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Preface

ERFC forecasting structure and schedule

The Economic and Revenue Forecast Council is required by Chapter 231, Section 34,
Laws of 1992 (RCW 82.33.020) to prepare a quarterly state economic and revenue
forecast and submit it to the Forecast Council. This report presents the state’s
economic and General Fund-State revenue forecast. It is issued four times a year.
The Washington State GF-S revenue forecast is prepared quarterly in conjunction
with the state economic forecast for the Economic and Revenue Forecast Council.
The Council consists of six members, two appointed by the Governor and four
appointed by the Legislature — one from each caucus of the Senate and House of
Representatives. Current members of the Economic and Revenue Forecast Council
are listed inside the front cover of this publication. The GF-S revenue forecast is
updated four times per year: March (February in even-numbered years), June,
September, and November. The staff of the Economic and Revenue Forecast Council
is responsible for the preparation of the state’s economic forecast and the forecast of
the Department of Revenue’s GF-S revenue sources as well as GF-S revenue from
fines and forfeitures collected by the Administrative Office of the Courts. The staff is
also responsible for review and coordination of the revenue forecasts of other
agencies that collect relatively large amounts of GF-S revenue. These are the
Department of Licensing, the Office of the Insurance Commissioner, the Lottery
Commission, the State Treasurer, the Liquor Control Board and the Office of Financial
Management. The Office of Financial Management is responsible for summarizing the
forecasts of all other state agencies that collect relatively smaller amounts of GF-S
revenue.

Forecast Procedure

For each quarterly update, the staff of the Economic and Revenue Forecast Council,
under the direction of the Executive Director, reviews (and if warranted, modifies) a
national economic forecast prepared by Global Insight, Inc. A state economic
forecast is then prepared using an econometric model that links Washington’s
economy to the national economy. After review by forecast workgroups; the
Governor’s Council of Economic Advisors; and the Economic and Revenue Forecast
Council in public; this state economic forecast (updated for newly released data) is
used to prepare a baseline revenue forecast for GF-S and the related funds. The
forecasts are based on current law and administrative practices and do not reflect
pending legal challenges to GF-S receipts until they are resolved. Additionally, at
least two alternative forecasts are prepared for all GF-S and related fund sources and
presented to the Forecast Council for approval. Once the Council approves the
forecast, it becomes the official forecast of GF-S and related fund revenues.

Data in this publication are accurate through September 30, 2014

September 2014 iii
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Executive Summary

= The national economy continues to advance at a moderate pace. Uncertainty
remains elevated and downside risks once again outweigh upside risks.

= U.S. real GDP rebounded sharply from its winter slump, increasing 4.2% (SAAR)
in the second quarter from a 2.1% (SAAR) decline in the first quarter.

» Federal fiscal policy remains a drag on economic growth through contractionary
spending and tax policies. Monetary policy remains accommodative, but rate
increases are expected next year.

= Weak growth in Europe and slowing Asian growth remain significant threats to
the U.S. economy.

= The Blue Chip Consensus GDP forecast, now calls for real GDP growth of 2.1% in
2014, down from 2.2% in the previous forecast. Real GDP growth is expected to
increase to 3.0% in 2015, then slowly trend down to 2.5% in 2019.

= As expected in the June forecast, the Washington economy continues to expand
at a moderate pace.

= Washington employment growth has been stronger than expected in June and
historical estimates were revised higher.

= Overall housing construction is on track but single-family permits are weak.
Seattle home prices have declined in two of the last three months.

= Since the recession, Washington consumer spending growth has been positive
but weak.

= Revenue collections since June have come in $115 million over the forecasted
amount, but much of the variance was due to non-economic events.

= Changes to the economic forecast and taxable activity since the June forecast
were small and mixed but the net result was slightly positive. They resulted in
increases in expected revenue of less than one percent for each of the forecasted
biennia.

= The forecast of General Fund-State (GF-S) revenue for the 2013-15 biennium
was increased by $163 million and the forecast for the 2015-17 biennium was
increased by $143 million. The forecast for the 2017-19 biennium was increased
by $164 million.

= The Boom Monitor Index (BMI) is a coincident index which measures the
sustainability of Washington growth while also providing insight to upside and
downside risks. This latest revision comprises several component changes and a
reweighting of the index, improving current and historical accuracy.

Economic and Revenue Forecast Council 1



U.S. Economic Forecast

The
moderate
economic
recovery has
continued

Federal fiscal
policy
remains a
drag on the
recovery,
while
monetary
policy is
accommoda-
tive

The
European
and Chinese
economies
are weak

The national economy continues to advance at a moderate pace.
Growth in gross domestic product (GDP) rebounded in the
second quarter at a rate of 4.2% after contracting 2.1% in the
first quarter. Significant threats to the economic recovery
remain, keeping uncertainty elevated. Violence in the Middle
East, declining housing affordability, and reduced economic
growth overseas all threaten to derail the recovery. Overall,
economic activity has generally been in line with the June
baseline forecast of moderate growth and slowly declining
unemployment. Despite a slowdown in hiring in August, recent
data suggest that the economy’s underlying fundamentals
remain firm.

Federal fiscal policy remains a drag on economic growth through
contractionary spending. Real federal government expenditures
were down 0.9% (SAAR) in the second quarter and have
declined in each of the past seven quarters. In 2013, reductions
in federal government spending are estimated to have reduced
overall GDP growth by 0.5 percentage points. Monetary policy
remains accommodative, although the Federal Reserve is how
wrapping up its unconventional policies. Although the bond
buying will come to an end, the Federal Reserve remains
committed to keeping the fed funds rate low for a “considerable
time.” An increasing number of Fed officials are wondering if
there is much else monetary policy can do to bolster the
economy.

The European economy remains stagnant and has yet to officially
emerge from the recession that started at the end of 2011. The
combination of the current European recession with the 2007-09
recession has resulted in a historic period of economic weakness.
Real GDP in the Eurozone is still lower than in 2008. Economic
activity in China has continued to weaken. In response to the
weak growth, the Chinese government introduced a variety of
small-scale stimulus measures. China has struggled to transition
to a more consumer based economy and lower its reliance on
exports. Concerns about a credit bubble, housing glut, and
excess capacity in many industrial sectors had restrained the
government from launching more aggressive stimulus programs.
Weak economic growth in Europe and China will continue to
threaten the U.S. recovery due to international trade ties.

Washington Economic Forecast

The
Washington
economy
continues to
show
moderate
growth

Executive Summary

In recent months the Washington economy has performed
slightly better than expected in the June forecast. The current
level of employment is higher than anticipated in June both
because growth has been stronger than expected and because
historical estimates have been revised up. As anticipated,
Washington personal income growth was weak in the second



The
September
Washington
forecast
reflects a
very similar
U.S. forecast

Washington
will continue
to
outperform
the U.S. in
growth

quarter, largely due to aerospace bonuses paid in the first
quarter which were not repeated in the second quarter. Single-
family housing construction was once again weaker than
expected in the second quarter of 2014 but overall construction
was close to the forecast thanks to strong multi-family
construction. Seattle area inflation is about the same as the
national rate. Shelter costs are rising faster than elsewhere in
the U.S. but other prices are rising more slowly.

The September Washington State forecast is based on a new
national forecast that is very similar to the forecast adopted in
June. While real GDP is lower in the new forecast, the reason is a
downward revision in historical estimates resulting from the
annual revision of the national income and product accounts
(NIPAs). GDP growth in the forecast averages 2.7% per year
through 2019, the same rate as in the June forecast.
Employment growth averages 1.4% per year, real personal
income growth averages 3.3% per year and PCE inflation
averages 1.5% per year, all the same as in June. Qil prices,
however, are lower than assumed in June in the near-term but
also decline less. These minimal revisions in the national forecast
feed through to the state economic forecast.

Our September 2014 forecast of Washington employment is
higher than assumed in June due mainly to stronger than
expected growth through August. Employment growth for the
remainder of the forecast is also slightly higher than in the June
forecast. Our current estimate of Washington personal income
growth in the first half of 2014 is also higher than anticipated in
the June forecast, resulting in a stronger forecast for 2014. Our
new forecast for nominal personal income growth from 2015
through 2019 is also slightly higher than the rate predicted in
June. The number of housing units authorized by building
permits was close to the forecast in the second quarter of 2014.
Once again the multi-family segment was stronger than expected
but single family construction was weaker. As a result, we have
slightly lowered our single-family housing permit forecast and
raised our multi-family forecast. Our September economic
forecast for total Washington housing units is very similar to the
forecast adopted in June.

