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COUNCIL ON REVENUES Albert Yamada

STATE OF HAWAII
P.0. BOX 259
HONOLULU, HAWAII 96809-0259

March 14, 2008

The Honorable Linda Lingle
Governor, State of Hawaii
Executive Chambers

State Capitol, Fifth Floor
Honolulu, HI 96813

Dear Governor Lingle:

At its meeting on March 12, 2008, the Council on Revenues adjusted the forecasted growth rate
of General Fund tax revenues for fiscal year (FY) 2008 from 4.9% to 3.9%. Details of the
updated forecasts of the State's General Fund tax revenues for FY 2008 through FY 2014 are
presented in the attached table.

The Council notes that the growth rate of general fund tax revenues for the first eight months of
the current fiscal year is 3.1%, which is in line with other economic indicators such as the slower
growth of Hawaii payroll employment and inflation-adjusted total personal income.

Other data support the contention that the economy is softening. The latest data released by the
Department of Business, Economic Development, and Tourism (DBEDT) indicated that the pace
of visitor arrivals for the first seven months of FY 2008 was down 0.3% from the same period in
FY 2007. Private building authorizations for the first six months of FY 2008, which indicate
future private construction, totaled $1.8 billion, 15.9% lower than the total for the same period in
FY 2007.

Some of the decline in this revenue forecast revision can be attributed to a 1 percentage point
reduction in calendar year 2007 Hawaii payroll employment estimates reported after the annual,
February “re-benchmarking” of the official statistics. Personal income, a large portion of which
comprises wages and salaries, also should be expected to be revised downward retrospectively in
a forthcoming release. In this instance, instead of roughly 2 percent job growth or real income
growth, it turns out that in 2007 the figures for Hawaii were closer to 1 percent, as many other
indicators—including tax revenues—also seemed to imply. Indeed, real growth by either
measure may well be close to zero in calendar year 2008, and thus the trend in revenue growth
towards approximately 4 percent rates of nominal increase broadly would be consistent with no
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real increase and about 4 percent inflation. A correction to the economic assumptions used to
forecast revenues, based on the rather substantial downward revision to recent data, naturally
reduces the revenue growth forecast to these newer magnitudes.

In producing its forecasts, the Council has considered the impact to the General Fund tax
revenues of tax law changes passed in recent legislative sessions including:

e Act110, Session Laws of Hawaii (SLH) 2006—increase in standard income tax
deduction and expansion of income tax brackets, effective January 2007, approximately
$50 million a year.

o Act 209, SLH 2007—exemption from general excise tax of alcohol fuel for FY 2008 and
FY 2009, approximately $40 million a year.

e Act210, SLH 2007—one-time refundable constitutionally-mandated income tax credit,
approximately $26 million for FY 2008.

e Act211, SLH 2007—refundable food/excise tax credit, approximately $24 million per
year starting in FY 2009.

The Council recognizes the challenge of forecasting revenues over the next several years as the
impacts of significant tax law changes, especially recent business incentive tax credits, interact
with external factors. Geopolitical events and capital markets volatility, which may alter such
things as the prices of real estate and oil, will continue to pose challenges for economic
forecasters. Hawaii economic growth is significantly exposed to recent increases in global
petroleum and commodity prices, to which the islands’ economy is particularly vulnerable.
Adding significant uncertainty to the economic and revenue forecasts are consequences of recent
financial markets’ turmoil associated with the unwinding of credit risk exposures by financial
institutions holding home mortgages as well as the financial structures that are derivative to those
mortgages. This uncertainty has generated a systemic liquidity and credit crunch that monetary
and fiscal policy authorities are intervening to ameliorate. However, economic outcomes remain
uncertain and downside risks to the near-term General Fund tax revenue forecast should not be
underestimated, which in turn could affect the path of revenues in subsequent years.

As always, the Council assumes that the State will not be subject to potential losses caused by
decreases in federal allocations, any prolonged or crippling strikes, or any other unusual
occurrences, and it has considered existing tax laws only.

General Fund Non-Tax Revenues increased in FYs 2008-2014 due to transfers from
non-General Funds for pension accumulation, social security reimbursements; workers
compensation and unemployment compensation; and transfers from the Antitrust Trust Fund and
the Public Utilities Special Fund.
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Special Fund Tax Revenues increased in FY 2008-2014 due to Act 102, SLH 2007, which
provides funding from the cigarette tax (0.25 cents per cigarette in FY 2008) for the Department
of Health’s (DOH) Trauma System Special Fund and the Emergency Medical Services Special
Fund; partially offset by decreases to the Transient Accommodation Tax (based on the Council’s
January 2008 projections).

Special Fund Non-Tax Revenues increases in FY 2007 reflect the Hawaii Health Systems
Corporation’s (HHSC) preliminary financial statements. Significant changes in FYs 2008-2014
are due to increased projections by the Department of Transportation based on amended
signatory airline lease extension agreements; increases by the University of Hawaii
undergraduate tuition fees caused by the growth of the new West Oahu campus; increases by
Hawaiian Home Lands due to a corrections in general lease projections; increases by the DOH
due to a correction in the reporting of revenues for Medicaid eligible reimbursements previously
recorded as Other Than Special Fund revenues; and net decreases made by HHSC based on
FY 2007 revenues and delays in the phasing of the new cardiovascular program at Maui
Memorial Medical Center.

Other Than Special Fund Non-Tax Revenues decreased in FYs 2007-2014 due to changes in
projected federal funds, projections for cost allocation assessments for risk management
(Department of Accounting and General Services), projections for employee health plan
contributions paid by the employer and the employee, projections for sales activities for the
correctional industries program for the Department of Public Safety, and corrections of reporting
errors for the DBEDT’s public facilities development dedication fees, and corrections of
revenues from reimbursement for Medicaid eligible services for the DOH, which should be more
appropriately recorded as Special Fund Non-Tax revenues.

Please advise us if we can be of further assistance or if we can answer any questions you may

have.

Sincerely,

it I oy~

PAUL H. BREWBAKER, Ph. D.
Chair, Council on Revenues

Attachments
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