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I. INTRODUCTION AND BACKGROUND TO REVENUE FORECAST

This report represents the conclusion to the winter forecast update for the March 1% statutory
reporting deadline of the Revenue Forecasting Committee (RFC). A description of the revenue
forecasting process is provided in Appendix F. This report and appendices provide a description
of all the key elements of the General Fund and Highway Fund revenue forecasts. In addition to
the statutorily required updates of General Fund and Highway Fund, the RFC has recently
included forecasts of revenue accruing to the Fund for a Healthy Maine and the dedicated
revenue from the Medicaid/MaineCare provider taxes. This updated forecast revises the forecast
that was updated in December 2005 and incorporates all enacted legidative changes affecting
revenue during the 122" Legislature to date. The forecast also incorporates the recently revised
economic forecast presented by the Consensus Economic Forecasting Commission (CEFC) for
its February 1% reporting deadline. The revenue forecasts in this report provide projections
through the fiscal year ending June 30, 2009 (FY09). The RFC met on February 23" for an all
day meeting to deliberate and discuss the recommendations of Maine Revenue Services and
other revenue analyses.

A. Economic Forecast Update

The March 2006 revenue update began with the winter economic forecast in January. The
Consensus Economic Forecasting Commission (CEFC) met on January 27" to review and update
its forecast of November 2005, which revised the previous forecast of a year ago upward
substantialy after Maine avoided some potentialy disastrous federal military base closure
recommendations. Table I-A below summarizes the incremental change of the CEFC forecast.
The full report of the CEFC isincluded in Appendix D.

TABLE I-A

Consensus Economic Forecasting Commission
Comparison of November 2005 and February 2006 Economic Forecasts

Calendar Years 2005 2006 2007 2008 2009
* Wage & Salary Employment (Annual Percentage Change)
> Consensus 11/2005 0.8 0.9 0.7 0.8 0.8
> Consensus 2/2006 0.0 0.5 0.6 0.6 0.7
Difference -0.8 -0.4 -0.1 -0.2 -0.1
* Personal Income (Annual Percentage Change)
> Consensus 11/2005 5.5 5.5 5.0 5.0 5.0
> Consensus 2/2006 5.0 5.0 4.5 4.5 4.5
Difference -0.5 -0.5 -0.5 -0.5 -0.5
* Consumer Price Index (Annual Percentage Change)
> Consensus 11/2005 3.2 2.8 2.5 2.2 2.2
> Consensus 2/2006 34 3.0 2.8 2.8 2.8
Difference 0.2 0.2 0.3 0.6 0.6
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On January 27", the CEFC was faced with recent data releases that pointed to slower economic
growth. Employment and personal income growth were both adjusted downward to reflect the
latest 2005 employment estimates provided by the Maine Department of Labor, and income data
through the first three quarters of 2005 from the U.S. Bureau of Labor Statistics. The CEFC
raised its forecast for the U. S. Consumer Price index, citing the unexpected persistence of high
oil prices, the federal deficit and employment growth at the national level.

B. Capital Gains Forecast

A major variable that is not included in the economic forecast is a projection of net capital gains.
Maine's exceptional capital gains growth during the stock market “bubble’ of the late 1990’s (in
excess of 20% annual increases for 5 consecutive years through tax year 2000) came to an abrupt
end in tax year 2001, plummeting 54.3%, resulting in a very unpleasant April surprise in 2002.
In tax year 2004, Maine received an opposite surprise in April 2005. It is estimated that net
capital gains realizations increased by nearly 50% that year, whereas the RFC had assumed they
would grow by only 5.5%.

TABLE I-B
Maine Resident - Net Capital Gains
Capital
Capital Capital Gains %
Capital Gains Capital Gains Tax of
Gains Realizations | Gains Tax Liability Resident
Tax | Realizations | Annual % Liability Annual % Tax

Year | ($ Millions) Change ($ Millions) Change Liability
1995 $551.7 $38.3 6.2%
1996 $799.7 45.0% $57.3 49.6% 8.4%
1997 $1,218.7 52.4% $104.5 82.4% 13.6%
1998 $1,551.0 27.3% $120.0 14.8% 13.9%
1999 $1,867.2 20.4% $141.7 18.1% 15.5%
2000 $2,360.4 26.4% $179.6 26.7% 17.3%
2001 $1,079.3 -54.3% $74.1 -58.7% 7.6%
2002 $908.8 -15.8% $59.1 -20.3% 6.1%
2003 $1,066.2 17.3% $69.5 17.6% 6.8%
2004* $1,593.2 49.4% $110.1 58.4% 9.9%
2005* $1,593.2 0.0% $108.4 -1.5% 9.4%
2006* $1,553.4 -2.5% $104.7 -3.4% 8.7%
2007* $1,485.0 -4.4% $99.5 -5.0% 8.0%
2008* $1,398.9 -5.8% $92.4 -7.1% 7.2%
2009* $1,301.0 -7.0% $83.8 -9.3% 6.3%

* Represent Projections

The RFC and Maine Revenue Services, like their counterparts in other states and the federal
government, have had much difficulty trying to accurately forecast this variable. Maine data is
not captured at the state level and may only be accessed through federal tax data. That
information is shared with Maine Revenue Services, but it lags by as much as 2 years. Since
November 1999, Maine Revenue Services has been required to provide areport on the net capital
gains and losses realized by taxpayers filing Maine individual income tax returns. That report is
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provided to the Legislature through the RFC and is typically included in the RFC’'s December
report. That report (see Appendix E) isincluded in this report as a result of a delay in Maine's
processing of the federal tax data that prohibited including it in the December 2005 report.

