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According toE Feant study prepared by the National Conference of State Legisiatures. eﬂ%@é"pm .
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State Legisiatures face an important challenge over the next 10 to 1 .years as the need
to ?éplgge aging state and local capital stock becomes increasingfy critical. In 1985,
states spent more than $30 billion in revenue from all sourCes on state capital outlays
.. .. States are-directly responsible for ﬁnangigghﬁhways. educational institutions,
natural resource proj state hospitals~cbrrectional facilities, parks and recreation
projects, and general put: buildings’".'. .. Over the past decade, legislatures have
strengthened their role greatly eviewing, setting, and monitoring state agency operat:
ing budgets. The challerige for legi es . . . is to develop the same capacity for
managing, settlgg:’ﬁ;lplementing, and overseeing capital budgets.”

i&n Arizona, the.Législature took a major step toward strengtheningghe capital budgeting procesg with the
lenactment-of Chapter 85, Laws of 1986. This act (1) creates a 10M: Committee on CGapital
Review” (2) requires 5-year Capital Improvement Plans for each state agency, aQ‘(%)Destablishe'. a "Build-
inarRenewal Formula® approach to determining the necessary annual appropriation t¢ ~:p@.92miintain
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jlities necessary to meet the state’s burgeoning popuiation. Examples of critical needs are roads and
highways, new prisons, university classrooms and other university facilities, and general state office build-

ings.
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Transportation revenue bonds are used to finance construction of new roads, highways, bridges and
other transportation facilities. The State Constitution restricts the use of certain vehicle, user, and
gasoline and diesel tax receipts for transportation purposes, including bonding {eee-AitelleaSac.ld). A
Corrections Fund was created in 1984 to help finance new prisons. It is funded from taxes on liquor and
cigarettes, but at $22 million per year, is inadequate to keep pace with our soaring prison population.
University buildings are increasingly financed through revenue bonds, which are repaid through ear-
marked tuition and fees.
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General state office space and other state building requirements have traditionaily been financed on a
"nay-as-you-go" basis. This has been a tradition rooted in a conservative approach to capital budgeting
and, certainly, has been necessitated by our State Constitutions limit on general obligation debt of

$350,000;

However, in recent years, the capital budget has been squeezed by sluggish revenue growth and operat-
ing budget pressures. Revenue growth has not kept pace with inflation and population, while expendi-
tures for A.H.C.C.C.S. and Corrections will quadruple between FY 1983 and FY 1989.

Against this backdrop, the Arizona Legislature moved to adopt lease-purchase financing as an alternative
method to finance the construction of state buildings. The state has long used lease-purchase financing
as an installment-sales method of financing major equipment purchases, and the Department of
Economic Security has successfully used lease-purchase financing to construct DES offices for nearly
two decades now, according to separate statutory authority and in conjunction with the federal govern-
ment.
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A.R.S. 41-790.02 gives the Department of Administration the authority to enter into lease-purchase agree-
ments to finance the acquisition or construction of state buildings, subject to the following conditions:

1. The obligation of this state to make any payment under the agreement is a current
expense of the department, payable exclusively from appropriated monies, and is
not a general obligation indebtedness of this state or the department.

2. Ifthe Legislature fails to appropriate monies or the department fails to allocate such
monies for any periodic payment or renewal term of the agreement, the agreement
terminates at the end of the current term and this state and the department are
relleved of any subsequent obligation under the agreement.

3. The agreement shall be reviewed and approved by the Attorney General before the
agreement may take effect.

4. The agreement shail be reviewed and approved by the Joint Committee on Capital
Review before the agreement takes effect.

As stated above and clearly in each agreement, all lease-purchase payments are a current operating ex-
pense of the affected agency, are subject to annual appropriation and, thus, are not a general obligation
indebtedness of the state. Nevertheless, the state does accrue an equity interest, which after 20 years (or
whatever amortization period is established) enables the state to acquire title for the property. Given this
equity interest, it is not likely that the Legislature would terminate a lease-purchase agreement, aithough
the option to do so, is appropriate and desirable from a legisiative, budgetary standpoint.

The State of Arizona, Department of Administration has issued tax-exempt “Certificates of Participation”
on two occasions, to finance several capital projects. The most notable are (1) the construction of the
new 11-story Department of Revenue Building at 17th Avenue and Van Buren Street, and (2) the acquisi-
tion of the 5-story Capital Centre Building on 15th Avenue between Washington and Jefferson Streets.