Revenue Forecast

Changes to
the revenue
forecast in
September
were once
again slight
but positive

Executive Summary

Revenue collections since the June 2014 forecast came in $115
million higher than the expected total. Most of the surplus came
from Revenue Act taxes (retail sales and use, business and
occupation, public utility and tobacco products taxes), which
came in $106 million above the forecast. While preliminary data
indicate that second quarter economic activity was slightly higher
than forecasted, much of the extra revenue was the result of
lower-than-expected refunds and redemptions of tax credits
rather than increased activity. As the reduced level of refunds



GF-S forecast
change by
biennium
(millions):

13-15: +$163
15-17: +$143
17-19: +$164

and tax credits is not expected to continue, and changes to the
economic forecast were slight, total forecasted revenue for the
biennium has been increased by only $47 million above the
current collection variance. Forecasted collections for the 2015-
17 and 2017-19 biennia have been increased by similar
amounts. As was the case in June, forecast increases amounted
to less than one percent for each of the forecasted biennia.

As of September 10", revenue collections for the 2013-15
biennium were $115.1 million ahead of the June forecast. For the
remainder of the biennium, changes to the economic forecast
have increased forecasted revenue by $47.4 million. The sum of
these changes for the 2013-15 biennium is a forecast increase of
$162.5 million, with total biennial revenue of $33,331.9 million.
The forecast for the 2015-17 biennium has been increased by
$143.0 million and the forecast for the 2017-19 biennium has
been increased by $164.2 million. GF-S revenue is now
forecasted to total $36,078.2 million in the 2015-17 biennium
and $39,187.6 million in the 2017-19 biennium.

Washington Boom Monitor Index

The national
BMI
measured
sustainability
of growth

The WA BMI
is similar to
the original
national
index

Executive Summary

The original Boom Monitor Index (BMI) was designed and
constructed by Data Resources, Inc. At its inception the original
BMI measured the sustainability of growth rates in the national
economy. To construct the composite index, each of the eight
series is first regressed against time in order to correct for any
historical upward or downward trends. Then, the series are
adjusted so they have an average value of 50 and a standard
deviation of 20. These indexed values are then weighted
according to their standard errors in regressions against the U.S.
Department of Commerce’s Index of Coincident Indicators. The
BMI Composite has a historical average of 50 and a standard
deviation of 20, just like the component series. Any reading
more than one standard deviation away from the average (above
70) indicates growth rates that are only temporarily sustainable.

The original Washington BMI is constructed in the same fashion
as DRI’s national BMI. After its inception in the June 1990, the
Washington Boom Monitor Index underwent its first revision in
March 1999. After the 1999 revision, Washington’s Boom
Monitor Index was not revised until September 2014, except for
annual reweighting. The BMI underwent a large number of
changes with the goal of smoothing out the volatile month-to-
month readings of the old index, updating components to take
into account the most recent housing bubble and subsequent
collapse, and to reweight the index for a more accurate picture of
the sustainability of Washington’s economic growth.

The Boom Monitor gives forecasters a glimpse into growth rate
sustainability and provides useful information for making upside
and downside risk probability adjustments.



Chapter 1: U.S. Economy - Current Conditions and Forecast

= The national economy continues to advance at a moderate pace. Uncertainty
remains elevated and downside risks once again outweigh upside risks.

= U.S. real GDP rebounded sharply from its winter slump, increasing 4.2% (SAAR)
in the second quarter from a 2.1% (SAAR) decline in the first quarter.

= Although total nonfarm payroll employment growth was disappointing in August,
it remains sufficient to absorb new entrants into the labor market and reduce
unemployment.

= The modest housing market recovery has continued. Home prices are no longer
increasing, although the pause in appreciation is expected to be temporary.
Homebuilders are optimistic, but this has not yet led to a rebound in activity.

* Federal fiscal policy remains a drag on economic growth through contractionary
spending and tax policies. Monetary policy remains accommodative, but rate
increases are expected next year.

= Weak growth in Europe and slowing Asian growth remain significant threats to
the U.S. economy.

= The Blue Chip Consensus GDP forecast, now calls for real GDP growth of 2.1% in
2014, down from 2.2% in the previous forecast. Real GDP growth is expected to
increase to 3.0% in 2015, then slowly trend down to 2.5% in 2019.

= A more robust recovery in housing remains the most significant upside risk. A
slowdown in Chinese or European growth is the major downside risk.

Current Conditions

The national economy continues to advance at a moderate pace.

Zfderate Growth in gross domestic product (GDP) rebounded in the
economic second quarter at a rate of 4.2% after contracting 2.1% in the
recovery has first quarter. Significant threats to the economic recovery
continued remain, keeping uncertainty elevated. Violence in the Middle

East, declining housing affordability, and reduced economic
growth overseas all threaten to derail the recovery. Overall,
economic activity has generally been in line with the June
baseline forecast of moderate growth and slowly declining
unemployment. Despite a slowdown in hiring in August, recent

Economic and Revenue Forecast Council 5



U.S. real GDP

rebounded in
the second
quarter

Personal
income is
rising, but
real wage
growth
remains
weak

Real wage
growth has
been almost
nonexistent
this recovery

Chapter 1

data suggest that the economy’s underlying fundamentals
remain firm.

U.S. real GDP rebounded sharply from its winter slump,
increasing 4.2% (SAAR) in the second quarter from a 2.1%
(SAAR) decline in the first quarter. Consumer spending made the
largest contribution to growth, increasing 2.5% (SAAR) and
adding 1.7 percentage points to overall GDP. Inventory
investment was also a major source of growth, contributing 1.4
percentage points in the second quarter. This will be a negative
to growth going forward. Fixed investment was strong as well,
with gains in both the nonresidential and residential sectors.
Nonresidential fixed investment increased 8.4% (SAAR) in the
second quarter while residential fixed investment grew 7.2%
(SAAR). Together, total fixed investment added 1.3 percentage
points to second quarter GDP growth. Exports growth was strong
as well, although this was more than offset by an increase in
imports. Government expenditures turned positive, adding 0.3
percentage points to growth, fueled by state and local
government spending. Real final sales, which exclude
inventories, grew 2.8% (SAAR) in the second quarter, up from a
1.0% (SAAR) decline in the first quarter.

Rising personal income is essential for consumer spending to
improve and overall economic growth to accelerate. Real
personal income was up 0.3% in August, up from 0.2% the
month before. Real disposable personal income (income after
taxes and adjusted for inflation) growth was 0.3% as well. While
real personal income has continued to increase, real wages have
been flat (see Figure 1.1). Recent income gains have been led by
increases in proprietors’ income, rental income, and income from
dividends. With weak real wage growth, spending growth has

Figure 1.1: Year-Over-Year Growth in U.S. Real Hourly
Wages

Percent

Source: U.S. Bureau of Labor Statistics; data through August 2014



Employment
growth was
disappointing
in August

The labor
market is
improving

Consumer
confidence
continues to
trend upward

Chapter 1

been inconsistent. Consumption growth rose 0.5% in August
after no gain the month before. The personal saving rate
declined from 5.6% to 5.4%. Spending on durable goods was up
1.8% after no increase the month before. New vehicle sales have
been strong, surging to 17.5 million units (SAAR) in August, a
post recession high. Nondurable goods spending was down
0.2%. Consumption of services increased 0.5% even with weak
healthcare spending.

Employment growth in August was disappointing, with the
economy creating only 142,000 jobs. Prior to August,
employment growth had been over 200,000 jobs each month for
the past six months. Retail trade was particularly weak in
August, contracting by 8,000 jobs after a 21,000 job gain in July.
Manufacturing was weak as well in August, adding no jobs after
increasing 28,000 the month before. On the positive side,
construction added another 20,000 jobs, professional and
business services was up 47,000 jobs, and healthcare grew by
43,000. Even with the overall weakness in jobs in August, the
labor market remains solid. There is difficulty accurately
capturing the seasonal variation in August jobs data and the
numbers typically get revised up by large amounts. Even with
the weak report, the three month moving average of job growth
is 207,000, sufficient to reduce unemployment.