Table I1-B on page 2 summarizes the current assumptions. The differences from the assumptions
included in the December 2005 report are:

e 2003 data have been updated to actual with the most recent federal data;

e 2004 projections (note they are still projections due to filing extensions that will change
the data) have been reduced as aresult of preliminary data from the IRS; and

e 2005 projections have been lowered from 5.5% annual growth to no growth as one
explanation for the small increase in the final payment.

The effect of these changes of assumptions is to lower the percentage of resident tax liability
from capital gains each year from tax year 2005 to 2009 (see far right column in Table I-B).
This change brings this percentage much closer to the longer term trend, which was the goal of
the Revenue Forecasting Committee in its December 2005 forecast. The approach that the RFC
used for the December 2005 forecast and this forecast was to adjust this variable so that over the
course of the forecast period, the percentage of resident tax liability returns to a longer-term
average, factoring out the recent “tech bubble.” With the bursting of the “bubble,” the extent of
the Maine resident individual income tax liability derived from net capital gains had dropped
down from its peak in 2000 of 17.5% to a level more in line with historical patterns before the
“bubble,” in the range of 6% to 7% of tax liability. This resulted in a decrease in net capital
gainsrealizations each year of the forecast.

It is this variable that introduces the greatest risk in the revenue forecast. The other aspect of
capital gains realizations that makes it difficult, particularly in Maine, is the fact that these gains
are very discretionary and concentrated in the top 4%, or 25,000, of Main€e's individual income
tax filers. That top 4% accounts for approximately 40% of total individual income tax liability.
The RFC again struggled with this vexing variable in this forecast.

C. Corporate Profits

A major variable of the tax models that drives the corporate income tax forecast is corporate
profitability. Again, thisforecast is not part of the CEFC economic forecast. The RFC used the
forecast used by the federal government of before-tax corporate profits. That national forecast
calls for 35% growth in caendar year 2005 and relatively flat growth thereafter. Maine is
insulated from significant regiona variances in corporate profitability as a result of Maine's
method of corporate income taxation. For national companies operating in Maine, the amount of
corporate income tax due to Maine is calculated by apportioning total profits earned in the
continental United States by the amount of business that they conduct in Maine based on sales,
payroll and property.

D. Oil Prices

The recent experience in Maine's sales tax collections seemed to demonstrate a substantial effect
from variations in oil prices. Sales tax collections dropped below budgeted projections at about
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the same time as the heating oil season began in the fall of 2004. With the recent tax model
updates, Maine Revenue Services has added this variable to the sales and excise tax model so
that the model might better capture the effect that oil and fuel price changes have on taxable
sales and fuel purchases. Again, relying on Globa Insights November 2005 US economic
forecast, the RFC used the assumption that oil prices, which are currently in the $60 per barrel
range would fall to approximately $45 per barrel by calendar year 2008. Thisis consistent with
the assumptions of the CEFC.

E. Legislative Changes

The RFC bases the revenue forecast on current law. The December 2005 forecast included all
legislative changes through the 122™ Legislature’s 2™ Special Session. This forecast does not
include the effect of any legislative changes pending in the 122™ Legislature’'s 2™ Regular
Session.

II. OVERVIEW OF REVENUE PROJECTIONS

This section provides a summary of the revenue projections in this forecast. These summaries
are supplemented by additional detail in the 3 appendices, which provide summaries of the major
categories in each of the funds that have been modified in this forecast. In addition, Appendix G
contains the materials presented by Maine Revenue Services on February 23, 2006 to support the
forecast recommendations.

A. General Fund

For the General Fund, this forecast results in a partial reversal of the substantial upward revision
of the December 2005 forecast. Over the 2006-2007 biennium, this reversal driven by the
downward revision to the economic forecast reduces the General Fund revenue by $14.8 million,
approximately 9% of the $164.4 million increase recommended by the December 2005 revenue
forecast. The downward impact of the economic forecast change on the Individual Income Tax
and Sales Tax revenue lines was dampened in the short term by the recognition of positive
variances in severa revenue sources not as directly tied to the economic forecast, largely the
Corporate Income Tax, Estate Tax and the Cigarette Tax lines. In fact, the revenue forecast for
FYO06 is actually increased in this forecast by $1.4 million. The impact of the February 2006
economic forecast on the Sales Tax line was lessened by the addition of a fuel price variable in
the model for the December 2005 forecast. At that time, the committee reduced the revenue
estimate for Sales Tax despite a substantial increase in the Personal Income growth assumptions
of the November 2005 economic forecast. The downward economic forecast revision that was
more pessimistic for each year of the forecast period had a compounding effect on the revenue
forecast in future fiscal years. Without the offsets of the FY 06 positive variances, the downward
revisions grow worse each year. For the 2008-2009 biennium, the downward revisions total
$53.0 million, increasing the 2008-2009 structural gap. Table A below provides a summary of
the changes for each of the major revenue categories (additional detail of the Genera Fund
changesis provided in Appendix A).
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Table II-A General Fund Summary

