June 10, 2020

MEMORANDUM

TO: Senator John Arthur Smith, Chair, Legislative Finance Committee
Representative Patricia Lundstrom, Vice Chair, Legislative Finance Committee

FROM: Staff Economists of the Legislative Finance Committee, Taxation and Revenue Department,
Department of Finance and Administration, and Department of Transportation

THRU: Acting Secretary Deborah Romero, Department of Finance and Administration
Secretary Stephanie Schardin Clarke, Taxation and Revenue Department
Director David Abbey, Legislative Finance Committee

CC: Members of the Legislative Finance Committee

SUBJECT:  Consensus Revenue Estimating Group — June 2020 Special Session Revenue Update

Governor Michelle Lujan Grisham has called a special legislative session for June 18, 2020 to address the ongoing
effects of the novel coronavirus that causes COVID-19. To assist lawmakers in this process, the Consensus
Revenue Estimating Group (CREG) — comprised of economists from the Legislative Finance Committee (LFC),
the Department of Finance and Administration (DFA), the Taxation and Revenue Department (TRD), and the
Department of Transportation (DOT) — reviewed the expected fiscal and economic impacts of this public health
crisis and measures taken to contain the spread of the virus, as well as changes in global energy markets.

This memorandum summarizes the work and conclusions of the CREG and contains an updated consensus
revenue forecast for fiscal years 2020 through 2022. However, there remains considerable uncertainty surrounding
the potential outcomes for employment and various tax and revenue collections. In the following week, state
economists will receive a report of collections of income and gross receipts taxes for the month of April 2020.
Because April was the first full month of closures for non-essential businesses, this data may provide additional
insight on the depth of the revenue decline for FY20. As such, the CREG may provide an update to FY20 revenues
in a subsequent memo prior to the start of the 2020 special legislative session.

June 2020 Consensus General Fund Recurring Revenue Outlook (in millions)

EY20 FY21 FY?22
December 2019 Consensus? $7,776.4 $7,870.5 $7,925.6
June 2020 Adjustments ($439.0) ($1,979.0) ($1,705.0)
June 2020 Consensus $7,337.5 $5,891.5  $6,220.5
Change from Prior Year -8.4% -19.7% 5.6%

Based on the June 2020 forecast update, spending adjustments or reserve authorization will be required in the
upcoming special session to balance the FY20 budget. In FY21, without any changes, general fund revenues and
reserves would be insufficient to meet recurring appropriations, with general fund ending balances projected to
be negative 8.8 percent at the end of FY21.

Absent any changes, “new money,” defined as projected recurring revenues for FY22 less FY21 recurring
appropriations, is estimated at negative $1.4 billion for FY22.

While this forecast weighs all currently available information, the actual outcomes for the state’s finances will
depend on a variety of factors: the epidemiological path of the virus, the strategies for reopening the New Mexico

! December 2019 consensus estimate adjusted for 2020 legislation



and U.S. economies, the time it takes consumer confidence to rebound, the effect of business closures on the long-
term viability of New Mexico’s businesses, the degree to which temporary layoffs become permanent, and the
impact of global oil supply and demand on oil prices and the associated effect on the state’s oil production.

Baseline Assumptions and Inputs. The CREG modeled potential revenue impacts using the latest macroeconomic
forecasts for the U.S. and New Mexico economies from IHS Markit, Moody’s Analytics, and UNM’s Bureau of
Business and Economic Research (BBER). A comparison chart of the economic indicators informing the
projections is attached to this memo.

The macroeconomic forecasts by IHS Markit and Moody’s Analytics show the national economy entering
recession in the first quarter of 2020 as restaurants, theatres, resorts, airlines, retail outlets, personal services, home
and vehicle sales, sporting events, and other activities began shutting down in March. Unlike most recessions,
which are caused by either a demand or supply-side shock, national and state economies face an unprecedented
economic event causing both supply and demand shocks simultaneously.

Although rapidly evolving economic conditions place significant uncertainty on the depth and duration of the
decline, both IHS Markit and Moody’s forecasts expect recovery to begin in the third quarter as states relax their
restrictions. Recovery, however, is expected to be gradual, and forecasts show the economy could take years to
reach pre-pandemic levels.

