Summary of Arkansas Economic, Revenue, and Inflation Update 2019
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DFA-Economic Analysis and Tax Research

Revenue Update

e FY 2019 Actual

o FY 19 finished with a surplus of $295.4 million on a collection base of $5.921
billion in Net Available Revenue. Gross Revenues totaled $7.144 billion before
refunds and other deductions.

o Large, one-time collections in Corporate and Individual Income Tax contributed to
the gain above forecast.

o Corporate Income collections rebound after three consecutive years of declines.
Tax strategy derived from the Federal Tax Cut and Jobs Act aided many state
collection results as a side benefit to Federal tax moves on accelerated
depreciation among other changes.

o Sales Tax collections underperformed the forecast with declines in the sectors of
Utilities and Information. Weaker than projected growth in the Motor Vehicle
portion of Sales Tax also detracted from forecast. The large consumer-dominated
sectors of Retail and Food Services (restaurants) did well.

o RSA included a category for surplus of $64 million and the FY19 collections
exceeded full RSA and the forecast by $231 million or 4.1%.

e FY 2020 Forecast

o The FY 20 forecast accounts for a variety of tax policy changes from two regular
sessions and the triggered Sales Tax cut on groceries from the phase-out of
desegregation payments. A total of $108 million in tax policy changes are
accounted for in the forecast from the combination of phased-in and lagged
changes converted to fiscal year impact occurrences.

o Annual net revenue growth would be about $155 million or 2.7%, excluding the
policy changes.

o FY 20 growth over FY 19 actuals indicates negative growth in order to meet
forecast as a result of large one-time collections in FY 19 and growth in Refunds

from Low-Income taxpayer tax cut in the next tax filing season.
o Timing of the tax policy changes in FY 20 are notable.



e FY 2021

Collections from Remote Sellers and Marketplace Facilitators Tax will begin
with August Sales Tax collections. The 11-month collection estimate is
$21.8 million for General Revenue, $32.4 million for total state Sales Tax,
and $10.8 million for local option Sales Tax collections. (FY21 state
collections are estimated at $35.4 million and $11.8 million for local Sales
Tax.)

The full-year impact of the Individual Income Tax cut for low-income tax
filers will impact net revenues in the next income tax filing period starting
in February 2020 at an estimated $50 million in additional refunds claimed.
Full-year impact of the triggered tax cut on food for home consumption
(groceries) will impact FY20 after its start on January 1, 2019 at the
midpoint of FY19. The 12-month impact in FY20 is estimated at $60 million
for General Revenue and $80.5 million for total state revenue.

The 2019 Regular Session largely delayed or phased in further tax cuts after
FY20. Net change for FY20 was -$8.5 million in General Revenue, largely
accomplished by the offset of Act 182 (income tax cuts) with positive
impacts of Act 822 (remote sellers).

The Casino Amendment lowered the tax rate for the general revenue
portion of taxes from 18 percent to 7.15 percent on the first $150 million of
net wagering and to 11 percent on amounts above $150 million net
wagering.

o The 2019 Regular Session produced combined revenue reductions of -567.5
million in FY21 for General Revenue and +$38.5 million for total state revenue.
The divergence was caused by positive impacts to special (dedicated) revenues
from Act 416 (motor fuel tax and casino tax distribution) and Act 822 (remote
sellers). Annual growth in the forecast for General Revenue in FY21 over FY20 is
$156 million or 2.7%, including the net effects of the tax policy changes. Older tax
cuts will be in the collections base by that point.

Economic Update

Macro U.S. and Global Economic Conditions (July 2019)

e Main theme of stable trend-like growth but with elevated downside risks
e Real GDP growth in process of slowing to trend growth rate, 2.2% in 2019 and 1.8%

in 2020

e Inflation to remain in check near 2% thanks to slowing global growth



Domestic final sales expected to slow from solid level of 2.8% in 2018 to 2.1% in 2019
Fed rate cut amounts to some insurance against downside risk, not current
conditions
Tariff skirmishes are impacting the German and Japanese export economies and
global commodity prices. U.S. producers and wholesalers are also impacted.
Macro Forecast Summary Table

See Table 1

Baseline Forecast and Alternate Recession Scenario

See Table 2

Inflation Trends and Forecast

See Table 3

Labor Market Conditions

See Table 4

Personal Income Growth: U.S., State, and Select Regions

See Table 5

State Economy

Stable growth largely matching national expansion

Continuation of low unemployment rate with wage and job gains from long
expansion

Economic indicators from tax data shows stable growth of 4.0 to 4.5 percent wage
growth and 3.5 to 4.0 percent retail sales gains. Motor vehicle sales lagged other
growth in FY 19.