FY05 Actual FY06 FY07 FY08 FY09
Current Forecast $2,790,845,053 | $2,855,420,638 | $2,952,015,876 | $3,015,653,150 | $3,110,929,801
Annual % Growth 2.3% 3.4% 2.2% 3.2%
Net Increase (Decrease) $1,889,771 | ($16,173,721) | ($22,940,461) | ($30,066,929)
Revised Forecast $2,790,845,053 | $2,856,810,409 | $2,935,842,155 | $2,992,712,689 | $3,080,862,872
Annual % Growth 2.4% 2.8% 1.9% 2.9%
Summary of Revenue Revisions by Major Revenue Category
Sales and Use Tax ($3,060,000) |  ($5,120,000) |  ($4,270,000) |  ($4,940,000)
Individual Income Tax ($10,990,000) | ($15,350,000) | ($19,530,000) | ($27,760,000)
Corporate Income Tax $9,930,000 $8,850,000 $6,970,000 $8,030,000
Cigarette and Tobacco Tax $4,500,000 $0 $0 $0
I nsurance Companies Tax ($5,000,000) $0 $0 $0
Estate Tax $6,019,529 $0 $0 $0
Income from Investments $2,277,520 $385,512 $1,341,762 $1,341,762
Transfer to Municipal Rev. Sharing $210,120 $592,620 $875,160 $1,282,840
Other Revenue ($1,997,398) ($5,531,853) ($8,327,383) ($8,021,531)
Total General Fund Revisions $1,889,771 | ($16,173,721) | ($22,940,461) | ($30,066,929)

B. Highway Fund

For the Highway Fund, this forecast decreases the 2006-2007 biennium'’s budgeted revenue by

$5.1 million.

In FY06, the committee reversed $3.0 million of a $3.6 million gas tax audit

assessment that was recognized in the December 2005 forecast. The forecast aso recognizes the
effect on the Highway Fund investment earnings of cash balances that have been drained by the
budget problems in the Department of Transportation’s capital program. Unlike the General
Fund, the Highway Fund revenue downward revisions do not worsen over the long run as the
higher inflation assumptions of the current economic forecast offset the lower economic growth
assumptions as a result of the indexing of fuel tax rates to inflation. The downward revenue
revisions for the 2008-2009 biennium total $0.1 million, with the FY 09 revenue revision being

positive.

Table II-B Highway Fund Summary

FY05 Actual FY06 FY07 FY08 FY09
Current Forecast $326,078,155 | $335,352,879 | $340,999,732 | $346,517,898 | $353,462,015
Annual % Growth 2.8% 1.7% 1.6% 2.0%
Net Increase (Decrease) (%4,445,720) ($615,999) ($273,751) $169,747
Revised Forecast $326,078,155 | $330,907,159 | $340,383,733 | $346,244,147 | $353,631,762
Annua % Growth 1.5% 2.9% 1.7% 2.1%
Summary of Revenue Revisions by Major Revenue Category
Fuel Taxes ($4,145,720) ($165,999) $176,249 $619,747
Income from Investments ($300,000) ($450,000) ($450,000) ($450,000)
Total Highway Fund Revisions (%4,445,720) ($615,999) ($273,751) $169,747
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C. Fund for a Healthy Maine (FHM)

The Fund for a Healthy Maine (FHM) was revised significantly downward for the 2006-2007
biennium by the December 2005 revenue forecast, based on an assumed delay in the receipt of
tobacco settlement payments pending the outcome of “significant factor proceedings’ under the
Master Settlement Agreement. There has been no change in that assumption in this forecast.
This forecast once again adversely affects the FHM as a result of updated assumptions related to
the “Racino” in Bangor. With 3 months of actual revenue data, the committee revised a central
assumption about the player payback percentage. That percentage was substantially higher than
the 89% required by law and assumed as part of the previous forecast. As a result, the FHM
revenue forecast for the 2006-2007 biennium is reduced by an additional $1.1 million. With an
additional 6-month delay in the assumed opening of the permanent facility compounding the
reduction from the change in the payback percentage the downward reduction for the 2008-2009
biennium is $5.2 million, the impact of these assumptions on the General Fund revenue forecast
was offset in the short-term by an increased forecast of the General Fund's 1% share of the total
adjusted slot machine income (“coin-in”).

Table II-C Fund for a Healthy Maine (FHM) Summary

FY05 Actual FY06 FY07 FYO08 FY09
Current Forecast $49,124,793 | $43,353,622 | $44,409,679 | $76,504,714 | $78,434,308
Annua % Growth -11.7% 2.4% 72.3% 2.5%
Net Increase (Decrease) ($335,591) ($720,395) | ($2,643,362) | ($2,589,850)
Revised Forecast $49,124,793 | $43,018,031 | $43,689,284 | $73,861,352 | $75,844,458
Annua % Growth -12.4% 1.6% 69.1% 2.7%
Summary of Revenue Revisions by Major Revenue Category
Racino Revenue ($335,591) ($720,395) | ($2,643,362) | ($2,589,850)
Total FHM Revisions ($335,591) ($720,395) | ($2,643,362) | ($2,589,850)

D. MaineCare Dedicated Revenue Taxes

Because of their significant interrelationship with the General Fund budget, the RFC has recently
been including a forecast of revenue from the MaineCare dedicated revenue taxes. Those
estimates are not being revised in this report, leaving the December 2005 forecast unchanged.

