and provide the impetus of increasing demand for housing. 
 
Natural resources and mining is projected to continue its strong growth, with 13.30% in 2007 and 6.00% in 2008.  Almost 2,000 
new jobs are expected to be added in Arizona’s fastest growing industry.  Demand for copper and other natural resource material 
is expected to remain strong in both the United States and abroad.  In Arizona’s rural areas and smaller urban counties, mining 
activity is projected to bolster other parts of the local economy. 
 
Construction is projected to lose 2,400 jobs in 2007 and 12,100 jobs in 2008.  The slowdown in the housing market and a 
tightening lending market hastens the construction employment losses.  Much of the recent impacts from the sub-prime lending 
and adjustable-rate mortgage loans are expected to cause various private sector driven adjustments to lending practices. 
 
Manufacturing forecasts call for a loss of about 900 jobs in 2007 and 300 in 2008.  At .60% of its overall employment, 
manufacturing’s losses over the two-year forecast period are relatively small.  Recent losses in this sector have been the result of 
Arizona factory closures and consolidations in the computer and electronic parts sector.  Continued military demand is expected to 
support aerospace product and parts and fabricated metal job growth. 
 
Trade, transportation, and utilities employment is expected to have lower job growth than forecast in April 2007 as a result of the 
reduction in the growth rate of consumer spending and wavering consumer confidence.  Despite this slowdown, trade, 
transportation, and utilities is forecast to add the largest number of jobs of any major industry group - 27,000 during the forecast 
period.  As has been the case for several earlier years, higher fuel and energy process are expected to continue to challenge 
transportation companies and consumers. 
 
Information is forecast to lose slightly more than 600 jobs in 2007 and then gain 300 jobs in 2008.  Recent employment trends in 
this industry have begun to shift away from several years of losses. 
 
Job growth in the financial activities industry is projected to slow in 2007 as the financial industry adjusts with credit tightening 
and  restructuring.  In 2008, economic and population growth is forecast to bolster this industry despite weakness in the housing 
market.  The financial activities group is forecast to add 2,200 jobs this year and 3,300 jobs in 2008. 
 
Professional and business services is forecast to add 24,400 jobs, with 3.90% growth in 2007 and 2.20% next year.  The slowing 
rates of growth are a result of the overall slowdown in the economy.  Job growth is expected to be fairly good in professional, 
scientific, and technical services, while the other sectors will bear more of the brunt of the economic slowdown. 
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Educational and health services is projected to gain 23,000 jobs during the forecast period.  The forecast for this industry is only 
slightly below that of the April 2007 figures.  New health care facilities and schools continue to need staffing and will be 
necessary to meet population demands. 
 
Leisure and hospitality is forecast to add more than 21,500 jobs.  This industry is projected to do well from the domestic traveler 
seeking to explore Arizona and the Southwest, and from travelers from foreign markets taking advantage of the lower value of the 
U.S. dollar.  This industry reached new record highs in 2006 and 2007, despite drought-related weather conditions in the 
Southwest. 
 
Other services is projected to add almost 8,700 jobs during the forecast period and represents the second largest percentage gain of 
any major industry group with increases of 5.10% in 2007 and 3.30% in 2008. 
 
Government job growth is projected to slow slightly, as demand for public services continues from a growing population. 
Government is forecast to add more than 17,500 jobs over the forecast period. 
 
In conclusion, Arizona’s economy showed considerable job growth in 2006 — the fastest job growth state in the nation at 5.40%.  
However, considerable signs of a slowing national and local economy have caused RA’s forecast update to show downward 
revisions to growth in 2007 and 2008.  Regardless, over the forecast period, Arizona’s economy is expected to outpace the 
national economy, which is expected to grow by 1.40% in 2007 and 1.10% in 2008, compared to Arizona’s 2.50%  and 1.70% 
growth, respectively. 
 
MAJOR INITIATIVES             
 

The Governor’s fiscal year 2007 Budget reflects a balanced approach.  It emphasizes strategic tax relief and economic incentives 
that offer enduring benefits to taxpayers and to the State at large.  It also modernizes State assets and strengthens vital programs 
that, during the last three years, bore the brunt of our fiscal austerity. 

