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Ms. Laurie Dudgeon
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Frankfort, Kentucky 40601

Dear Mr. Brinkman, Mr. Byerman and Ms. Dudgeon:

Pursuant to Kentucky Revised Statutes 48.120 (1), on or before August 15™ of each odd-numbered
year, the Office of State Budget Director (OSBD), in conjunction with the Consensus Forecasting
Group (CFG or Group), shall provide to each branch of government a budget planning report. The
planning report shall contain:

O A baseline analysis and projections of economic conditions;
O Any potential consequences of the analysis for the Commonwealth’s fiscal condition;

O The revenue estimates and implications for the General Fund and Road Fund for the
current fiscal year and next four (4) fiscal years; and

O Projections of personal income, employment, and economic indicators that reflect
economic conditions.
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The General Fund, Road Fund, and MSA Tobacco Fund estimates were prepared in cooperation with
the CFG, and represent an agreement by the Group as to the most likely outcome for revenues in the
current fiscal year and the upcoming four years. The CFG consists of individuals knowledgeable
about the state and national economies and the revenue and financial conditions of the
Commonwealth.  Appointed jointly by State Budget Director and the Legislative Research
Commission, the members are: Dr. Frank O’Connor (Chair), Dr. Bruce Johnson, Dr. Alan Bartley,
Dr. James McCoy, Ms. Janet Harrah, Mr. David Sinclair, and Dr. Christopher Bollinger. Major
assistance was provided by the Office of State Budget Director: Gregory Harkenrider, Gene
Zaparanick-Brown, Thomas Jones, Michael Jones, and Ghada ElDabbagh.

The CFG met on August 11, 2017, to discuss forecasts for the National economy, Kentucky
economy, and state revenues. The documents that accompany this certification include both the
approved General Fund and Road Fund revenue estimates in detail, as well as supporting
documentation from OSBD.

In the development of the projections for the underlying economic forecast, OSBD staff presented
the CFG three options to consider. First was the control economy, or estimates based on the June
2017 control scenario of IHS Markit Economics (formally known as Global Insight). Control
estimates represent the most likely outcome according IHS and were given a 60% probability of
outcome by IHS. Excerpts from the control forecast are outlined below.

IHS Markit continues to assume that a modest pro growth agenda is likely to be
implemented by the end of 2017, although we have scaled back our assumption about
corporate tax cuts. We now expect that the statutory rate will be reduced to only 25%
(compared with the assumed 20 percent a month ago) and that fewer loopholes will
be closed. If the current political turmoil were to escalate into a full-blown crisis,
then the chances of any tax stimulus or infrastructure reforms being implemented
would diminish considerably.

Meanwhile, there is ample evidence that the US economy is still chugging along at a
2.0-2.5% growth rate. In particular, while the most recent estimates show that real
GDP growth in the first quarter was an anemic 1.2%, growth in final sales to
domestic purchasers (GDP less inventories and exports—a much better gauge than
GDP of the underlying growth rate of the US economy) was 2.1%. IHS Markit
predicts that real GDP growth will be 2.3% this year and then accelerate to 2.7% in
2018—nbut only if fiscal stimulus is enacted.

Second was the pessimistic economy, or estimates based on the June 2017 pessimistic scenario of
IHS Markit Economics. Pessimistic estimates were given a 25 percent probability of outcome
according IHS. Excerpts from the pessimistic forecast are outlined below.

In the pessimistic scenario, the US economy suffers from a crisis of confidence,
managing only feeble growth during the second half of 2018, as consumers and
businesses react to an uncertain fiscal and monetary policy environment with
guarded and more risk-averse behavior. Lack of progress in Washington calls into
question all the promises and expectations of the new administration, bruising
consumer and business confidence, and sending the stock market into negative
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territory. In this scenario, the political and fiscal policy turmoil in Washington
escalates. Congress and the president make no progress on any major policy
initiatives this year. There is no tax or healthcare reform, and no fiscal stimulus.
Even more routine action, including the omnibus budget bill and increase in the debt
limit, is contentious and accomplished only at the last minute, provoking anxiety and
a wait-and-see attitude. Uncertainty regarding future tax and healthcare policies
causes business confidence to deteriorate, impacting capital spending and hiring
plans. Consumers feel the pinch as well. With fewer job prospects and weaker wage
gains, they pull back on spending.

Discouraged by the economic situation and disagreements between Congress and the
administration, the stock market tumbles, losing more than 17% from its current high
to its fourth quarter 2018 trough. Real consumer spending manages only 2.2%
growth during 2018, versus 3.2% in the baseline, and housing starts in 2018 and
2019 are well below the baseline. Meanwhile, the commercial real estate sector
deflates.

Third was the optimistic economy, or estimates based on the June 2017, optimistic scenario of IHS
Markit Economics. Optimistic estimates were given a 10 percent probability of outcome according
IHS. No excerpts from the optimistic forecast are included because the CFG did not base any of the
revenue projections from the optimistic scenario.

All three scenarios from IHS Markit were used as inputs in the OSBD’s MAK model, an analytical
model that takes US trends in employment and income as predetermined variables in order to
estimate Kentucky-specific forecasts for employment and personal income. Of highest importance is
the Kentucky wages and salary forecast, which has a direct impact on the Kentucky individual
income tax projections and the sales tax estimates.