III. CONCLUSIONS

Revenue Change Not as Substantial as Economic Forecast Normally Would Indicate. The
RFC was pleasantly surprised at the modest short-term effect of a substantial downward revision
in the economic forecast. Actions taken in last December’s forecast to add the additional
variable in the models to capture the effect of higher fuel prices on consumer spending depressed
the estimates of the Sales Tax line last December despite an economic forecast that would
normally have driven the estimate of that line substantially upward. The Corporate Income Tax
line, which is insulated from significant regiona differences, offset the Individual Income Tax
reductions. Estate Tax collections have been a pleasant surprise each month this fiscal year as
many unusually large estate tax payments have produced positive variances. With the exception
of the December and January estimated tax payments, the major lines had, at least in the short-
term, been very close to budget under the more optimistic November 2005 economic forecast.
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Reversing Revenue Increases Associated With Legislative Changes

In both the December 2005 revenue forecast and this revenue forecast, the RFC found that it had
to reverse many revenue increases that were associated with recent legisative changes. The
Office of Fiscal and Program Review (OFPR) scores revenue increases associated with
legislative changes through the fiscal note process, which works integrally with the revenue
forecasting process. OFPR, which has 2 staff members serving on the RFC, noted the unusually
large number of these reversals recently. Judicial Fine Revenue estimates from unpaid fines,
Correctional Fee revenue, Conservation revenue from park operations changes and revenue from
on-line burn permits are some examples of agency revenue increases that were not realized.
OFPR will increase its scrutiny of proposed revenue estimates associated with legidlation to
minimize the number of reversals.

Capital Gains Still Present Substantial Risk

Although the RFC forecast for net capital gains projects significant improvement over the
previous forecast, the RFC remains cautious about the unpredictable nature of income from this
revenue source. The significant lag in historical data (Federal tax data is often not finalized until
ayear or more after the close of atax year) creates great uncertainty. The RFC is assuming that
the positive unexplained variance in April 2005 individual income tax was related to a 49.4%
increase in net capital gainsincome in tax year 2004. We will not be able to verify that until late
fall of 2006 when all income tax filing extensions have run their course. In Maine, the decisions
of arelatively small number of taxpayers can substantially affect individual income tax revenue.
The percentage of income tax liability of this higher income group has been increasing in recent
years and as a result can create significant volatility in revenue from the individual income tax.
In addition to the volatility related to capital gains, the very uncertain global economic and geo-
political environment adds the potential for significant “shocks’ to the forecast that could
significantly affect revenue.

Although the RFC will be closely monitoring the economic situation, the final payments due in

April provide the potential for wide swings that cannot be fully anticipated at this time. The
RFC expressed caution regarding these April payments.
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SUMMARY

The Consensus Economic Forecasting Commission (CEFC) held its first meeting of 2006
on January 27 at the State Planning Office. As required by statute, the Commission
updated its October 2005 economic forecast for Maine. The table below summarizes the
CEFC’s new forecast for wage and salary employment growth, personal income growth,
and the U.S. Consumer Price Index (CPI; a measure of inflation).

Calendar Years 2005 2006 2007 2008 2009

Wage & Salary Employment (Annual Percentage Change)

CEFC Forecast 10/2005 0.8 0.9 0.7 0.8 0.8
CEFC Forecast 2/2006 0.0 0.5 0.6 0.6 0.7

Personal Income (Annual Percentage Change)

CEFC Forecast 10/2005 5.5 5.5 5.0 5.0 5.0
CEFC Forecast 2/2006 5.0 5.0 45 45 45

CPI (Annual Percentage Change)

CEFC Forecast 10/2005 3.2 2.8 2.5 2.2 2.2
CEFC Forecast 2/2006 3.4 3.0 2.8 2.8 2.8

The Commission based its forecast on newly available state and national economic data
and economic forecasts from several sources. The following bullets outline the regional
and national context for the forecast.

On the day of the Commission’s meeting, the U.S. Bureau of Economic Analysis
(BEA) announced that fourth quarter U.S. gross domestic product (GDP) growth
was 1.1%, lower than most analysts were expecting. BEA attributed the slow
growth to declines in personal consumption and federal government spending,
and increased imports.

Oil prices have been persistently high. Several forecasts that had projected prices
to decline over the next one to five years are now projecting sustained high prices.
Energy is particularly expensive in Maine and other northeastern states. The
combination of high energy prices and slow income growth has impacted retail
sales. Businesses are also feeling the effect of high energy costs.

The Commission noted the apparently growing number of residents in southern
Maine who work in another state. This means that income and retail sales in
southern Maine benefit from employment growth in New Hampshire and
Massachusetts. It also means that an economic downturn in those states may be
felt in Maine as well.