Children 
The FY 2007 Budget provided additional funding of; (1) $7.850 million to increase Child Care provider rates to the 75th percentile 
of the 2000 Market Rate Survey; (2) $19.530 million for KidsCare Outreach, to reach young, needy children and provide them 
with proper medical insurance; and (3) $2.149 million for Adoptions Services caseload growth. 

Education 
The FY 2007 Budget provided additional funding of $80.000 million to expand Voluntary Full Day Kindergarten to all school 
districts and $43.875 million to comply with court orders for English language learners. 

Law Enforcement 
The FY 2007 Budget provided additional funding of $38.400 million for salary increases for law enforcement personnel within the 
Department of Corrections, Department of Public Safety, and the Department of Juvenile Corrections; this funding is in addition 
to the Statewide salary increase for State workers. 

College Students 
The FY 2007 Budget sought to improve access to and the quality of University education by raising the match for financial aid to 
2:1, increasing the State’s contribution from $2.161 million to $7.161 million to help more Arizonans afford a college degree and 
minimize tuition. 

Healthcare 
The FY 2007 Budget provided additional funding of; (1) $61.089 million for growth in the Arizona Long-Term Care System; (2) 
$17.400 million for an increase in the developmentally disabled population receiving long-term care services; (3) $8.184 million 
for the purchase of vaccines for children and for first time, high-risk, low-income adults; and (4) $1.565 million for Dual Eligible 
Medicare Part-D co-pays for physical and mental health medications, to ensure that elderly low-income persons continue to 
receive medication. 
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Public Safety 
The FY 2007 Budget provided $10.000 million from the General Fund to expand multi-jurisdiction immigration control efforts, 
including local law enforcement grants; and $7.000 million from the General Fund for an additional 100 sworn officer positions in 
the Gang and Immigration Intelligence Team Enforcement Mission, of which 50 are for border security and immigration.  

Tax Reductions 
The FY 2007 Budget provided total tax and other revenue reductions of $448.000 million primarily including; (1) a 5.00% 
reduction ($156.000 million) in individual income tax rates; (2) a three year elimination (FY07 impact of $215.000 million) of a 
42 cent property tax, the County Equalization Tax; (3) an increase in the threshold for businesses to pay Transaction Privilege Tax 
estimated payments from $100 thousand to $1.000 million, resulting in a one-time revenue loss of $55.000 million; and (4) other 
new tax reductions of $18.000 million, primarily including a $10.000 million corporate income tax credit for donations to private 
school tuition organizations and a $5.000 million health insurance premium tax credit. 

Businesses 
The FY 2007 Budget provided $35.000 million to fund Innovation Arizona, which will invest in science-based research with 
strategic value to Arizona’s long-term competitiveness and quality of life. 

Transportation 
The FY 2007 Budget increased transportation spending by $345.00 million including; (1) $245.00 million from the General Fund 
deposited to the Statewide Transportation Acceleration Needs Account (STAN); (2) $62.00 million from the State Highway Fund 
deposited into the STAN; and (3) $38.00 million in additional Highway User Revenue Fund monies distributed to local 
jurisdictions. 

Arizona Veterans 
The FY 2007 Budget provided $10.000 million to build the Southern Arizona State Veterans’ Home and $1.125 million for 25 
new veteran benefit counselors, support staff, and veteran outreach programs statewide. 

State Employees 
The operation of State government is made possible through the 70,500 State employees who devote their working lives to public 
service.  The FY 2007 Budget recognizes the value of State employees and provided; (1) $129.687 million for a $1,650 per FTE 
salary adjustment and a 2.50% performance adjustment; (2) pay raises for law enforcement personnel at the Department of Public 
Safety ($2.768 million), Department of Juvenile Corrections ($1.510 million), and Department of Corrections ($25.751 million); 
(3) $3.100 million in pay raises for psychiatrists and nurses at the Arizona State Hospital; and (4) $28.700 million to cover 
increased health insurance premium costs for State employees. 
  
Initiatives such as those discussed above clearly illustrate the dynamic impact that can occur when State Government optimizes its 
existing resources for the benefit of the people it serves and makes the most prudent investments in its infrastructure. 
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