The recent level of job growth is absorbing not only unemployed
workers, but some new entrants into the labor force as well. The
unemployment rate dropped to 6.1% in August and remains on a
downward trend. Although the labor force declined in August by
64,000, the recent trend has been positive. Also, previously
discouraged workers are coming off the sidelines and re-entering
the labor force now that they believe they have a chance at
employment. Joblessness, while still elevated at 9.6 million
people, has dropped by a third since the recovery began. The
most comprehensive measure of underemployment, which
includes those marginally attached to the labor force plus
workers employed part time for economic reasons, has declined
from 16.5% to 12.0% since the start of the recovery. Initial
claims for unemployment insurance remain on a downward trend
and are now back to pre-recession levels. For the week ending
September 20", the four week moving average of initial claims
dropped by 1,250. The latest reading is down 5.9% from a year
ago and down 54.7% since the peak in 2009.

Consumer confidence has been increasing recently, but has yet
to break out to levels typically seen at this point in a recovery.
An improving economy and stronger labor market conditions
have enabled consumers to feel more confident as the recovery
has unfolded. Rising home prices and equity markets have also
improved consumer’s financial position. The most recent reading
of consumer confidence from the Conference Board shows that
confidence took a big step back in September, dropping 7.4
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points. Both the present conditions and expectations components
fell. Although this is an unusually large decrease, it represents
more of correction from the large increases in July and August.
Consumer confidence remains near a post recession high
excluding the last two months. The University of Michigan
reading of consumer sentiment showed a 2.1 point increase in
September, reaching a 14 month high. Consumers indicated they
were more optimistic about the economic outlook. This was
slightly offset by a reduction in attitudes about current
conditions. Both measures should continue to trend upward as
the economic recovery continues.

Small business confidence has been increasing as well. The
National Federation of Independent Business (NFIB) small
business optimism index increased 0.4 points in August to 96.1.
The improvement in optimism was broad based. Fewer small
companies are facing declining revenues and a majority indicated
they believe sales will improve in the near future. Also, more
respondents indicated they are less threatened by an external
shock to the U.S. economy from abroad. Hiring and
compensation plans remain solid. No longer are poor sales or
other economic factors the largest problems for small
businesses. As the recovery solidified and demand increased,
taxes and government regulation have reemerged as the most
concerning problems cited by small businesses.

Oil prices have continued to drop after peaking in June. Even
with the conflict in the Middle East intensifying, energy markets
have been able to digest the turmoil. Disruptions related to the
unrest have been viewed as temporary and are no longer
causing large price swings. Brent oil prices have come down $20
to $95 per barrel in the past few months. West Texas crude is
down to $91 per barrel after hitting $108 per barrel in the third
week of June. Although Islamic militants have expanded their
grip in North and Western Iraq, their actions have had very little
impact on the country’s production and exports since major oil
operations are in the south. In addition to the turmoil in Iraq,
Russia’s intervention into Ukraine has the potential to rattle oil
markets in the near term, as Russia is one of the world’s biggest
oil producers. U.S. oil production has continued to rise, making
up the lost supply from Middle Eastern countries. Domestic
production now averages over 8 million barrels per day, the
highest in decades.

Headline inflation fell in August for the first time in over a year.
The overall index dropped 0.2% led by a drop in the energy
index which declined 2.6%. Gasoline prices fell sharply and
natural gas and fuel oil indexes were also down. Electricity prices
were up slightly. Overall, energy prices are now up just 0.3%
from a year ago. Food prices moved up, increasing another 0.2%
in August, and are now up 2.7% year over year. Shelter costs
increased 0.2% and are now up 2.9% year over year. Overall,
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the consumer price index (CPI) is now up 1.7% over the year.
Core inflation, which excludes food and energy was flat in August
and is also up 1.7% since last year.

The housing market recovery has continued after struggling to
gain traction early in the year. Recent data have generally been
positive and indicate that activity is set to accelerate. Sales of
new homes soared in August to 504,000 units (SAAR), an
increase of 18.0% over July and 33.0% higher than a year ago.
Despite the increase, the inventory of unsold homes edged up
4,000 to 206,000. This inventory corresponds to a 4.8 months’
supply of new homes at the current sales pace. Mortgage rates
reached their lowest level of the year in August, spurring
potential buyers to take advantage of the reduced payments.
Sales of existing homes, which is a much larger segment than
new homes, fell slightly this past month. Completed sales in
August fell 1.8% from July to 5.05 million units (SAAR). Sales
are still 5.3% lower than a year ago. The decline was in both
single family (-1.8%) and condo and co-op sales (-1.7%). The
market for existing homes remains tight compared to last year,
but has loosened somewhat in recent months. Total inventory
increased to 2.31 million homes, up 4.5 percent from a year ago
and representing a 4.8 month supply.

Home construction remains modest and well below levels seen
before the recession. Housing starts slowed in August to 956,000
units (SAAR) after coming in at 1.1 million units (SAAR) in July.
Even with the slowdown from the prior month, housing starts are
8.0% higher than a year ago. Much of the drop was a reversal of
last month’s spike in multi-family housing, which declined 31.7%
in August after a 44.9% jump in July. Single-family housing
declined 2.4% in August. Housing permits showed a similar
pattern as starts. Total permits declined 5.1% in August after a
strong 8.6% increase in July. Similar to starts, multi-family
housing reversed its previous month’s gains and declined sharply
while permits for single-family homes fell slightly. Both housing
starts and permits are hovering around the 1.0 million unit
(SAAR) range, a level which would be considered weak prior to
the recession. While housing activity remains sluggish,
homebuilder confidence continues to improve (see Figure 1.2).
The NAHB housing market index, which measures confidence in
homebuilders, indicates that homebuilders are incredibly
optimistic. In August, the composite index was 59, the highest
since November 2005 and well above the average of 48 since its
inception in 1985. Although the surge in confidence has not yet
translated into a surge in activity, it is pointing to some upside
risk to the housing market. However, while pent-up demand is
contributing to the optimism, first-time homebuyers are not
entering into the market. According to the NAHB, this is partly
due to the fact that incomes for those in the first-time buyers
demographic have not kept up with the rise in prices as the
recovery has taken hold.
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Figure 1.2: Homebuilder Confidence and Single-Family
Housing Starts

Index
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Source: NAHB/Wells Fargo, U.S. Census; data through September 2014

Home price appreciation is starting to decelerate and even turn
negative. The seasonally adjusted Case-Shiller 20-city home
price index decreased 0.2% in June, the second consecutive
month of decline after increasing in each of the previous 27
months. Even with the decline, however, prices are still 8.1%
higher than the previous year. Although prices have increased
21.2% since the trough of the recession, they remain 17.4%
below their previous peak. The rise in home prices has been
positive for the overall housing market. Rising prices have
typically incentivized new construction and are enabling
previously underwater homeowners to sell their homes and trade
up for more expensive houses. Affordability issues are starting to
emerge however, especially among first time home buyers as
prices increase. Although homes remain affordable by historic
standards, affordability is down sharply from the past two years.

The manufacturing sector continues to improve. The Institute of
Supply Management (ISM) Report on Business indicated that
activity in the manufacturing sector expanded again in August.
The ISM index improved to 59.0 from 57.1 the month before
(index levels above 50 indicate expansion). Details from the
report were generally positive. New orders increased 3.3 points
to 66.7 and production rose 3.3 points as well to 64.5. The
employment component fell 0.1 points but remains positive at
58.1. The latest G-17 report from the Federal Reserve, which
measures manufacturing output, indicated a slight contraction in
August. Output declined 0.4% (SA) in August although it remains
3.6% above last year. The production of durable goods declined
4.4% primarily due to a 7.7% drop in automotive products.
Nondurable goods output increased, gaining 0.3%. New orders
for core capital goods (nondefense capital goods excluding
aircraft) increased by 0.6%, after declining 0.2% in July.
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Shipments increased 0.1%, indicating positive near-term
business activity.

Although uncertainty surrounding federal fiscal policy has
receded, it still remains a drag on economic growth through
contractionary spending. Real federal government expenditures
were down 0.9% (SAAR) in the second quarter and have
declined in each of the past seven quarters. In 2013, reductions
in federal government spending are estimated to have reduced
overall GDP growth by 0.5 percentage points. State and local
government spending, however, has started to increase. Due to
improving tax revenues, state and local governments are no
longer slashing spending to balance budgets. State and local
government spending increased 3.4% (SAAR) in the second
quarter, and has had positive growth in five of the past six
quarters.