The Commission noted that the vitality of Maine’s economy will depend on the
extent to which the state can secure a larger share of growing industries. Since




June 2004, year-over-year employment growth in Maine has been positive (based
on unrevised estimates), but not as high as the national growth rate.

e The Commission discussed the impending closure of the Brunswick Naval Air
Station. Given the uncertainty of the timeline for closing the facility, the
Commission has decided not to make speculative adjustments to its forecast.
Once reliable information becomes available, the Commission will incorporate
that into a subsequent, scheduled revision.

STATE AGENCY REPORTS

Three state agencies provided the Commission with further insight into current economic
conditions in Maine.

Maine Department of Labor

Maine Department of Labor (DOL) reported upcoming revisions of statewide
employment figures for 2004 and 2005. These revisions are part of an annual
benchmarking process undertaken by all 50 states using methodology provided by the
U.S. Bureau of Labor Statistics. The process involves adjusting previous sample-based
estimates using more complete data that become available later in the year. DOL
reported its preliminary estimates that employment for 2004 will be revised from 613,900
to 611,600 and 2005 will be revised from 618,000 to 611,400. Moody’s Economy.com
estimates that New Hampshire, Vermont, Rhode Island, Connecticut, and Massachusetts
will also have downward job-growth revisions.

Maine’s revision could have several causes. The Commission discussed the possibility of
more Maine residents commuting and telecommuting to jobs outside Maine. Their jobs
would be counted in other state’s employment estimates. DOL reported that it has not
seen a decrease in the number of business establishments in Maine. Rather, the lack of
job growth seems to stem from a lack of new hiring by Maine establishments.

Preliminary estimates show that from 2003 to 2005, employment grew in the industries of
health care and social services, retail trade, and leisure and hospitality. Employment
declined in the industries of manufacturing, professional and business services, and
financial activities.

Maine Revenue Services

Maine Revenue Services reported that state revenues are slightly ahead of the Revenue
Forecasting Committee’s (RFC) November projections. The difference is mostly in
revenues from the corporate income tax, cigarette tax, and estate tax. Individual income
tax payments are also 1.5% ahead of projections. The growth of individual income tax
withholding is slightly below the RFC’s current projections (4.1% for 2005 versus 4.8%
respectively). Sales tax revenues are also slightly below projections, with slow growth



coming from general merchandise stores and automobile sales. Sales at specialty retail
establishments are strong.

State Planning Office

The State Planning Office reported on other indicators of economic activity in Maine in
the second half of 2005. Maine’s Coincident Economic Index grew respectably in
October and November after slow growth in the second quarter. In late summer there
was a surge of bankruptcies catalyzed by changes to federal laws. That surge passed in
October. Personal income for the first three quarters of 2005 grew at or above the New
England rate, although income growth in the rest of the nation has outpaced New
England. Maine’s real estate market seems to be cooling somewhat; the number of
housing unit permits issued has been essentially flat since 2004. Fuel prices continue to
be high. Gasoline and heating oil are currently about $.50 per gallon more expensive
than one year ago. The Commission noted the adverse impact of this expense on
consumer spending, as reflected by sales tax revenue. Businesses are also feeling the
impact of this cost.

CONSENSUS FORECAST

The above information and five forecasts formed the basis of the Commission’s
consensus forecast. The New England Economic Partnership and State Planning Office
forecasts were based on a model prepared by Moody’s Economy.com. Colby College
and Central Maine Power Co. developed their own forecasting models. Global Insight,
Inc. developed the fifth forecast.

The models did not incorporate the revised employment estimates reported by DOL.
There was discussion about how the Commission would incorporate the new information
with projections from models that had utilized unrevised estimates. The Commission
concluded that the most reasonable forecast would call for 2005 employment growth
reflecting DOL’s estimate of revised employment figures. Therefore, the Commission
changed its forecast for 2005 employment growth to 0.0%. Estimates for 2006-2009
were also adjusted. Economic models continue to estimate Maine’s long-run potential
growth somewhere below 1.0% and the gradual increase up to 0.7% in 2009 reflects
those projections.

The Commission lowered its past forecast of personal income growth by 0.5 percentage
points for 2005-2009. This revision was based on income growth for the first three
quarters of 2005 reported by BEA, DOL’s estimated employment revisions, and MRS’s
report on individual income tax withholding. For the most part, all the forecasts
estimated income growth at or below the levels projected by the Commission in October.
The Commission adjusted projections for several components of personal income
(supplements to wages and salaries; non-farm proprietor’s income; dividends, interest,
and rent; and transfer payments) in accordance with its revision of total personal income.



The Commission raised its forecast for U.S. Consumer Price Index, citing the unexpected
persistence of high oil prices, the federal deficit, and employment growth at the national
level.

The table on the following page shows the Commission’s forecast of the variables they
regularly forecast (shaded in blue) and a breakdown of those variables as regularly done
by the Commission’s staff at the State Planning Office. The table also presents additional
economic variables forecasted by Moody’s Economy.com.