Sector growth shows stable gains in Manufacturing, Health Services, and Professional
Services but decline in the Information sector and job trimming in Retail

The outlook for FY 20 and 21 in Arkansas largely follows the macro forecast scenario
of slowing to trend-level growth in a low-inflation expansion. The longest post war
expansion will continue, partly as product of modest recovery rates earlier and
moderate expansion later in the cycle with weakness in the global economy
throttling inflation factors.



e Interest rate policy adjustment largely keeps the expansion on track amid weakness
in more trade-dependent trading partners



Millions of Dollars

INDIVIDUAL INCOME

CORPORATE INCOME

SALES and USE TAX

ALCOHOLIC BEVERAGE

TOBACCO

INSURANCE

RACING

GAMING

SEVERANCE

CORPORATE FRANCHISE

REAL ESTATE TRANSFER

MISCELLANEQUS

TOTAL GROSS

LESS: SCS/COF
INDIVIDUAL REFUNDS
CORP REFUNDS
CLAIMS RESERVE
ECON DEV INCENTIVE
RECYCLING TAX CREDIT
AMENDMENT 82 BOND
WATER/SWR BONDS
COLL SVNGS BONDS
MLA CITY/CO TOURIST
EDUC EXCEL TRUST
DESEGREGATION
EDUCATIONAL ADQCY

NET AVAILABLE
LESS: SURPLUS
NET AVAILABLE DISTRIBUTION

Official General Revenue Forecast
FY 2019 - 2021 Biennium

05/15/19 FY 19 05/15/19 FY 20 05/15/19 FY 21
Estimate Increase % CH Estimate Increase % CH Estimate Increase % CH
3,445.1 85.5 25| 3,578.8 133.7 3.9] 36895 110.7 3.1
407.8 11 0.3 404.6 -3.2  -08 405.5 0.9 0.2
2,4971 79.6 3.3] 2,5724 75.3 3.0 26494 77.0 3.0
59.6 0.2 04 61.0 1.4 2.3 62.4 1.4 2.3
213.3 66 -3.0 205.0 -8.3 -39 198.7 6.3  -31
144.7 29.8 259 120.7 240 -16.6 148.4 277 229
24 00 -30 21 0.0 0.0 2.0 -0.1 -4.8
66.8 2.3 36 31.2 -356 -53.3 31.2 0.0 0.0
10.6 06 59 10.7 0.1 0.9 986 -1.1 103
8.0 0.0 0.0 8.0 0.0 0.0 8.0 0.0 0.0
26 0.0 0.0 26 0.0 0.0 26 0.0 0.0
60.1 -14 22 58.9 1.2 -20 57.3 16 27
6,917.8 191.3 28| 7,056.0 138.2 2.0 72646 208.6 3.0
214.5 6.1 2.8 218.7 4.2 2.0 2252 6.5 3.0
509.8 16.4 3.3 581.1 713 140 608.2 271 47
484 56 132 52.4 4.0 8.3 53.4 1.0 1.9
10.0 10.0 100.0 10.0 0.0 0.0 10.0 0.0 0.0
234 11.0 887 234 0.0 0.0 234 0.0 0.0
16.0 0.0 0.0 16.0 0.0 0.0 22,5 6.5 406
5.3 0.0 0.0 5.3 0.0 0.0 5.3 0.0 0.0
14.8 0.0 0.0 14.8 0.0 0.0 14.8 0.0 0.0
240 0.8 3.4 240 0.0 0.0 24.0 0.0 0.0
0.9 0.0 0.0 0.9 0.0 0.0 0.9 0.0 0.0
331.2 10.9 3 342.1 10.9 3.3 352.5 10.4 3.0
0.0 -65.8 -100.0 0.0 0.0 0.0 0.0 0.0 0.0
29.3 1.0 35 302 0.9 31 31.2 1.0 3.3
5,690.2 195.3 3.6| 57371 46.9 0.8 58932 156.1 2.7
64.2 64.2
5,626.0 1311 24| 57371 1111 2.0 5,893.2 156.1 2.7