Monetary policy remains accommodative, although the Federal
Reserve is now wrapping up its unconventional policies. In
September, the Fed reduced its quantitative easing (QE)
program by another $10 billion. They remain on track to
announce the final reduction of QE next month. Although the
bond buying will come to an end, the Federal Reserve remains
committed to keeping the fed funds rate low for a “considerable
time.” Most Fed members would like to raise interest rates in
2015. However, there remains some disagreement about
whether inflation will remain below the 2% target and how much
strength is in the labor market. An increasing number of Fed
officials are wondering if there is much else monetary policy can
do to bolster the economy.

The European economy remains stagnant and has yet to officially
emerge from the recession that started at the end of 2011. The
combination of the current European recession with the 2007-09
recession has resulted in a historic period of economic weakness.
Real GDP in the Eurozone is still lower than in 2008. The
prolonged slump is now comparable to the point Europe was at
six years after the Great Depression (see Figure 1.3). Although
the Eurozone economy is no longer contracting, growth remains
anemic. Real GDP in the Eurozone increased at a 0.1%
annualized rate in the second quarter of 2014, down from a
0.9% rate the previous quarter. The weakness in European
economies remains a threat to the U.S. economic recovery. Risks
of a financial crisis remain and weak growth abroad limits U.S.
export potential. Some member countries continue to experience
negative growth, including France and Italy. Job gains in the
Euro area have been weak and unemployment elevated.
Consumer confidence in the Eurozone dropped in September for
the fourth consecutive month. Poor economic conditions across
the European Union will continue to put financial pressure on
member countries and keep the threat of a European financial
crisis alive.

11



The Eurozone
has
experienced
years of
stagnation

Slower
growth in
China
remains a
risk to the
recovery

Forecast

Our forecast is
based on the
latest Blue
Chip
Consensus
forecast

Real GDP
growth is
down slightly
from the
previous
forecast

Chapter 1

Figure 1.3: Eurozone GDP
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Source: Eurostat, Angus Maddison, Blue Chip; data through 2014

Economic activity in China has continued to weaken, threatening
the U.S. recovery through international trade ties. Chinese GDP
growth inched up to 7.5% (Y-0O-Y) in the second quarter from
7.4% in the first quarter. For China, growth below 8% is
considered poor. The last time Chinese growth was above 8%
was the first quarter of 2012. In response to the weak growth,
the Chinese government introduced a variety of small-scale
stimulus measures. China has struggled to transition to a more
consumer based economy and lower its reliance on exports.
Concerns about a credit bubble, housing glut, and excess
capacity in many industrial sectors had restrained the
government from launching more aggressive stimulus programs.
Improvement in the U.S. and Eurozone economies should help
China’s exports rebound moderately, although it will be
insufficient to offset the weakness in investment demand.

The September 2014 economic forecast was based on a modified
version of Global Insight's September 2014 Control forecast for
the U.S. economy. Consistent with our standard practice, the
U.S. real GDP forecast was adjusted to match the Blue Chip
Consensus GDP forecasts for 2014 and 2015. We also
incorporated the latest long term Blue Chip GDP forecast for
2016 through 2019. Our oil price forecast was adjusted to
incorporate futures prices for both Brent crude oil and for West
Texas Intermediate crude.

The Blue Chip Consensus GDP forecast, our starting point each
forecast cycle, now calls for real GDP growth of 2.1% in 2014,
down from 2.2% from the previous forecast. Real GDP
contracted in the first quarter, largely due to severe winter
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conditions impacting economic activity, and then rebounded
sharply in the second quarter. For the remainder of 2014, GDP
growth is expected to moderate in the second half of this year,
growing 2.8% (SAAR) and 3.0% (SAAR) in the third and fourth
quarters. The June forecast expected growth of 3.2% (SAAR) in
the second half of the year. Real GDP growth is expected to
increase to 3.0% in 2015, down slightly from the 3.1% growth
expected in June. The forecast then calls for GDP growth to
slowly trend down from 2.9% in 2016 to 2.5% in 2019,
unchanged from the June forecast.

The forecast for consumer spending growth is also down slightly
from the June forecast. While consumers are starting to feel
more optimistic, stagnant wage growth has impeded spending.
Despite the absence of increased real wages, the jobs recovery
has continued at a modest pace. Home values and equity
markets continue to increase as well, adding to net wealth. Much
like the recovery so far, personal income growth will remain
modest and consumer spending will not be a strong driver of
growth in the recovery as is usually the case. We expect real
consumer spending growth of 2.3% in 2014 before increasing to
2.7% in 2015 and 2016. We then expect consumption growth to
moderate throughout the remainder of the forecast, reaching
2.4% in 2019 (see Figure 1.4). The forecast calls for consumer
spending to contribute 1.9 percentage points to GDP growth this
year and then contribute 1.8 percentage points to overall GDP
growth annually for the remainder of the forecast.

Figure 1.4: U.S. Real Consumption Growth

Percent
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Source: U.S. Bureau of Economic Analysis, ERFC September 2014 forecast;
historical data through 2013

Real disposable personal income growth is expected to rebound
to 2.5% this year after declining 0.2% in 2013. This is much
higher than the 1.8% growth we expected in June due to
stronger growth in the first half of the year than originally
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estimated. We then expect growth in real disposable personal
income to pick up to 2.7% in 2015 and reach 4.0% in 2017.
Growth is then expected to moderate, growing 3.3% in 2018 and
3.1% in 2019. Nominal disposable income is expected to grow
4.0% this year, led by strong wage growth, particularly in the
private sector. Wages and salaries are expected to grow 4.9%
this year, the strongest growth since 2007, and maintain this
level of growth throughout the forecast. Income will also be
boosted throughout the forecast by strong growth in dividend
and interest income as interest rates rise and equity markets
continue to increase.

Payroll employment growth is expected to be slightly lower this
year than anticipated in the June forecast. Going forward, the
forecast has been reduced slightly in terms of the total number
of jobs. Growth in payrolls is expected to be 1.8% this year,
down from the 1.9% growth forecasted in June. Even with the
downward revision, employment growth is still expected to be
higher than the 1.7% growth in 2013 and the highest annual
growth since 2006. We expect employment growth of 1.8% in
2015, trending down to 0.7% in 2019. The forecast calls for the
U.S. economy to add about 212,000 jobs per month through the
end of this year as private sector gains continue and public
sector hiring slowly increases. We expect employment growth to
average 201,000 jobs per month for 2015 and 2016. The
forecast calls for job growth to slow through the end of the
forecast, averaging just 80,000 jobs per month in 2019 as labor
force growth slows due to retiring baby boomers. As a result of
the steady job growth, we expect the unemployment rate to drop
over a full percentage point in 2014 to 6.3%, then to gradually
fall to 5.3% in 2018 and 2019.

Employment growth in nonfarm payrolls has been led by private
sector hiring throughout the recovery as the public sector has
been weighed down by budget concerns. While state and local
governments have largely worked through their budgetary issues
and have started hiring again, the federal government continues
to shed jobs. We expect the drag from weak government job
growth to continue through 2016 and into the first part of 2017.
Private sector employment is estimated to have reached 116.6
million in the second quarter of this year, making up all of the
jobs lost during the recession. We don’t expect the job losses in
the public sector to be made up until the first half of 2019.
Federal government employment will continue to decline
throughout the forecast, but this will be offset by modest gains in
state and local government employment. The forecast calls for
total government employment to increase 0.2% this year after
declining in each of the previous four years. Growth in
government payrolls will slowly increase throughout the forecast,
reaching 1.1% in 2017 and 2018 before moderating to 1.0% in
2019. We expect private sector job growth of 2.1% this year
and in 2015, matching the increase from 2013. The forecast calls
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for private sector job growth to gradually moderate throughout
the remainder of the forecast to just 0.6% in 2019.