Maine Economic Forecast
February 2006

CPI-U*

Maine Unemployment Rate**
3-Month Treasury Bill Rate**
10-Year Treasury Note Rate**

Maine Wage & Salary Employment*
Natural Resources
Construction

Manufacturing
Trade/Trans./Public Utils.
Information

Financial Activities

Prof. & Business Services
Education & Heath Services
Leisure & Hospitality Services
Other Services

Government

Agricultural Employment

Maine Wage & Salary Employment*
Natural Resources
Construction

Manufacturing
Trade/Trans./Public Utils.
Information

Financial Activities

Prof. & Business Services
Education & Heath Services
Leisure & Hospitality Services
Other Services

Government

Agricultural Employment

Personal Income*

Wage & Salary Disbursements*
Supplements to Wages & Salaries*
Non-Farm Proprietors' Income*
Farm Proprietors' Income
Dividends, Interest, & Rent*
Transfer Payments*

Less: Contributions to Social Insuranc

Residence Adjustment
Farm Income

Personal Income*

Wage & Salary Disbursements*
Supplements to Wages & Salaries*
Non-Farm Proprietors' Income*
Farm Proprietors' Income
Dividends, Interest, & Rent*
Transfer Payments*

Less: Contributions to Social Insuranc

Residence Adjustment
Farm Income

*CEFC Forecast

**Maine Unemployment Rate, and 3-month Treasury Bill and 10-year Treasury Bond rates from Moody's Economy.com - Jan. 2006

History Forecast
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
3.4% 2.8% 1.6% 2.3% 2.7%) 3.4% 3.0% 2.8% 2.8% 2.8%
3.4% 3.9% 4.4% 5.0% 4.6% 4.9% 4.7% 4.8% 4.7% 4.6%
6.0% 3.5% 1.6% 1.0% 1.4%] 3.3% 4.9% 4.9% 4.8% 4.8%
6.0% 5.0% 4.6% 4.0% 4.3%] 4.3% 5.2% 5.3% 5.4% 5.6%
Employment (thousands)
603.5 608.2 606.5 606.8 611.6) 611.4 614.5 618.1 621.9 626.2
2.7 2.7 2.6 25 2.5 25 2.4 2.4 2.4 2.4
29.2 29.9 294 305 30.6 304 30.1 30.3 305 30.7
79.5 74.7 68.0 64.1 63.44 62.1 61.2 60.7 60.0 59.2
122.7 123.6 123.3 123.2 124.5 124.6 124.0 123.2 1224 122.6
12.1 12.1 11.6 11.3 11.3 113 114 11.4 115 116
34.1 35.1 35.1 35.1 35.0 34.7 34.8 34.9 35.2 354
51.8 51.8 514 50.3 49.9 50.1 50.8 515 523 52.8
97.5 100.8 104.9 107.3 110.5) 111.6 114.1 116.3 118.7 121.2
55.9 56.5 57.3 58.5 58.7 58.9 59.9 61.0 62.1 62.8
18.3 19.1 19.8 20.3 20.44 204 20.7 21.0 211 21.3
99.5 102.0 103.1 103.7 104.7 104.7 105.1 105.4 105.7 106.2
19.8 17.1 18.8 16.1 14.0] 16.6 17.0 17.0 17.0 17.0
Annual Growth Rate
- 0.8% -0.3% 0.0% 0.8% 0.0% 0.5% 0.6% 0.6% 0.7%
- -1.4% -1.9% -2.6% -1.7%] -2.0% -1.2% -0.7% -0.6% -0.6%
- 2.1% -1.4% 3.5% 0.4% -0.5% -1.1% 0.5% 0.7% 0.7%
- -6.1% -8.9% -5.8% -1.1% -2.0% -1.4% -0.8% -1.2% -1.3%
- 0.8% -0.3% -0.1% 1.1% 0.1% -0.5% -0.6% -0.6% 0.2%
- 0.2% -4.7% -2.0% -0.2%| 0.0% 0.8% 0.2% 0.2% 0.9%
- 3.0% 0.0% -0.1% -0.2% -1.0% 0.3% 0.4% 1.0% 0.5%
- 0.0% -0.9% 2.1% -0.7%| 0.4% 1.3% 1.3% 1.6% 1.1%
- 3.4% 4.2% 2.3% 3.0% 1.0% 2.2% 2.0% 2.1% 2.1%
1.0% 1.5% 2.0% 0.4% 0.4% 1.8% 1.8% 1.8% 1.2%
4.1% 3.5% 2.5% 0.7%] 0.1% 1.5% 1.2% 0.7% 0.7%
- 2.5% 1.0% 0.7% 0.9% 0.0% 0.4% 0.3% 0.3% 0.4%
- -13.6% 9.9% -14.4% -13.0%) 18.6% 2.4% 0.0% 0.0% 0.0%
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Seasonally Adjusted (millions)
33173.25 35107.0 35964.5 37251.3 39481.8] 41455.8  43528.6  45487.4  47534.4  49673.4
17194.75 17982.8 18551.8 19249.8 20191.5] 21007.2 218904  22809.8 23767.8  24766.0
3772.75 4058.5 4422.5 4630.8 5036.0f 5368.6 5692.8 6034.4 6336.1 6652.9
2347 2768.3 2630.8 2773.3 3027.8 3271.2 3468.8 3642.2 3824.3 4015.5
57 275 -59.8 -233 -26.3 414 43.0 44.8 46.6 48.5
6178.5 6338.3 6089.3 5834.0 6078.0f 6138.8 6264.0 6389.3 6581.0 6778.4
5588.25 6017.8 6477.3 7021.5 7499.0| 8026.9 8608.1 91125 9635.6  10183.8
2665.75 2811.8 2857.5 2941.0 3079.3 3202.4 3297.2 3446.9 3603.4 3765.7
700.5 726.5 710.3 705.8 755.5 804.6 858.5 901.4 946.5 993.8
141 1115 46.5 68.5 72.0 76.0 80.1 84.5 89.2 94.1
Annual Growth Rate
- 5.8% 2.4% 3.6% 6.0% 5.0% 5.0% 4.5% 4.5% 4.5%
- 4.6% 3.2% 3.8% 4.9% 4.0% 4.2% 4.2% 4.2% 4.2%
- 7.6% 9.0% 4.7% 8.8% 6.6% 6.0% 6.0% 5.0% 5.0%
- 17.9% -5.0% 5.4% 9.2% 8.0% 6.0% 5.0% 5.0% 5.0%
- -51.8% -317.3% ------- N/A - negative base values ------- 3.9% 4.2% 4.0% 4.1%
- 2.6% -3.9% -4.2% 4.2% 1.0% 2.0% 2.0% 3.0% 3.0%
- 7.7% 7.6% 8.4% 6.8% 7.0% 7.2% 5.9% 5.7% 5.7%
- 5.5% 1.6% 2.9% 4.7%) 4.0% 3.0% 4.5% 4.5% 4.5%
- 3.7% -2.2% -0.6% 7.0%] 6.5% 6.7% 5.0% 5.0% 5.0%
- -20.9% -58.3% 47.3% 5.1% 5.5% 5.5% 5.5% 5.5% 5.5%