Prepared by Economic Analysis and Tax Research, DFA




June 2019 Year-to-Date General Revenue Report
Economic Analysis and Tax Research, DFA

Forecast Date: 11/14/2018 Millions of $
Change from Forecast Change from Last Year
Actual Forecast Actual Dollar Percent Dollar Percent
June FY18  June FY19  June FY19 Difference Difference Difference  Difference

individual Income 33596 3,445 1 3,520.0 749 2.2 160.5 4.8
Corporate Income 406.7 407.8 570.2 162.4 39.8 163.5 40.2
Sales & Use 24175 2,497 1 24650 -32.1 -1.3 47.5 2.0
Alcohol 59.4 59 6 605 09 15 T2 20
Tobacco 219.9 2133 212.0 <1.3 -06 -7.8 -36
Insurance 114.9 1447 161.6 16.9 T 46 6 40.6
Racing 22 2.4 2.0 -0.1 -3.2 -0.1 -6.7
Gaming 64.5 668 69.7 2.9 4.3 52 8.1
Miscelianeous ' 82.1 813 829 16 20 0.8 1.0
Total Gross 6,726.5 6,917.8 7.,1439 226.1 33 417.3 6.2
LESS: (SCSF/COF)® 208 .4 2145 220.2 5.7 26 118 57
Iindividual Income Tax Refunds 493 4 509.8 507.5 -2.3 -0.4 141 29
Corporate Income Tax Refunds 42.8 46.4 62.7 14.3 296 19.8 46.5
Claims 0.0 10.0 0.0 -10.0 -100.0 0.0 0.0
Economic Development Incentive 12.4 234 114 -12.0 -51.5 -1.0 -8.4
Amendment 82 Bonds 5.3 5.3 83 0.0 -0.2 0.0 0.0
Recycling Tax Credit 16.0 16.0 16.0 00 0.0 0.0 0.0
Water / Sewer Bonds 14.8 14.8 148 0.0 0.0 0.0 0.0
College Savings Bonds 23.2 24.0 23.2 -0.8 -3.5 0.0 -0.2
City & County Tourist 0.9 0.9 0.9 0.0 -1.3 0.0 0.0
School Desegregation 65.8 0.0 0.0 0.0 0.0 -65.8 -100.0
Educational Excellence 320.3 3312 331.2 0.0 0.0 10.9 34
Fducational Adequacy 28.3 29.3 29.3 0.0 -0.1 1.0 34
Total Deductions 1,231.6 1,227.8 1,222.5 -5.1 -0.4 -9.2 -07
Net Available 54949 5,690.2 59214 231.2 4.1 426.5 7.8

LESS: Surplus 0.0 64.2 295.4
Net AVAILABLE Distribution 54949 5,626.0 5,626.0 0.0 0.0 131.1 24

Revenue Forecast Summary for June

Year-to-Date Gross: $ 226.1 Million OR 3.3% Above Forecast
Year-to-Date Net Available: $ 231 .2 Million OR 4.1% Above Forecast

1) Miscellaneous includes severance, corporate franchise, real estate transfer, dyed diesel, and other miscellaneous taxes
2) State Central Services Fund and Constitutional Officers Fund.
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FRED . — Real Gross Domestic Product
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FRED -/ = Household Debt Service Payments as a Percent of Disposable Personal Income
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Table 1.

