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H Proximity to southern California markets
attracts relocating businesses.

B The state benefits from Nafta.

HHousing is affordable.

B Major center for low-cost high-tech manufac-
turing and back-office operations.

WEAKNESSES
B The state has traditionally been a boom-bust
economy.
HLow per capita income and high poverty rate.

CURRENT EMPLOYMENT TRENDS
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FORECAST RISKS

UPSIDE
e Defense contracts boost manufacturing
activity in AZ.
e Stronger-than-expected snowbird traffic boosts
winter tourism.

IN
o

DOWNSIDE
e One of AZ's embattled major employers, like
America West, shuts down.
e Prolonged tech recovery forces more cutbacks
in AZ's high-tech manufacturers.

run the entire course from being one of the
fastest growing economies last year to one of
the fastest declining ones now. Nearly all indus-
tries are contracting, with manufacturing and
services both shrinking at a rapid pace. Retail
trade and government growth are providing
some support to the economy, but not enough
to keep the state out of a recession. The jobless
rate has shot up over the past few months,
reflecting the still rising tide of layoffs.
Technology. AZ’simportant high-tech manu-
facturing industry continues to contract, even
as the terrorist attacks and global economic
slowdown have put off any chance of a quick
recovery. All of AZ’s high-tech manufacturers,
including Motorola, Intel, and Qwest, have an-
nounced significant layoffs over the past few
months, and the outlook for an imminent re-
covery in demand for chips remains poor.
Intel’s performance in the state is indicative
of the environment for AZ’s tech manufactur-
ers. On the one hand, Intel recently closed
down its consumer gadgets division, with
offices in Phoenix, due to slowing demand.
On the positive side, Intel just opened its
brand new $2-billion Fab 22 chip manufac-
turing plant in Chandler, despite the slowing
demand for chips. The new plant, which is
expected to employ over 1,800 eventually,
will give Intel a leg up on chip production
when demand eventually rebounds.
Tourism. The state’s tourism industry is
expected to have lost $200 million since the
September 11 attacks, atatime when the state’s
tourism department is facing an almost
$400,000 cut in its budget due to fiscal con-
straints. In December, occupancy rates in Phoe-
nix area hotels are down over 10%, while Tuc-
son occupancy rates are almost 20% off last
year’s levels. Attendance in the Grand Canyon
was down 21% in October. A proliferation of
fears regarding further terrorist attacks will
likely discourage many snowbirders from trav-
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ANALYSIS
STRENGTHS Recent Performance. Arizona’seconomyhas eling to AZ this winter. Since September 11,

Tucson’s hotels and conference centers have
lost significant business through cancellations
and rescheduling, not to mention lost revenues
through unrealized retail and tourist spending
in the area. An estimated 1,700 hotel workers in
Tucson are facing job losses. December hotel
bookings are weak, and overall winter bookings
could be 15% below last year’s levels.

Defense. The only redeeming factor for AZ is
its strong military-industrial complex. The state
is home to five major military bases, including
the Army proving ground in Yuma, and the
Davis-Monthan Air Force Base in Tucson. To-
gether, the military is responsible for over 50,000
jobs in AZ, and has an estimated $6 billion
economic impact on the state.

The state’s major defense players are hoping
to capitalize on increased defense spending that
might be coming down the pipeline, especially
from the recently awarded Joint Strike Fighter
contract. Phoenix-based Honeywell Avionics is
expected to receive contracts worth $5 billion in
connection to the JSF contract and a $1 billion
contractrecently from Airbus, a significant wind-
fall that will benefit the company’s plants in
Phoenix and Tucson. Both Raytheon and Boeing
also have defense units based in Arizona.

While the near-term outlook calls for a mild
recession in Arizona, the state is expected to
remain an above-average performer over the
long-term forecast horizon. Long term, the
economy is well positioned to take advantage
of the information economy. Arizona has a
large and diverse base of high-tech indus-
tries, mostly in high value-added manufac-
turing. Further global economic integration
will only improve AZ’s outlook. AZ is attract-
ing financial services jobs at the expense of
high cost metro areas. This trend is expected
to continue as financial services continues
to consolidate.

Rakesh Shankar

December 2001
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Arizona

Arizona’s Fiscal Health Rapidly Deteriorating
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The rapid reversal of the state’s fortunes is most evident in its
deteriorating fiscal situation. Sales tax revenues were down $31
million by the end of August, income tax revenues came in $22
million below expectations. Currently, Arizona Governor Jane
Hull expects the budget to be $1.6 billion over the budget. State
lawmakers are already discussing program cutbacks for the fiscal
year totaling $1.5 billion, with education and tourism facing the
biggest cuts. Overall, most state government departments are
expecting a 4% cut in funding.

Exports Take a Dive

Mining Woes Worsen in Arizona
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Citing slowing demand for copper and a weak pricing environ-
ment, the Phelps Dodge Company, the second largest employer in
the Phoenix metro area and one of the largest in the state,announced
plans to shut down mines in Miami AZ and cut back production at
the Serrita and Bagdad mines in the state, cutting nearly 800 jobs.
Although this is merely one further step in an industry that has long
been a shrinking player in the state economy, the shutdown of the
mines will hurt the regional economies in the southern and north-
western parts of the state where the mine was the major employer.

Housing Market Slowing But Healthy in Arizona
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The worsening global economic downturn has taken its toll on
AZ’s exports. Dominated by high-tech products, AZ’s manufactur-
ers have had to contend both with declining domestic demand and
with slumping foreign demand. Exports comprised nearly 10% of
the AZ GDP in 2000, as opposed to little over 7% for the country
as a whole, underscoring the importance of export for the local
economy. AZ’s exports are slanted inordinately towards Mexico
and East Asia, particularly Malaysia, Hong Kong and Singapore.
With both Mexico and East Asian mired in a recession, the outlook
for AZ’s exports remains weak.

House price appreciation in AZ is moderating in the face of the
slowing regional economy, even as housing supply begins to ease.
This points to a healthy, imbalance-free housing market in the
state. Demand for homes remains strong, with home sales in the
state up a dramatic 15% for the third quarter. Speculative building
is still being undertaken in Phoenix and Tucson, based on the
healthy expectation that the metro area economies will rebound
rapidly when the economic recovery enters full swing in 2002.
Healthy demographic trends will ensure stable housing demand in
AZ across the forecast horizon.
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