Business investment continues to improve. Vacancy rates for
office buildings are still high but remain on a slow downward
trend. Some of the existing empty office space is becoming
obsolete, creating demand for new office space to meet
businesses’ changing needs. Companies have a high level of cash
on hand, profits are strong, and borrowing rates remain low. We
expect nonresidential construction to rebound with 6.9% growth
this year, up from a 0.5% decline in 2013. The forecast calls for
growth to weaken to 1.3% in 2015 before picking back up with
growth of 6.5% in 2016, and reaching 9.7% in 2017. The
forecast then calls for growth to moderate through 2019.
Equipment investment is expected to have strong growth
throughout the forecast as businesses improve productivity as
they expand. Although we do not expect to see double-digit
growth experienced early in the recovery, we do expect capital
equipment to remain an important driver of GDP growth going
forward. Investment in equipment and software is expected to
grow 6.0% this year and then peak at 8.1% in 2015. The
forecast then calls for growth to gradually moderate to 3.9% in
2019. We expect overall real nonresidential fixed investment to
grow 5.4% this year, 5.8% in 2015, 6.1% in 2016, and reach
6.5% in 2017. Growth will moderate from there at 5.3% in 2018
and 3.5% in 20109.

The housing recovery remains modest. We expect growth in
housing starts to continue in the second half of the year now that
the temporary effects of severe winter weather have been
worked through. The forecast calls for growth of 10.0% for 2014,
down from the 18.6% growth in 2013. Mortgage rates for a
conventional 30-year fixed rate mortgage will continue to rise
from 4.2% this year to 6.1% in 2018 and 2019. Much of the
surplus of distressed properties caused by the recession has
been worked through. Continued improvement in the housing
market remains dependent on job growth and access to
financing. The forecast expects robust growth in housing starts
to continue in the near term. Growth in single-family starts is
expected to be 4.9% this year, weighed down from the weak
first quarter. Growth will further increase to 31.1% in 2015 and
28.7% in 2016, reaching 1.0 million units early in the year.
Growth will remain strong in 2017 at 6.6% before flattening in
2018 and 2019. The multi-family housing segment is expected to
moderate from the robust growth the past three years. The
forecast calls for 11.7% growth this year before slowing to 0.4%
in 2016. Going forward, we expect the multi-family segment to
remain in the 400,000 to 420,000 unit range annually. The
housing market will continue to improve, particularly while
interest rates remain low by historical standards and inventories
are lean. Population remains on an upward trend and
employment continues to increase at a modest pace. The
number of housing units remain at historically low levels and
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there is considerable pent up demand created by the recent lack
of household formation. The forecast calls for total housing starts
to reach 1.58 million in 2017 and remain at that level through
20109.

Home prices, which had been increasing at double-digit rates,
are beginning to decline. We do expect the pause in appreciation
to be temporary, and home prices to increase as the housing
recovery unfolds (see Figure 1.5). The inventory of distressed
properties, which hold down home values, is slowly being worked
through. First-time home buyers remain on the sidelines due to
still tight credit standards and emerging affordability issues.
Investor demand, which had been propping up overall housing
demand in recent years, is falling as fewer housing markets are
undervalued. The forecast calls for the median price of an
existing single-family home to peak at $200,700 in 2014. We
then expect the price to drop to $196,400 in 2015 before once
again slowly appreciating. The forecast calls for the median price
to reach $215,300 in 2019, just below the $222,000 peak in
2006.

Figure 1.5: U.S. Median Single Family Existing Home Price,
seasonally adjusted
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historical data through 2014Q2

Export growth will continue to be weighed down by weak foreign
demand for U.S. goods and services in the near term. Europe
has just emerged from a prolonged recession and economic
activity remains low. With severe structural imbalances in
member countries and strict austerity measures still in effect, we
expect the slow growth to continue. The latest Blue Chip forecast
calls for 0.9% growth this year for the Eurozone followed by
1.5% growth in 2015. The weak economic growth has led to
painfully high unemployment with rates for the Eurozone as a
whole above 10% for the past three years. This has had an
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adverse effect on consumer spending and reduced the exports of
U.S. firms to Europe. The weakness in Europe has contributed to
a slowdown in growth in other important U.S. trading partners as
well. China, which is our largest export market outside of North
America, in particular has slowed. Chinese growth remains well
below their recent history and has prompted the government to
introduce new stimulus measures. The latest Blue Chip forecast
calls for growth of 7.4% in 2014 and 7.2% in 2015 for China.
This is far below the Chinese growth seen from 2005 through
2011 of 11% and not enough to generate strong U.S. export
growth.

GDP growth in other major U.S. export markets is forecasted to
increase, offsetting some of the loss of demand from Europe and
China. The forecast calls for growth in U.S. trading partners to
increase to 2.5% this year after growing 2.3% in 2013. GDP
growth for these countries is expected to increase further,
reaching 3.4% in 2017 before gradually slowing to 3.2% in 2019.
This growth will fuel demand for U.S. exports. We expect real
U.S. export growth of 2.5% this year, down from 3.0% in 2013,
before rebounding to 5.1% in 2015. The forecast calls for export
growth of 4.2% in 2016, improving to 6.1% by 2018 and 6.0%
in 2019 as global economic conditions firm. Export growth is
offset by increased imports starting this year, however. Net
exports are expected to reduce overall GDP growth by 0.2
percentage points in 2014. Going forward, net exports are
expected to reduce GDP growth by 0.2 percentage points on
average through 2019 as the U.S. economy recovers and import
growth picks up.

While uncertainty surrounding fiscal policy remains low,
policymakers remain focused on deficit reduction. The forecast
calls for an $89.7 billion reduction in the federal deficit between
2013 and 2015. After dropping sharply in 2013 by $51.0 billion,
we expect real defense spending to decline another $21.4 billion
in 2014 and then fall gradually through the remainder of the
forecast by an average of $4.1 billion per year. Real nondefense
purchases will decline as well throughout the forecast. We expect
a $6.6 billion decline this year followed by a $2.4 billion
reduction on average through 2019. With the prospect of
expanded military action in the war against Islamic militants in
Syria and Iraq, defense spending may be increased in the near
term. Even with the potential increase, however, nondefense
spending cuts might be required to offset them. The forecast
calls for 2014 to be the trough in total real government
purchases. We expect low growth for the remainder of the
forecast, gradually increasing to 0.7% in 2017 through 2018 and
0.6% in 2019.

The Federal Reserve is now beginning to end its loose monetary
policy it has used to support the economy. With the economic
recovery continuing to firm, the first steps have now been taken
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to end the Federal Reserve’s unconventional policies aimed at
boosting the recovery. In October, the Fed will end its bond
buying program that has kept interest rates low. There will then
be roughly $4.2 trillion in various assets on its balance sheet that
will take years to unwind. The forecast calls for Fed policymakers
to begin to raise interest rates in the third quarter of 2015. While
the forecast still assumes inflation will be low and the labor
market relatively weak, it is still anticipated that the Fed will be
comfortable raising rates. Going forward, we expect rates to rise
gradually before leveling off in 2017 (see Figure 1.6).

Figure 1.6: Yield on 10-Year Treasury Notes and Fed
Funds Rate

Percent
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Source: Federal Reserve, ERFC September 2014 forecast; historical data through
2014Q2

The forecast for oil prices is lower in the near term than in June,
although prices decline at a slower rate as the forecast unfolds.
Turmoil in oil-producing countries has continued, although
markets seem to be less affected than in the past. Libya's oil
production has climbed to 900,000 barrels a day as the country
was able to restart conflict-damaged refineries. Production is now
close to the pre-revolution capacity of 1.6 million barrels per day.
Escalating violence in Irag and sanctions against Russia have not
severely impacted prices. Weak economic growth in China and
Europe has slowed growth in demand. The International Energy
Agency lowered their global demand forecast to growth of
900,000 barrels a day this year to 1.2 million barrels per day
next year. At the same time, U.S. Energy Department estimates
that growth in U.S. production alone will be enough to meet the
increase in demand. We expect declining prices throughout the
forecast, falling from about $97 per barrel this year to $89 per
barrel in 2019. In addition to declining oil prices, the modest
recovery will keep inflation subdued. We expect low headline
inflation throughout the forecast ranging from 1.8% to 1.3%.
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Table 1.1 provides a fiscal year summary of the U.S. economic
indicators. For calendar year tables, see the appendix.
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Our view of the risks to the forecast has changed since the June
forecast. The probability of the optimistic scenario has been
lowered while the probability of the baseline scenario has been
raised. The largest change since the last forecast has been a
lowered chance of robust recoveries in the labor market and
housing market. The level of uncertainty in the baseline remains
high. However, downside risks outweigh upside risks.

Downside Risks (25% Probability)

Policymakers misinterpret weak growth and depressed
confidence, decide on austerity, and cut discretionary spending,
further reducing growth. Private sector confidence plummets,
lowering stock prices and economic activity.