Widespread business closures and associated layoffs are expected to cause significant declines in personal income
tax and gross receipts tax (GRT) revenues. Low oil prices and declining production will significantly reduce
severance tax revenues, federal royalty payments, and GRT collections from drilling activity. Other revenues,
including corporate income tax, motor vehicle excise tax, gaming excise tax, and tribal revenue sharing, are also
expected to decline. Receipts from internet sales is a bright spot for New Mexico’s finances, as revenues were
outpacing original estimates before the spread of the virus and stay-at-home orders increased online shopping
activity.

As an energy-producing state, New Mexico’s finances are highly susceptible to changes in commodity prices and
produced volumes that affect all of the state’s major revenue sources, including severance taxes, federal royalty
payments, gross receipts tax, and personal income tax.

IHS Markit and Moody’s forecasts anticipate a prolonged period of low oil prices that has already led Permian
basin oil producers to drastically cut investment plans and shut-in wells. This market contraction will be
particularly detrimental to general fund revenues. Nearly 70 percent of revenue growth from FY18 to FY19 was
tied directly or indirectly to growth in the oil and gas industry, and current low oil prices and associated drilling
and production declines could eliminate a significant portion of recurring revenue for years to come.

In April 2020, New Mexico’s unemployment rate was 11.3 percent, according to the U.S. Bureau of Labor
Statistics (BLS). However, this data was collected in mid-April, and since unemployment claims have continued
to grow, the BLS figure may not have captured the extent of employment declines that month. BBER’s May 2020
New Mexico forecast projects employment declines will continue through the third quarter of 2020, after which
the state is expected to have small employment gains through mid-2021 and a stronger recovery through 2022.
However, BBER’s baseline forecast projects New Mexico’s employment levels will not recover to pre-recession
levels until 2025.

Stress-Testing. Recognizing the considerable risks to the forecast, the CREG performed a stress test of the revenue
estimate, the assumptions and results of which are shown in Attachments 3 and 4. Notably, even under an
optimistic scenario of faster-than-expected recovery in employment and oil prices, FY22 revenues could still be
about $930 million below the December 2019 consensus revenue estimate. Under a pessimistic scenario of a
prolonged recession and another collapse in oil prices, FY21 and FY22 recurring revenues could both come in
about $2.4 billion below the December 2019 estimate.
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Stress-Testing the June 2020 Revenue Estimate

Attachment 4

$9,000 S
mmm Pessimistic

$8,500 Optimistic

$8,000 = June 2020 Consensus

General Fund Recurring Revenue Sensitivity Analysis
(in millions)

$7,500 December 2019 est.
$7,000
$6,500
$6,000
$5,500
$5,000 $a54 79699
$4,500
$4,000
FY15 FY16 FY17 FY18 FY19 FY20 FY21 FY22

*Analysis includes all general fund revenue and any distributions to reserve funds of Source: June 2020 Consensus

severance taxes and federal mineral leasing revenues. Revenue Estimate
Revenue Scenarios, Difference Optimistic Pessimistic
from Baseline Forecast FY20 FY21 FY22 FY20 FY21 FY22
Severance Taxes $0 $111 $119 -$2 -$110 -$146
Federal Mineral Leasing $12 $147 $281 -$8 -$115 -$174
Gross Receipts Taxes $39 $124 $187 -$37 -$149 -$256
Income Taxes $46 $164 $220 -$2 -$52 -$94
Other Revenues $71 $44 $44 -$28 -$28 -$24
Total Difference from Baseline $168 $590 $850 -$78 -$454 -$695
Difference from Dec 2019 est. -$271 -$1,389 -$930 -$517 -$2,433 -$2,475
Note: dollars in millions

Total Distributions to Reserves

Scenario FY20 FY21 FY22
December 2019 Est. $206 $173 $194
June 2020 Baseline $115 $0 $0
Optimistic $125 $18 $125
Pessimistic $74 $0 $0

Note: dollars in millions; reflects estimated excess of the five-year average for oil

and gas emergency school tax for FY20 through FY22, and excess of the five-
year average for federal mineral leasing payments for FY22
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