Remaining lines extrapolated from the CEFC forecast by the CEFC staff.
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APPENDIX F

Historical Background and Methodology of Maine’s Revenue Forecasting Process

History

The Revenue Forecasting Committee was established by Governor John R. McKernan,
Jr. on May 25, 1992 by Executive Order 14 FY91/92 in order to provide the Governor,
the Legislature, and the State Budget Officer with an analysis and recommendations
related to the projection of General Fund and Highway Fund revenue. Its creation was in
response to a recommendation by the Special Commission on Government Restructuring.
Committee membership originally included the State Budget Officer, the State Tax
Assessor, the State Economist, the Director of the Office of Fiscal and Program Review,
and an economist on the faculty of the University of Maine System selected by the
Chancellor.

The original Executive Order called upon the Revenue Forecasting Committee to submit
recommendations for State revenue projections for the upcoming fiscal biennium, as well
as adjustments to current biennium General Fund and Highway Fund revenue estimates.
In accomplishing its task, the Committee was directed to utilize the economic
assumptions developed by the Consensus Economic Forecasting Commission.

In 1995, Public Law 1995, c. 368 enacted in statute the Consensus Economic Forecasting
Commission and the Revenue Forecasting Committee, adopting both the structure and the
intent of the original Executive Order.

Public Law 1997, chapter 655 enacted a number of changes to Title 5, chapter 151-B.
There were three major changes: first, the revenue projections developed by the
Committee would no longer be advisory but would be used by the Executive Branch in
setting budget estimates and out-biennium forecasts; second, the State Budget Officer
was empowered to convene a meeting of the Committee to review any new data that
might become available; and third, the Committee was expanded from five to six
members, with the sixth member being an analyst from the Office of Fiscal and Program
Review designated by the Director of that office.

Public Law 2001, chapter 2, enacted a further change to the appointment process of the
sixth member making that appointment less specific by requiring that member to be non-
partisan staff appointed by the Legislative Council.

Methodology

Both the General Fund and the Highway Fund revenue projections are actually an
aggregation of several individual revenue source forecasts. For the General Fund, many
departments and agencies collect revenue under different authority. Highway Fund
revenue, although more limited in the number of sources, also has multiple revenue
sources. Since each of these individual revenue sources is distinctly different in terms of
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size (and thus relative importance to total revenue) and factors that influence growth
(such as tax law, economic growth, interest rates, size of lottery jackpots, number of
patrolmen, etc.), the Committee uses different approaches for evaluating various revenue
source forecasts.

In order to ensure that the Committee's review process is as efficient and effective as
possible, it divides its revenue line review into three parts:

-Major revenue sources directly tied to economic activity

-Major revenue sources tied to other "non-economic” factors

-Minor revenue sources

Major revenue sources tied to economic forecast

In general, major revenue lines directly tied to economic activity are forecast using
econometric equations. These equations define a mathematical relationship between
historical revenue growth and relevant economic trends, then project revenue growth
based on the defined relationship and expected future performance of the economic
variable chosen. For example, revenues derived from the collection of individual income
tax are very closely tied to growth in Maine personal income. Thus, an equation is
estimated that defines income tax revenue in terms of personal income (and other
relevant variables), then the forecast of personal income growth in Maine is used to
estimate future income tax collections. The Revenue Forecasting Committee then
reviews the equation, the underlying economic assumptions, and the overall revenue
forecast level to ensure that they are logical and plausible given our knowledge of current
economic conditions and revenue growth. It is the Committee’s understanding, and truly
the spirit of “consensus forecasting”, that model results need not be blindly accepted and
should be closely examined.