Sovereign debt worries reemerge in the southern periphery of
the European Union and the EU Commission re-imposes fiscal-
tightening programs. Europe returns to recession and continued
austerity measures increase the financial strains in Eurozone
countries.

Global growth is restrained by a hard landing (growth <5%) in
China. This leads to weaker growth in emerging economies in
particular.

Tensions in Ukraine escalate, destabilizing the region. Oil
shipments and financial linkages to Europe are stressed.

The conflict in Iraq and Syria escalates. Major oil infrastructure is
compromised, reducing supply globally. The U.S. expands it
military presence.

Declining stock market weakens confidence, resulting in a drop
in spending. Businesses are no longer willing to expand.

The housing-sector recovery never materializes. Declining
affordability and tight supply remove the option for
homeownership for many potential buyers.

Upside Risks (20% Probability)

The housing sector improves faster than anticipated. Home
prices continue to increase and buyers move off the fence.
Affordability is not a major issue as income gains offset any
increase in interest rates. Homebuilders respond and housing
starts increase, leading to more hiring.
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Pent-up demand, fueled by a rebound in confidence, boosts
consumer spending after years of economizing. Stock market
gains reduce the desire for excess savings, further boosting
spending.

The recent trend of solid payroll gains continues, and the labor
market recovery gathers steam. This triggers a virtuous cycle of
jobs, income, spending, and yet more jobs.

The European Central Bank expands its monetary base,
successfully leading the Eurozone away from deflation. They also
develop a credible pro-growth plan to tackle sovereign debt
issues.

Emerging market GDP growth accelerates. Global growth picks
up and U.S. exports are boosted. Businesses expand production
in response.
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Table 1.1
U.S. Economic Forecast Summary
Forecast 2015 to 2019
2012 2013 2014 2015 2016 2017
Real National Income Accounts (Billions of Chained 2009 Dollars)

Real Gross Domestic Product 15,205.8 15,502.5 15,880.5 16,285.7 16,752.4 17,247.0
% Ch 2.0 2.0 2.4 2.6 2.9 3.0
Real Consumption 10,351.7 10,566.3 10,819.8 11,088.4 11,389.8 11,693.6

% Ch 1.8 2.1 2.4 2.5 2.7 2.7
Real Nonresidential Fixed Investment 1,891.2 1,953.1 2,045.4 2,154.6 2,282.7 2,430.8
% Ch 9.5 3.3 4.7 5.3 5.9 6.5
Real Residential Fixed Investment 407.6 464.7 493.5 533.8 619.7 689.4
% Ch 8.9 14.0 6.2 8.2 16.1 11.3

Real Personal Income 12,844.4 13,172.0 13,359.4 13,748.3 14,236.4 14,811.8
% Ch 2.8 2.6 1.4 2.9 3.6 4.0

Real Per Capita Income ($/Person) 40,981 41,732 42,027 42,929 44,111 45,542
% Ch 2.1 1.8 0.7 2.1 2.8 3.2

Price and Wage Indexes

U.S. Implicit Price Deflator, PCE (2009=1.0) 1.052 1.067 1.081 1.096 1.110 1.127
% Ch 2.4 1.4 1.3 1.4 1.3 1.5

U.S. Consumer Price Index (1982-84=1.0) 2.276 2.314 2.350 2.389 2.420 2.461
% Ch 2.9 1.7 1.6 1.7 1.3 1.7

Employment Cost Index (Dec. 2005=1.0) 1.150 1.171 1.193 1.218 1.248 1.283
% Ch 1.7 1.8 1.9 2.1 2.5 2.8

Current Dollar National Income (Billions of Dollars)

Gross Domestic Product 15,855.9 16,430.8 17,076.5 17,803.8 18,655.0 19,591.5
% Ch 4.0 3.6 3.9 4.3 4.8 5.0

Personal Income 13,516.9 14,058.1 14,436.8 15,066.8 15,800.3 16,693.7
% Ch 5.3 4.0 2.7 4.4 4.9 5.7

Employment (Millions)

U.S. Civilian Labor Force 154.3 155.3 155.5 157.0 159.4 161.5

Total U.S. Employment 141.2 143.3 144.9 147.6 150.3 152.7
Unemployment Rate (%) 8.52 7.77 6.78 5.98 5.68 5.47

Nonfarm Payroll Employment 133.00 135.17 137.54 140.08 142.52 144.76
% Ch 1.6 1.6 1.7 1.9 1.7 1.6
Manufacturing 11.83 11.98 12.05 12.26 12.44 12.48

% Ch 1.8 1.2 0.6 1.7 1.5 0.3
Durable Manufacturing 7.38 7.51 7.59 7.79 8.00 8.08
% Ch 3.1 1.7 1.0 2.7 2.7 1.0
Nondurable Manufacturing 4.45 4.47 4.46 4.47 4.43 4.40
% Ch -0.2 0.3 0.0 0.0 -0.7 -0.8
Construction 5.60 5.73 5.92 6.18 6.67 7.31
% Ch 2.0 2.4 3.2 4.4 7.9 9.7
Service-Providing 114.74 116.61 118.68 120.71 122.47 124.00
% Ch 1.5 1.6 1.8 1.7 1.5 1.3

Miscellaneous Indicators

Oil-WTI ($ per barrel) 95.0 92.3 101.2 93.0 89.8 88.2

Personal Saving/Disposable Income (%) 6.4 6.3 5.0 5.0 5.5 6.7

Auto Sales (Millions) 6.6 7.4 7.6 7.9 8.1 8.3
% Ch 11.5 12.1 2.1 4.0 2.7 2.2

Housing Starts (Millions) 0.684 0.875 0.957 1.144 1.397 1.580
% Ch 20.1 27.8 9.4 19.5 22.1 13.1

Federal Budget Surplus (Billions) -1,149.6 -863.2 -609.5 -589.6 -540.2 -560.1

Net Exports (Billions) -593.5 -532.5 -515.7 -482.0 -458.7 -466.2

3-Month Treasury Bill Rate (%) 0.05 0.08 0.04 0.08 1.05 2.87

10-Year Treasury Note Yield (%) 2.08 1.82 2.71 2.80 3.46 3.98

Bond Index of 20 G.O. Munis. (%) 3.97 3.75 4.54 4.57 5.07 5.44

30-Year Fixed Mortgage Rate (%) 4.01 3.53 4.33 4.46 5.22 5.96
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Fiscal Years
2018 2019
17,705.5 18,156.3
2.7 2.5
11,995.8 12,285.2
2.6 2.4
2,577.0 2,691.4
6.0 4.4
692.9 701.4
0.5 1.2
15,344.5 15,827.3
3.6 3.1
46,820 47,925
2.8 2.4
1.145  1.164
1.6 1.6
2.507  2.551
1.9 1.8
1.318  1.357
2.8 2.9
20,507.5 21,414.5
4.7 4.4
17,575.7 18,419.1
5.3 4.8
163.1  164.4
154.4  155.7
5.36 5.31
146.29 147.40
1.1 0.8
12.44  12.42
-0.3 -0.2
8.07 8.07
-0.1 0.0
4.37 4.35
-0.5 -0.4
7.77 8.01
6.3 3.1
125.08 125.96
0.9 0.7
87.5 87.1
7.6 8.2

8.4 8.4

1.7 0.0
1.565 1.570
-0.9 0.3
-602.4 -626.2
-457.1 -415.7
3.51 3.51
4.17 4.14
5.60 5.58
6.17 6.12
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Table 1.2
Forecast Analysis
Comparison of Forecasts for 2013-15

Forecast Date 2012 2013 2014 2015
Feb. June Sept. Nov. Mar. June Sept. Nov. Feb. June Sept. Nov. Mar. June
u.s.
Percent Growth, 2013:2-2015:2
Real GDP 5.9 6.1 6.1 6.0 5.8 5.8 5.7 5.5 6.2 5.5 5.5
Implicit Price Deflator 4.3 4.4 3.8 3.4 3.4 3.1 3.1 2.9 2.6 3.2 2.8
Average Rate, 2013:3 to 2015:2
3 Month T-Bill Rate 0.27 0.50 0.17 O0.16 0.12 0.08 0.09 0.07 0.06 0.07 0.06
Mortgage Rate 5.17 4.97 4.45 4.16 3.99 4.15 4.63 4.56 461 4.48 4.40
Chapter 1 22



Table 1.3

Forecast Comparison
Forecast 2015 to 2019

U.S.