After a lengthy and productive discussion, the CFG adopted the pessimistic forecast as the most
likely outcome for the US and Kentucky economies for purposes of the General Fund revenue
models. The OSBD staff prepared all three scenarios for consideration by the CFG, so the General
Fund revenue numbers were reviewed, debated, and the pessimistic consensus was reached on the
General Fund.

With regard to the Road Fund, CFG members debated between the control and pessimistic forecasts.
Ultimately, consensus was reached around the control forecast, as the Road Fund is less connected to
the economic and political assumptions made by IHS.

The estimates provided below were adopted by the CFG. It is important to note that, per statute,
these estimates do not constitute a revision to the official revenue estimates on which the FY 2018
budget was predicated. Planning estimates extend out to FY22 in order to give agencies of
government a basis for long-term decisions.
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General Fund Road Fund Tobacco MSA
FY18 $10,668,200,000 $1,504,800,000 $109,300,000
FY19 $10,952,900,000 $1,513,000,000 $119,500,000
FY20 $11,267,900,000 $1,516,900,000 $118,100,000
FY21 $11,551,300,000 $1,507,900,000 $116,800,000
FY22 $11,844,200,000 $1,519,400,000 $115,500,000

Potential consequences of the analysis for the Commonwealth’s fiscal condition are mixed. For the

General Fund, adopting the pessimistic revenue projections translates into an anticipated FY18
revenue shortfall of $206.2 million vis-a-vis the revenue enacted in the budget. As to the Road Fund,
adopting the control revenue projections translates into an anticipated FY18 revenue surplus of $26.6
million vis-a-vis relative to the official budgeted revenues. Finally, regarding the MSA Tobacco
Fund, the preliminary revenue estimate for FY18 of $109.3 million is $16.5 million above the

official estimate of $92.8 million.

Attachment 1: Letter from the CFG
Attachment 2: General Fund estimates in detail
Attachment 3: Road Fund estimates in detail

Attachment 4: Pessimistic Forecast — employment, income, and key economic indicators
Attachment 5: Control Forecast — employment, income, and key economic indicators

Please feel free to contact my office if you have any questions regarding the material included in this

packet.

}Z?WA

John E. Chilton
State Budget Director

Copy with attachments to:
Senator Robert Stivers, Senate President
Representative Jeff Hoover, Speaker of the House
Senator Chris McDaniel, Chair A&R Committee
Representative Steven Rudy, Chair A&R Committee



SENATE MEMBERS

Robert Stlvers
President, LRC Co-Chair
David Glvens
President Pro Tem
Damon Thayer
Majority Floor Leader
Ray S. Jones 11
Minority Floor Leader
Dan “Malano” Seum
Majority Caucus Chair
Dorsey Ridley
Minority Caucus Chair
Jimmy Higdon
Majarity Whip
Julian M. Carroll
Minority Whip

LEGISLATIVE RESEARCH COMMISSION
State Capitol 700 Capitol Avenue Frankfort KY 40601
502-564-8100

Capitol Fax 502-564-2922
Annex Fax 502-564-6543
Ireky.gov

David A. Byerman
Director

HOUSE MEMBERS

Jeff Hoover
Speaker, LRC Co-Chair
David W, Osbome
Speaker Pro Tem
Janathan Sheli
Majority Floor Leader
Rocley Adkins
Minority Floor Leader
David R, Meade
Majority Caucus Chair
Dennis Keene
Minority Caucus Chair
Kevin Bratcher
Majority Whip
Wilson Stone
Minority Whip

August 14, 2017

John E. Chilton

State Budget Director

Office of the State Budget Director
Room 284, Capitol Annex
Frankfort, Kentucky 40601

Dear Mr. Chilten:

Pursuant to KRS 48.120, this memo contains the budget planning revenue estimates for
the General Fund, Road Fund, and Master Settlement Agreement (MSA) for the FY 2018
= FY 2022 period. The planning estimates were developed by the Consensus Forecasting
Group (CFG) in conjuaction with the Office of the State Budget Director in accordance
with KRS 48.120(1) and were adopted at the CFG meeting held on August 11, 2017.

The budget planning revenue estimates for the current fiscal year (FY 2018) and the next
four fiscal years (2019 - 2022) are listed below.

Fiscal Year General Fund Road Fund MSA

FY 2018 $10,668,200,000 $1,504,800,000 $109,300,000
FY 2019 $10,952,900,000 $1,513,000,000 $119,500,000
FY 2020 $11,267,900,000 $1,516,900,000 $118,100,000
FY 2021 $11,551,300,000 $1,507,900,000 $116,800,000
FY 2022 $11,844,200,000 $1,519,400,000 $115,500,000

By October 15, 2017, the Consensus Forecasting Group, in accordance with their
statutory responsibilities, will adopt the preliminary revenue estimates for the current
fiscal year and the upcoming biennium. On or before the fifteenth legislative day of the
upcoming 2018 Regular Session of the General Assembly, the Consensus Forecasting
Group will adopt the final detailed revenue estimates for the General Fund, the Road
Fund, and the MSA for the current and next two fiscal years.



Inherent in any forecast is the risk that actual receipts may differ from their forecasted
values. The Kentucky economic and revenue forecasts adopted by the CFG are directly
linked to the national forecast provided by Global Insight and represent an agreement as
to the most likely outcome for revenues for the current fiscal year and the next two
bienniums, given the information available on August 11, 2017.

Sincerely,

o Covmar

Frank O’Connor

Chairman, Consensus Forecasting Group
Professor of Economics

Eastern Kentucky University
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