PROBLEM STATEMENT: . .
The ewmwent administration a3 position against lease-purchase financing for new construction.

Consequently, and given the state's continuing struggle with its operatin %;Jdget. the state’s construc-
tion program for general office space and certain gther state facilitieﬂgn keeping pace with our
needs. The two, most immediate problem areas aee general state office buildings and the ASU-West

Campus. Prion Jo i &wx&.@ud\a& iy rsield,

~&iglf, the State of Arizona not have enough office space to accommodate the requirements of office-
using state employees. According to figures recently released by the Department of Administration, the
state leases approximately 1.6 million square feet of commercial office space throughout Arizona. This
translates into an annual cost of $15.8 million. As the number of office- using state employees grows, the
shortage of office space will become more acute.
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The construction of the DOR building and the Capital Centre was financed by lease-purchase g@imrs/
icipation. The total financing requirement of those buildings will be $32.9 million and-$33.7 million,

respectively. Hewge\r,ﬂ::ecause the payments are made over a twenty year ygeciod;’t‘ﬁ'e/ real, effective cost

is significantly less. If the-stream of lease-purchase payments is d§§counte8 (at a 5 percent rate) the es-

timated cost of those buildings is $20.3.milllon and $20.9 million; respectively in today's dollars. The cost

of lease-purchase financing is, therefore, oﬁlysligl;@y-higher than appropriating the entire amount at the

time of construction. In the latter case, the state Woﬁld‘have\had to pay $19.6 million and $20.8 million,

respectively. /,/ ‘*\h\w\

Moreover, if the Depanmem/of Revenue had continued to lease the same amount of commercial office
space (61,000 square feet), their cumulative rental payments would have totaled $32.6 million by 2008.
On the other hand, the total accumulated cost of their new facility (160,000 square feet) is only $32.9 mil-
lion; and by 2008, the state will own the facility. e




In 1987, the Department of Administration projected that state agencies, who could potentially move to
the Capitol Mall, were leasing approximately 528,000 square feet of commercial office space at an annual
cost of $6.0 million. Undoubtedly, these figures are higher in 1988. If no new buildings are constructed.
the accumulated rental payments of these agencies will reach $1 78.6 million by 2008. If lease-purchase
financing was used to build new facilities for the DOA identified agencies at the Capitol Mall, it would cost
the state about $108 million over a twenty year period. The state would, therefore, save about $70 million
in rental payments over twenty years, at which point, we would own the buildings. These savings would
be reduced by whatever amounts are spent on building maintenance, repair and utilities.

Mﬁ construction of the ASU-West Campus haJ been hampered by a "Catch-22" situation. As
indicated, most recent university construction has been financed via revenue bonds supported by stu-
dent tuition/fees. This revenue source, however‘.@ﬁnited at ASU-Waest due to relatively low enroliments
and student class-loads (part-time students). Until the core campus facilities are completed and enroll-
ments and credit-hours rise, this revenue flow will be insufficient to support revenue bonds. Thus far, the

Legisiat appropriated $28.5 million in 4 years for ASU-West construction. At this pace, the core
faciliti t be completed until FY 1995.
.

H.B. 2037 proposeJ that the Department of Administration use lease-purchase financing to commence
construction of the following:

By .June 1, 1988 (already designed)
e Supreme Court Building
16th Avenue Parking Structure
e Az Historical Society Museum at Papago Park

By February 1, 1989 (preliminary plans are already complete)
Tucson Office Building

Legislative Archives and Office Building
D.E.S. - West Office Building

A.S.D.B. (Tucson) - Food Service Facility
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Also.Mauthorin the Board of Regents to proceed with further construction at the Arizona State
University - West Campus by utilizing lease- purchase.=H- ;

e o g ) 2y - ew

mﬁﬁmm‘ ~ This, in tuT~w#FG00st enroliments and stu-
dent credit-hours, which provide’cash—ﬂow for the lease-purchase payments. All ASU-West tuition/tees
in excess of $1,000,000 will be earmarked for the lease-purchase payments with the General Fund
making up any difference in the ASU-West operating budget. In this sense, lease-purchase financing acts

as a "bridge” between the present and a time at which tuition/fees are sufficient to support revenue bonds.

JLBC Staft
1-21-88
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