Real GDP
September Baseline
% Ch
June Baseline
% Ch

Implicit Price Deflator
September Baseline
% Ch
June Baseline
% Ch

Unemployment Rate
September Baseline
June Baseline

Mortgage Rate
September Baseline
June Baseline

3 Month T-Bill Rate
September Baseline
June Baseline

Chapter 1

2013

15502.5
2.0
15584.3
2.0

1.067
1.4
1.066
1.4

7.77
7.77

3.53
3.53

0.08
0.08

2014

15880.5
2.4
15933.8
2.2

1.081
1.3
1.079
1.2

6.78
6.79

4.33
4.33

0.04
0.05

2015

16285.7
2.6
16364.0
2.7

1.096
1.4
1.097
1.7

5.98
6.08

4.46
4.63

0.08
0.09

2016

16752.4
2.9
16832.1
2.9

1.110
1.3
1.112
1.4

5.68
5.83

5.22
5.37

1.05
1.17

2017

17247.0
3.0
17327.8
2.9

1.127
1.5
1.127
1.4

5.47
5.67

5.96
6.18

2.87
3.09

2018

17705.5
2.7
17790.0
2.7

1.145
1.6
1.144
1.5

5.36
5.60

6.17
6.63

3.51
3.74

Fiscal Years

2019

18156.3
2.5
18244.3
2.6

1.164
1.6
1.161
1.5

5.31
5.57

6.12
6.62

3.51
3.73
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Chapter 2: Washington Economy - Current Conditions and
Forecast

= As expected in the June forecast, the Washington economy continues to expand
at a moderate pace.

= Washington employment growth has been stronger than expected in June and
historical estimates were revised higher.

= Overall housing construction is on track but single-family permits are weak.
Seattle home prices have declined in two of the last three months.

= Since the recession, Washington consumer spending growth has been positive
but weak.

= The annual revision raised the estimated level of Washington personal income in
2013 by $4.403 billion (1.3%).

= Seattle shelter costs are rising much faster than the national average but overall
inflation remains modest.

= We expect the Washington economy to continue to outperform the U.S. economy.

Current Conditions

The In recent months the Washington economy has performed
Washington slightly better than expected in the June forecast. The current
economy level of employment is higher than anticipated in June both

continues to
show moderate
growth

because growth has been stronger than expected and because
historical estimates have been revised up. As anticipated,
Washington personal income growth was weak in the second
quarter, largely due to aerospace bonuses paid in the first
quarter which were not repeated in the second quarter. Single-
family housing construction was once again weaker than
expected in the second quarter of 2014 but overall construction
was close to the forecast thanks to strong multi-family
construction. Seattle area inflation is about the same as the
national rate. Shelter costs are rising faster than elsewhere in
the U.S. but other prices are rising more slowly.

Job growth In the three months since the June forecast was adopted, the
has been... Washington economy added 21,600 jobs, 3,200 more than the
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18,400 expected in the June forecast. As usual, most of the new
jobs were in private-services providing industries which added
15,200 jobs in June, July, and August. The manufacturing sector
added 2,100 jobs in the three-month period thanks in part to an
unexpected increase of 1,200 jobs in the aerospace industry.
(We believe the increase in aerospace was due to temporary
summer interns and will be reversed in the fall.) The construction
sector added 2,500 jobs in June, July, and August while federal,
state, and local government combined added 1,800 jobs. The
state’s unemployment rate was 5.6% in August, the same rate
as in July but down from 7.0% in August 2013.

We have also incorporated another quarter of benchmark
employment data from the Quarterly Census of Employment and
Wages (QCEW). The new QCEW data and other revisions raised
the estimated level of total employment in May 2014 by 8,000
jobs. As a result of the upward revisions to history through May
and slightly stronger-than-expected growth in the next three
months, the total effect is 11,200 (0.4%) more jobs in August
2014 than expected in the June forecast.

In another sign of labor market healing, initial claims for
unemployment insurance continue to trend lower and are now at
pre-recession levels. The four-week moving average of
Washington initial claims for unemployment insurance edged up
to 8,069 in the week ending September 20" from 8,024 in the
previous week but is still lower than at the onset of the
recession.

Growth in average hourly earnings has picked up, but average
weekly hours continue to trend down. Private sector average
hourly earnings in the twelve months ending in August 2014
were up 2.0% over the previous twelve month period. A year
ago the comparable rate of increase was only 0.6%. However,
average weekly hours declined 0.2% in the most recent twelve
month period compared to the previous year. This is better than
the 0.4% decline in the previous year, but still negative. As a
result of the improvement in average hourly earnings, average
weekly earnings growth improved to 1.8% compared to 0.6% a
year ago.

Washington exports increased 11.9% in the second quarter of
2014 compared to the second quarter of 2013. Exports of
transportation equipment (mostly Boeing planes) increased
10.4% over the year and exports of agricultural products jumped
62.5% over the year. Exports of all other Washington
commodities rose 4.6% over the year (see Figure 2.1).
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Figure 2.1: Washington Export Growth

Percent
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Source: WISER Trade; data through 2014 Q2

Single-family housing construction was once again weaker than
expected in the second quarter of 2014 but overall construction
was close to the June forecast thanks to stronger-than-expected
multi-family construction. Total housing units authorized by
building permits averaged 37,200 (SAAR) in April, May, and
June. The June forecast had assumed 37,400 units. Single-family
units averaged 16,600, 800 less than expected but multi-family
units averaged 20,600, 600 more than expected. As expected,
the third quarter started out weaker than the second quarter as
July and August multi-family permits came down from an
unsustainably high second-quarter level. Multi-family permits in
July and August still exceeded the June forecast, more than
making up for a shortfall in single-family permits. Total permits
averaged 32,300 units (SAAR) in July and August compared to
the June forecast of 32,600 units for the third quarter as a
whole.

Seattle home prices may be peaking. According to the S&P/Case-
Shiller Home Price Indices, seasonally adjusted Seattle area
home prices declined 0.1% in July. Seattle home prices have
now fallen in two of the last three months after 29 consecutive
monthly increases since the trough in November 2011. Seattle
home prices are still up 7.1% over the previous July and 26.1%
higher than the November 2011 trough.

In July Microsoft announced that it would lay off 18,000
employees worldwide. The majority of these are related to the
Nokia acquisition and will not be in the Puget Sound area.
Nevertheless, the local impact will be significant. In July, 1,351
Washington employees were notified of layoffs. Another 747
were notified in September for a total of 2,098. This is
comparable to the 2,101 Microsoft employees laid off in 2009.
There remain approximately 2,900 Microsoft job cuts remaining,
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some of which will undoubtedly be local. The layoffs should be
complete by the end of the Microsoft fiscal year which is June 30,
2015.

Aerospace employment, which had been responsible for much of
the strength in manufacturing early in the recovery, is now in
decline. As of May 2014, aerospace lost 3,400 jobs since the
peak in November 2012. Aerospace employment actually
increased by 1,200 in June, July, and August but we believe the
increase was due to temporary summer interns and will be
reversed in the fall. We continue to believe that this downturn
will be relatively mild due to the hefty backlog of orders. The
current reductions are due to improvements in productivity and
restructuring. The steep cuts in the past have been associated
with production cuts which we do not expect over the next few
years.

The Institute of Supply Management - Western Washington
Index (ISM-WW) rebounded to 62.9 in August from 50.1 in July
(see Figure 2.2). Index values above 50 indicate positive growth
while values below 50 indicate contractions. The July figure was
the weakest since July 2009, at the depth of the recession. All
components (production, orders, employment, inventory, and
deliveries) improved in August.

Figure 2.2: Institute of Supply Management Indices

growth

Index, 50+

2005 2007 2009 2011 2013

- Washington —U.S.
Source: ISM, ISM-WW; data through August, 2014

Washington car sales reached yet another post-recession high in
August 2014. New vehicle registrations totaled of 291,400
(SAAR) in August, 0.2% more than in July and 5.2% more than
in August 2013. New vehicle registrations for August were the
strongest since November 2007, before the onset of the
recession.
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In August the U.S. Bureau of Economic Analysis released, for the
first time, estimates of personal consumption expenditures (PCE)
by state for 1997 through 2012. These estimates are not
adjusted for inflation. Washington personal consumption
expenditures rose 4.7% in 2012 compared to 4.1% for the
nation. Washington’s 2012 consumption growth rate ranked
ninth strongest among the states and District of Columbia.
Washington consumer spending fell 1.4% in 2009, at the bottom
of the most recent recession, in stark contrast to the 2001
recession when consumer spending growth never fell below 3.0%
(see Figure 2.3). While consumer spending growth returned to
positive territory in 2010, 2011, and 2012, growth remains
weaker than during the previous recovery.