Maine Revenue Services is instrumental in the development of the forecast for the major
taxes, the major revenue sources tied to economic activity. The Research Division
maintains the econometric models that are used to develop the forecast. Maine Revenue
Services also has access to a tax “data warehouse” in order to query tax data and refine
the model outputs and equations. The economic variables forecast by the CEFC are fed
into the models.

Major revenue sources tied to “non-economic” factors and Other Minor Revenue
Sources

Both the major revenue sources tied to other "non-economic” factors and the other minor
revenue sources are generally prepared by the department or agency responsible for
collecting the particular revenue stream. Their experience with and expertise in tracking
revenue growth is used in place of an equation to project future revenue activity. For
example, the level of participation in Maine's lottery is not easily or clearly tied to any
particular economic indicator, like income or employment. Revenue derived from lottery
ticket sales can, however, be projected based on past lottery sales, the likelihood of a
large jackpot occurring within a twelve month period and planned changes in product
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mix or marketing strategy. Therefore, the Department of Administrative and Financial
Services reviews past lottery trends and evaluates any changes in marketing strategy and
estimates the lottery's revenue performance over the upcoming biennium. Additional
factors reviewed by the Committee include the projected Cost of Goods Sold and
Administrative Expense to arrive at an estimated Net Profit to be transferred to the
General Fund. The Revenue Forecasting Committee then reviews their forecast to ensure
that their logic is sound and to ensure that this particular line forecast is consistent with
expectations for other revenue lines.

To further streamline the review of the hundreds of minor revenue sources, the committee
has employed a strategy that has the analysts of the Office of Fiscal and Program Review
and the Bureau of the Budget work with the “collecting” agencies to develop the forecast
for each of the hundreds of minor revenue sources. This review is particularly
concentrated in even numbered years before the beginning of the 1% Regular Session of
the Legislature when the biennial budget for the upcoming biennium is first considered.
Agencies are required to submit their estimates to the Bureau of the Budget as part of the
biennial budget development process in the fall of even number years. Every revenue
source is reviewed by the Office of Fiscal and Program Review and the Bureau of the
Budget with the agencies for consistency with the economic forecast, historic trends and
enacted law changes that may affect future revenue rates, bases or flows.

When preparing a formal review of the biennial budget in odd numbered years to decide
if revisions are necessary, the Revenue Forecasting Committee uses a similar, though
streamlined, process. The major tax models are re-estimated using any updated economic
and capital gains assumptions as well as current baseline data. The budget to actual
performance of the other revenue lines is examined by a subcommittee of the Budget
Office and the Office of Fiscal and Program Review and, when significant variances
exist, the subcommittee recommends to the full Committee which agencies should
develop and present new projections for the Committee’s consideration.

Length of Forecast

By statute, the revenue forecast must project revenue for the upcoming biennium and the
subsequent biennium. For the start of a biennium, December of even numbered years,
this forecast will encompass a span of 5 fiscal years — the current fiscal year, the next
biennial budget to be approved in the upcoming legislative session and a projection of the
following biennium. This projection for the following biennium was added as a long-
range planning tool to help establish a look at the health of the next biennial budget to be
developed 2 years later and adopted by a new Legislature. This projection of revenue is
combined with projections of expenditures for the General Fund and Highway Fund to
develop estimates of the “structural gap” or “structural surplus” of each fund.

Current Tax Law

The Revenue Forecasting Committee bases all revenue projections on current state tax
law and other state laws with future effective dates that affect state revenue sources. The
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Committee is careful to watch for sunsets and future effective dates of laws that will
affect revenue and build those enacted law changes into the forecast. The Committee
does not attempt to second-guess how the law may be changed during the upcoming
Legislative session. The Fiscal Note Process overseen by the Office of Fiscal and
Program Review establishes and tracks the revenue effects associated with legislative
changes. These legislative revenue changes are then included in the base revenue
forecast. The Revenue Forecasting Committee at its next meeting then adopts or amends
those estimates of the legislative revenue changes.

Forecast Schedule

The Revenue Forecasting Committee has 2 statutory reporting dates each year: December
1% and March 1%. The timing of these reports is based on the schedule of the budget
process and the Legislature’s session schedule. The Governor is required to submit a
biennial budget during the first regular session of each Legislature. That process begins
in even numbered years with agencies submitting budget requests by September 1%,

That process concludes with when the Governor submits his budget proposals to the
Legislature by a statutory deadline, the first Friday after the 1* Monday in January
(approximately one month later for a newly elected Governor). The revenue forecasting
fall forecast begins with the economic forecast by the Consensus Economic Forecasting
Commission that must report by November 1%. The December 1% deadline of the
revenue forecast provides the Governor with an update of the revenue forecast that the
Governor must use as the basis for submitting balanced General Fund and Highway Fund
budgets. That 1% forecast of the biennium updates the current projections for the
upcoming budget biennium and it provides the 1% projections of the following biennium.

In December of odd-numbered years, the forecast is updated for the next legislative
session (the 2™ Regular Session of the Legislature) that begins in January of even-
number years. The annual March 1% reporting deadline is scheduled to provide the
Legislature with a “mid-session” update so that they might have the most up-to-date
forecast for the conclusion of their budget decisions.
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