Summary of the US Economy

Composition of Real GDP, Percent Change

Gross Domestic Product

Final Sales of Domestic Product
Nonresidential Fixed Investment
Residential Fixed Investment
Exports
Imports
Federal Government

2018

2.9
2.7
6.9
0.3
4.0
45
26

Prices & Wages, Percent Change, Annual Rate

GDP Deflator
Consumer Prices

Excl. Food & Energy
Other Key Measures
Brent Crude, Spot Price ($/bbl)
Nonfarm Inven. Chg. (Bil. of 2012 $)
Light Vehicle Sales (Million units)
Housing Starts (Million units)
Exist. House Sales (Total, Million units)
Unemployment Rate (%)
Payroll Employment (%change)
Federal Surplus (Unified, FY, bil. $)
Current Account Balance (Bil. )
Incomes
Personal Income (% change)
Real Disposable Income (%change)
Disposable Income (%change)

IHS Markit Inc.
July 2019

2.2
2.4
2.1

70.96
50.9
17.19
1.250
5.341
3.9
1.7
-779
-491

4.4
28
4.9

2019

2.6
2.4
3.2
-1.8
2.5
1.9
2.8

1.8
1.9
21

66.91
88.6
16.76
1.223
5.295
3.6
1.5
-1038
-510

4.1
23
3.9

2020

1.8
2.0
1.9
-1.6
3.8
3.3
1.6

23
2.2
22

64.25
42.4
16.63
1.216
5.490
3.7
1.0
-1025
-489

4.7
26
4.6

2021

1.7
1.7
21
-1.5
2.3
4.0
-0.8

24
2.2
22

65.98
43.1
16.48
1.235
5543
39
06
-1070
-496

45
2.5
4.5



Table 2.

Baseline Forecast vs. Recession Scenario

Baseline (55% probability) CY 19 CY 20 Cy 21
Real GDP Growth  2.6% 1.8% 1.7%

Real Consumption 2.4% 2.4% 2.5%

Nominal GDP Growth  4.4% 4.2% 4.1%

Unemployment Rate 3.6% 3.7% 3.9%

Personal Income Growth  4.1% 4.7% 4.5%

Employment Growth  1.5% 1.0% 0.6%

Recession Scenario (35% probability) CY 19 CY 20 Cy 21
Real GDP Growth  2.5% -0.3% 0.1%

Real Consumption 2.3% 0.9% 0.8%

Nominal GDP Growth  4.2% 1.7% 2.2%

Unemployment Rate  3.8% 4.7% 6.0%

Personal Income Growth  4.0% 3.1% 2.0%

Employment Growth  1.4% -0.3% -0.8%

..and a look back at state budget impacts from recessions

FY 2010
1) RSA funded to 96.1% of "A" category

2) Forecast cuts in Oct., Jan., and May
3) Budget cuts but with ongoing grocery tax cut

4) Inflow of funds of 561 M from GIF to General Revenue

FY 2011
1) RSA funded plus $93.9 M surplus

FY 2002
1) RSA funded to 97.55% of "A" category

2) Forecast cuts Nov., April, and June

FY 2003
1) RSA funded to 94.12% of "A" category
2) Forecast cuts in Feb. and May
3) Tax increases for FY04-05 from Cig.,
Income tax surcharge, Tob. Products
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FRED - = Civilian Labor Force Participation Rate: 25 to 54 years
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Table 5.

U.S.
Total Personal Income
Nonfarm Income
Wages & Salaries
Per Capita Income

Arkansas
Total Personal Income
Nonfarm Income
Wages & Salaries
Per Capita Income

Southeast Region
Total Personal Income
Nonfarm Income
Wages & Salaries
Per Capita Income

Southwest Region
Total Personal Income
Nonfarm Income
Wages & Salaries
Per Capita Income

* Projected with July '19 Update

Income Growth Measures

CY 17 CY 18 CY 19*  CY 20*
4.4% 4.5% 4.1% 4.7%
4.4% 4.5%

4.6% 4.5% 3.7% 4.5%
3.7% 3.8%
3.8% 4.0% 3.4% 4.8%
3.5% 3.3% 4.2% 4.7%
3.9% 2.9% 3.2% 4.2%
3.4% 3.7% 3.0% 4.3%
4.3% 4.5%
4.3% 4.4%
4.4% 4.3%
3.4% 3.6%
4.4% 5.1%
4.3% 5.1%
4.5% 5.5%
3.1% 3.9%