Figure 2.3: Washington Consumer Spending Growth

Percent

1998 2001 2004 2007 2010

Source: U.S. Department of Commerce, Bureau of Economic Analysis; data
through 2012

In late September, the Bureau of Economic Analysis released
estimates of state personal income through the second quarter of
2014. Washington personal income grew at a 5.8% rate (SAAR)
in the second quarter which ranked 38th among the states
(including the District of Columbia) and was slightly lower than
the 6.3% annual rate for the U.S. as a whole. Washington’s
growth in the second quarter was skewed by the very large
bonus payments paid by Boeing in the first quarter. Excluding
durable manufacturing wages, Washington’s second quarter
growth was 6.8% which ranked 15" among the states and
District of Columbia and exceeded the 6.2% rate for the U.S. as
a whole.

The September BEA release also reflected the annual revision of
state personal income. Annual revisions are made “to incorporate
source data that are more complete and more detailed than
previously available.” The annual revision raised the estimate of
Washington personal income in 2013 by $4.403 billion (1.3%)
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compared to the previously available estimate. The revision was
more than accounted for by a $5.108 billion (7.9%) increase in
the estimate for dividends, interest, and rent. According to the
revised estimates, Washington personal income increased 2.5%
in 2013 which ranked 10th fastest among the fifty states and
District of Columbia. The comparable national growth rate was
2.0%.

Seattle shelter costs continue to rise much more rapidly than
U.S. city average shelter costs but other prices are rising much
more slowly, with the result that headline inflation in Seattle is
close to the national average. The Seattle CPI rose 1.8% from
August 2013 to August 2014 compared to 1.7% for the U.S. city
average. Similarly, core prices (all items excluding food and
energy) increased 1.7% in Seattle, the same rate as the U.S. city
average. However, shelter costs rose 4.4% over the year in
Seattle compared to 2.9% for the U.S. city average. All items
excluding shelter rose only 0.6% in Seattle compared to the
national average increase of 1.2%.

Washington State Forecast
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The September Washington State forecast is based on a new
national forecast that is very similar to the forecast adopted in
June. While real GDP is lower in the new forecast, the reason is a
downward revision in historical estimates resulting from the
annual revision of the national income and product accounts
(NIPAs). GDP growth in the forecast averages 2.7% per year
through 2019, the same rate as in the June forecast.
Employment growth averages 1.4% per year, real personal
income growth averages 3.3% per year and PCE inflation
averages 1.5% per year, all the same as in June. Qil prices,
however, are lower than assumed in June in the near-term but
also decline less. These minimal revisions in the national forecast
feed through to the state economic forecast.

Our September 2014 forecast of Washington employment is
higher than assumed in June due mainly to stronger than
expected growth through August. Employment growth for the
remainder of the forecast is also slightly higher than in the June
forecast. Our current estimate of Washington personal income
growth in the first half of 2014 is also higher than anticipated in
the June forecast, resulting in a stronger forecast for 2014. Our
new forecast for nominal personal income growth from 2015
through 2019 is also slightly higher than the rate predicted in
June. The number of housing units authorized by building permits
was close to the forecast in the second quarter of 2014. Once
again the multi-family segment was stronger than expected but
single family construction was weaker. As a result, we have
slightly lowered our single-family housing permit forecast and
raised our multi-family forecast. Our September economic
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forecast for total Washington housing units is very similar to the
forecast adopted in June.
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Our September 2014 forecast of Washington employment is
higher than assumed in June due mainly to stronger than
expected growth through August. Washington employment is
expected to grow 2.6% this year compared to the 2.3% growth
assumed in the June forecast. The September forecast for
average annual employment growth from 2015 through 2019 is
1.6% per year compared to 1.5% per year in the June forecast.

Despite rising production, aerospace employment continues to
decline. Aerospace employment usually peaks before production
as developers and testers are laid off and productivity improves.
Aerospace employment has performed about as expected during
the last three months and we have not changed our expectation
of a downward trend over the next few years. However, we
believe that this downturn will be relatively mild due to the large
backlog of orders. The current reductions are due to
improvements in productivity whereas the steep cuts in the past
have been associated with production cuts, which we do not
expect over the next few years. On an annual average basis, we
expect aerospace employment to decline 2.5% in 2014, 2.6% in
2015, 2.5% per year in 2016 and 2017, 2.2% in 2018, and 2.0%
in 2019.

Software employment has been growing steadily since the 2009
Microsoft layoffs. As of the third quarter of 2014, employment
exceeded the previous peak by 3,300 jobs. The recently
announced Microsoft layoffs will begin in September 2014 and
will affect annual employment growth rates in 2014 and 2015.
After that we expect moderate positive growth to resume,
however the level of software employment will be lower than
assumed in June throughout the remainder of the forecast.
Software employment rose 3.0% in 2013 which was the highest
growth rate since 2008. We expect a growth rate of 2.7% in
2014 followed by a 0.5% decline in 2015. Positive growth is
expected to return in 2016 with growth averaging 1.2% per year
in each through 2019.

Construction employment growth continues to surprise on the
upside. We have increased our forecast of construction
employment growth this year to 7.2% compared to 6.3% in the
June forecast. This will make 2014 the best year for construction
employment growth since 2006. Most of the growth this year will
be in residential construction with nonresidential construction
employment growth picking up in 2015-2019. Overall
construction employment will grow 5.5% in 2015, 6.2% in 2016,
5.0% in 2017, 4.4% in 2018, and 3.1% in 2019. Even with these
impressive growth rates, construction employment will still be
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6,500 below its previous peak at the end of 2019 (see Figure
2.4).

Figure 2.4: Washington Construction Employment

Thousands
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Source: WA Department of Employment Security, ERFC September forecast;
historical data through 2014 Q2

Financial activities employment fell 19,400 jobs (12.2%) from a
peak in the first quarter of 2006 to the trough in the second
quarter of 2010. Employment in credit intermediation and related
activities accounts for most of the decline, followed by real estate
and rental and leasing. On a calendar year basis, financial
activities employment grew 0.2% in 2011, 2.4% in 2012, and
4.1% in 2013. Going forward, we expect a declining trend in
financial activities employment due to productivity growth and
outsourcing. Employment will grow only 1.8% in 2014 and
remain flat in 2015 before declining 0.9% in 2016, 2.6% in 2017,
2.1% in 2018, and 0.7% in 2019.

Retail trade is another highly cyclical sector that declined early
and sharply but has now turned around. Growth in Washington
has been much stronger than the national average during the
recovery thanks to our outsized and rapidly growing electronic
shopping sector (see Figure 2.5). Retail trade employment grew
1.5% in 2011, 2.1% in 2012, and 3.3% in 2013 following
declines of 0.2%, 5.5%, and 0.4% in 2008, 2009, and 2010. We
expect another year of 3.3% growth this year based on
employment data through August. The forecast assumes weaker
growth in the next five years as the recovery matures. We expect
growth rates of 1.3%, 0.4%, 0.1%, 0.0%, and 0.1% in 2015
through 2019.

32



Washington
retail trade
employment

growth has been

much strong

than the national
average during

the recovery

We expect
strong
growth in
professional
and business
services
employment

State and
local
government
employment
is growing
again

Chapter 2

Figure 2.5: Retail Trade Indices
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Source: WA State Employment Security Department, BLS, ERFC September 2014
forecast; historical data through 2014 Q2

As is typical during recoveries, professional and business services
will be one of Washington’s fastest growing sectors. During a
recovery, growth in this sector is boosted by gains in
employment services, mainly temporary help services. As
businesses gauge whether the increase in demand will continue,
they typically hire temporary staff before they hire permanent
employees. Employment growth in professional and business
services rebounded to 4.0% in 2011 from just 0.6% in 2010 and
a 6.9% decline in 2009. Growth slowed to 3.1% in 2012 and
2.9% in 2013 due to a slowdown in employment services and big
cuts in waste management (Hanford) and accounting services.
We expect growth to remain very strong in this sector throughout
the forecast with growth rates of 